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Pre FACE
ABOUT THE SUBJECT
The subject “Banking Theory and Practice” helps the students to understand the overall banking structure or
system of India. This subject explain how different Indian and foreign banks are operated and managed their financial
transactions. Thus, this subject gives complete theoretical knowledge to the students regarding operations of different
types of banks and other financial institutions.
The important topics discussed in this subject are as follows,
❖

Origin and Growth of Banking in India.

❖

Unit Vs Branch Banking.

❖

Nationalization of Commercial Banks.

❖

Reserve Bank of India (RBI) - Constitution, Structure and Objectives.

❖

Different Types of Banks.

❖

Banker and Customer Relationship.

❖

Negotiable Instruments.

ABOUT THE BOOK
The book entitled ‘Banking Theory and Practice’ is designed for B.Com Ill-Year V-Semester students.
The content provided in this book is strictly as per the latest (2016-17) syllabus prescribed by Osmania
University.

Every concept is explained in a simple manner with sufficient number of examples so as to facilitate better

understanding and easy learning in a shorter span of time. Keeping in view the examination pattern of

B.Com students, this book provides the following features,
❖

Important Questions are included to help students prepare for Internal and External Assessment.

❖

Previous university question papers are included in the units matching with the old syllabus.

❖

Every unit is structured into two main sections viz., Short Questions (Part-A) and Essay Questions

(Part-B) with solutions.

❖
❖

List of Important Definitions are given.

Three Model Papers are provided in order to help students understand the paper pattern in the end
examination.

An attempt has been made through this book to present theoretical and practical knowledge of

“Banking Theory and Practice”. This book is especially prepared for undergraduate students.
The table below illustrates the complete idea about the subject, which will be helpful to plan and score
good marks in the end examinations.

Unit No.

1.

Unit Description

Unit Name

This unit covers the topics: Origin and Growth of Banking in India - Unit

Introduction

Vs Branch Banking - Functions of Commercial Banks - Nationalization
of Commercial Banks in India - Emerging Trends in Commercial Banking

in India: E-Banking - Mobile Banking - Core Banking - Bank Assurance
- OMBUDSMAN.

2.

This unit covers the topics: RBI Constitution - Organizational Structure -

Reserve Bank of India

Management - Objectives - Functions - Monetary Policy.
3.

This unit covers the topics: District Co-Operative Central Banks —

Types of Banks

Contemporary Banks - Regional Rural Banks - National Bank for

Agriculture and Rural Development (NABARD) - SIDBI - Development
Banks.
4.

Banker and Customer This unit covers the topics: Definition of Banker and Customer Relationship Between Banker and Customer - KYC norms - General and

Relationship

Special Features of Relationship - Opening ofAccounts - Special Types of
Customers Like Minor, Married Women, Partnership Firms, Companies,
Clubs and other Non-Trading Institutions.

5.

Negotiable Instruments This unit covers the topics: Descriptions and their Special Features - Duties

and Responsibilities of Paying and Collecting Banker - Circumstances

under which a Banker can Refuse Payment of Cheques - Consequences

of Wrongful Dishonours - Precautions to be taken while Advancing
Loans Against Securities - Goods - Documents of Title to Goods - Loans
against Real Estate -Insurance Policies - Against Collateral Securities -

Banking Receipts. Rule in Clayton’s Case - Garnishee Order - Loans
against Equitable Mortgage - Legal Mortgage - Distinction between them
- Latest Trends in Deposit Mobilization.

It is sincerely hoped that this book will satisfy the expectations of students and at the same time helps
them to score maximum marks in exams.
Suggestions for improvement of the book from our esteemed readers will be highly appreciated and

incorporated in our forthcoming editions.
i
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LIST OF IMPORTANT DEFINITIONS
4.

UNIT -1
1.

The term bank is derived from the Italian word
‘Banco’ which means ‘Bench’. It signifies the benches
in Italy, on which money lenders sat and carried out
bills of exchange business.

2.

Unit bank is a type of banking system, which operates
only a single office. Such banks do not have any
branches. This unit banks are also known as ‘localized
banks’.

3.

E-Banking refers to the usage of the internet platform
for carrying out banking transactions.

UNIT - II
1.

2.

3.

Monetary policy means the usage of instruments as
per the rules of central bank either to affect the level
of total demand for goods and services or to affect
the changes in the specific sectors of the economy.

4.

Statutory Liquidity Ratio (SLR) is the rate at which
all banks should keep their reserves in the form of
government securities.

5.

The rate at which RBI borrows money from other
banks is known as reverse repo rate. In other words, it
is the RBI’s borrowing rate. It is the complete opposite
of repo rate.

UNIT - III

1.

According to Sec. 3 of Negotiable Instruments Act,
“The term banker includes a person or a corporation
a company acting as a banker”. He is a person who
carries out the business of banking.

2.

Customer is defined as the one on whose name account
or carries out business with the bank.

3.

According to Indian Law, a person below 18 years
of age is considered as minor and any contract with
minor is treated as invalidation and void.

UNIT - V
1.

2.

According to Sec. 7, para 1, “A drawee is a person
on whose name bill of exchange or cheque is drawn
and a person who is instructed to pay a certain sum
of money, in case of a cheque, banker is a ‘drawee’”.

3.

As per Sec.7, para 5, “A person whose name is given
in a bill of exchange, promissory note or cheque and
to whom or on whose demand a certain sum of money
is to be paid is known as ‘payee’. In case of bill of
exchange or cheque, drawer may be the payee. If the
payee name specified in a bill is an imaginary one
then bill is considered as payable to bearer”.

4.

The bank on which a cheque is drawn the ba
name is printed on the cheque and whicj
payment by deducting the amount
account for which the cheque is
payee banker.
J1»)
$
According to the Ind
bank dishonours a r'
74,011)
needed for pa'o>
compensa*
contra^
re*-

6.

Ac
secu
on the
not at an.
advance”.

Development banks are the financial institutions that
provide medium and long-term finance to industrial
and agricultural sectors of the nation. They are
involved in promotion and development of industry,
agriculture and other sectors.

--------

“A negotiable instrument is the property which is
acquired by anyone who takes it bonafide and for
value not withstanding any defect of title in the person
from whom he took it.
- Justice H illis

Regional Rural Banks (RRBs) refers to the public
banks which are established in rural areas of India.
The main aim of these banks is to fullfil/meet the
credit needs of the rural banks.

District co-operative Central Bank (DCCB) refers to a
network of co-operative banking network, established
for the purpose of providing agricultural loans and
banking facilities in the rural and semi-rural areas of
India.

The banks which are established based on the current
trends or are related with the current time period are
known as contemporary banks. I.

UNIT - IV

Reserve Bank of India (RBI) is a monetary authority
and central bank of the country. It has the power to
manage, develop and regulate the financial system.

According to the preamble of Reserve Bank of India
Act, 1934, the objective of RBI is, “to regulate the
issue of bank notes and the 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”.
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B.Com (CBCS) Ill-Year V-Semester Examination

BANKING THEORY AND PRACTICE
( Common Paper for All Streams )
Max. Marks: 80

Time: 3 Hours

PART - A ( 5 x 4 = 20 Marks )
Note : Answer any Five of the following questions in not exceeding 20 lines each

1.

What is a commercial bank?

2.

What are the functions of RBI?

(Unit-ll, Page No. 28,Q1)

3.

What are the key functions of DCC Banks?

(Unit-Ill, Page No. 44,Q2)

4.

Define the term customer. State its features.

(Unit-IV, Page No. 66,Q1)

5.

State the advantages and disadvantages of goods as securities against bank advances.

6.

Define bank.

7.

Write a brief note on Reserve Bank of India Act, 1934.

(Unit-ll, Page No. 28,Q2)

8.

Explain about Regional Rural Banks (RRBs). Give some examples.

(Unit-Ill, Page No. 44,Q3)

(Unit-I, Page No. 2, Q1)

(Unit-V, Page No. 84, Q1)
(Unit-I, Page No. 2, Q2)

PART - B ( 5 x 12 = 60 Marks )
Note: Answer the following questions in not exceeding four pages each.

9.

(a)

Explain origin and growth of banking in India. Explain the evolution of
banking system in India.

(Unit-I, Page No.4, Q6)

OR

10.

(b)

Write in detail about commercial banks.

(Unit-I, Page No. 14, Q14)

(a)

Explain the constitution and objectives of RBI.

(Unit-ll, Page No. 30, Q7)

OR

11.

(b)

What is Monetary Policy? Discuss its nature and objectives.

(Unit-ll, Page No. 33, Q11)

(a)

On what basis are the DCC Banks in India categorised? Also write
about its size and area.

(Unit-Ill, Page No. 47, Q9)

OR

12.

(b)

Explain in detail about Regional Rural Banks (RRBs).

(a)

Define the term banker and customer. State the relationship between
banker and customer.

(Unit-Ill, Page No. 50, Q13)

(Unit-IV, Page No. 69, Q8)

OR

13.

(b)

What is KYC? Write in detail about the recent KYC norms suggested by RBI.

(Unit-IV, Page No. 71, Q9)

(a)

Define the term negotiable instrument. Explain the characteristic features
of negotiable instruments.

(Unit-V, Page No. 87, Q7)

OR

(b)

Who is a paying banker? What are its duties and responsibilities of paying
banker?

(Unit-V, Page No. 97, Q15)
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B.Com (CBCS) Ill-Year V-Semester Examination

BANKING THEORY AND PRACTICE
( Common Paper for All Streams )

Time: 3 Hours

Max. Marks: 80

PART - A ( 5 x 4 = 20 Marks )
Note : Answer any Five of the following questions in not exceeding 20 lines each.

1.

What are the important documents of title to goods?

(Unit-V, Page No. 84, Q2)

2.

Define the term bank and banker.

(Unit-IV, Page No. 66, Q2)

3.

What are the achievements of NABARD?

(Unit-Ill, Page No. 45, Q5)

4.

What is Monetary Policy? What are its objectives?

(Unit-ll, Page No. 28, Q3)

5.

List out the different types of banking systems.

6.

State the advantages and disadvantages of documents of title to goods as
securities against bank advances.

(Unit-V, Page No. 85, Q3)

7.

Write about bank-customer relationship.

(Unit-IV, Page No. 67, Q3)

8.

Discuss Cash Reserve Ratio (CRR).

(Unit-ll, Page No. 29, Q4)

(Unit-I, Page No. 2, Q3)

PART - B ( 5 x 12 = 60 Marks )
Note: Answer the following questions in not exceedingfour pages each.
9.

(a)

Define bank and what are its features.

(Unit-I, Page No. 5, Q7)

OR

10.

(b)

Distinguish unit banking with branch banking.

(Unit-I, Page No. 12, Q13)

(a)

Explain management and organizational structure of RBI.

(Unit-ll, Page No. 31, Q8)

OR
(b)

11.

(a)

Discuss the important tools of monetary policy.
What is a District Central Co-operative Bank (DCCB)? What are its
main functions?

(Unit-ll, Page No. 35, Q12)

(Unit-Ill, Page No. 47, Q8)

OR

12.

(b)

Write in detail about contemporary banks in India.

(Unit-Ill, Page No. 49, Q12)

(a)

Explain in detail about opening of an account.

(Unit-IV, Page No. 72, Q10)

OR

13.

(b)

Discuss briefly about various types of customers.

(a)

Explain different types of negotiable instruments i.e.,

(i)

Promissory note

(ii)

Cheque

(iii) Bill of exchange.

(Unit-IV, Page No. 74, Q11)

(Unit-V, Page No. 88, Q8)
OR

(b)

What do you mean by dishonour of cheque? What are the liabilities
involved on dishonour of a cheque?
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(Unit-V, Page No. 99, Q17)
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B.Com (CBCS) Ill-Year V-Semester Examination

BANKING THEORY AND PRACTICE
( Common Paper for All Streams )

Max. Marks: 80

Time: 3 Hours

PART - A ( 5 x 4 = 20 Marks )
Note : Answer any Five of the following questions in not exceeding 20 lines each.

(Unit-I, Page No. 2, Q4)

1.

State the advantages of unit banking.

2.

Write a note on Statutory Liquidity Ratio (SLR).

(Unit-ll, Page No. 29, Q5)

3.

What are the different methods/instruments used by RBI in controlling credit?

(Unit-ll, Page No. 29, Q6)

4.

State the functions/role of SIDBI.

(Unit-Ill, Page No. 45, Q6)

5.

Define KYC.

(Unit-IV, Page No. 67, Q4)

6.

State the advantages and disadvantages of stock exchanges as security
against bank advances.

(Unit-V, Page No. 85, Q4)

7.

What are the rights of Mortgagor and mortgagee?

(Unit-V, Page No. 86, Q6)

8.

What are development banks? List out various development banks.

(Unit-Ill, Page No. 45, Q7)
•

PART - B ( 5 x 12 = 60 Marks )
Note: Answer the following questions in not exceedingfour pages each.

9.

(Unit-I, Page No. 6, Q8)

(a)

Discuss various types of banks.

(b)

Write briefly about the various emerging trends in commercial banks in India.

(Unit-I, Page No. 18, Q17)

(a)

Explain the functions of RBI.

(Unit-ll, Page No. 32, C9,

(b)

Differentiate between monetary and fiscal policy. List out the strengths and
weaknesses of fiscal policy.

(Unit-ll, Page No. 36, Q13)

Define NABARD and explain the silent features NABARD.

(Unit-Ill, Page No. 51, Q15)

OR

10.

OR

11.

(a)

OR

12.

(b)

Discuss briefly about various development banks.

(Unit-Ill, Page No. 53, Q19)

(a)

Explain the conditions required for a minor during the opening of an
account and while entering into a contract.

(Unit-IV, Page No. 76, Q12)

OR

13.

(b)

What precautions should a banker take in opening account of
partnership firm?

(Unit-IV, Page No. 77, Q14)

(a)

What are the various precautions to be taken by a banker while
advancing loans against different instruments?

(Unit-V, Page No. 103, Q22)

OR

(b)

Explain Garnishee Order.

(Unit-V, Page No. 109, Q31)
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UNIT

1
(

INTRODUCTION
SIA GROUP
\______

LEARNING OBJECTIVES

)

After studying this unit, one would be able to understand,
❖

Origin and Growth of Banking.

❖

Differences between Unit Bank and Branch Bank.

❖

Functions of Commercial Banks.

❖

Comment upon the Emerging Trends in Commercial Banking in India.

❖

Concepts of E-Banking, Core Banking, Banking Ombudsman.

Commercial Banks are business enterprises which are involved in finances, financial instruments and provide
financial services for a price which maybe in the form of interest, commission or a discount and so on. “They
accept deposits of money from the public (savings), for the purpose of lending or investment (to meet working
capital requirements or corporates).
The term ‘bank’ is derived from a Greek and Italian words ‘Banque’ and ‘Banco’, which means ‘a bench’
which is used by the money-lenders to display their coins and making business transaction. However, in the
modem world bank is referred as the financial institution which accepts deposits lend and creates money
from financial sources. “A bank is a person or corporation which holds itself out to receive from the public
deposits payable on demand by cheque”.

Under the branch banking system, a single commercial bank is a very big institution which spreads its branches
across different geographic areas of the country. Branch banking is also known as “Delocalized Banking”,
as it allows the opening of a number of branches for performing the banking operations.
Demand deposits are also known as “Deposits in current account”, because the depositor can easily withdraw
the deposited amount with the help of cheque at any time, upto the limit of credit balance in his current
account, without any prior intimation.

Overdraft is a short term loan wherein the customer can withdraw excess amount from his current account
upto certain fixed extent. Bank provide this facility to the current account holder against collateral security.
Banking Ombudsman scheme has been formulated by Reserve Bank of India for providing service to the Bank
clients. Bank Ombudsman resolves the problems relating to Banking service and other matters as specified
under the scheme.

------------------------------------------------------ SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.
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Q1.

What is a commercial bank?

Answer :

Model Paper-1, Q1

Commercial bank is a intermediary between savers and investors. Commercial Banks are business enterprises
which are involved in finances, financial instruments and provide financial services for a price which maybe in the form of
interest, commission or a discount and so on. “They accept deposits of money from the public (savings), for the purpose
of lending or investment (to meet working capital requirements or corporates)”-Banking regulation act 1949 banks are
categorized into,

Public sector

Example : SBI, Andhra Bank

Private sector

Example : Milli Bank

Foreign sector

Example : HSBC, HDFC.

Money is lent for productive purpose like trade, industry and agriculture. It accepts various types of deposits and
grants loans.

Q2.

Define bank.

Answer :

Model Paper-1, Q6

“A bank is a person or corporation which holds itself out to receive from the public deposits payable on demand by
cheque”.
— Walter Leaf

“A banking company is defined as one which transacts the business of banking which means accepting for the purpose
of lending or investment of deposits of money from the public, repayable on demand or otherwise and withdrawals by
cheque, draft, order or otherwise”.
- The Banking Companies Act, 1949.

A bank is “A manufacture of credit and a machine for facilitating exchange”.
-Horace White

Q3.

List out the different types of banking systems.

Answer :

Model Paper-ll, Q5

In recent years, the banking system has developed rapidly across the globe. Based on the different types of organisation
structures, different kinds of banking systems have been developed as follows,

1.

Unit banking

2.

Branch banking

3.

Correspondent banking

4.

Group banking or chain banking

5.

Mixed banking and

6.

Investment banking.

Q4.

State the advantages of unit banking.

Answer :

Unit banking system has the following advantages:
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Efficient Management

Unit banking possesses all the benefits of small scale operations. Because of the small size of the unit banks and
centralized banking operations, there is less probability of mismanagement.

(ii)

Fast Decision Making
As every unit bank performs its own functions independently, the decisions can be made quickly and efficiently.

(iii)

Customer Friendly

Due to its small size, the unit banks can maintain personal and face-to-face contact with its customers. Maintaining
such personal rapport helps in reducing the consumer complaints and grievances.

(iv)

Cost Effective

Unit banks are more economical than the branch banks because of less number of operations and geographical
coverage. This further results in greater profitability and lower costs.

(v)

Decentralization

A unit bank can be opened with a small capital and with less number of formalities. The unit banking system usually
encourages the decentralization of banking business and prevents monopoly of the banking business.

(vi)

Initiative in Banking Business

Unit banks are generally of small size but consist of full knowledge and have greater involvement in the local
problems. They are in a position to tackle these problems through financial help.

Q5.

What are the advantages of branch banking?

Answer :
Branch banking system has the following merits,

1.

Economies of Scale

Branch banking system gets all the benefits of the economies of large-scale operations with the presence of greater
applicability of the division of labour and specialization. The branch banks are usually large organisation, thus they can
appoint efficient personnels and can engage right person at the right place which would further result in efficient performance
of the business operations.

2.

Economy in Cash Reserves

Branch banking mostly results in economy in cash reserves. A branch bank may usually hold little more cash reserve
at one branch and a bit little in another branch. In case of sudden cash requirement, cash can be transferred from one branch
to another branch.

3.

Economy of Costs

Branch banking allows the transfer of funds easily from one branch to another at a lower cost when compared to
unit banking. This is due to the fact that indebtedness of inter-office can be adjusted without having an effect on the real
transfer of funds.

4.

Spreading Risks

A major advantage of branch banking system is that the risk of business operations is spread over a large geographical
area. Basically, business of branch banks is independent in nature. Therefore, they can divide the risk with the help of
diversification of the banking business, which helps in the reduction of failure rates.

5.

Higher Degree of Safety

Branch banking helps in maintaining higher degree of safety and liquidity by providing greater scope for selecting
among various investments and different securities and also because of their big size they possess good financial resources.
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PART-B
ESSAY QUESTIONS WITH SOLUTIONS

1.1

ORIGIN AND GROWTH OF BANKING IN INDIA

Q6.

Explain origin and growth of banking in India. Explain the evolution of banking system in India.

Answer :

Model Paper-I, Q9(a)

Origin and Growth of Banking in India
The money lenders, banking firms, private bankers of India were called as indigenous bankers by the British. The
Hundi is another financial instrument which was used for payment on demand or after a specific time limit to a person
whose name is written on it. It worked well and even the royal families followed this system of traditional banking in India.

Banking system in India started in 1770 with the establishment of the first joint stock bank namely the bank of
Hindustan by Britishers in Calcutta, but it failed. In 1806, commercial bank was established in Bengal. Bank of Bengal,
Bank of Mumbai and Bank of Madras together called presidency banks. These banks are financed partly by East India
Company. In 1881, the first indigenous bank i.e oudh commercial bank was started.
The term bank is derived from an Italian word ‘Banco’ which means ‘Bench’. The bench signifies the benches that
were used in the market place of Italy by Lombard Jews to exchange bills and money. In India, banking system can be traced
with the establishment of Bank of Calcutta in the year 1786. In the 18th century English Agency houses were founded in
Bombay and Calcutta which became the source of origination for banking in India. In the year, 1935 RBI was established
as the Central Bank of India on the recommendation of Hilton Young Commission which offered financial aid to the urban
population only. After the independence, banking sector of India was taken under private ownership. In order to provide
financial aid to both urban and rural population, RBI was nationalized in the year 1949 by the Government of India. Many
other major banks were also nationalized for the development of national economy. In the year 1990, liberalization of
banking system was started to improve the profitability and financial stability of public sector banks.
The evolution of the Indian banking system is divided into four different phases which are as follows,

1.

The Pre-independence (pre-1947) Phase

During this period, many banks were established as there were not set standards for entry. Some banks which exist
even today are the result of the Swadeshi movement. This phase witnessed the failure of several banks and was marked by
two world wars and great depression. The global pressure and mismanagement of banks were the two major reasons for the
failure of the banks. The RBI was therefore established in 1935 to overcome such failures. The absence of an appropriate
regulatory framework restricted the control of RBI over the banks.

2.

1947 to 1967

The Banking Companies Act was introduced in 1949 in the post-independence era, for solving the issue of banking
failures. The safety and soundness of the banking sector was improved by the RBI. This act also granted the authority of
regulating and controlling the banking sector to the RBI. The introduction of deposit insurance boosted the confidence of
the depositors in the banking system. The banking system was also expanded in the rural areas. RBI’s efforts to ensure
adequate credit to productive sectors resulted in the development of complex regulated interest rate structure.

3.

1967 to 1991-92

The number of banking companies come down from 648 to 89 by 1969. The narasimhan committee (1991)
acknowledged the tremendous changes of public sector banks in 1969.
Strict social controls over the banking sector were witnessed from 1967 to 1991-92. Direct lending to the ‘priority
sector’ was introduced for assuring equal flow of credit to agriculture and small sectors. The banks expanded rapidly without
considering the profitability and asset quality. The medium and large firms faced the credit problems due to strict targets
for the priority sector lending. This resulted in the acquisition of many non-performing assets by the banks.
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In 1990s, the financial sector of India had the following characteristic features,
❖

Controlled and regulated interest rates.

❖

High rates of CRR and SLR which resulted in the withdrawal of large amount of resources from productive lending.

❖

The extensive flow of small funds among the banks.

❖

The accounting practices were not transparent and has limited disclosure.

❖

There was large public ownership and decreased efficiency and productivity.

❖

There was small amount of capital and large amount of non- performing loans.

❖

Huge investment was made in government bonds which facilitated high government borrowing at concessional
interst rates.

❖

There were shift barriers for the entry of new and efficient players in the banking sector.

❖

There was limited access to private sector banks.

This phase also witnessed lack of depth in the capital and foreign exchange markets. The development ofthe financial
system was also restricted as monetary policy was given less importance than the fiscal policy.

4.

1991-92 and Beyond
1991-92 was one of the most productive phases in India’s banking history.

This phase is divided by RBI into two sub phases : 1991-92 to 1997-98 and beyond 1997-1998. In the first phase, a
powerful committee on the financial system was established by the government under the chairmanship of Mr M. Narismham.
This committee became popular by the name of ‘Narsimham communittee’.
The five principles that guided these reforms were (1) Cautious and sequenced reform measures (2) Introduction
of reinforcing standards (3) Introduction of complementary reforms (4) Development of financial institutions and (5)
Development and integration of financial markets.

The first sub phase focussed on improving the profitability, competitiveness, capital position and asset quality of
banks. Risk aversion was also developed by banks.
The second sub phase of 1997-98 showed a shift towards the prudential standards with the international best
practices. The private sector banks were permitted to operate which lead to an increase in the competition. The number of
non-performing assets were decreased sharply. During this phase the technology was introduced into the banks.

A high level committee was established in 2007 under speeding the chairmanship of Prof. Raghuram Rajan for
speeding the financial sector reforms. The following are the committee’s terms of reference,
(a)

Recognizing the emerging challenges for fulfilling the financing needs of the Indian economy and identifying real
sector reforms which helps those needs to be met easily by the financial sector.

(b)

Analysing the performance of the different segments of financial sector and recognising changes which helps in
meeting the needs of real sector.

(c)

Identification of changes in the regulatory and supervisory infrastructure which facilitates the financial sector to
play its role.

(d)

Identification of changes in the areas of economy and the conduct of monetary and fiscal policy.

Annexure 2 presented 35 proposals which was created by the committee. Annexure III outlined the major policy
and legal reforms which occurred in the Indian banking sector since 1991-92,

Q7.

Define bank and what are its features.

Answer :

Model Paper-ll, Q9(a)

Bank
The term ‘bank’ is derived from a Greek and Italian words ‘Banque’ and ‘Banco’, which means ‘a bench’ which is
used by the money-lenders to display their coins and making business transaction. However, in the modem world bank is
referred as the financial institution which accepts deposits lend and creates money from financial sources.

“A bank is a person or corporation which holds itself out to receive from the public deposits payable on demand by
cheque”.
- Walter Leaf

............
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“A banking company is defined as one which transacts the business of banking which means accepting for the purpose
of lending or investment of deposits of money from the public, repayable on demand or otherwise and withdrawals by
cheque, draft, order or otherwise”.

- The Banking Companies Act, 1949.
A bank is “A manufacture of credit and a machine for facilitating exchange”.
-Horace White

Characteristic of Bank Features
The characteristic features of banks are as follows:
1.

Bank deals with the money deposits of the public as it is a financial institution.

2.

A bank can be either a firm, oragnization, company or financial institution which performs the banking functions or
carries out the banking business.

3.

An important feature of bank is that it accepts deposits from the public and repays them either on demand or after
the expiry of a fixed period. It safeguards the customers deposits.

4.

It plays the role of a custodian of the public deposits.

5.

Banks provide loans and finance to the individuals or to the organizations as per their requirements.

6.

Banks offer various services to its customers such as various payments and withdrawals facilities like cheques,
drafts, ATM’s and so on.

7.

It also serves its customers by rendering agency and general utility services.

8.

A bank is a profit making organization/institution which basically follows a service oriented method.

9.

Bank acts as a intermediary between lenders and the borrowers.

10.

The main objective of the banks is to perform the banking business.

Q8.

Discuss various types of banks.

_________________________________

Answer :

Model Paper-Ill, Q9(a)

Banks can be broadly classified into the following two types, as shown in the figure:

Figure

1.

Central Bank

Central bank is an autonomous institution which holds immeuse powers and control over the entire banking system
of the country. In India the Reserve Bank of India (RBI) is the central bank of the country. According to R.P. Kent “Central
bank is the institution charged with the responsibility of managing the expansion and contraction of the volume of money
in the interest of the general public welfare”.
For remaining answer refer Unit-I, Page No. 9, Q10.
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Commercial Bank

Commercial Banks are business enterprises which are involved in finances, financial instruments and provide
financial services for a price which maybe in the form of interest, commission or a discount and so on. “They accept deposits
of money from the public (savings), for the purpose of lending or investment (to meet working capital requirements or
corporates)”-Banking regulation act 1949 banks are categorized into,
Public sector

Example : SBI, Andhra Bank

Private sector

Example : Milli Bank

Foreign sector

Example : HSBC, HDFC.

The different types of commercial banks are as follows:

(a)

Deposits Banks
It is one of the type of commercial bank which deals with short term deposit and loans. Deposit banks accepts
deposits from the public and lend money to the customers who are in need of loans. Deposit banks extend loans for
a short period ranging from 3 to 6 months.

(b)

Industrial Banks
Industrial banks extend long term loans to the industries which requires huge capital for buying heavy machineries
and equipments. Moreover, they also deals with the process of buying shares and debentures of companies which
would help the companies to hold fixed capital. Industrial banks performs the following functions.

(i)

Accepting long-term deposits.

(ii)

Extending long-term loans to the industries for fulfilling their credit needs

(iii) Helps the companies in dealing with the purchase and sales of shares and debentures.

(c)

Savings Banks
Savings banks are basically started with an aim to encourage the small savers like, poor or middle class customers
to save their money in the form of deposits in these banks. However, in India due to absence or such banks, post
offices performs the function of savings banks.

(d)

Agricultural Banks
Agricultural banks are of two types:

(i)

Agricultural co-operative banks and

(ii)

Land mortgage banks and co-operative bank.

Agricultural banks are established to help the farmers by providing short, medium or long-term loans.

(e)

Exchange Banks
Exchange banks are the commercial banks which exclusively deals with the foreign trade such as, discounting,
accepting and collecting foreign bills of exchange. They perform the functions of buying and selling foreign currency.
These banks also provide services like that of the other ordinary banks.

(f)

Miscellaneous Banks
Miscellaneous banks are special kind of commercial banks which are established to meet the specialized needs of
the customers.
For instance - Investments banks in England and America are formed with an objective to control the distribution
of capital into several uses.

Q9.

Explain the organization structure of commercial banks. What are the functions recently introduced in
Indian commercial banks?

Answer :

Organization Structure of Commercial Banks
The organization structure of commercial banks is shown in the following figure,

------
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Figure: Organization Structure of Commercial Banks

Scheduled Commercial Banks
The S.C.Bs constitute those banks which have been
included in the second schedule of RBI Act 1934, vice-versa
for unscheduled CBs.
The S.C.Bs are further classified or subdivided by
RBI as public sector banks, old private sector banks, new
private sector banks and foreign banks.
The composition of S.C.Bs in India are 300, which
includes the SBI and its associated banks (8), nationalised
banks (19), private sector banks (32), RRBs (196) and
foreign banks (45). During 1994-95, ten more banks were
added in the S.C.Bs and the Bank of Karad was taken over
by Bank of India. The total number of branches of S.C.Bs is
64,918 of which 36679 (56.5%) were located in rural areas,
on 30th June, 1999.

Unscheduled Commercial Banks
Unscheduled Banks are the banks which are not
included in the schedule of Banking Regulation Act, 1949.
These types of banks can function in all banking sectors
and there are no statutory restrictions on unscheduled
banks. However, since May 1997 there were no un-schedule
commercial banks emerged in India. According to RBI, there
are four types of non-schedule commercial banks available
in Indian banking sector. They are listed below,
1.

Subhadra Local Area Bank Ltd which is located in
Kolhapur.

2.

Coastal Area Bank Ltd which is located in Vijayawada.

3.

Krishna Bhima Samrudhi Local Area Bank Ltd
which is located in Mahboobnagar.

4.

Capital Local Area Bank Ltd which is located in
Phagwara Navsari.

Functions Recently Introduced in Indian
Commercial Banks
Previously, the CBs did not help in providing financial
assistance to S.S.I units. But the SBI along with RBI initiated
a scheme for provision of credit to small scale industries.
This was seen more after nationalization in July 1969. The
CBs have also introduced the ‘Lead bank scheme’ where
each district is allotted to one S.C.B for proper development
of banking facilities.

RBI setup a committee under the chairmanship of
Shri P.R Nayak to look after the supply of credit to the
needed S.S.Is. This committee recommended granting of
increased credit to S.S.Is and providing immediate solution
to the S.S.I’s problems. The CB intimated the foreign banks
to extend at least 10% of their net bank credit to S.S.I.
According to a development report by IDBI, the CBs have
provided the small scale units with Rs. 27,612 crores that
accounted for 27% of total gross bank credit of Rs. 102953
for the industrial sector. Further, it was noticed that the bank
credit to S.S.I units have increased from 22% in March 1993
to 27% in March 1995.

Facilities Offered to S.S.I’s
The facilities offered to SSI’s are as follows,

1.

Arrangement of Finance

A network or group of SFCs, NSIC, SSICs, CBs,
cooperative banks, RRBs extend financial assistance to S.S.I
units. The SIDBI offers refinance to industrial loans already
provided by them to small enterprises. The S.F.C sanctions
term loans for meeting the working capital requirements
for setting up of new enterprise and for expansion or
modernisation of existing units.

2.

Regional Testing Centres (RTCs)

RTCs provide testing facilities for raw material,
semi-finished and finished goods which are primarily
manufactured in the small sector. RTCs are located in 4 areas
that is Kolkata, Mumbai, Chennai and New Delhi. These
testing centres provide facilities in the field of chemical,
mechanical, electrical, metallurgy and metrology. They also
assist in quality improvement and quality control of goods.

3.

Tool Rooms

Tool rooms or tool design institutes assist in tool
designing, manufacture oftools, jigs, fixtures, moulds and dies,
etc. There are about ten tool rooms which are located in Kolkata,
Ludhiana, Jalandhar, Hyderabad, Nagpur, Indore, Ahmedabad.
The tool rooms are operated and run by state government mainly
at Lucknow, Delhi, Bangalore, Mysore and Goa.

4.

Central Footwear Training Institute (CFTI)

The Junction of CFTI is to train manpower in footwear
industry, developing new designs of footwear to promote
exports. CFTIs are generally located in Agra and Chennai.

5.

Facilities and Concessions

The central government extends a bunch of incentives
and facilities to small enterprises.

(i)

Exemption and concession in excise duty to S.S.Is.

(ii)

Fiscal incentives, reservation of certain items
manufactured for production and purchase.

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD___________ —----- —----- -------- -------- --

UNIT-1 : Introduction

9

Q10. Explain in detail about the classification of
scheduled commercial banks.

six commercial banks in the private sector with
an average deposits of over ? 200 crores were
nationalised on August 15, 1980. Presently, there are
27 nationalised Banks, the state bank of India and its
six associates and 19 nationalized banks and IDBI.
The main objective for nationalisation was to provide
financial assistance by network to the rural and semi
urban areas.

Answer :
Reserve bank of India Act, 1934 comprises scheduled
commercial banks in its second schedule. Scheduled
commercial banks are further divided into four categories,

1.

Public sector banks

2.

Private sector banks

3.

Foreign banks in India and

4.

Regional rural banks.

From there onwards, the Nationalisation of banks
commenced. The objectives of Nationalised banks
were,

There are 81 scheduled commercial banks out of
which 26 constitutes the public sector banks, 21 are reserved
for private sector banks whereas the remaining 34 belongs
to foreign banks.

1.

(a)

State bank of India and its associates and

(b)

Nationalised banks.

(ii)

To spread awareness of agricultural finance and
to overcome the causes for the downfalls of the
agricultural finance system.

(iii) To facilitate the reserve bank in the formulation
of its credit policies.

(iv) To provide assistance to the government in
carrying out the broad economic policies.

2.

State Bank of India
The state bank of India was introduced on July 1,1955.
The five subsidiaries under the state bank of India
includes the State Bank of Bikaner and Jaipur, the
State Bank of Hyderabd, the State Bank of Mysore,
the State Bank of Patiala and, the State Bank of
Travancore.

The state bank of India is the largest commercial bank,
in the world with an aggregate ofnearly 16055 branches
comprising 4607 branches of its associate bank,
131 foreign offices in 32 countries and 2410 ATMs
networked with SBI ATMs in India. SBI holds a total of
17% market share with an asset base of about ? 542503
crore. It is considered as the country’s largest bank
wherein there exists 100 million accounts with a total
workforce of about 2,14,845.

The current plan of SBI is to make itself as “Universal
bank” which helps in meeting the different needs of
the society through reformation of its branches into
‘super shoppe’ wherein its products such as banking,
insurance, mutual funds and credit cards would be sold.

Nationalised Banks
Banks are nationalised under the banking companies
Act, 1970. This phase of nationalisation constitutes
the second stage of nationalisation. In 1969, nearly
fourteen big Indian joint stock banks belonging to
the private sector undergone the nationalisation
process. During the third stage of nationalisation,

Private Sector Banks

The Narasimham committee, stated in its report that
the RBI should allow the establishment of new banks if they
are capable of fulfilling the minimum start-up capital and
other requirements. And also stated that there should be no
discrimination between the public sector and private sector.
The banks established after the committee report are known
as new private sector banks.

In a recent scenario there exists 21 private sector
banks out of which 14 banks are old whereas, the remaini ng
banks are new banks. New banks generated profits from the
first year itself. The public sector banks are facing heavy
competition from the private sector banks.
In January 2001, the guidelines relating to the
establishment of new private sector were updated or revised.

(a)

It recommended to raise initial minimum paid-up
capital from ^100 crore to ? 200 crore. Further, the
initial minimum paid up capital shall be increased
to 300 crore in the next three consecutive after the
establishment of a business enterprise.

(b)

It allowed a Non-Banking Finance Company (NBFC)
to transform into a commercial bank if it satisfies the
following conditions,

SBI has funded 17 RRBs till March 31, 2009. SBI
has five non-banking subsidiaries,

(b)

To provide major banking facilities exclusively
to the rural and semi-urban areas.

Public Sector Banks

Government has the chief authority in public sector
banks. Public sector banks broadly classified into two
categories,

(a)

(i)

(i)

Establishes with a total minimum net worth of
? 200 crore.

(ii)

Holds a credit rating of ‘AAA’ or its equivalent
ratings in the previous year.

(iii) Sufficient capital of less than 12 percent and

(iv) Net NPAs whose worth should not be more than
5 percent.
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(c)

(d)

3.

The guidelines restrict the huge industrial houses
to advertise any new bank. The individual firms
associated directly or indirectly with large industrial
houses are only allowed to contributes a maximum of
10% in the total equity of a new private sector bank.

The option would be provided to those promoters who
are having expertise in financing the priority areas
and also in establishing banks which are specialised
in financing the operations of rural agro-based
industries.

Foreign Banks in India

A survey conducted identifying the number of foreign
banks in India on April 30, 2010. A total of 34 foreign banks
have been identified in India with 311 branches. Furthermore,
45 foreign banks are operating in India by establishing their
representative offices. The standard chartered bank consists
of the highest number of branches (i.e., 92) among all foreign
banks in India.
Some foreign banks have been operating in India
over the hundred years. For instance ANZ Grindlays and
standard chartered banks have been operating in India for
more than a decade. Few foreign banks have established
various entities that are operating in India as subsidiaries
constituting either the non-banking financing companies or
limited companies in the non-financial sector which comprise
different businesses like dealing in securities, leasing and
finance, information and technology.

Examples : HSBC, Bank of America and so on.
The RBI guidelines for foreign banks in India,

(a)

In the first stage, from March 2005 to 2009, the
eligible foreign banks were allowed to establish
their presence by initiating a wholly-owned banking
subsidiary or by converting the existing branches into
a subsidiary.

(b)

For making the presence, the wholly-owned banking
subsidiary is required to have a minimum capital of
? 300 crore and a strong corporate governance for its
operations.

(c)

(d)

In the second stage in April 2009, the new foreign
banks were permitted to operate in India if the banks
were found to be financially sound wherein they
consider the international and home country ranking,
rating, international presence and economic and
political relations between the two countries.
The minimum capital stipulated is USD 25 million
has to be divided among 3 branches where the first
two branches get a capital of about USD 10 million
while the remaining amount of USD 5 million must
be allocated to the third branch. More branches are

allowed after observing the operations of present
branches. 12 licenses are determined in compliance
with India’s commitment make to WTO, per annum
for new and for expanding the existing banks.

(e)

Foreign banks are required to lend an aggregate of
about 32% of their adjusted net bank credit or credit
equal to the off-balance sheet exposures, whichever
is found to be more.

4.

Regional Rural Banks

The main purpose of regional rural banks was to
at deliver the rural credit facilities to the backward areas
Thereby, ensuring their financial soundness. Central
government respective state government and sponsors
(Commercial banks) are responsible for the contribution
of initial capital base of RRBs. The regulatory framework
of regional rural banks (RRB’s) has been proposed by the
Reserve Banks of India (RBI) and NABARD.

Examples
Andhra Pradesh Grameena Vikas Bank, Arunachal
Pradesh Rural Bank, Baroda Gujrat Bank, Himachal Gramin
Bank etc.

1.2 UNIT VS BRANCH BANKING

Q11. Write in detail the concept of unit banking.
Answer :
The two most important types of banking system
includes,
1,

2.

Unit banking system
Branch banking system.

Figure: Classification of the Most Common Banking Systems

Unit Banking System Definition
“An independent unit bank is a corporation that
operates one office and that is related to other banks through
either ownership or control”.
Under this type of banking system, the banking
operations are usually subjected to merely a single office
or in certain cases to some offices in the restricted local
areas. Usually, unit banks provide services through a single
bank and do not have any branches. Under the unit banking
system, different units of banks perform their functions
independently. It is also called as “localised banking”.
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It is quite popular in USA where different unit banks
are clubbed together through a “correspondent banking
system” which has the benefits of branch banking.

Merits of Unit Banking
(i)

Unit banks are small in size, and they offer only a
limited number of services to their customers because of
which the customers usually depend upon other branches
for the other services.

Fast Decision Making

Cost Effective

Decentralization

A unit bank can be opened with a small capital and
with less number of formalities. The unit banking system
usually encourages the decentralization of banking business
and prevents monopoly of the banking business.

Demerits of Unit Banking
The unit banking suffers from the following
disadvantages,

(i)

No Division of Labour

Idle Cash Reserves

Unit banking usually needs large cash reserves
because at any time, large withdrawals can be made and the
unit banks are supposed to fulfil the cash requirements of
its own branch. Thus, huge amount of cash usually lies idle
with the bank.

(iii)

Improper Supervision

Unit banks are difficult to be supervised and controlled
because they function independently in various local areas
according to the central banking authority and government.
Thus, this increases the chances of fraud or irregularities.

Answer :
Branch Banking
Under the branch banking system, a single commercial
bank is a very big institution which spreads its branches
across different geographic areas of the country. Branch
banking is also known as “Delocalized Banking”, as it
allows the opening of a number of branches for performing
the banking operations.

Branch banking system is quite famous in India.
The following are few Indian banks which follow
branch banking system: State Bank of India (SBI), SBH,
HDFC, ICICI, Yes Bank and so on.

These banks provide a variety of services such as,
accepting deposits and cash withdrawals from a demand
account with a bank teller, provide financial advice,
insurance sales and so on.

Merits of Branch Banking
Branch banking system has the following merits,

1.

Due to its small size, division of labour and
specialization cannot be followed in unit banks. This
basically results in diseconomies of scale.

(ii)

(vi)

Q12. Write in detail the concept of branch banking.

Customer Friendly

Unit banks are more economical than the branch
banks because of less number of operations and geographical
coverage. This further results in greater profitability and
lower costs.

(v)

Limited Banking Services

Efficient Management

Due to its small size, the unit banks can maintain
personal and face-to-face contact with its customers.
Maintaining such personal rapport helps in reducing the
consumer complaints and grievances.

(iv)

The mobility of funds in unit banking is very less due
to its local functioning. As a result, the speed of circulation
and economic activities are decreased in the economy.

(v)

As every unit bank performs its own functions
independently, the decisions can be made quickly and
efficiently.

(iii)

Limited Mobility of Funds

Unit banking system has the following advantages:

Unit banking possesses all the benefits of small scale
operations. Because of the small size of the unit banks and
centralized banking operations, there is less probability of
mismanagement.

(ii)

(iv)

Greater Risk Levels

Basically the unit banking is confined to a limited area
only. They usually rely upon the limited customers. Thus,
any kind of minor environmental change may also put the
bank at higher risk.

Economies of Scale

Branch banking system gets all the benefits of the
economies of large-scale operations with the presence
of greater applicability of the division of labour and
specialization. The branch banks are usually large
organisation, thus they can appoint efficient personnels
and can engage right person at the right place which would
further result in efficient performance of the business
operations.

2.

Economy in Cash Reserves

Branch banking mostly results in economy in cash
reserves. A branch bank may usually hold little more cash
reserve at one branch and a bit little in another branch. In
case of sudden cash requirement, cash can be transferred
from one branch to another branch.
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3.

Economy of Costs

Branch banking allows the transfer of funds easily from one branch to another at a lower cost when compared to
unit banking. This is due to the fact that indebtedness of inter-office can be adjusted without having an effect on the real
transfer of funds.

4.

Spreading Risks

A major advantage of branch banking system is that the risk of business operations is spread over a large geographical
area. Basically, business of branch banks is independent in nature. Therefore, they can divide the risk with the help of
diversification of the banking business, which helps in the reduction of failure rates.

5.

Higher Degree of Safety

Branch banking helps in maintaining higher degree of safety and liquidity by providing greater scope for selecting
among various investments and different securities and also because of their big size they possess good financial resources.

6.

Provision of Complete Banking Service

Customers receive a complete package of service from branch banks. Thus, the customers can take the advantage
of such services from any branch and need not depend upon a specific branch for a specific service. Further, branch banks
are also present and function in rural areas in spite of incurring losses. Such losses are usually adjusted against the profits
of urban branches of the bank.

7.

Easy for Central Bank’s Supervision

The country’s central bank can easily control and monitor the activities of branch banks. It can control the complete
banking system by controlling the head office of different banks.

Limitations of Branch Banking
Branch banking system faces the following limitations/problems,

1.

Mismanagement and Misappropriation

Branch banking usually carries out its business with the help of number of branches in various locations. This may
result in mismanagement and there would be lack of supervision and control over the branches.

2.

Delayed Decisions and Actions
A major limitation of branch banking is, delayed decision making.

The branch manager may not have the complete authority to take quick business decisions. Their decisions are
dependent upon the directions of the head office and therefore needs their approval.

3.

Absence of Personal Contact

Another limitation of branch banking is lack/absence of personal contact with the customers. Branch banks are big
in size and are spread over a large geographic area. Thus, the top level managers may not get a chance to have personal
contact with the customers and staff members of the other branches.

4.

Expensive in Nature

Branch banking involves various branches. Establishing and maintaining a bank branch requires huge investments.
This may effect the profits and revenues of the bank.

5.

Encourage Monopoly

A major limitation of branch banking is that it creates monopoly power. Such power may become dangerous for the
communities which aims at bringing socialistic changes in the society.

Q13. Distinguish unit banking with branch banking.
Answer :

Model Paper-ll, Q9(b)

The differences between unit bank and branch bank are as follows,
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Unit Bank

Branch Bank

1.

Meaning/Definition

It is a type of bank in which the banking It is a type of bank in which a single
operations are usually subjected to a commercial bank is a very big institution
single office.
which spreads its branches across different
geographic areas of the country.

2.

Scope

It has a narrow scope as it is limited to It has a wider scope as it has many branches
single office and limited capital.
and huge capital.

3.

Efficient Management

It has efficient management due to It does not have efficient management as it
its small size and centralized banking has number of branches at various locations.
operations.

4.

Quick Decision Making The decisions can be made quickly and The decisions are delayed until approved by
efficiently as unit bank is independent.
head office.

5.

Funds Mobility

The mobility of funds is very less due to The mobility of funds is higher and funds
its local functioning.
can be transferred from one branch to
another across the country.

6.

Cost Effectiveness

It is more cost effective as it has less It is less cost effective as it requires huge
number of operations and geographical investments to establish and maintain a
coverage.
bank branch.

7.

Cash Reserve

The cash reserves lie idle at unit banks
because at any time, large withdrawals
can be made and the unit banks are
supposed to fulfil the cash requirements
of its own branch.

8.

Trade Cycle

It is greatly affected by trade cycle as it It is less affected by trade cycle as loss
is a single unit bank.
of a specific branch can be transferred to
remaining unaffected branches.

9.

Customer Friendly

It maintains personal and face-to-face It does not maintain personal contact with
contact with its customers which reduces its customers because of its big size and
consumer complaints and grievances.
dispersion over a large geographic area.

10.

Decentralization

It encourages decentralization
prevents monopoly of business.

11.

Risk Levels

It has higher risk levels as it is confined The risks are spread across all the branches.
to a limited area only.

12.

Safety

It does not help in maintaining higher It helps in maintaining higher degree of
degree of safety and liquidity.
safety and liquidity.

13.

Economies of Scale

It does not have the benefits of It has all the benefits of the economies of
economies of scale.
large-scale operations.

14.

Banking Services

It offers limited number of services.

15.

Central Bank’s
Supervision

The country’s central bank cannot The country’s central bank can easily
control the unit banks as they function control and monitor the activities of branch
independently in various local areas.
banks by controlling their head offices.

16.

Competition

There is no competition in unit banks as The competition is very high as there are
there are very few unit banks in a given several branch banks in a given area.
area.

The cash reserves hold little amount at one
branch and a bit little in another branch.
Cash can be transferred from one branch to
another branch whenever required.

and It does not encourage decentralization and
encourages monopoly.

It offers various banking services through
various branches.
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1.3

FUNCTIONS OF COMMERCIAL BANKS

Q14. Write in detail about commercial banks.
Answer :

Model Paper-I, Q9(b)

Commercial Banks are business enterprises which are involved in finances, financial instruments and provide financial
services for a price which maybe in the form of interest, commission or a discount and so on. “They accept deposits of money
from the public (savings), for the purpose of lending or investment (to meet working capital requirements or corporates)”.

Commercial banks are categorised as,

(a)

(a)

Public sector banks

(b)

Private sector banks

(c)

Foreign banks

(d)

Regional rural banks.

Public Sector Banks

In India, public sector banks are regulated by the various laws and statutes proposed by the parliament. The board of
public sector banks comprises directors in the form of chairman, managing director government nominee director, RBI’s
nominee director and some other elected directors and so on. Till the end of March 2009, the number of public sector
banks in India were numbered to 27.(out of which 20 were nationalised banks was State Bank of India (SBI) and 6 were
associates banks of SBI).

Example
State bank of India (SBI), Central Bank of India, Andhra Bank, Bank of Baroda, Punjab National Bank etc.

(b)

Private Sector Banks

In March 2009 the number of private sector banks in India were found to be 22. Among them, 15 constituted the
old banks while the remaining 7 were new private sector banks. The main purpose behind the allowance of private sector
to own and operate banks was to ensure the diversification of ownership and control. New private sector banks are also
permitted to enter the market with an initial capital of about T. 200 crores, which would increase to a total of about ?. 300
crores in the next three consecutive years. In India for any private sector bank, the aggregate foreign investment is restricted
to only 76% of the paid up capital, (i.e., the remaining capital must be contributed by the residents of a country).

Examples
Global Trust Bank Ltd., ICICI Banking Corporation Bank Ltd., Axis Bank, HDFC etc.

(c)

Foreign Banks
In India, foreign banks can operate through any one of the following options,

(i)

They can operate through the establishment of their own branches (may be in same country or in some other country).

(ii)

They can also enter the market by establishment of the wholly owned subsidiaries.

(iii)

They can also establish the partly owned subsidiaries with an maximum aggregate investment of about 74 percent
(in any private sector bank).

Any foreign bank on establishing its first branch in India is required to invest an initial capital of about 25 million
U.S dollars. In March 2009, the number of foreign banks in India were found to be only 32.

Examples
Bank of Tokyo Ltd., Citi Bank N.C, Standard Chartered Bank Ltd., American Express Bank etc.

Regional Rural Banks
There were only 84 Regional Rural Banks in India by the end of March 2009. The main purpose of regional rural
banks was to at deliver the rural credit facilities to the backward areas. Thereby, ensuring their financial soundness. Central
government respective state government and sponsors (Commercial banks) are responsible for the contribution of initial
capital base of RRBs. The regulatory framework of regional rural banks (RRB’s) has been proposed by the Reserve Banks
of India (RBI) and NABARD which helps in supervising their operations with some supervisory powers.

(d)

Examples
Andhra Pradesh Grameena Vikas Bank, Arunachal Pradesh Rural Bank, Baroda Gujrat Bank, Himachal Gramin
Bank etc.
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Q15. Explain functions of commercial bank.
Answer s

The functions of commercial bank are basically divided into the following two types:

1.

Primary functions and

2.

Secondary functions.
Function of Commercial Banks

I

1

| Primary Function |

I Secondary Functions |

*

*

Accepting Deposits |

Granting Loans or
Creation of Credit

Fixed Deposits

■*• Money at Call

| Provision of Payments | Agency Services |

Utility Services

New Services |

*■ Remittance
of Funds
Income Tax
Consultant
Acting as
Trustee
*■
Acting as
Representative

Safe Deposit

Mobile
Banking
Basic
Services
Value Added
Services

*- Recurring Deposits

*■ Cash Credit

*• Saving Deposits

>• Overdraft

*• Current Deposits

*- Discounting of Bills
of Exchange

>• Home Safe Deposits

*■ Loans

Demand Personal
Loans
Loans

Night Safe
Service
Travellers
Cheque
Letter of Credit

Service
Purchase
and Sales of
Securities
Execution of
Standing Orders

Retail
Balancing
Services
1*- Automatic
Extension
Deposit

Collection and
Payment of Credit
Instruments
Collection of
Dividends on
Shares

Figure: Function of Commercial Bank

1.

Primary Functions
The primary banking functions of commercial banks are:

(I)

(i)

Acceptance of deposits from the public and

(ii)

Creating credit.

Acceptance of Deposits from the Public

The primary/basic function of the commercial banks is to accept the savings as deposits from the public and to
mobilise such savings of the household section. Usually the commercial banks offer three types of deposits on the basis of
the needs of different classes of depositors.

(a)

(a)

Demand deposits

(b)

Saving deposits and

(c)

Time deposits (or) Fixed deposits

(d)

Other deposits.

Demand Deposits
Demand deposits are also known as “Deposits in current account”, because the depositor can easily withdraw the
deposited amount with the help of cheque at any time, upto the limit of credit balance in his current account, without
any prior intimation.
This type of account is maintained by the businessmen or commercial industrial firms. Banks need not pay any
interest on the credit amount of current account.

.
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(b)

Saving Deposits
The amount deposited in the savings bank account is referred as saving deposits. Commercial bank offers this type
of deposit in order to motivate the people for savings especially from households. A saving deposit is different from
that of the demand deposit as the depositor cannot easily withdraw the amount from his savings bank account as an
when they like because there are certain restrictions and conditions on the withdrawal of saving deposits which are
laid down by the bank. Interest is paid by the bank on the savings account deposits as per the guidelines of central
bank (RBI).

(c)

Fixed Deposits
It is also known as “time deposit”. In case of fixed deposits the amount deposited can be withdrawn only after the
expiry of a fixed time period. The banks usually pays a higher rate of interest on fixed deposits, when compared to
savings deposits. The rate of interest is paid as per the guidelines of RBI.
' The interest rates are co-terminus i.e., longer the time period higher the rate of interest.

(d)

Other Deposits
To attract customers, commercial banks also provide deposits such as recurring deposits, old age pension schemes,
Health benefit deposits and so on.

(ii)

Creating Credit

The second important primary function of the commercial banks is the creation of credit by providing loans and
advances. Customers usually withdraws only a small portion of the deposits from their bank accounts at a time and the
excess of deposit which is left over is used by the banks to extend credit to anyone who is in need of loans.
The banks keep a small sum total deposits as its cash reserve. It is the central bank who decides the size of the cash
reserve and the excess of that cash reserve is utilized by the banks for credit purpose or derivative deposits in the following
ways:

(a)

Overdraft
Overdraft is a short term loan wherein the customer can withdraw excess amount from his current account upto
certain fixed extent. Bank provide this facility to the current account holder against collateral security.

(b)

Cash Credit
The concept of cash credit is similar to that of the overdraft. In cash credit the amount which can be withdrawn from
the account is transferred to a separate account instead of permitting the borrower to overdraw from his account.

(c)

Loans and Advances
Loans and advances are usually provided by the banks either against the hypothecation of inventory or mortgage
of any fixed assets. The borrower needs to repay such loans and advances to the banks either after a specific time
period or in installments over the specific period of time.

(d)

Discounting Bills of Exchange
The commercial banks performs the function of discounting bills of exchange in order to provide quick finance for
the working capital.

2.

Secondary Functions
The secondary functions of commercial banks includes the following:

(i)

Client’s Agent

The commercial banks acts as an agent of its client and collect or pay interest, rent, dividends, insurance and so on,
as per the customer’s instructions on behalf of them.

(ii)

Client’s Buyer or Seller
The commercial banks may also buy and sell the securities of its clients.
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Safeguards Valuables

The commercial banks protects the valuables like confidential documents of its clients by providing safe deposits
vaults or bank lockers to its customers.

(iv)

Provides Information to the Client’s

The commercial banks provides credit information to its clients with the help of issuing letters of credit, credit
standing, underwriting loans, collecting and providing information and so on.

(v)
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Other Functions

The commercial banks also provide facilities like, foreign exchange transfer of money from one branch to another
branch, person-to-person and so on.

1.4

NATIONALIZATION OF COMMERCIAL BANKS IN INDIA

Q16. Write about the nationalization of banks in detail.
Answer :

chemes,

>ans and
and the

Nationalization of Banks
The nationalization of banks in India was undertaken with the objective to align the economic, financial and social
policies of independent India and put it on the path of fast economic growth. The first step towards nationalization of banks
began with the passing of banking companies Act, 1969. This led to the nationalization of the Reserve Bank of India.
Further, in the year 1955, through the nationalization of the State Bank of India.
The biggest attempt towards nationalization of banks was made on 19th July 1969, by the then Prime Minister Shri
Indira Gandhi, who nationalized the following 14 commercial banks, each of which had a capital of more than 50 crores.

the cash
blowing

On July 19, 1969 the government of India a through on ordinance nationalized 14 major commercial banks.

14 Commercial Banks Nationalized on 19th July 1969

ant upto

svnfrom
count.

lortgage
ific time

ance for

id so on,

1.

Bank of India

8.

Dena Bank

2.

P.N.B

9.

Syndicate Bank

3.

Bank of Baroda

10. Indian Bank

4.

Central Bank of India

11. United Bank of India

5.

Union Bank of India

12. United Commercial Bank

6.

Bank of Maharashtra

13. Indian Overseas Bank

7.

Allahabad Bank

14. Canara Bank

It was stated that the aim of this nationalization was “To serve better the needs of development of the economy
in confirmity with national priorities and objectives”. Thus, 85% of the total banking deposits came into public control.
Further on 15 April 1980, the following 6 private banks were commercialized,

(a)

Vijaya Bank

(b)

Andhra Bank

(c)

Oriental Bank of Commerce

(d)

Punjab and Sindh Bank

(e)

New Bank of India (Merged with Punjab National Banks in 1993)

(f)

Corporation Bank Limited.

This made the public banking sector strong and the RBI along with the nationalized banks accounted for 91% of
the total commercial bank deposits as of April 1980.

Reasons for Nationalization of Banks
Following are the reasons for nationalization of banks,
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1.

Equi Distribution of Wealth

The most important reason for nationalization was
equi distribution of financial wealth. Previously, the private
banks were owned and managed by big businessmen and
industralist and thus majority portion of bank loans was
granted to their business entities only. Nationalization of the
banks ensured that small businessmen also got the advantage
of securing bank loans.

2.

Encouraging Agriculture and S.S.I

A major reason of nationalization was to provide
sufficient loans to the agricultural sector and the small
scale industries, both these sector employed huge number
of workers.

3.

Eliminate Fraud

Prior to the nationalization of banks, fraud,
malpractice and favouratism was rampant in the Indian
banking sector, which granted loans to the big industralist
only. Bank nationalization eliminated all such malpractices.

4.

Expansion of Banks

Nationalization of banks helps in the expansion of
banking facilities to small towns and cities across India.
Thus, providing easy access to financial institutions to
customers across India.

5.

EMERGING TRENDS IN COMMERCIAL
BANKING IN INDIA - E-BANKING MOBILE BANKING - CORE BANKING BANCASSURANCE

Q17. Write briefly about the various emerging trends
in commercial banks in India.
Answer :

Model Paper-Ill, Q9(b)

The following are the latest emerging trends in
commercial banking in India,

(a)

E-Banking

E-Banking is also known as online banking and
internet banking. In simple words, e-banking refers to the
performance of any or all banking transactions using the
internet as a safe and secure platform for completing the
banking transaction.

(b)

(c)

Mobile Banking

The increasing use of mobile phones has led to the
introduction of mobile banking. The developed countries
provide the mobile banking services for payment of small
value transactions at low cost. The mobile banking consists
of two types of models, (a) The bank led model (b) The

Core Banking

Core banking is a banking service provided by a group
of networked bank branches where customers may access
their bank agent and perform basic transactions from any of
the member branch offices. Core banking solution is defined
as the set of robust software components or integration of
core banking components that are developed and tailored to
satisfy the requirements of the individual businesses in order
to face the challengers in the banking sector. The modules of
core banking solution include saving bank account, current
account, fixed deposits, cash credit, etc., and in addition
include ATM and internet banking. While replacing the
traditional solutions with core banking solution, banks
should follow a holistic approach to minimize and effectively
manage the risks associated with it.
There has been an increase in the technological
advancement which resulted in the generation of core
banking solution. The reasons for this are,

(i)

Increase in cut throat competition

(ii)

Market expansion and

(iii) Reduction in the costs of the products.

Provision of Adequate Training for Bank Staff

Thus, it may be stated that the nationalization of banks
was a major bold step in the right direction._____________

1.5

telecom led model. In India the bank-led model is used. The
countries which don’t have a wide spread banking network
may use the telecom-led model.

(d)

Bancassurance

The distribution channels set-up by banks for
the purpose of selling insurance products is known as
Bancassurance.
The ‘bancassurance’ is a French term which was first
introduced in 1980. Earlier French banks sold more insurance
policies. However, the selling of insurance policies by banks
became a common practice in most ofthe European countries
and the United States. This practice was adopted even by
most of the Asian Banks.
The increased population in India and a wide network
of banks with low insurance penetration forced the Indian
banks to enter into the insurance business.

(e)

Banking Ombudsman

Banking Ombudsman scheme has been formulated
by Reserve Bank of India for providing service to the Bank
clients. Bank Ombudsman resolves the problems relating
to Banking service and other matters as specified under the
scheme. Banking Ombudsman came into force from Jan1-2006. The members of Banking Ombudsman are elected
by RBI. The NRI’s can even file the complaints if they are
facing deficiency in the services provided to them by the
Banks. Numerous complaints have been settled by Banking
Ombudsman.
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Q18. Explain in brief the concept of e-banking/
internet banking/online banking.
Answer :
Online banking may be defined as a “Procedure that
allows individuals to perform banking activities from home
or the roads using an internet connection”. Online banking
is also known as e-banking, cyber banking, virtual banking
or home banking. Some of the traditional banks also offer
online banking facilities such as ICICI bank. State Bank
of India etc. Also there are some other banks which do not
have any physical identity, but they provide online services.
Online banking enables customers to perform all routine
transactions, such as account transfers, balance inquiries and
bill payments. Some of the banks even offer online loan and
credit card applications. It also allows the user to access an
account information at any time (i.e., 24 hours a day, 7 days
in a week and 365 days in a year).
Online banking uses today’s computerized technology
in order to bypass the time consuming process of traditional
banking and to manage public finances more quickly and
efficiently. The customer has to just register himselfi'herself
for one of the online programs introduced by a bank i.e.,
they have to provide ID and fill a form at any of the bank’s
branch. In case if a person or his/her spouse wishes to view
and manage their joint account online, in such a case they
have to sign a durable power of attorney then only the bank
will display their holdings together.

Q19. State the guidelines for good mobile banking
along with the issues related to it.
Answer :

The guidelines for mobile banking have been issued
by the RBI in 2008. The following these guidelines are the
featured of,

(b)

(c)

Identity Thefts

The user name and password tend to be the identity
of an individual in a virtual world. The misuse of individuals
personal data another individual for the purpose of fraud is
known as identity theft. Usually the ATM transactions are
affected by this issues.

2.

Carding/ Skimming

The fraudsters usually buy and sell the information
relating to stolen bank accounts, card numbers, personal
profiles etc., over the carding sites. This is known as carding.

The donning of electronic data from a payment card
without the knowledge of its owner is known as skimming.
Usually, it is done by installing a copying device within the
card slot of the ATM. This devices stores the card details.

3.

Phising

This is one of the popular term being used today.
Phising refers to illegally capturing and recording the
security details of the customer. These details are later used
in a fraudental manner. Phising has led to losses of large
amounts. An Anti Phising Working Group (APWG) has been
set-up to overcome the various phising techniques.

4.

Mules

The individuals recruited over the internet to act
as intermediaries for illegally earned funds are known as
mules. The phising or other methods or scan may be used for
obtaining these funds. Mule is the name given by Smugllers
to individuals that move their illegally acquired fund. Mules
are not innocent people they are individuals who volunteer
for this purpose willingly.

Q20. Discuss the features and benefits of core
banking system.

Guidelines for Good Mobile Banking

(a)

1.

The mobile banking facility cannot be provided
without an RBI approval.

Answer :

Features of Core Banking System
The following are the characteristic features of core
banking,

(i)

The transactions should take place only in Indian
rupees and only for bank’s customers or the debit/
credit card holders.

The customers are allowed to perform their work
relating to banking from any place around the world.

(ii)

Banking facility is available for 24 x 7..

(iii)

Business Process Re-engineering (BPR).

The prescribed technology and security standards
should be followed by the banks.

(iv)

Incorporated with planned sectors.

(v)

Supporting MIS, DSS and EIS.

The inter-operatibility is mandatory among the service
providers according to the guidelines. This is to eliminate
the monopolistic practices of certain operators.

Issues Related to E-Banking (ATMs and Mobile
Banking)
The modern services, such as ATMs and mobile
banking, provided by banks involve various security issues.
Eventhough they provide many convenient facilities the
following are the issues related to them,

Benefits to the Banking Firms
The benefits that are offered by core banking solution
to the banking firms include,

(i)

It provides a strong and reliable operational customer
database and customer administration to organization.

(ii)

It helps in enhancing the customer services and in
reducing the costs. It also enhance the rapid growth
in the flexible product portfolio of banks to meet the
rapid changing market environment.
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(iii)

Core banking solution play a key role in increasing productivity of banking firms by reducing the errors.

(iv)

It provides support for multi-currency operations.

(v)

It expedites the baking operations by introducing 24 x 7 online transactions and customer support services.

(vi)

It is engaged in the generation of accounting and management information based on the operational data in order
to analyse the profitability and management of risk.

(vii)

It facilitate the rationalization of process infrastructure in order to reduce the costs and to enhance the operational
efficiency of the system.

(viii) It also reduces the maintenance and apgradation costs by extending the functional areas of core banking solution.
The implementation of core banking solution in a banking system which lack proper planning hurdles the smooth
flow of customer services which results in delays in the customer requests and also in transactions. These problems are
very common in the starting stages of implementation. The implementation of a core banking solution in a bank can be
expressed in the following equation.

T + OO = COO +CC

Where,
T = New technology

OO = Old organization

COO = Costly old organization
CC = Confusion and chaos.

The time limitations in the implementation results in low access of server and lack of proper training to staff to handle
the new technology. The banks can achieve the benefits of core banking solution after successfully facing the problems in
the initial stages and also by establishing objective for controlling and by changing the audit processes of the bank.

Q21, Write the role of bancassurance in banks and insurance companies.
Answer :

Bancassurance Role in Banks
The bancassurance plays a vital role in banks and help them in following ways,

1.

Increased competition has led to restricted ‘spreads’ or Net Interest Margins (NIMs) for banks. The banks are therefore
shifting towards, alternative source of income. This includes fee-based income.

2.

Bancassurance ensures growth in earnings and absence of problem of NPAs.

3.

Low amount or no investment in infrastructure is required for banc assurance.

4.

Large network of banks enable the banks to benefit from low insurance penetration and density and generate a high
income.

5.

The banks can interact with the customer’s face-to-face and design and market insurance polices in accordance with
the customer requirements.

6.

The addition of insurance policies to banking operations enable them to divide their incomes and at the same time
increase their assets.

Bancassurance Role In Insurance Companies
Bancassurance also helps the insurance companies. It helps the insurance companies in following ways,
1.

Increased competition has led to the introduction of huge foreign insurance companies in both life and non-life
insurance sectors. Therefore, they have established joint ventures with Indian companies. There has also been an
increase in the number of distribution channels.

2.

The premium earnings of banks has increased considerably forms 7.97 percent in 2007-08 to 9.69 percent in 20082009.

3.

The insurers were able to get a lunge a huge base by forming collaborations with private sector banks.
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4.

There was no need to train large number of insurance agents as the available bank staff was available for training.
On the basis of client data available with the banks the insurer’s own agents were able to utilize it.

5.

The interaction of bank staff with customers could help them introduce and improve policies as per the customer
requirements.

6.

Insurance companies are to acquire certain amount of revenue from social sector as per IRDA norms. Therefore,
rural banks enables them to achieve this goal cost effectively.

Bank of Issue
Under Section 22 of the Reserve Bank of India Act, the Bank has the sole right to issue bank notes of all denominations.
The distributions of one rupee notes and coins and small coins all over the country is undertaken by the Reserve Bank as
agent of the Government. The Reserve Bank has a separate issue Department which is entrusted with the issue of currency
notes. The assets and liabilities of the issue Department are kept separate from those of the banking Department. Since
1957, the Reserve Bank of India is required to maintain gold and foreign exchange reserves the system as it exists today
is known as the minimum reserve system.

1.6

OMBUDSMAN_______________________________________________

Q22. Who is a banking ombudsman? What type of complaints can be filed before a banking ombudsman?
Answer :

Banking ombudsman refers to a person appointed by the Reserve Bank of India to redress consumer complaints
against any bank in India. Thus it can be said that a banking ombudsman acts as an official judge and grievance redresser
who is enthrusted with the responsibility of redressing the complaints of the banking customers.

The banking ombudsman is appointed by the Reserve Bank of India in accordance with the Banking Ombudsman Scheme,
which was first introduced in the year 1995. This scheme was later revised in the year 2002 and again in the year 2006.
The banking ombudsman is a Quasi judicial authority and has the power to order both the parties (i.e., bank and
customer) to complain. At present, in India 15 banking ombudsman had been appointed and they are located in major state
capitals across the country.

Types of Complaints filed before Banking Ombudsman
The following are the types of complaints that are received and resolved by a banking ombudsman,
1.

Complaints related to non-payment of cheques, drafts, bills etc.

2.

Banks not working as per the stipulated working hours.

3.

Failure on the part of the bank to provide the banking services which had been promised by the bank in writing. (It
does not include the facility to provide loans and advances).

4.

Failure on the part of the bank to honour letter of credit.

5.

Non acceptance of coins or any other denomination of the legal tender by the bank, without providing any valid
reason.

6.

Non-adherence on the part of the banks to adhere to fair business practices, adopted by the banking industry.

7.

Refusal on the part of the bank to accept taxes, as per the rules of the RBI or the central government.

8.

Refusal or delay towards redemption of government securities.

9.

Forceful closure of the customers bank account, without providing any genuine reason for doing so.

10.

Refusal to open a bank account, without providing any valid reason.

11.

Leveing of charges against the services provided without prior intimation.

12.

Non acceptance on the part of the bank, of small denominations of currency without providing any valid reason.

Q23. Discuss in detail the requirement and procedure for filing a complaint before the banking ombudsman.
Answer :
Any bank customer can file a complaint against the bank, if the bank fails to address and resolve the consumer’s
grievance within a period of one month from the date of filing of such a complaint.
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The following requirements need to be fulfilled before a customer can file a complaint with the banking ombudsman,

(a)

The first requirement is that the customer need to first file a complaint with the concerned bank and try to find a
solution for his specific grievance. Further, such a complaint need to be in writing and must be initiated before the
expiry of one year after the cause of complaint had arisen.

(b)

It need to be ensured that the complaint being made to the banking ombudsman had not been a subject matter of
previous proceeding of any of the banking ombudsmen. It implies that if a similar complaint had been resolved by
any banking ombudsmen, the same judgement would be applicable to this complaint as well.

(c)

Further any aggrieved customer is not permitted to make a complaint in front of any banking ombudsmen, if the
same complaint is been pending in any court, tribunal or any three legal forum.

Procedure for Filing Complaint before the Banking Ombudsman
1.

The procedure to file a complaint before a banking ombudsman is simple. The complainant can file a complaint by
writing it on a plain paper.

2.

Alternatively, the aggrieved customer can file a complaint with the banking ombudsman online at the following
website “www.bankingombudsman.rbi.org.in”.

3.

There is also a standard form available at all the bank branches which can be filled and submitted to the banking
ombudsman for filing of complaint against any bank.

4.

The complaint can be filed by any authorized representative of the aggrieved customer (except for his lawyer).

5.

The banking ombudsman filing of complaint is free of charges.

6.

The complaint need to contain the following details,

(a)

Name and address of the complainant.

(b)

Name and address of the bank.

(c)

The specific complaint or the reason for filing of the complaint.

(d)

List of supporting documents attached.

(e)

The specific type of relief which the complainant expects to be provided by the banking ombudsman.
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Multiple Choice
1.

The RBI was nationalized in the year________ .

[

]

[

]

[

]

[

]

[

]

[

]

(a) 1936
(b) 1946

(c) 1949
(d) 1959

2.

On 19th July 1969, the following number of banks were nationalized_________ .

(a) 23
(b) 13
(c) 14

(d) 11
3.

Primary functions of commercial banks include,

(a) Accept deposits
(b) Provide loans

(c) Cash credits
(d) All the above

4.

The common banking system includes,

(a) Branch Banking
(b) Investment Banking

(c) Unit Banking
(d) Only (a) and (c)

5.

Merits of branch banking include,

(a) Economy of scale
(b) Economy of cost
(c) Economy of cash reserve

(d) All the above
6.

The following are the forms of e-banking,
(a) ATM

(b) Phone banking

(c) E.T.F
(d) Only (a) and (b)

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.

BANKING THEORY AND PRACTICE

24
7.

Example of public bank_________ .

[

]

[

]

(a) HDFC
(b) SBI

(c) Milli Bank
(d) HSBC

8.

Commercial banks which exclusively deal with foreign trade are_________ .

(a) Overseas Banks
(b) Investment Banks

(c) Exchange Banks
(d) Public Banks
9.

The RBI has the sole right to issue bank notes, under which section?

[

]

(a) Section 22

(b) Section 32
(c) Section 12

(d) Section 3a

10.

The bank which deals in short term deposits_________________ .

(a) Miscellaneous Bank
(b) Savings Bank
(c) Deposits Bank

(d) Central Bank

II.

Fill in the Blanks
1.

The term ‘Bank’ is derived from Italian word___________ .

2.

The Reserve Bank of India was established in the year___________.

3.

A unit bank can be effeciently managed due to its___________ .

4.

Under the___________ facility customers withdraws more than his current account deposit.

5.

___________ is also called internet or online banking.

6.

The amalgamation of investment banking and deposit banking is___________ .

7.

A major limitation of unit banking is___________ .

8.

ATM stands for_____________ .

9.

Major reason for nationalization of banks was___________.

10.

One of the bank which was nationalized was___________ .
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KEY
I.

II.

Multiple Choice
1-

(c)

2.

(c)

3-

(d)

4.

(d)

5-

(d)

6.

(d)

7.

(b)

8-

(c)

9.

(a)

10.

(c)

Fill in the Blanks
1.

‘Banco’

2.

1935

3.

Small size

4.

Over draft

5.

E-banking

6.

Mixed banking

7.

Idle cash

8.

Automated Teller Machine

9.

Equi distribution of wealth

10.

Dena bank.
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III.

Very Short Questions and Answers

Q1.

What is a Bank?

Answer :
The term bank is derived from the Italian word ‘Banco’ which means ‘Bench’. It signifies the benches in Italy, on
which money lenders sat and carried out bills of exchange business.

Q2.

What is a Unit Bank?

Answer :
Unit bank is a type of banking system, which operates only a single office. Such banks do not have any branches.
This unit banks are also known as ‘localized banks’.

Q3.

What are the functions of Commercial Bank?

Answer :
The primary functions of commercial bank are accepting deposits and extending credit facility. The secondary
functions of a commercial bank includes, discounting of bills of exchange, providing locker facilities etc.

Q4.

What are the reasons for nationalization of Banks?

Answer :

Equi distribution of financial wealth, encouraging agriculture and small scale industries, elimination of fraud,
extending of banking facility throughout India etc, are some reasons for nationalization of commercial banks.

Q5.

What is E-Banking?

Answer :
E-Banking refers to the usage of the internet platform for carrying out banking transactions. It is also called as
internet banking, net banking or online banking.
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LEARNING OBJECTIVES

(

After studying this unit, one would be able to understand,
❖

Constitution of Reserve Bank of India.

❖

Functions of RBI.

❖

Objectives of RBI.

❖

Organizational Structure and Management of RBI.

❖

Concept, Tools, Strength, Weakness and Recent Trends of Monetary Policy.

(

INTRODUCTION

)

The RBI Act, 1934 is a primary legislation for regulating banking services in India. The Reserve Bank of
India is given the authority to control all banks from their establishment till their windup. The Act specifies
that the direct discounts should be given to customers during special occasions for regulating credit in trade,
agriculture and industry.

RBI is a monetary authority and central bank of the country. It has the power to manage, develop and regulate
the financial system. The Reserve Bank of India Act of 1934 entrust all the important functions of a central
bank to the Reserve Bank of India.
The Reserve Bank of India (RBI) plays a significant role in monetary management and credit control in India.
The basic function of RBI is to prepare and administer the monetary policies and monitor the credit flow in
the Indian economy in order to develop the interval price stability.

Monetary policy means the usage of instruments as per the rules of central bank either to affect the level of
total demand for goods and services or to affect the changes in the specific sectors of the economy. Monetary
policy deals with all the direct and indirect measures that influence the money supply, liquidity, cost, direction
and credit availability, overall efficiency and development of financial sector. All these measures significantly
affect the business firms. Monetary policy is also considered as a vital tool for macro-economic policy.
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PART-A
SHORT QUESTIONS WITH SOLUTIONS
.......

Q1.

........ -..

.....

... —

What are the functions of RBI?

Answer :

Model Paper-l, Q2

The main functions of the Reserve Bank of India (RBI) are,

1.

It acts as a bank of issue and issues currency notes of various denominations.

2.

It acts as a bankser to government.

3.

It acts as bankers bank, centralised cash reserves, bank of rediscount and lender of last resort.

4.

It act as a custodian of nation foreign exchange reserve.

5.

It controls credit with the help of bank rate, open market operactions, variations of CRR and SLR and selective

method control.

Q2.

Write a brief note on Reserve Bank of India Act, 1934.

Answer :

Model Paper-l, Q7

Reserve Bank of India (RBI) was established under the RBI Act, 1934. RBI is the central bank of India. It holds the
monopoly power of issuing currency notes. RBI started its functioning in India from 1st January 1949.

Objectives
1.

It tries to secure orderly development of banking.

2.

Acts as Bankers Bank, Banker to government, bank of issue and credit controller.

3.

It does not compete with commercial banks. It is not a profit seeking institution.

4.

It started with specific objective to maintain stability of monetary unit.

Capital
1.

Its share capital was 5 crores divided into shares of 10 each.

2.

Entire capital by private shareholders.

Q3.

What is Monetary Policy? What are its objectives?

Answer :

Model Paper-ll, Q4

Monetary Policy
Monetary policy deals with all the direct and indirect measures that influence the money supply, liquidity, cost,
direction and credit availability, overall efficiency and development of financial sector. All these measures significantly
affect the business firms. Monetary policy is also considered as a vital tool for macro-economic policy.

Objectives of Monetary Policy
The monetary policy of every nation has the following general objectives,

1.

Accelerate development to raise national income and standard of living of people.

2.

To control inflationary previous in the economy.

Q4.

Discuss Cash Reserve Ratio (CRR).

Answer :

Model Paper-ll, Q8

In India maintaining CRR is statutory. In countries like England and USA its not compulsory. However CRR is
compulsory according to government of India i.e., RBI. RBI has right to change CRR Rate. In 1962 it increased to 15%.
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Cash Reserve Ratio (CRR) is the traditional monetary tool which was used by RBI to control inflation in the country.
CRR basically refers to the rate at which all banks should keep their reserves with RBI on the fortnightly basis. It is the
percentage of Net Demand and Time Liabilities (NDTL) which are required to be maintained by banks in the form of ‘cash
reserves’. Demand liabilities are those that are payable on demand and time liabilities are liabilities that are repayable
otherwise than on demand.

In order to control the liquidity in the system, RBI makes use of CRR by either increasing or decreasing it. There
will be reduction in lendable resources of commercial banks through increasing CRR. With an increase in CRR, the funds
become block to lend and thereby the inflation can be controlled as the banks have minimized fund to lend.
CRR ensures liquidity and solvency of commercial banks. It also makes sure that the deposits in banks are free from
risk. RBI frequently changes CRR from time to time as to ensure a balance in monetary exchange rate.

Q5.

Write a note on Statutory Liquidity Ratio (SLR).

Answer :

Model Paper-Ill, Q2

According to Indian Banking Act 1949, Statutory Liquidity Ratio (SLR) is compulsion of Cash 3% + 25% of its
total deposit it can be of gold time deposit, securities which every bank needs legally to maintain (with itself) with RBI
the day-to-day withdrawal requirements of its customers.

Under a liberal monetary policy, the RBI may lower the SLR, thus leaving more cash with banks for the purpose of
lending. On the other hand, under a restrictive monetary policy, the SLR may be raised. The banks are required to invest
in near cash equivalent government securities. Thus, funds are transferred form banks to the government.

Q6.

What are the different methods/instruments used by RBI in controlling credit?

Answer :

Model Paper-Ill, Q3

The methods/instruments used by RBI in controlling credit are as follows,

1.

Quantitative Instruments

The quantitative instruments are also known as general instruments which directly or indirectly influences the lending
and credit creating ability of the commercial banks. These include,

(i)

Bank Rate/Discount Rate.

(ii)

Open Market Operations (OMOs).

(iii)

Cash Reserve Ratio (CRR).

(iv)

Statutory Liquidity Ratio (SLR).

2.

Qualitative Instruments

The RBI uses these instruments, to change the direction of money/credit so that they effect the distribution instead
of effecting the quantum of money in the economy. Generally, RBI makes use of these methods to increase flow of funds
to priority sectors like agriculture, small scale industries etc. The different qualitative instruments of credit control are as
follows,
(i)

Differential Interest Rates

(ii)

Moral Suasion

(iii)

Restriction on Bill Discounting.

----------
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PART-B

ESSAY QUESTIONS WITH SOLUTIONS
2.1

RBI CONSTITUTION - OBJECTIVES

Q7.

Explain the constitution and objectives of RBI.

Answer:

Model Paper-l, Q10(a)

RBI Act, 1934
The RBI Act, 1934 is a primary legislation for regulating banking services in India. The Reserve Bank of India is
given the authority to control all banks from their establishment till their windup. It is monopoly bank.

RBI is a monetary authority and central bank of the country. It has the power to manage, develop and regulate the
financial system.

Constitution/Establishment of RBI
The need for Central Bank of India arised when the government was not able to control the currency and credit
system to a satisfactory level. The Hilton Young Commission recommended for the establishment of Central Bank in India.
However, the proposal was cancelled in 1927. Later on, in the year 1931, the Central Banking Enquiry Committee reviewed
the need of Central Bank in India. This proposal was again reviewed by legislative assembly and realized the importance
of Central Bank.

Finally, with the recommendation of Legislative Assembly, RBI came into existence on 1st April, 1935 under the
Reserve Bank of India Act, 1934. RBI is a financial institution of Indian Financial System. It plays a vital role in bank
management as it is responsible for the task of control, supervision, promotion, development and planning the activities
of bank management. RBI nationalised on 1 Jan 1949.
RBI as a corporate body have perpetual succession and a common seal with a capital of T 5 crores completely
owned by the Indian government. RBI has occupied a unique place in the banking and financial sector. It act as a banker
to the government as well as for all the banks and is responsible for the banking, non-banking and financial institutions
activities in the country.

Objectives of RBI
According to the preamble of Reserve Bank of India Act, 1934, the objective of RBI is, “to regulate the issue of bank
notes and the 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”.

The other objectives of RBI are,

(i)

To regulate financial policy and develop banking facilities for private and public i.e., Co-operatives and commercial
bank.

(ii)

Financial advisers and agent to govt.

(iii)

To act as the note-issuing authority, bankers bank and banker to government, credit controller or controller of credit.

(iv)

To promote the growth of the economy within the framework of the general economic policy of the government,
consistent with the need for maintenance of price stability.

(v)

To assist the planned process of development of the Indian economy.

(vi)

To create or help to create the machinery needed for financing developmental activities all over the country.

(vii)

To ensure the flows of finance available in the directions intended.

(viii) To fill the gaps in the financial infrastructure.
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2.2

ORGANIZATIONAL STRUCTURE - MANAGEMENT

Q8.

Explain management and organizational structure of RBI.

Answer :

Management

Model Paper-ll, Q10(a)

The management of RBI is divided into two parts, they are,

1.

1.

Central Board of Directors

2.

Local Boards.

Central Board of Directors
The RBI is controlled by central board of directors which comprises of 20 members.

(i)

One governor and four deputy governors are nominated by the central government from ministry of finance as per
the Reserve Bank of India for a 4 years.

(ii)

Four directors appointed by the central government under section 8(l(b)). Four zones (N, E, W, S) from various
interest experts

(iii)

Ten directors appointed by the central government under section 8(l(c)).

(iv)

Control boards head quarters is in Mumbai, local board is in Chennai, Kolkata.

(v)

The governor is the chairman of Central Board of Directors of the RBI. In governor’s absence, the Deputy Governor
is appointed to exercise the powers of governor.

2.

Local Boards

The local boards of RBI consist of five members, appointed by the central government for a four year term. The
members of each local board elects their own chairman. The local boards represent economic and territorial interest and
the interest of cooperatives and indigenous banks. These local boards has limited powers.

Organizational Structure of RBI
The organizational structure of RBI is classified into 26 departments. These departments aim on policy issues in
their respective areas. In addition to these departments, RBI has 26 regional offices and branches that operate as training
centers, research institutes and subsidiaries.
The following figure depicts the organizational structure of RBI,
Governor

'<

'<

'<

Figure: Organizational Structure of the Reserve Bank of India
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2.3

FUNCTIONS OF RBI

Q9.

Explain the functions of RBI.

Answer:

Model Paper-Ill, Q10(a)

The Reserve Bank of India Act of 1934 entrust all the
important functions of a central bank to the Reserve Bank
of India. The following points explain the functions of RBI,

1.

Bank of Issue

Under Section 22 of the Reserve Bank of India
Act, the Bank has the sole right to issue bank notes of all
denominations. The distribution of one rupee notes and
coins and small coins all over the country is undertaken by
the Reserve Bank as agent of the Government. The Reserve
Bank has a separate issue department which is entrusted with
the issue of currency notes. The assets and liabilities of the
issue department are kept separate from those of the banking
department.

2.

Banker to the Government
It has following functions,

(i)

Keeps Financial Accounts
The RBI accounts relates to the central government
fund. It receives all taxes and increases expenditure
on behalf of government.

(ii)

Acts as Financial Agent
It makes temporary advances to government. It
maintains separate public debt department through
which government floats loans for short period.
Treasury bills are created for 41 days, 182 days and
364 days.

Provides Foreign Exchange
It provides government foreign exchange, purchase
goods abroad for government, Acts as advisor to
England administration of exchange and deals with
IMF and world bank.
3.
Banker’s Bank and Lender of the Last Resort
The Reserve Bank of India acts as the bankers’ bank.
According to the provisions of the Banking Companies Act
1949, every scheduled bank is required to maintain a cash
balance equivalent to 5% of its demand liabilities and 2
percent of its time liabilities in RBI. By an amendment of
1962, the distinction between demand and time liabilities was
abolished and banks have been asked tv keep cash reserves
equal to 3 percent of their aggregate deposit liabilities. The
minimum cash requirements can be changed by the Reserve
Bank of India.
4.
Controller of Credit

(iii)

The Reserve bank of India is the controller of credit
i.e., it has the power to influence the volume of credit created
by banks in India. It can do so through changing the bank
rate or through open market operations. According to the
Banking Regulation Act of 1949, the Reserve Bank of India

can ask any particular Bank or the whole banking system
not to lend to particular groups or persons on the basis of
certain types of securities. The Reserve Bank of India is
armed with many more powers to control the Indian money
market. Credit control measures includes CRR, SLR repos
and bank rate.

5.

Custodian of Foreign Reserves

The Reserve Bank of India has the responsibility to
maintain the official rate of exchange. After India became
a member of the international Monetary Fund in 1946, the
Reserve Bank has the responsibility of maintaining fixed
exchange rates with all other member countries of the IMF.
Besides maintaining the rate of exchange of the rupee, the
Reserve Bank acts as the custodian of India’s reserve of
international currencies.

6.

Supervisory Functions

In addition to its traditional central banking functions,
the Reserve bank has certain non-monetary functions. The
Reserve Bank Act, 1934 and the Banking Regulation Act,
1949 have given the RBI wide powers to supervise and
control over commercial and cooperative banks relating to
licensing and establishments, branch expansion, liquidity
of their assets, management and methods of working
amalgamation, reconstruction and liquidation.___________
Q10. What kind of role played by RBI in controlling

credit/money supply?

Answer :
The Reserve Bank of India (RBI) plays a significant
role in monetary management and credit control in India.
The basic function of RBI is to prepare and administer the
monetary policies and monitor the credit flow in the Indian
economy in order to develop the interval price stability.

Monetory policy refers to, “the use of various
instruments, under the control of the central bank (RBI) in
order to have an effect to the total demand for goods and
services by controlling, the supply of money and credit in
the economy”.

Role of RBI in Controlling Credit/Money Supply
In order to control the rapid expansion of bank credit,
RBI adopted a strict monetary policy which reduced the
inflation by increasing the interest rates on money supply.
This discourages the public to invest in various projects,
which in turn reduced the purchasing power of the people.
To control the high inflationary situations after 197374, RBI used quantitative control which is commonly known
as general credit controls and includes bank rate policy, open
market operations and CRR. RBI by using these controls
increased the bank rates from 10% in 1981-91 to 12% in
October 1991. Thus, with an increase in interest rates the
inflation is controlled after 1974.
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Inflation also increases, if the interest rates are increased beyond the limits (i.e., if the interest rates are increased
substantially, severe problems of liquidity arises which leads to shortages in supply resulting high inflation by increase in
prices because of increased demand).
To avoid the problems occurred due to the fluctuations in interest rates, RBI fixed all the bank rates and other market
securities interest rates for controlling the credit supply. Since 1995-96, there was a rapid growth in liquidity, which had
adversely affected the investment and production. To control this situation, RBI raised the Cash Reserve Ratio (CRR) to
15% of the net demand, which influenced the amount of cash associated with the commercial banking system. In 1995-96,
again RBI had made an attempt to reduce the CRR to 8% in 1997 and finally to 5% in 2002. RBI uses Statutory Liquidity
Ratio (SLR) and CRR as the inflation regulatory instrument for effective handling of inflation mechanism.

Narasimham committee submitted a report in November 1991. This report suggested that high CRR had an adverse
affects on the profitability of banks. When RBI had realised that CRR should not be used as a credit control weapon, it
reduced the levels of CRR so as to bring down to the international levels. By reducing CRR, large reserves can be built with
the banks which enable them to expand their credit facility. As, the Indian economy had witnessed the economic recession
for a period of time, reduction of CRR and expansion of bank credit were found to be beneficial in stimulating the growth
of Indian economy. In the coming years, this ratio could be reduced to just 3% by the measures of RBI.
The preamble of the RBI Act, 1934 states that RBI has the power to regulate the issue of the bank notes and maintain
the reserves for establishing monetary stability of India, which helps the Indian government to take the advantage from the
operations of the currency and the credit system.

Interest rates and investments are mostly affected by the supply of money. Various theories have been propounded
by the economists in relation to the development and the creation of money. When the supply of money increases, the rate
at which it is issued to the general public decreases i.e., with an increase in the supply of money, the interest rate decreases.
As soon as the considerable amount of money gets deposited with the bank, it will initiate the issues of loans to the general
public.

With an increase in the supply of money, the investments made by the general public increases as they can avail the
benefits of loans at low rate of interest. Higher investment is followed by the increased employment opportunities thereby,
increase the purchasing power of individuals. High purchasing power of individual led to the development of demand
which causes the inflation to rise.
There exists a cyclical relation between inflation, interest rates and money supply. Inflation is greatly influenced by
both interest rates and the supply of money.

2.4

MONETARY POLICY - MEANING, NATURE AND OBJECTIVES

Q11. What is Monetary Policy? Discuss its nature and objectives.
Answer :

Model Paper-l, Q10(b)

Monetary Policy
The most commonly advocated policy of saving the problems of fluctuations is monetary policy. Monetary policy
pertains to banking and credit, availability of loans of firms and households, interest rates, public debts and its management
and the monetary management.
Monetary policy means the usage of instruments as per the rules of central bank either to affect the level of total
demand for goods and services or to affect the changes in the specific sectors of the economy.
Monetary policy deals with all the direct and indirect measures that influence the money supply, liquidity, cost,
direction and credit availability, overall efficiency and development of financial sector. All these measures significantly
affect the business firms. Monetary policy is also considered as a vital tool for macro-economic policy.

Nature of Monetary Policy
Monetary policy is the policy statement which helps the RBI to secure price stability in the economy by targeting
the key enablers or factors i.e., money supply (usually called as M3), interest rates and inflation:
Monetary policy also supplies norms for financial bodies which are administered by Reserve Bank of India such
as NBFCs [Non Banking Finance Companies], financial institutions, residual non-banking companies, nidhis, primary
dealers in the money markets and authorized dealers in the foreign exchange markets. It gives a chance for RBI to explain
the general review on the economy for denoting the deposits and advances to be achieved by banks half-yearly.
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On the basis of agricultural cycles, the monetary policy will be announced two times in a year i.e., at the time of
slack season [April-September] and during busy season [October-March]. Out of the total credit, the share of agriculture
credit has been reduced and the shares of industrial credit or non-food credit in total credit has increased as the industrial
credit is not seasonal. RBI introduced a policy in April 1998-99 which was reviewed in October and decided that this policy
will be an annual affair in 1999-2000.
The RBI’s monetary policy is regarded as the governed expansion which finances the economic growth adequately
and ensures reasonable price stability.

Objectives of Monetary Policy
Objectives of monetary policy are as follows,

Primary or Main Objectives
1.

To ensure price stability which contains inflation

2.

To encourage economic growth.

3.

To ensure stability of exchange rate of the rupee i.e., rupee rate to US Doller.

General Objectives
The monetary policy of every nation has the following general objectives,

1.

Quick Economic Growth

It is the major objective of monetary policy. The monetary policy affects the economic growth by regulating real
interest rate and its consequent affect on investment. The monetary policy accelerates rapid economic growth by decreasing
the interest rates. If RBI makes use of easy credit policy by decreasing the interest rates then the investment level can
be increased. However rapid economic growth is possible if the monetary policy effectively maintains income and price
stability.

2.

Full Employment

The full employment concept came into existence after the discussions made in Keynes’s publication of the
‘General Theory’ in 1936. Full employment means a situation in which the individuals who want the jobs get the jobs. Full
employment does not mean that there is nil unemployment. If monetary policy is capable of increasing credit supply then
it will ensure that more jobs are created in different sectors of the economy. Hence, monetary policy is useful for attaining
full employment.

3.

Price Stability

Every economy faces the problems of inflation and deflation. This is also known as price instability. These problems
adversely affect the economy. The monetary policy which aims at maintaining price stability tires to keep money value
constant. This helps in decreasing income and wealth of the country. An ‘easy monetary policy’ should be introduced during
recession whereas a ‘dear monetary policy’ should be introduced in an inflationary situation.

4.

Equal Income Distribution

Monetary policy plays a secondary role in achieving economic equality. It can make special provisions for small
scale industries, village industries, etc., and grants them credit at less interest rate for longer duration. This will in turn
helps in decreasing the economic differences among various sectors of the country’s economy.

5.

Balance of Payment Equilibrium

Balance of payment deals with two aspects i.e., the ‘BOP surplus’ which indicates an excess of money supply within
the domestic economy and ‘BOP deficit’ which indicates shortage of money supply. The problem of disequilibrium in BOP
is faced by several developing countries. If the monetary policy effectively maintains monetary equilibrium then the BOP
equilibrium can be attained.

6.

Exchange Rate Stability

The rate at which the home currency is converted to any other foreign currency is known as exchange rate. The
continuous rise and fall in exchange rate leads to loss of confidence of international community in our economy. Therefore,
the monetary policy focuses on maintaining an exchange rate stability. By changing the foreign exchange reserves, the RBI
affects the demand for foreign exchange and maintains the exchange rate stability.
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Regulation of Money

Economists like Wicksted and Robertson feel that money should only be used as a medium of exchange. The monetary
policy regulates the money supply. Excess or shortage in money supply leads to monetary disequilibrium. To ensure that
there is no monetary disequilibrium, the monetary policy regulates the money supply. Thus, objective of monetary policy
has been criticized on the assumption that if the money supply remains constant then it will be difficult to achieve price
stability.

2.4.1 Tools, Strength, Weakness and Recent Trends of Monetary Policy
Q12. Discuss the important tools of monetary policy.
Answer :

Model Paper-ll, Q10(b)

The following are the tools of monetary policy,

1.

Open Market Operations

Open market operations deal with buying and selling of government securities by a central bank in the market for
increasing or decreasing the supply of bank reserves. In case, if the entire banking system has surplus reserves, then it
would purchase these instruments as these are interest bearing instruments which in turn result in the decrease in interest rates
and increase in the price of reserves.
There are two open-market operations. They are,

(i)

Expansionary Open Market Operations
It produces downward pressures on short-term interest rates.

(ii)

Contractionary Open Market Operations
It produces upward pressures on short-term interest rates. Hence, a smooth running central bank adopting these
procedures can monitor short-term interest rates.

2.

Reserve Requirements (CRR and SLR)

Reserve requirements is a percentage denoting the amount which a bank should keep in reserves in relation to
outstanding deposits. Reducing the reserve requirements will have similar impact as expansionary open market operations
and increasing the reserve requirements will have same impact as contractionary open market operations. When central
bank raises reserve requirements (i.e., CRR and SLR) then the credit creation capacity of banks decreases and the banks
will not be able to lend money to public in such situation.

Cash Reserve Ratio
Cash Reserve Ratio (CRR) is the traditional monetary tool which was used by RBI to control inflation in the country.
CRR basically refers to the rate at which all banks should keep their reserves with RBI on the fortnightly basis. It is the
percentage of Net Demand and Time Liabilities (NDTL) which are required to be maintained by banks in the form of‘cash
reserves’. Demand liabilities are those that are payable on demand and time liabilities are liabilities that are repayable
otherwise than on demand.
In order to control the liquidity in the system, RBI makes use of CRR by either increasing or decreasing it. There
will be reduction in lendable resources of commercial banks through increasing CRR. With an increase in CRR, the funds
become block to lend and thereby the inflation can be controlled as the banks have minimized fund to lend.

CRR ensures liquidity and solvency of commercial banks. It also makes sure that the deposits in banks are free from
risk. RBI frequently changes CRR from time to time as to ensure a balance in monetary exchange rate.

Statutory Liquidity Ratio (SLR)
Statutory Liquidity Ratio (SLR) is the rate at which all banks should keep their reserves in the form of government
securities. The commercial banks should keep a specific percentage of their Net Demand and Time Liabilities (NDTL) as
liquid assets in the form of approved securities, gold or cash which is referred to as statutory liquid ratio.
In order to control the effects of inflation, the RBI increases the SLR and forces the commercial banks to keep their
resources in liquid form. By doing so, RBI reduces the banks capacity to grant loans and advances. This helps in controlling
the general level of prices in the market.
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By lending directly to certain bank, the central bank can shift the supply of reserves. The countries which maintain
reserve requirements, directly lend to the banks on small-scale basis. In the countries which do not maintain the reserve
requirements, direct lending to banks is a significant part of the monetary policy which facilitates an alternative measure
for controlling interest rates.

The interest rate fixing is the main aspect at which the central bank can lend money to the banks effectively, which
in turn creates a basis for short-term market rates. Normally, these rates in India are referred as ‘bank rates’.

Repo Rates

4.

Repos are the contracts of repurchase and sale of financial assets such as treasury securities. Under this contract, the
seller repurchases the asset at similar price at which he sold it and pays interest for using the funds. Repos are commonly
used in/or over the counter market either for investing extra short-term funds or for borrowing short-term funds against
collateral. The interest rate which is paid annually is called as ‘repo-rates’. The repos are used by the dealers who deal in
securities for different purposes such as to control their liquidity, finance their inventories and speculate in different ways.
The central bank thus uses repos for administering the total reserves of the banking system.
Since Nov. 1996 reverse repos started. It means to sell government securities through auction at fixed cut off rate.
Reverse repos rate is 7% in 2014 Jan.
If the banks do not have sufficient funds to lend when the demand for loans is higher, they borrow money from the
RBI. Now the banks lend the funds to customers at a higher interest rate to make up their previous profitability level. This
ultimately results in reduction of inflationary pressures in the economy.

Q13. Differentiate between monetary and fiscal policy. List out the strengths and weaknesses of fiscal policy.
Answer:

Model Paper-Ill, Q10(b)

Differences between Monetary and Fiscal Policy
The various differences between monetary policy and fiscal policy are as follows,

Fiscal Policy

Monetary Policy
1.

“Monetary policy deals with the supply of currency
in the country”.

1.

“Fiscal policy deals with the ascertainment of state
income and expenditure policy”.

2.

Monetary policy is basically related to the management 2.
of money supply in developing economy and
managing the rate of growth of money supply per
period.

Fiscal policy plays a dominant role on the economic and
social front of a country.

3.

Monetary policy aims to maintain price stability,
full employment and economic growth.

3.

The government all over the world is using the fiscal
policy for achieving rapid economic development,
achieving full employment, promoting foreign trade,
reducing inequality of income etc.

4.

Reserve Bank of India (RBI) plays a vital role in 4.
implementing the monetary policy.

Government implements and formulates the fiscal policy.

5.

The tools of monetary policy are,

5.

The tools of fiscal policy are,

(a) Open market operations

(a) Taxation

(b) Reserve requirements

(b) Public expenditure

(c) Central bank lending

(c) Public debt

(d) Repo rates.

(d) Deficit financing.

6.

It is an effort of central bank to increase or decrease the
money supply for making alterations in the structure.

6.

It is basically an effort of the nation to give direction to
the economy by manipulating the tax structure.

7.

It concentrates on the strategy of banks.

7.

It is related to the economic position of the nation.

8.

It involves monetary policy parameters.

8.

It involves fiscal policy parameters.
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Strengths of Monetary Policy
The following are some of the strengths of RBI’s monetary policy,
1.

Monetary policy executes and makes decisions effectively and quickly when compared to fiscal policy.

2.

RBI emphasizes more on selective credit control measures and less on the quantitative controls.

3.

RBI’s monetary policy helps in fulfilling the needs of the economy.

Weaknesses of Monetary Policy
The following are some of the weaknesses of RBI’s monetary policy,

1.

RBI’s monetary policy deals with high proportion of non-banking credit.

2.

Monetary policy has a high currency-deposit ratio which makes the role of RBI ineffective.

3.

Monetary policy of RBI deals with selective application of credit constraints.

4.

Monetary policy has a defective statistical and monitoring system.

5.

The increasing fiscal needs of the economy is also one of the weaknesses of the monetary policy.

For making the monetary policy effective the structural adjustment programs, objectives and instruments of monetary
policy should be redefined.

Q14. Discuss the recent trends in monetary policy.
Answer :

Recent Trends in Monetary Policy
The Reserve Bank of India is responsible for developing and conducting the monetary policy. It focuses on the
economic growth by changing the monetary policy. The policy is reviewed quarterly and released annually in the month
of April.

The Governor of RBI, D. Subba Rao, released the latest monetary policy on 20th April, 2010 for the year 2010-11.
The following are some of the major changes made by the RBI in the monetary policy,

1.

Cash Reserve Ratio (CRR)

In India maintaining CRR is statutory. In countries like England, USA its not compulsory. However CRR is compulsory
according for government of India to RBI. RBI has right to change CRR Rate. In 1962 it increased to 15%.
CRR refers to the percentage of cash deposits which the banks have to maintain with the RBI. The CRR was increased
by 75 points by the RBI in January 2010 which led to the consumption of? 36,000 crores from the system. The CRR
was increased by 25 basis points i.e., from 5.75% to 6.0% in the annual policy. This step ensured that more cash will be
deposited by banks in the RBI. But the cash deposited does not give any return to the banks thereby effecting its liquidity.
The banks cannot grant loans due to the less availability of cash. This also results in higher interest rates. The RBI had
reduced the CRR in 2008 and 2009 to ensure higher liquidity in the banking system.

2.

Repo Rate

The rate at which RBI purchase government securities. RBI introduced repurchase auctions (Repos) since December
1992 in respect of dated central government securities. The interest rate at which the RBI grants money to banks is known
as repo rate. In other words, it is the RBI’s lending rate to other bank. The reduction in repo rate increases the borrowing
rate of banks and helps in reducing the interest rates.
The reserve repo rate stands adjusted at 7.0% in Jan. 2014. In September 2010-11, the RBI increased the repo rate
by 25 basis point i.e., from 5.75% to 6.0%. This indicates that borrowing from RBI is very costlier for the banks.

3.

Reverse Repo Rate

To sell government securities through cut off rate of interest by auction is called as reverse repo. November 1996,
RBI introduced “reverse repos” i.e. to sell government securities through auction at fixed cut off rates of interest. The rate
at which RBI borrows money from other banks is known as reverse repo rate. In other words, it is the RBI’s borrowing
rate. It is the complete opposite of repo rate.
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Reserve repo rate is a type of tool that RBI uses when it finds that there is too much money in the banking system.
The commercial banks get a higher interest rate on the funds given to RBI, if the reverse repo rate is increased. As keeping
money with RBI is risk-free, banks usually prefer to maintain their money with RBI than to lend it to borrowers as lending
to borrowers could be more risky.
The reverse repo rate has been increased by 50 basis point i.e., from 4.5% to 5.0% by the RBI in the annual monetary
policy. This enables the other banks to earn higher returns by lending to the RBI, which signifies an increase in deposit
rates.
The other important policy rates are as follows,

Base rate 6.0%

Policy rates

4.

Repo rate 6%

Reserve ratio

CRR 6.0%

SLR 25%

Lending/deposit ratios

Base rate 7.5%-8%

Saving banks rate 3.5%

Reverse repo 5%

Deposit rates 6%-7.5%

Statutory Liquidity Ratio (SLR)

The amount of liquid assets that the bank has to keep as an assured amount of funds is known as SLR. The funds
may be in the form of cash, government bonds, gold etc. In the monetary policy of 2009 the RBI had increased the SLR
by 100 basis points i.e., from 24% to 25%.

There has been no change in the SLR in the annual monetary policy of 2010-11. The SLR controls the credit expansion
of banks and can increase the interest rates.

5.

Inflation Projection for 2010-11

RBI has projected the WPI (Wholesale Price Index) inflation to 5.5%. According to the policy, the inflation risk is
higher due to domestic demand and increase in the price of the commodities globally.

6.

Money Supply

The money supply decreased from 20% to 16.4% in 2009-10. However, it increased to 16.8% in March 2010. The
policy is seeking to increase the money supply to 17% in 2010-11.

7.

Bank Rate
The monetary policy of 2010-11 retained the bank rate at 6%.

8.

Introduction of Base Rate System

RBI indicated the introduction of base rate system in the annual policy. A group for reviewing the current Benchmark
Prime Lending Rate (BPLR) system and recommending the changes for making credit policy more clear and transparent
was setup under the leadership of Deepak Mohanty. The guidelines to the base rate system were introduced in February
2010 and the base rate system came into effect from Is* July, 2010.

9.

Interest Rate Futures

The policy introduced the interest rate future contract on 5 year and 2 year notional coupon bearing securities and
91 days treasury bills, in 2010-11. Earlier in 2009, the interest rate futures contract was on 10 year notional coupon bearing
government of India security.

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.

UNIT-2 : Reserve Bank of India
tem.
ping
ding
:tary
aosit

39

INTERNAL ASSESSMENT
I.

Multiple Choice
1.

Reserve Bank of India was established on__________ .

[

]

[

]

[

]

[

]

[

]

(a) 1st April, 1931
(b) 1st April, 1935

(c) 1st April, 1934
(d) 1st April, 1933
2.

RBI central board consists of___________ deputy governer.

(a) 4
(b) 5
imds
SLR

(c) 3
(d) 2

ision

3.

Local boards of RBI consists of___________ members.

(a) 3
isk is

(b) 6
(c) 4

(d) 5

. The

4.

The Central Bank of India is___________ .

(a) SBI
(b) RBI

(c) Bank of India

mark
larent
ruary

(d) Indian Bank
5.

Central board consists of___________members.

(a) 20
:s and
:aring

(b) 15

(c) 22
(d) 18
6.

The interest rate at which the RBI grants money to banks is known as___________ .

(a) CRR
(b) Repo Rate

(c) SLR
(d) Reverse Repo Rate
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7.

CRR stands for

[

]

[

]

[

]

(a) Cash Reverse Ratio
(b) Cash Rate Ratio
(c) Cash Reserve Ratio

(d) Cash Raise Ratio
8.

The tools of monetary policy are___________ .

(a) Open market operations
(b) Repo rates

(c) Reserve Requirements
(d) All the above
9.

______ refers to the rate at which all banks should keep their reserves with RBI on the fortnightly basis.

(a) SLR
(b) CRR
(c) OMO

(d) None of the above
10.

The __________ functions also known as the central banking functions of RBI.

[

]

(a) Monetary functions
(b) Supervisory functions

(c) Promotional functions
(d) None of the above

II.

Fill in the Blanks
1.

RBI was nationalized in the year___________.

2.

Under Section__________ of the Reserve Bank of India Act, the bank has the sole right to issue bank notes
of all denominations.

3.

___________rate is the interest rate at which the RBI purchase or rediscounts, bills of exchange, securities or
commercial papers.

4.

OMOs stands for___________.

5.

Quantitative instruments are also known as___________instruments.

6.

SLR stands for___________ .

7.

___________ deals with the supply of currency in the country.

8.

The rate at which RBI borrows money from other banks is known as___________.

9.

Reserve Bank of India acts as the___________bank.

10.

RBI has the responsibility to maintain the___________ .
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KEY
I.

II.

Multiple Choice
1.

(b)

2.

(a)

3.

(d)

4.

(b)

5-

(a)

6.

(b)

7.

(c)

8-

(d)

9-

(b)

10.

(a)

Fill in the Blanks
1.

1949

2.

22

3.

Bank rate

4.

Open market operations

5.

General

6.

Statutory Liquid Ratio

7.

Monetary policy

8.

Reverse repo rate

9.

Banker’s

10.

Official rate of exchange.
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III.

Very Short Questions and Answers

Q1.

Write a short note on RBI.

Answer :
RBI is a monetary authority and central bank of the country. It has the power to manage, develop and regulate the
financial system.

Q2.

What are the major objectives of RBI?

Answer :

According to the preamble of Reserve Bank of India Act, 1934, the objective of RBI is, “to regulate the issue of bank
notes and the 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”.

Q3.

What is Monetary Policy?

Answer :
Monetary policy means the usage of instruments as per the rules of central bank either to affect the level of total
demand for goods and services or to affect the changes in the specific sectors of the economy.

Q4.

What do you understand by Statutory Liquidity Ratio (SLR)?

Answer :

Statutory Liquidity Ratio (SLR) is the rate at which all banks should keep their reserves in the form of government
securities.

Q5.

What do you mean by Reverse Repo Rate?

Answer :
The rate at which RBI borrows money from other banks is known as reverse repo rate. In other words, it is the RBI’s
borrowing rate. It is the complete opposite of repo rate.
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LEARNING OBJECTIVES
After studying this unit, one would be able to understand,
❖

The Concept of District Co-operative Central Banks.

❖

The Concept of Contemporary Banks.

❖

Regional Rural Banks - Concept, Features, Functions and Problems.

❖

National Bank for Agriculture and Rural Development (NABARD).

❖

Development Banks and Their Various Types.

(

INTRODUCTION

)

District co-operative Central Bank (DCCB) refers to a network of co-operative banking established by the
government of India for the purpose of providing banking facilities in the rural and semi-rural areas of India.
The main objective of this bank is providing agricultural loans, consumer banking, co-operate banking,
mortgage loans etc in rural and semi rural areas in every district of India. The district co-operative central
bank is popularly called as DCC bank.

Regional Rural Banks (RRB’s) refers to the public banks which are established in rural areas of India. The
main aim of these banks is to fiilfil/meet the credit needs of the rural customers. The origin of RRB’s was
look place during 1970’s when the Indian Government announced the 20 point economic program. A working
committee under the chairmanship of M.Narasimham recommended the establishment of R.R.Bs. Thus 5
RRB’s were established on 2nd October 1975.
Development banks are the financial institutions that provide medium and long-term finance to industrial and
agricultural sectors of the nation. They are involved in promotion and development of industry, agriculture
and other sectors.
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Answer :

District Central Co-operative Banks (DCCB) refers to a network of co-operative banking established by the
government of India for the purpose of providing banking facilities in the rural and semi-rural areas of India. The main
objective of this bank is providing agricultural loans, consumer banking, co-operate banking, mortgage loans etc in rural
and semi rural areas in every district of India. The district co-operative central bank is popularly called as DCC bank.
As the DCC bank is located in every district in every state of India these fore, it is formed on the name of the district
where it is located. For example, the DCC bank located in Hyderabad district would be named as “Hyderabad DCC Bank’’.
The directors and members consist of rural workforce including rural co-operatives, milk unions, agricultural and nonagricultural co-operatives and so on. All the DDC banks located in a particular state are headed by the state apex central
co-operative bank, which is generally located in the capital of every state. Thus, the hierarchy of the DCC Banks is made
to ensure that rural consumers get easy access to these banks.

Q2.

What are the key functions of DCC Banks?

Answer :

Model Paper-l, Q3

The following are the main functions of DCC banks,
(i)

To act as a creator of finance for rural consumers in every district in every state of India. These for it work towards
mobilizing and channelizing finds for rural customers.

(ii)

To attract local deposits of funds.

(iii)

To create a good banking infrastructure in rural areas of India.

(iv)

To provide loans to primary co-operative societies._______________________________________________________ .

Q3.

Explain about Regional Rural Banks (RRBs). Give some examples.

Answer :

Model Paper-l, QS *

Regional Rural Banks (RRB’s) refers to the public banks which are established in rural areas of India. The main
aim of these banks is to fulfil/meet the credit needs of the rural customers. The origin of RRB’s took place during 1970's .
when the Indian Government announced the 20 point economic program. A working committee under the chairmanship
of M.Narasimham recommended the establishment of R.R.Bs. Thus 5 RRB’s were established on 2nd October 1975.

There were only 84 Regional Rural Banks in India by the end of March 2009. The main purpose of regional rural
banks was to at deliver the rural credit facilities to the backward areas. Thereby, ensuring their financial soundness. Central*
government respective state government and sponsors (Commercial banks) are responsible for the contribution of initial?
capital base of RRBs. The regulatory framework of regional rural banks (RRB’s) has been proposed by the Reserve Banks
of India (RBI) and NABARD which helps in supervising their operations with some supervisory powers.

Examples
Andhra Pradesh Grameena Vikas Bank
Arunachal Pradesh Rural Bank

Baroda Gujrat Bank

Himachal Gramin Bank
Jammu Rural Bank.
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State the main features of RRBs.

Answer ;
Following are the features of Regional Rural Banks (RRBs),

Mobiles deposits of rural people.

1

by the
e main
n rural
nk.
iistrict
Sank”,
d non:entral
made

To provide subsidiary services like commercial bank.
To help the rural artisans and small entrepreneur in rural areas by providing credit facilities.

To provide welfare of economically and socially backward sections of the population.

Provide credit facilities to agriculture sector’s is small and marginal farmers.
To help small business units self employment schemes, all-round development of village societies.

Q5.

What are the achievements of NABARD?

Answer :

Model Paper-ll, Q3

The various achievements of NABARD includes the following,

Promoted the Kisan Credit Card scheme for the development of farmers, especially rural farmers.
sr-l, Q3

Sanctioned the Rural Infrastructure Development Fund (RIDF) for establishing and providing the infrastructure
facilities in the rural areas.
Assistance to research and development project.

yards

Assistance to less developed sector.

'

Assistance non-farm sector.
Schematic lending

I ~.
06.
-I, Q8

Short term, medium term and long term lending.

State the functions/role of SIDBI.

Answer :

Model Paper-Ill, Q4

It extends financial support to state small industries for scarce raw materials for marketing.

nain
70’s
ship

It provides financial assistance to integrate infrastructures development centres scheme of union ministry of small
scale industries.
It discounts and rediscounts bills arising from sale of machinery to and manufactured by SSI units.

ural
itral
itial
nks

It upgrades small scale industries in semi-urban regions for generating more employment opportunities.
It tackles technical improvement and updates prevailing small scale industries.
If permits direct support and refund for exports of small scale sectors.

It provides to extension to source capital or reinforcement of loan by National Equity fund scheme, Mahil Udyam
Nidhi Scheme.

C7.

What are development banks? List out various development banks.

Answer :

Model Paper-Ill, Q8

development Banks
Development banks are the financial institutions that provide medium and long-term finance to industrial and
fcn cultural sectors of the nation. They are involved in promotion and development of industry, agriculture and other sectors.
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Types of Development Banks
Following are the various types of development banks

SCARDBS - State co-operative agricultural and
rural development banks.

SIDBI - Small industrial development banks of India.

SLDBS - State land development banks.

SIDCs - State Industrial development co-orporations.

SFCs - State Finance Corporation.

Figure: Types of Development Banks
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PART-B
ESSAY QUESTIONS WITH SOLUTIONS
3.1
Q8.

DISTRICT CO-OPERATIVE CENTRAL BANKS
What is a District Central Co-operative Bank (DCCB)? What are its main functions?

Answer :

Model Paper-ll, Q11(a)

District Central Co-operative Bank (DCCB)
District Central co-operative Bank (DCCB) refers to a network of co-operative banking established by the government
of India for the purpose of providing banking facilities in the rural and semi-rural areas of India. The main objective of this
bank is providing agricultural loans, consumer banking, co-operate banking, mortgage loans etc in rural and semi rural
areas in every district of India. The district co-operative central bank is popularly called as DCC bank.
As the DCC bank is located in every district in every state of India these fore, it is formed on the name of the district
where it is located. For example, the DCC bank located in Hyderabad district would be named as “Hyderabad DCC Bank”.
The directors and members consist of rural workforce including rural co-operatives, milk unions, agricultural and nonagricultural co-operatives and so on. All the DDC banks located in a particular state are headed by the state apex central
co-operative bank, which is generally located in the capital of every state. Thus, the hierarchy of the DCC Banks is made
to ensure that rural consumers get easy access to these banks.

Functions/Objectives of DCC Banks
The following are the main functions of DCC banks,

(i)

To act as a creator of finance for rural consumers in every district in every state of India, there fore it work towards
mobilizing and channelizing finds for rural customers.

(ii)

To attract local deposits of funds.

(iii)

To create a good banking infrastructure in rural areas of India.

i iv)

To provide a safe platform where rural and semi rural customers can safely put their funds.

(v)

To encourage and develop the concept of co-operative society across all districts of India.

(vi)

To provide financial credit to rural customers who are engaged in agricultural and non-agricultural activities,

i vii)

To supervise and suggest for the smooth working of other member co-operative societies.

(viii) To control and co-operate the activities of other rural co-operative societies.
ix)

To work towards development of rural economy in the district where it is located.

x)

To provide quick and timely financial support in case of adverse situations to the rural consumers.

Q9.

On what basis are the DCC Banks in India categorised? Also write about its size and area.

Answer :

Model Paper-l, Q11(a)

Classification of DCC Banks
The DCCB’s in India can be classified under the following categories,

a)

Banks with Individual Membership

These banks comprises of individual members and in case any society is admited as a member, it would enjoy the
nghts and privileges of an individual member only. These categories of banks are rare nowadays.

b)

Banks with Society Membership

The banks falling under this category are pure federal type of central banks. They do not admit individual members.
They consider societies as their members. These banks are registered under the “Banking union act of 1912”.
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(c)

Banks with Mixed Membership

These banks comprises of individual members and
society members under this category of banks society
members enjoy special representation and previlidges. In
India, major types of the banks reflect this pattern.

Size and Area
The maclagan Committee (1915) had stated that “a
central bank should cover as large an area as compatible with
convenience and efficiency”. Further, the standing advisory
committee on agricultural credit ofthe Reserve Bank of India
advocated that there is a need to have one central bank in each
district. However, if the need arises, there can be more than
one central bank established in district, as per the population
and demand banking.

The standing advisory committee on agricultural
credit of the Reserve Bank of India laid down the following
guidelines for the establishment of one or more central bank
in any district.

Following are some requirement related to such banks,

(a)

The banks ability to generate reseanable profits.

(b)

The banks ability to contribute sufficiently towards
reserves.

(c)

On time declaration of dividends to shareholders.

Q10. Write about the various sources of funds used
for financing DCC banks in India.
Answer :

The DCC Banks derive their working capital from
the following sources,

(a)

Share Capital

It is the most common source of financial funds for
the DCC Banks wherein the DCC bank issues shares to
its individual members and society members. Generally
majority of the shares are issued to society members and the
value of each share may range between ? 50 upto ? 100.

(i)
(ii)

(d)

Reserve Funds
By law, the DCC banks are required to mainta'
different kinds of reserves, which may be utilized for tbs
purpose of financing the banks rural customers. Generali
the DCC bank would maintain three kind of resen t
statutory reserve, bad debt reserves and other reserves. Apa:
from these reserves, the DCC banks may maintain othe
reserves such as dividend reserve, building fund reserve
sinking fund reserve, investment depreciation reserve etc

(e)

Government Grants
Financial grants and assistance from the centra
government and the state government also form a:
important part of the source of fund for the DCC banks thJ
government of India may provide financial grants unde
the various welfare programs to the DCC banks with th-.
aim of providing financial credit and assistance to the rura
customers across the country._________________________
Q11. Discuss the weaknesses due to which the DCC
banks suffer. Also suggest remedial measures
Answer :

Weakness/Limitations of DCC Banks
Following are the limitations or weakness of DCC
banks,
1.
Too Many DCC Banks
It has been found that there are a number of DC
banks established which are in access of the require
numbers. Thus, the process of amalgamation of sue
redundant banks had been initiated. For example, the:
were 509 DCC banks operating during 1951-52 where we:
reduced to 337 by 1980. However, the number of DCC bank
had again increased to 368 by the year 2005.

2.

(b)

lakhs.

Another important source of funds for the DCC
banks are the public deposits that it could gather from the
bank customers in the form of bank savings. Therefor the
larger the amount of public deposits, the greater would be
the finances of the DCC Bank.

(c)

Loans

Loans from the state government, central government
or other approved financial institution also forms an
important source of funds for the DCC Banks. The borrowing
powers of DCC banks are filled under the following rules,

Rules under various bye-laws.

(iii) Rules framed by the registrar of co-operatn
society.

It is mandatory for the DCC bank to maintain
sufficient paid up capital. In a recent survey conducted by the
all India rural credit survey committee it has been observed
that the respective state government are providing substantial
amount of the paid up capital for the DCC banks.

Public Deposits

Rules of the co-operative society area.

Weak Capital Structure
Another weakness of DCC banks is that most DCC
banks had been found to suffer from extremely weak capit
structure. For example, a research survey found that th
working capital of many DCC banks with less than ? 2

3.

Poor Reserves

Another weakness of DCC banks is no or very po
maintainance of different types of statutory and optiom
reserves. Poor maintainance of financial reserves wou
make the bank financially weak and it would loose the tnu
of depositors and other stakeholders.

4.

Maintainance for Bad Debts

In case of most DCC banks it has been found th
provisions made for bad debts are inadequate and the boo
additions to the reserves was found to be defective.
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Wrongful Profits

sa.

5.

)-operative

Many DCC banks were found to have transferred
substantial portion of the funds and shown as profits. Thus,
these banks displaying a wrong picture of the banks rather
than actual financial position.

j maintain
red for the
Generally,
f reserves
rves. Apart
itain other
id reserve,
serve etc.
he central
) form an
' banks the
ants under
s with the
to the rural

ithe DCC
measures

Other Weakness of DCC
1.

most DCCj
eak capita
id that the
than ? 25

In adequate coverage, inefficient societies

2.

Problem of overdues

3.

Regional disparities

4.

Benefit to big land owners

5.

Lack of spontaneity

6.

Lack of funds

7.

Loans for productive purpose only

8.

Provisions of credit only

9.

Competition from private agencies

10.

Defective management

11.

Lack of viability.

found the
d the boo
ve.

1.

Small Financial Banks

The banks which are formed to provide basic banking
services in underdevelopment areas or societies are known
as small financial banks (SFBs). These banks may provide
services to following parties,

—>

Small farmers

->

Micro and small entreprises

—>

Other business entrepresies of unorganized sector

The objectives of SFBs is to provide financial support
by accepting deposits and lending loans in less-privilege and
non-bank areas.
The parties who are to borrow loans and advances
from these banks. They need to be registered under the
compones Act 2013 and also they need to acquire license
as per the setion-22 of banking pregulation Act 1949.

2.

The all India rural credit review committee had
putforth the following suggestions for strengthening of the
DCC banks.

The idea of opening ‘Women Banks” was initiated
in the year 2013. The union budget 2013-14 declared that
there must be certain banks which are specially established
for womens. The women banks should be a public sector
bank which have a initial capital of? 10 billion.

(a)

The state government may increase loans to DCC
banks which home weak capital structure. Thus,
strengthening the lending capital of these banks.

(b)

The employees at the DCC headquarter and also
branch offices need to be trained to run the bank
professionally and turn it profitable.

(c)

The state government should provide financial grants for
DCC banks to facilitate the quick writing off of debts.

(d)

In case of non-cooperation from the management or
senior staff of any DCC bank, the state government
may suspend such official and appoint a special
administrative officer in his place.

i e)

The DCC banks may launch time bound debt recovery
programs and collect all over dues.

3.2

CONTEMPORARY/MODERN BANKS

Q12. Write in detail about contemporary banks in
India.
very poo
d options
ves woul.
se the trus

The contemporary banks can be of following types,

Suggested Remedial Measures

ss of DCC

;r of DCC
; required
n of such
lple, there
rhere were
)CC bank

Types of Contemporary Banks

Answer :

Model Paper-ll, Q11(b)

Contemporary Banks
The banks which are established based on the current
rends or are related with the current time period are known as
contemporary banks. In India all banks are regulated through
contemporary banking regulatios. After independence
from bristish rule. The banking companies Act became the
regulatory backbone of contemporary banking regulation.
This regulatino Act dominate all banks of India.

Women Banks

On September 20, 2013. Resoeve Bank of India
have approved the license for these banks. The first women
banks of India was named as Bharatia Mahila Bank Ltd.
The women banks Act as a major of providing education,
employment and empowerment to womens in India. The
nature of the women banks is, they accept deposits from
every one but lend money only to womens. As per the latest
tends,, 1st April 2017, women banks has got merged with
State Bank of India to serve womens in more better way.

3.

Payment Banks

Pyment banks are established to support the weaker
sections and low income support the weaker sections and
low income group through small savings account and
providing easy payments or remittance services. These
banks allow its customers to use the banksing services
through their mobile phones rather visiting branches. The
deposit of these banks would be raised upto ? 1 lakhs. The
various transactions which a customer can do with these
banks may includes, payment of bills, cashless purchases,
transfer etc. Payment banks are expected to be operated by
business correspondents, ATM and others in remote areas.
These banks are also required to get registered under public
limited companies as per componies Act 2013. They are also
regulated by banking regulation Act 1949.
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3.3

REGIONAL RURAL BANKS

Q13. Explain in detail about Regional Rural Banks
(RRBs).
Answer:

Model Paper-l, Q11(b)

Regional Rural Banks (RRBs)
Regional Rural Banks (RRB’s) refers to the public
banks which are established in rural areas of India. The
main aim of these banks is to fulfil/meet the credit needs
of the rural customers. The origin of RRB’s was look place
during 1970’s when the Indian Government announced the
20 point economic program. A working committee under
the chairmanship of M.Narasimham recommended the
establishment of R.R.Bs. Thus 5 RRB’s were established
on 2nd October 1975.
There were only 84 Regional Rural Banks in India
by the end of March 2009. The main purpose of regional
rural banks was to at deliver the rural credit facilities to
the backward areas. Thereby, ensuring their financial
soundness. Central government respective state government
and sponsors (Commercial banks) are responsible for the
contribution of initial capital base of RRBs. The regulatory
framework of regional rural banks (RRB’s) has been
proposed by the Reserve Banks of India (RBI) and NABARD
which helps in supervising their operations with some
supervisory powers.

Examples
Andhra Pradesh Grameena Vikas Bank
Arunachal Pradesh Rural Bank

Baroda Gujrat Bank

Himachal Gramin Bank
Jammu Rural Bank.

Features of RRBs
The main features of RRBs are as follows,

1.

Provide Loans to Weaker Sections

The aim of RRB’s is to provide loans to weaker
sections of the society, such as to small farmers, agricultural
labourers and rural artisans. RRB’s also focus upon the
development of rural areas by providing banking facilities
through savings.

2.

Area of Operations

The RRB’s are scheduled banks which were added in
the second schedule of RBI Act. They enjoy same privileges
like that of any other commercial scheduled banks. However,
RRB’s area of operation is limited to a particular
region. As per the regulations of RBI, RRB’s have to
maintain cash and liquidity ratio of 3% and 25% respectively.

3.

Relationship with Commercial Bank

RRB’s are established as subsidiary of a public sector
commercial bank. Thus RRB’s and commercial banks have
a parental tie-up. The commercial bank sets up RRB’s in
consultation with the central and state government. For
the starting five years of establishment, the commercial
bank would supply capital to RRB’s for running the daily
operations.
4.
Structure of Capital
The commercial bank, central and state government
contributes towards the capital of Regional Rural bank
(RRBs) in the ratio of 50 : 15 : 35 respectively. A RRB’s
would be established with an authorised capital of T 25 lakhs.

Q14. Discuss Functions and Problems of RRBs.
Answer :
Function of RRBs
Regional Rural Bank’s (RRBs) carry out the following
functions,
1.
Provide Rural Loans
RRB’s provide loans to individual or group of farmers
and agricultural labourers for the agricultural purposes.
2.
Loans to Co-operative Societies
RRB’s also provide loans to rural co-operative
societies, such as rural cooperatives, agricultural and
cooperative farming societies etc.
3.
Loans to Rural Entrepreneurs
RRB’s provide loans for productive purposes to the
persons such as small entrepreneurs, artisans and persons
who are involved in other types of commerce or trade. Thus
they encourage rural entrepreneurship and self employment
4.
General Banking Functions
RRB’s also accept deposits from the general public
and carry out banking activities in rural areas.
5.
Expanding Role and Functions
In India, RRB’s have grown impressively in rural areas
and have built a strong retail network. In December 1975.
there were 6 RRBs covering 12 districts through 17 branches
in different locations. By the year 2004 RRB’s increased uptc
196 RRBs with 14,446 branches in 518 districts across India.
6.
Future Rule
The Vyas committee recommended that RRBs need
to be amalgamated for providing better services to the rural
citizens. Based on these recommendations Government of
India tries to initiate the process of structural consolidation
of RRBs. Through RRBs amalgamation with the same bank
within each state, the expected services of amalgamated
RRB’s is to provide better infrastructure, computerisation,
appointing expertise, putting marketing efforts, and covering
operation of large areas. The amalgamation of RRB has
reduced the number of RRBs from 196 to 96 as on Apri
2007.
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Problems of RRB’s
The major problems faced by RRBs are as follows,

1.

Administrative Problem

The RRB’s suffer from administrative problems,
redtapism etc, due to the control of multiagencies as its
capital is contributed by the central government, state
government and commercial banks. Thus, multi agency
control usually leads to administrative problems.

2.

Defective Recovery System

RRB’s faces the problem of defective loan recovery
due to its internal and external factors.
Internal factors includes - Defective loaning
policy, weak supervision and monitoring, in
differences for recovery.

❖

External factors includes - Political disturbance,
floods, wilful default, droughts, and lack
of support from legal and administrative
departments.

❖

3.

Lack of Rural Staff

Most RRB’s have urban staff. Therefore, these is no
local involvement in the banks.

4.

Complex Procedures

The loan approval procedure of RRB’s is rigid,
complex and time consuming in nature. Thus it discourages
poor farmers from approaching RRB’s for loans.

5.

Other Challenges of RRB’s

There are certain reasons behind the failure of RRB’s
as follows,
(a)

Banks receive low interest rate after providing loans
to weaker sections.

(b)

High cost of servicing and low profit margin.

(c)

3.4

1.

Capital was 500 crores initially

2.

Subscribed and paid up capital 100 crores

3.

It was raised to 2000 crores by 1999 - 2000.

Features of NABARD
The salient features of NABARD include,

1.

NATIONAL
BANK
FOR
AGRICULTURE AND RURAL
DEVELOPMENT (NABARD)

Q15. Define NABARD and explain the silent features
NABARD.
Model Paper-Ill, Q11(a)

National Bank for Agriculture and Rural
Development (NABARD)
For promoting credit facilities to agriculture, small
scale industries, cotton and village industries, handicrafts and
other rural craft industries, NABARD came into existence
after passing a bill in the parliament in July 12, 1982.

With the establishment of NABARD on July 12,
1982, the department of RBI engaged in providing the
agricultural finance, agricultural refinance and development
corporation were controlled and managed by NABARD. As
it is undertaking the agricultural related activities of RBI,

Objectives

Its main purpose is to provide credit facilities to
agricultural and small scale sectors.

2.

Capital Fund

NABARD was holding a share capital of ? 100 crores
which was deposited with RBI and the Indian government
in equal proportions. It borrows fund from the RBI for the
realization of its short term obligations. However, it looks
at the government of India for the attainment of long-term
loan operations.

3.

Loan Operations

It issues short term loans whose maturity period will
not exceed 18 months from the date of issue to the state
cooperative banks, regional rural banks and also to other
financial institutions. It is also authorized to extend its loans
and advances to state government for a period of upto 20
years.

4.

Lack of expertise staff.

Answer :

the assets and liabilities of the agricultural credit funds were
transferred to NABARD. It is also responsible for managing
the planning and development activities of RBI, refinance
and development functions ofthe regional rural banks and so
on. In March 1985, RBI disbursed ? 275 crores and ? 1200
on the long term operation and the national agricultural credit
respectively. Net accretion to the resources of the NABARD
in 2005-06 was, 6826 crores.

Coordination

It is held responsible for maintaining coordination
among the activities of the central government, planning
commission, state governments and also other institutions
dealing with the growth and development of SSIs, cottage
industries and rural crafts and artisans.

5.

Research

It also issues research and development funds to the
staff, consultants and academicians who are indulged to carry
out research in the promotion and development of rural and
agricultural sectors.

6.

Monitoring and Evaluation

For the development of quality projects, NABARD
monitors and evaluates the implementation of several
projects. Through evaluation, it becomes aware of the areas
of excellence and also the areas which require improvement.

7.

Inspection

NABARD is authorized to assess the financial
statements of regional rural banks and cooperative banks in
addition to the primary cooperative banks.
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Q16. State the functions and achievements of NABARD.
Answer :

Functions of NABARD
The main functions of NABARD include,

1.

To provide credit facilities to the rural institutions.

2.

Acts as an agent by undertaking the numerous activities of government and reserve bank.

3.

Provides foreign assistance by mediating FDI in agricultural and rural developmental activities.

4.

Refinances the credit amount issued to agricultural department, SSIs, village industries, handicrafts and so on.

5.

It also provide assistance in bringing improvement and development in the production and marketing operations.

Achievements of NABARD
The various achievements of NABARD includes the following,
1.
Promoted the Kisan Credit Card scheme for the development of farmers, especially rural farmers.
2.
Sanctioned the Rural Infrastructure Development Fund (RIDF) for establishing and providing the infrastructure
facilities in the rural areas.
3.
Assistance to research and development project.
4.

Assistance to less developed sector.

5.

Assistance non-farm sector.

6.

Schematic lending

7.

Short term, medium term and long term pending.

3.5

SIDBI

Q17. Explain in detail about SIDBI.
Answer :

Small Industries Development Bank of India (SIDBI)
Small Industries Development Bank of India (SIDBI) was started by Government of India (GOI) under industrial
development Act 1989 as a wholly owned IDBI subsidiary.
It was basically set up as an apex institution for providing financial and non-financial assistance to tiny and small
scale industries. SIDBI aims at promoting, financing and development of industries comprising mainly of small scale sector.
Apart from this, it also coordinates the work of other development financial institutions.
Government of India (GOI) in order to provide both direct and indirect financial assistance, announced in the budget
of (1988-89) to startup SIDBI as a subsidiary unit of IDBI. Hence, the SIDBI Act by industrial development Act 1989, then
the functions of the bank commenced from April 1990.

Objectives of SIDBI
The objectives of SIDBI are as follows,

1.

Taking initiative in developing and updating the existing technology and improving the sick units.

2.

Enlarging the network of channels for promoting the products of Small scale unit in both domestic and international
market.

3.

Promoting the industries which provide employment opportunities mainly in semi-urban areas and also checking the
strength of people migrating from those areas in search of better jobs in higher order urban centres and metropolitan
cities.

4.

Initiating and taking up new projects.

5.

Improving the infrastructure for SSI units (Small Scale Industries).

6.

Promoting the export of products and services.

Role/Functions of Small Industries Development Bank of India (SIDBI)
1.

It extends financial support to state small industries for scarce raw materials for marketing.

2.

It provides financial assistance to integrate infrastructures development centres scheme of union ministry of small
scale industries.

3.

It discounts and rediscounts bills arising from sale of machinery to and manufactured by SSI units.
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4.

It upgrades small scale industries in semi-urban regions for generating more employment opportunities.

5.

It tackles technical improvement and updates prevailing small scale industries.

6.

If permits direct support and refund for exports of small scale sectors.

7.

It provides to extension to source capital or reinforcement of loan by National Equity fund scheme, Mahil Udyam
Nidhi Scheme.

8.

The Major significant characteristic of SIDBI is the special importance and the new schemes to facilitate marketing
assistance to the small scale sector.

9.

If yields factoring and leasing services.

10.

If supplies financial support to SFCs, SIDCs, commercial banks through prevailing credit distribution system.

3.6

DEVELOPMENT BANKS

Q18. What do you understand by the term Development Banks? Mention their objectives.
Answer :

Development Banks
Development banks are the financial institutions that provide medium and long-term finance to industrial and
agricultural sectors of the nation. They are involved in promotion and development of industry, agriculture and other sectors.

Objectives of Development Banks
These are specialised financial institutions which serve following objectives,

1.

It aims to perform banking functions.

2.

It aims to promoting economic development.

3.

It do not accept deposits from general public.

4.

It provides medium and long term finance.

5.

It provides finance, perform development and promotional functions.

6.

It distribute resources to high priority areas to medium and long term loans to industrial concerns.

7.

It speedup the growth of the economy and directly invests in shares and debentures.

8.

It emerge entrepreneurial skills, encoraging new units, propase project report advice managerial problems.

9.

It promote industrialisation specifically in private sector in order to provide employment opportunities and higher
production.

10.

It provide finance to housing, small scale industries, infrastructure and social utilities.

11.

It promote for the development of rural areas.

Q19. Discuss briefly about various development banks.
Answer :

Model Paper-Ill, Q11(b)

The various development banks are discussed as below,

(State Level) (All-India) Level (Local Level)

(National Level) (State Level) (State Level)

SCARDBS - State co-operative agricultural and
rural development banks.

SIDBI - Small industrial development banks of India,
SFCs - State Finance Corporation.

SLDBS - State land development banks.

SIDCs - State Industrial development co-orporations.

Figure: Types of Development Banks
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Agricultural Development Banks

Industrial Development Banks
Following are the Industrial Development Banks,

Following are the Agricultural Development Banks,

1.

SCARDBs

SCARDBs stands for State Co-operative Agriculture
and Rural Development Banks. It is a national or central
level scheme of India which aims to raise resource for long
term lending to cultivators. It have the following objectives,

(i)

To receive deposits and float debentures

(ii)

to assist and coordinate the work of affiliated Primary
Co-operative Agriculture Rural Development Banks
(PCARDBs)

(iii)

To grant loans to PCARDBs for those purposes
which are approved by NABARD

2.

SLDBs

1.

SIDBI

Small Industries Development Bank of India (SIDBI)
was started by Government of India (GOI) under the
Parliament’s Act in October 1989 as a wholly owned IDBI
subsidiary.

It was basically set up as an apex institution for
providing financial and non-financial assistance to tiny and
small scale industries. SIDBI aims at promoting, financing
and development of industries comprising mainly of small
scale sector. Apart from this, it also coordinates the work of
other development financial institutions.

2.

SFCs

(i)

Its aims to provide long-term credit to rural people.

(ii)

It provide finance to Primary Development Banks
(PLDBs).

(iii)

It operates its functions at district level or local level.

The state financial corporation of India was setup
in order to provide financial assistance only to small and
medium sized industries. It was initiated through the SFC Act
which was passed by the parliament on September 28,1951.
The first financial corporation was setup in 1953 in Punjab.
At present, there are about 18 SFCs which are operating since
40 years and they function as regional development bank.
SFCs engage in assisting small units for modernisation and
technological upgradation through rehabilitation schemes
followed by the equity type participation under SIDBls seed
capital scheme.

3.

NABARD

3.

SLDBs stands for State Land Dvelopment Banks. It
is known as Primary Land Development Banks. Its main
objectives are as follows,

National Bank for Agriculture and Rural
Development (NABARD) is introduced for promoting
credit facilities to agriculture, small scale industries, cotton
and village industries, handicrafts and other rural craft
industries, NABARD came into existence after passing a
bill in the parliament in July 12, 1982.
With the establishment of NABARD on July 12,
1982, the department of RBI engaged in providing the
agricultural finance, agricultural refinance and development
corporation were controlled and managed by NABARD. As
it is undertaking the agricultural related activities of RBI,
the assets and liabilities of the agricultural credit funds were
transferred to NABARD. It is also responsible for managing
the planning and development activities of RBI, refinance
and development functions of the regional rural banks and
so on. In March 1985, RBI disbursed ? 275 crores and ?
1200 on the long term operation and the national agricultural
credit respectively.

Net accretion to the resources of the NABARD in
2005-06 was, 6826 crores.
1.

Capital was 500 crores initially

2.

Subscribed and paid up capital 100 crores

3.

It was raised to 2000 crores by 1999 - 2000.

SIDCs

State Industrial Development Corporations
(SIDC) was setup under the Company’s Act, 1956,
in the 1960 and 1970 as a wholly owned undertaking
of state government with an objective of promoting
and developing medium and large industries. They
play a predominant role in industrial development.
Other Types of Development Banks
It includes the following banks,

1.

Industrial Finance Corporation of India (IFCI)

IFCI was setup by the government of India under IFCI
Act in July 1948. Since July 1, 1993 it has been included
under the Companies Act, 1956. The IFCI provides financial
assistance to the industrial sector in the form of rupee and
foreign currency loans, underwriting, subscription to shares
and debentures and purchase of equipment procurement,
leasing, merchant banking facilities, etc.

2.

Industrial Credit and Investment Corporation
of India (ICICI)

ICICI was set up in January 1955 and it commenced
business in March 1955. ICICI differs from IDBI and IFCI
in respect of ownership, management and lending. It ceased
to be a development finance institution on account of its
merger into ICICI bank in April 2002.
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Objectives of ICICI

1.

Provide assistance in the establishment, expansion
and upgradation of private sector units.

IRBI provides consultancy service by determining
the actual worth/importance of sick units which are
seeking for their assistance.

2.

To encourage the participation of private investment
capital in the ownership of industrial investment and
the expansion of investment markets.

Sick units can go for amalgamations, mergers and
reconstruction processes through merchant banking
services.

3.

Through equipment leasing, sick units can borrow
equipments which are not only costly but also more
productive in nature. It acts as one of the sources of
finance. It serves as an extension to IRBI hire purchase
scheme.

The basic objective of ICICI is to,

1.

2.

Functions of ICICI
ICICI performs the following functions,
(i)

Participation in long-term or medium term loans or
equity.

(ii)

Guaranteeing loans from other private investment
sources.

(iii)

Subscription to ordinary or preference capital and
underwriting new issues or securities.

(iv)

Rendering consultancy services to Indian industry in
the form of managerial and technical advice.

3.

Industrial Development Bank of India (IDBI)

The IDBI was established on 1st July 1964. It was
setup in order to provide institutional finance to the upcoming
large and small scale industries. It also fills up all the gaps
left out by other scheduled banks in the field of industrial
finance. IDBI came into existence under the parliament act
as a completely owned subsidiary of the Reserve Bank of
India. It provides finance to the new business in key areas
and also provides assistance to the projects in public and
private sector. IDBI has been given a major role of principal
financial institution for coordinating the national priorities
and also various activities of institutions indulged in assisting
finance, promotion and development of the industries.

5.

Industrial Reconstruction Bank of India (IRBI)

IRCI (Industrial Reconstruction Corporation of India)
was established by the Government of India (GOI) in April
1971 under the Indian Companies Act, 1956.
The aim and objective of IRCI was to solve the
problems and difficulties faced by the sick units and give
proper and quick assistance for speedy reconstruction and
development of those industries. GOI passed an act and
converted IRCI into IRBI in August, 1984. The function of
IRBI is to serve as an apex institution in expansion, revival,
promotion and development of industrial units.

IRBI has given an assistance of Rs. 778 crore in the
year 1994-95 in the form of term loans for modernisation,
diversification expansion and renovation of business firms.

8.

(i)

Consultancy services

(ii)

Merchant banking and equipment leasing

(iii) Amalgamation, mergers and acquisitions, hire
purchase scheme.

Export Import Bank of India (EXIM)

The EXIM was established in the year 1982 on 1st
January under the Act of parliament as the principal financial
institution for promoting and financing international trade of
India. The EXIM bank provides financial assistance to both
exporters and importers for production and sale of goods
and services.
The exporter can avail the facilities such as supplier’s
credit, export product development loans, bulk import
finance, loans for export marketing. The bank also offers
export bills rediscounting facility and refinance of term loans
and guarantees the projects.
Besides the above assistance, the EXIM bank
promotes exports by advising and providing informative
services on merchant banking country risk analysis,
procedures of multilateral institutions etc., to the exporters.

The EXIM bank has 23 major programmes for
its customers like, Indian exporters, foreign entities and
commercial banks.

9.

Life Insurance Corporation of India (LIC)

The LIC of India was setup under the LIC Act,
1956, as the wholly-owned corporation of India. After the
nationalisation of the life insurance business it was taken
over by the government from the private players. The
primary objective of LIC is to do business and mobilise the
funds to provide social security to the individuals, rurals and
urban group etc.

10.

The other services provided by IRBI are,

—,

In the year 1995, IRBI was given the status of a full
fledged financial institute engaged in the development of a
country. Later it was renamed as the Industrial Investment
Bank of India (IIBI).

Unit Trust of India (UTI)

The UTI was created by an Act of parliament in the
year 1964. The UTI mobilizes the savings of small investors
and channelises them into business/corporate investments. The
UTI provides assistance by granting term loans, underwriting
and subscription of shares and debentures.
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Q20. Explain about IFCI
Answer :

IFCI
Industrial Finance Corrporation of India (IFCI) was setup by the government of India under IFCI Act in July 1948.
Since July 1, 1993 it has been included under the Companies Act, 1956. The IFCI provides financial assistance to the
industrial sector in the form of rupee and foreign currency loans, underwriting, subscription to shares and debentures and
purchase of equipment procurement, leasing, merchant banking facilities, etc.
The financial resources of IFCI includes,

1.

Share capital

2.

Bonds and debentures

3.

Other borrowings.

Objectives of IFCI
IFCI was the first national level industrial development institution that was set up in 1948 with an aim of providing
medium and long-term credit to industry. From July 1,1993 IFCI got converted into a public limited company and is called
as Industrial Finance Corporation of India Limited.

Objectives of IFCI
The objectives of IFCI includes,
1.

To mobilize public savings and channelize them into productive corporative investments.

2.

To provide safety to the investors regarding the returns and liquidity of their investments.

3.

To enhance the growth of small scale industries.

4.

To provide financial and technical support for the development of industrial sector in India.

5.

To provide support to the business both in private and public sector by providing medium and long-term loans.

6.

To provide financial support for renovation, diversification and modemization/restructuring of the existing projects
and to start a new project.

7.

To provide guarantee for deferred payments and foreign loans.

8.

To monitor small and medium scale industries.

9.

Monitoring and regulating the finance for the promotion of a balanced regional development.

10.

To provide support for entrepreneurs in each state.

Role Functions of IFCI
IFCI was setup by the government of India under IFCI Act in July 1948. Since July 1, 1993 it has been included
under the Companies Act, 1956. The IFCI provides financial assistance to the industrial sector in the form of rupee and
foreign currency loans, underwriting, subscription to shares and debentures and purchase of equipment procurement,
leasing, merchant banking facilities, etc.
The financial resources of IFCI includes,

1.

Share capital

2.

Bonds and debentures

3.

Other borrowings.

The paid-up-capital of IFCI on March 31st 1995 was Rs. 352 crore. Besides share capital, the other sources of funds
for IFCI are issue of bonds and debentures, RBI, IDBI foreign loans and borrowings from Government.
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The role or functions and lending policies of IFCI are as follows,
1.

IFCI provides financial assistance to those companies or cooperative societies which are incorporated and registered
in India and conduct business in the manufacturing, preservation or processing of goods, shipping, mining or hotel
industry or in the generation or distribution of power and electricity in industrial project either in the private or joint
sectors.

2.

It also extends assistance to the public sector industries in the industrial project of private and joint sector.

3.

Assistance is provided in the form of loans, long term loans - both in rupees and foreign currency or by subscribing
to the equity shares, preference shares or debentures.

Q21. Discuss briefly ICICI and SFCs.
Answer :

ICICI
The ICICI is a private sector development bank and a financial institution established in 1955 with a primary objective
of extending development finance to the private sector undertakings. The basic objective of ICICI is to,

1.

Provide assistance in the establishment, expansion and up gradation of private sector units.

2.

To encourage the participation of private investment capital in the ownership of industrial investment and the
expansion of investment markets.

The head office of ICICI is located in Mumbai and the other four regional offices located at Mumbai, Kolkata, New
Delhi and Chennai.

Role/Functions of ICICI in Entrepreneurship Development
The following are the important functions of ICICI,

1.

Extension of financial support by rupee and foreign currency loans, indemnify and straight forward subscription to
share, debentures and guarantees.

2.

Financial provisions are extended by ICICI Ltd. i.e., lease credit, installment sales asset credit and venture capital.

3.

It also assured loans from various private investment sources. The greatest beneficiary of the ICICI support are small
scale units.

SFCs
The state financial corporation of India was setup in order to provide financial assistance only to small and medium
sized industries. It was initiated through the SFC Act which was passed by the parliament on September 28, 1951. The first
financial corporation was setup in 1953 in Punjab. At present, there are about 18 SFCs which are operating since 40 years
and they function as regional development bank. SFCs engage in assisting small units for modernisation and technological
upgradation through rehabilitation schemes followed by the equity type participation under SIDBIs seed capital scheme.

SFCs established at the state level have the objective of financing and promoting small and medium enterprises for
achieving balanced regional socio-economic growth, generating greater employment opportunities.

Q22. Explain the functions of SFC’s.
Answer :
The role and functions of SFC’s are similar in all cases. They are as follows,
1.

To offer long term finance to small and medium scale industries in both public and private sector companies,
cooperatives, partnerships and proprietary businesses.

2.

Extend term loans for the purchase of land, building, plant and machinery, prerequisites and other assets.

3.

Granting of loans and advances to industries for a period of 20 years.

4.

Inculcating and promoting self-employment.

5.

Providing subscription to debentures repayable within a period of 20 years.

6.

Encouraging the new and professionally qualified women entrepreneurs to start the new projects and help them in
carrying out those industrial projects.
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7.

Act as agents of all the central and state governments like, IDBI, IFCI for grant of loans, bonds subscription.

8.

Help in rehabilitation of sick units which are already being financed by the Delhi financial corporation.

9.

To help in the development and expansion of industry by the rural and urban artisans.

10.

Extend seed capital assistance under the IDBI scheme.

11.

Initiating the promotional activities and establishment of entrepreneurship development programmes and seminars.

12.

To promote those industries which accelerate the process of socio-economic growth.

13.

Providing soft term loans to develop the small scale sector.

14.

Underwriting the issue of shares, bonds and debentures by the industrial units.

15.

The package of assistance consists of two types of services, developmental and financial.

16.

Introducing and implementing package scheme of incentives to motivate and promote entrepreneurs.

Q23. Discuss briefly about IRBI and SIDC.
Answer :

Industrial Reconstruction Bank of India (IRBI)
IRCI (Industrial Reconstruction Corporation of India) was established by the Government of India (GOI) in April
1971 under the Indian Companies Act, 1956.
The aim and objective of IRCI was to solve the problems and difficulties faced by the sick units and give proper
and quick assistance for speedy reconstruction and development of those industries. GOI passed an act and converted IRCI
into IRBI in August, 1984. The function of IRBI is to serve as an apex institution in expansion, revival, promotion and
development of industrial units.

IRBI has given an assistance of Rs. 778 crore in the year 1994-95 in the form of term loans for modernisation,
diversification expansion and renovation of business firms.

The other services provided by IRBI are,
(i)

Consultancy services

(ii)

Merchant banking and equipment leasing

(iii) Amalgamation, mergers and acquisitions, hire purchase scheme.
1.

IRBI provides consultancy service by determining the actual worth/importance of sick units which are seeking for
their assistance.

2.

Sick units can go for amalgamations, mergers and reconstruction processes through merchant banking services.

3.

Through equipment leasing, sick units can borrow equipments which are not only costly but also more productive
in nature. It acts as one of the sources of finance. It serves as an extension to IRBI hire purchase scheme.

In the year 1995, IRBI was given the status of a full fledged financial institute engaged in the development of a
country. Later it was renamed as the Industrial Investment Bank of India (IIBI).

Role/Functions of Industrial Reconstruction Bank of India (IRBI)
The important functions of IRBI are as follows,

1.

If yields financial support to industrial Units.

2.

As per the approval of the government, it serves as an agency of state Government, Union Government and also
other financial institutions.

3.

For reconstruction and development of industrial concerns it delivers consultancy and merchant-banking facilities.

4.

It also assists in yielding means of infrastructure, raw materials, machineries and other tools based on hire-purchase
and lease plans.
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State Industrial Development Corporations (SIDC)
SIDC was setup under the Company’s Act, 1956, in the 1960 and 1970 as a wholly owned undertaking of state
government with an objective of promoting and developing medium and large industries. They play a predominant role in
industrial development.
SIDCs provide assistance by granting term loans and under-writing, subscriptions to the share/debentures and
guarantees. The SIDCs also take up the promotional activities such as preparing the feasibility report for the projects,
entrepreneurship development programmes, improving various industrial states and conducting industrial surveys.
They help and support in setting up medium and large scale projects in the joint sector. The SIDCs have involved
themselves in activities like equipment leasing, providing tax benefits under the state government package scheme, merchant
banking services and mutual funds. Besides the above they extend certain developmental services such as technical training,
guidance in plant location etc.

There are 28 state industries development corporations (SIDCs) functioning in the country. They also provide
assistance to SSIs and act as promotional agents.
The SIDCs are the agents of IDBI and SIDBI for promoting the seed capital scheme.

Role/Functions of SIDCs
The role or functions of SIDCs are as follows,

1.

Extending risk capital to the entrepreneurs in the form of equity participation and seed capital assistance.

2.

Granting loans, lease finance and guarantees to the industries.

3.

Operating incentive scheme of central and state government.

4.

Performing promotional activities such as generating project ideas, preparing feasibility reports, choosing and training
of entrepreneurs.

5.

Establishing industrial estates by providing infrastructural facilities.

Q24. Explain briefly the following,
(a)

EXIM

(b)

LIC

(c)

UTI.

Answer :

(a)

Export Import Bank of India (EXIM)

The EXIM was established in the year 1982 on Is' January under the Act of parliament as the principal financial
institution for promoting and financing international trade of India. The EXIM bank provides financial assistance to both
exporters and importers for production and sale of goods and services.
The exporter can avail the facilities such as supplier’s credit, export product development loans, bulk import finance,
loans for export marketing. The bank also offers export bills rediscounting facility and refinance of term loans and guarantees
the projects.

Besides the above assistance, the EXIM bank promotes exports by advising and providing informative services on
merchant banking country risk analysis, procedures of multilateral institutions etc., to the exporters.
The EXIM bank has 23 major programmes for its customers like, Indian exporters, foreign entities and commercial

banks.

Role/Functions of Export-lmpart Bank of India (EXIM Bank)
The major functions of EXIM Bank are as follows,
1.

It promotes financial support to exporters and importers

2.

It encourages India’s export upgrading plan.

3.

It yields finance for joint ventures in foreign countries.
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4.

It handles merchant banking services of companies involved in export-import business.

5.

It yields purchaser’s credit to the foreign government and banks.

6.

It provides rediscount facility for export bills.

(b)

Life Insurance Corporation of India (LIC)

The LIC of India was setup under the LIC Act, 1956, as the wholly-owned corporation of India. After the nationalisation
of the life insurance business it was taken over by the government from the private players. The primary objective of LIC
is to do business and mobilise the funds to provide social security to the individuals, rurals and urban group etc.

The committee due to reforms in the insurance sector have suggested that foreign companies should be allowed to
conduct life insurance business in the form ofjoint venture with the Indian companies.

In the investment policy of LIC about 75% of the funds have to be invested in government securities (Central and
State government) and including government guaranteed marketable securities in the form of shares, bonds and debentures.
Life insurance corporation of India extends loans for,

1.

Improvement of socially-oriented sectors.

2.

Providing infrastructure facilities like housing, electricity, water supply.

3.

Financial assistance is provided to the corporates in the form of term loans and subscription to shares and debentures.

(c)

Unit Trust of India (UTI)

The UTI was created by an Act of parliament in the year 1964. The UTI mobilizes the savings of small investors and
channelises them into business/corporate investments. The UTI provides assistance by granting term loans, underwriting and
subscription of shares and debentures.

The outlay of finance in the year 1994-95 provided by UTI to the corporate sector was Rs. 7,677 crore. Mainly the
finance was intended for developing new projects and for expansion and modernisation of business units and meeting the
working capital requirements of industrial units.
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Multiple Choice
1.

District Co-operative central banks are established for the purpose of___________.

[

]

[

]

[

]

[

]

[

]

[

]

(a) Agricultural loans
(b) Cooperative banking
(c) Mortgage loans

(d) All of the above

2.

DCC Bank’s are located in___________ .

(a) Every district

(b) Every state
(c) State capital

(d) None of the above
3.

Generally, there are___________categouries of DCC Banks.
(a) 2

(b) 5
(c) 3

(d) 4

4.

A vital source of capital for DCC Banks is___________ .

(a) Share capital
(b) Loans

(c) Government Grants
(d) All of the above
5.

___________ refers to the public banks which are established in rural areas of India.

(a) Reserve Bank of India
(b) Regional Rural banks

(c) Co-operative Banks
(d) None of the above

6.

NABARD come into existance on___________.
(a) June 12, 1982

(b) Jan 1, 1983
(c) July 12, 1982

(d) August 15, 1947
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7.

_________ was basically set up as an apex institution for and small scale industries.

[

]

[

]

(a) SIDBI

(b) EXIM
(c) SFCs

(d) None of the above
8.

ICICI provides assistance to the_________ sectors.
(a) Private and public sector

(b) Joint sector
(c) Co-operative sector

(d) All the above
9.

IRBI provides the services of_____ .

[

]

(a) Consultancy services

(b) Merchant banking and equipment leasing
(c) Amalgamation, mergers and aquisitions, hire purchase scheme etc.
(d) All of the above.

10. _________ are the financial institutions that provide medium and long-term finance to industrial and agricultural
sectors.
[ ]

(a) Regional Rural Banks

(b) Development Banks
(c) Co-operative Banks

(d) None of the above
II.

Fill in the Blanks

1.

The main purpose of_________ was to deliver the rural credit facilities to the backward areas.

2.

_________ provides credit facilities to the rural institutions.

3.

NABARD grants loans and advances to industries for a period of_________ years.

4.

_________ supplies financial support to SFCs, SIDCs and commercial banks through prevailing credit
distribution system.

5.

IDBI was established on_________ .

6.

IRBI was initially known as_________ .

7.

_________ provides financial support to exporters and importers.

8.

A major limitation of DCC Banks is_________ .

9.

The employees of DCC Banks need to be_________ formaking the bank profitable.

10. The majority of shares are issued to_________ .
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KEY
I.

II.

Multiple Choice
1-

(d)

2.

(a)

3-

(c)

4.

(d)

5-

(b)

6.

(c)

7.

(a)

8-

(d)

9.

(d)

10.

(b)

Fill in the Blanks
1.

Regional Rural Banks (RRBs)

2.

NABARD

3.

20

4.

SIDBI

5.

July 1, 1964

6.

IRCI (Industrial Reconstruction Corporation of India)

7.

EXIM

8.

Poor reserve

9.

Trained

10.

Society members.
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III.

Very Short Questions and Answers

Q1.

Define RRBs.

Answer :

Regional Rural Banks (RRBs) refers to the public banks which are established in rural areas of India. The main aim
of these banks is to fullfil/meet the credit needs of the rural banks.

Q2.

Write about NABARD.

Answer :
National Bank for Agriculture and Rural Development (NABARD) come into existence after passing a bill in the
parliament in July 12,1982 for promoting credit facilities to agriculture, small scale industries, cotton and village industries,
handicrafts and other rural craft industries.

Q3.

Write a note on SIDBI.

Answer :

Development banks are the financial institutions that provide medium and long-term finance to industrial and sectors
of the nation. They are involved in promotion and development of industry and other sectors.

Q4.

Define DCC Bank.

Answer :
District co-operative Central Bank (DCCB) refers to a network of co-operative banking network, established for
the purpose of providing agricultural loans and banking facilities in the rural and semi-rural areas of India.

Q5.

Write about weak capital structure of DCC Banks.

Answer s
Another weakness of DCC banks is that most DCC banks had been found to suffer from extremely weak capital
structure. For example, a research survey found that the working capital of many DCC banks with less than ? 25 lakhs.
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After studying this unit, one would be able to understand,
❖

The Definition of Banker and Customer.

❖

Relationship between Banker and Customer namely General and Special Relationship.

❖

The Concept of Opening of Accounts.

❖

Special Types of Customers like Minor, Married Women, Partnership Firms, Companies, Clubs and Other
Non-Trading Institutions.

A person or an organisation which maintains either a current account or any other kind of account with a bank
is know as customer. A person dealing with a bank but not having an account in the bank is not a customer.
In the same way people who deposits cash or cheque on behalf of other people or using different ATM card
in different ATM machine or credit cardholders are not treated as customers of the bank.

“A banking company is defined as one which transacts the business of banking which means accepting for the
purpose of lending or investment of deposits of money from the public, repayable on demand or otherwise
and withdrawals by cheque, draft, order or otherwise”.

A Banker is a person who carries out the business of banking. The nature and scope of banking is rapidly
changing thus, it is difficult to state as to what constitutes the banking business. Earlier, banking was confined
to only accepting deposits and offering loans but presently banks are carrying out various functions. Therefore,
a Banker deals with growing, dynamic and advanced field of banking which fulfills the requirements of trade
and industry.

Reserve Bank of India (RBI) has updated its “Know Your Customer” (KYC) norms by involving Aadhaar at

the centre of the due diligence process. The changes taking place in these norms are however subjected to a
final decision taken by the supreme court on Aadhaar related matters.
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PART-A
-............

Q1.

.........

SHORT QUESTIONS WITH SOLUTIONS
- -

Define the term customer. State its features.

Answer :

Model Paper-I, Q4

Customer
A person or an organisation which maintains either a current account or any other kind of account with a bank is
know as customer. A person dealing with a bank but not having an account in the bank is not a customer. In the same way
people who deposits cash or cheque on behalf of other people or using different ATM card in different ATM machine or
credit cardholders are not treated as customers of the bank.

Features of Customer
The following are the characteristics/features of a customer,

1.

The customer maintains a deposit account with the bank.

2.

The duration of holding the account is unimportant or irrelevant.

3.

The bank account showing a debit balance on credit balance is irrelevant or unimportant.

4.

The relationship which exists between the banker and customer also exists between the banks which maintain
accounts or clear cheques among each other.

5.

The visitor visiting a bank for clearance of cheque or purchase of draft etc will not be termed as a customer.

Q2.

Define the term bank and banker.

Answer :

Model Paper-ll, Q2

Definition of Bank
“A bank is a person or corporation which holds itself out to receive from the public deposits payable on demand by
cheque”.
— Walter Leaf
“A banking company is defined as one which transacts the business of banking which means accepting for the
purpose of lending or investment of deposits of money from the public, repayable on demand or otherwise and withdrawals
by cheque, draft, order or otherwise”.

— The Banking Companies Act, 1949.
\ bank is “A manufacture of credit and a machine for facilitating exchange”.
- Horace White

Definition of Banker
A Banker is a person who carries out the business of banking. The nature and scope of banking is rapidly changing
thus, it is difficult to state as to what constitutes the banking business. Earlier, banking was confined to only accepting
deposits and offering loans but presently banks are carrying out various functions. Therefore, a Banker deals with growing,
dynamic and advanced field of banking which fulfills the requirements of trade and industry.
Sec. 3 of the Negotiable Instruments Act States, “The term banker includes a person or a corporation a company
acting as banker”.
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According to Henry Dunning Macleod, “The essential business of a banker is to buy money and debts by creating
other debts. A banker is essentially a dealer in debts or credit”.
“Take deposit account, take current account, issue, pay and collect cheques, crossed and uncrossed for his customers”.

Q3.

Write about bank-customer relationship.

Answer :

Model Paper-ll, Q7

The relationship existing between a bank and customer comes into existence once an account has been opened with
the bank and the fund have been deposited. The following types of relationship exists between the banker and a customer,

Q4.

1.

Creditor-debtor relationship

2.

Agency relationship

3.

Principal and agent relationship

4.

Bailor and bailee

5.

Mortgagor and mortgagee relationship or pawnor and pawner relationship

6.

Trustee/constructive trustee.

Define KYC.

Answer :

Model Paper-Ill, Q5

Now-a-days, customers are making more transactions through banking system as banks are providing different kinds
of services to their customers. This has increased the possibility of misuse and frauds of these facilities.
Hence, the Reserve Bank of India (RBI) has suggested various banks to practice due diligence in order to understand
the nature of their customers and their businesses. The RBI has come up with the new idea of ‘Know Your Customer’
(KYC) and provided detailed guidelines to all the banks and their Board of Directors to formulate an appropriate policy
framework in KYC.

Q5.

Write about the recently updated KYC norms by RBI.

Answer :

Reserve Bank of India (RBI) has updated its “Know Your Customer” (KYC) norms by involving Aadhaar at the
centre of the due diligence process. The changes taking place in these norms are however subjected to a final decision taken
by the supreme court on Aadhaar related matters.
According to the recently updated KYC norms, banks has to collect the following documents from an individual
while carrying out an account based relationship. They include,

(i)

Aadhaar number.

(ii)

Permanent Account Number or Form No. 60.

(iii)

Proof of enrollment for Aadhaar, incase if Aadhaar number has not been assigned.

Q6.

Explain about different types of accounts prepared in banks.

Answer :

A banker should be very careful while opening an account and must take all the necessary steps for satisfying the
customer with whom the contract is being made and with whom banker-customer relationship is to maintained. After
completely being satisfying with the identify of a customer and formalities the bank must open an account. Bank usually
deals with different types of customers, as follows,

——-----
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Figure: Different Types of Accounts

Q7.

Explain about non-trading institutions as a special type of customers.

Answer :
Banks also opens accounts in the names of associations, societies or institutions which are usually know as
non-trading institutions. Banker should consider some procedure before opening an account in the name of such
associations. It may includes the following,

(i)

The enactment under which such an Association has been esteemed.

(ii)

Certification of Incorporation and Commencement.

(iii)

Memorandum of Association.

(iv)

Articles of Association.

(v)

Appointing directors or members of the executive of concern, appointing him as banker and naming the persons
eligible to operate the account.

(vi)

Acquire the specimen signatures of the authorised persons to operate the account.
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PART-B
ESSAY QUESTIONS WITH SOLUTIONS
4.1
3

Q8.

DEFINITION OF BANKER AND CUSTOMER - RELATIONSHIP BETWEEN BANKER AND
CUSTOMER - GENERAL AND SPECIAL FEATURES OF RELATIONSHIP
Define the term banker and customer. State the relationship between banker and customer.

Answer :

Model Paper-l, Q12(a)

Definition of Banker
A Banker is a person who carries out the business of banking. The nature and scope of banking is rapidly changing
thus, it is difficult to state as to what constitutes the banking business. Earlier, banking was confined to only accepting
deposits and offering loans but presently banks are carrying out various functions. Therefore, a Banker deals with growing,
dynamic and advanced field of banking which fulfills the requirements of trade and industry.
Sec. 3 of the Negotiable Instruments Act States, “The term banker includes a person or a corporation a company
acting as banker”.
According to Henry Dunning Macleod, “The essential business of a banker is to buy money and debts by creating
other debts. A banker is essentially a dealer in debts or credit”.

■ as
jch

Definition of Customer
A person or an organisation which maintains either a current account or any other kind of account with a bank is
know as customer. A person dealing with a bank but not having an account in the bank is not a customer. In the same way
people who deposits cash or cheque on behalf of other people or using different ATM card in different ATM machine or
credit cardholders are not treated as customers of the bank.

In a wider perspective, customers are defined as,

3ns

(a)

Customer is a person or an entity whose opens an account or carries out business with the Bank.

(b)

Customer is defined as the one on whose name account is maintained i.e. the beneficial owner like beneficiary of a
trust.

(c)

Beneficiaries of transactions carried out intermediaries like stock brokers, chartered accounts, solicitors and so on.

(d)

Any individual or organisation associated with a financial transaction.

Relationship Between the Banker and Customer
The relationship between the banker and customer is enhanced as,

I.

I.

General relationship

II.

Special relationship.

General Relationship Including Features

The relationship between a bank and customer comes into existence once an account has been opened with
the bank and the fund have been deposited. The following are the types of relationships exist between a banker and
a customer. They are,

1.

Creditor-debtor Relationship
The banker-customer relationship was traditionally known as a debtor-creditor relationship. The bank becomes a debtor
by accepting the customer’s deposits and a creditor by lending money to its customer. However, this relationship
includes other contractual incidents while are implied by the courts.

2.

Agency Relationship
When a customer draws a cheque on his or her account, then an agency relationship comes into existence between
the customer and the bank. The customer orders the bank to pay the amount which is specified on the cheque to its
holder. The bank is therefore the agent of the customer and is obliged to pay the amount. In the same way, when the
customer deposits the cheque into the bank, the bank is obliged to collect its payment from the specified bank.
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3.

Contractual Relationship
A set of contractual rights and duties exists when the relationship between banker and customer is built. These rights
and duties vary according to the nature of the transactions.

4.

5.

Principal and Agent Relationship
This relationship exists when the customer gives instructions to the bank and the bank acts as per the instructions
and is not permitted to earn or make secret profits. The customer should be informed about the commissions which
are payable.

Bailor and Bailee
These terms are related to bailment contract. The bailor hands over the property to bailee for a certain purpose and
the property is returned to the bailor after the purpose has been completed. Similarly, in case of bank, the securities
or deeds deposited by the customer for safe custody is referred to as bailment. In this case the bank is the bailer and
the customer a bailor.

Mortgagor and Mortgagee Relationship
The customer mortgages his property for acquiring loan or overdraft from the bank. Therefore, the customer becomes
a mortgagor and the bank is a mortgagee. Each party hold certain rights and duties specified by law. The customers
usually mortgage stocks, shares and land or house.
7.
Trustee/Constructive Trustee
This is a special relationship existing between the banker and the customer. This relationship comes into existence
when a bank uses the funds in the bank accounts for a certain purpose even after being aware of the fact that they
are not to be used.
II.
Special Relationship Including Features
The special relationship that exists between the banker and the customers is in the type of rights which exercised
by the banker and the obligations which it owes to its customers.

6.

1.

Right of General Lien
Section 171 of the Indian Contract Act, 1872 lays down the right of general lien on bankers. A banker’s lien is a
general lien on borrowing the customer’s property in case of the customer fails to make the repayment of his debts.
Usually, the right of lien provides the banker with the right to retain but not to sell the property in order to recover
the due amount.

2.

Right to Set-off
The right of set-off is a form of statutory right which facilitates/helps a debtor to take in to account the debt which
is owned to him by a creditor, prior to action of the creditor recovering the debt which is due to him from the debtor.
This right can be applied or used for the debt which is due and is not applicable for the future debts or contigent
debts. The debt amount needs to be clearly mentioned.

3.

Right of Appropriation
It is the duty of the customer to intimate the bank as to which account is to be credited with the funds soon after
depositing of in case he holds more than one account. As soon as the customer gives clear instructions to the bank
then the bank is not authorized to make any changes in them. If while on the other hand, there are no instructions
given with respect to deposits then the banker has right to function according to its will.

4.

Right to Charge Interest
Being a creditor, the bank holds the power/right to charge interest on the loans and advances provided to the customer.
Usually, according to the terms of the contract or the directives of the Reserve Bank of India, the interest rate is
charged and it is directly imposed on the customers account.

5.

6.

Right not to Produce Books of Accounts
As per the provisions of the Bankers Book Evidence Act, a banker might not show the real books of accounts as a
proof in such situations where the banker is not a party. A banker could submit only an attested copy of the part of
the account which is to be submitted as a proof in the court of law.
Obligation to Maintain Secrecy
A banker is forced legally to maintain privacy of the activities of customers. Section 13 of the Banking Companies
(Acquisition and Transfer Undertaking) Act, 1970 needs nationalised banks to keep all the information secret of the
activities of the constituents, except in those situations wherein law wants the banker to do so.
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4.2

KYC NORMS

Q9.

What is KYC? Write in detail about the recent KYC norms suggested by RBI.

Answer :

Model Paper-l, Q12(b)

Know Your Customer (KYC)
Now-a-days, customers are making more transactions through banking system as banks are providing different kinds
of services to their customers. This has increased the possibility of misuse and frauds of these facilities.
Hence, the Reserve Bank of India (RBI) has suggested various banks to practice due diligence in order to understand
the nature of their customers and their businesses. The RBI has come up with the new idea of ‘Know Your Customer’
(KYC) and provided detailed guidelines to all the banks and their Board of Directors to formulate an appropriate policy
framework in KYC.

KYC Norms
The KYC objective is to avoid the banks from criminal elements for activities of money laundering. The following
are the recent KYC norms that RBI has advised banks to include in their KYC policy framework.

1.

Customer Acceptance Policy

In customer acceptance policy, banks make sure that all explicit guidelines are followed with regards to below
aspects of customer relationship,

(a)

Account should not be opened in fictitious or benami names.

(b)

All essential documents and information must be collected from the customers based on perceived risk and also the
need of Money Laundering Prevention Act, 2002.

(c)

Before opening an account, banks should examine the identity of the customer. It should ensure that the customer
does not belong to any criminal background like terrorists.

(d)

Customers are allowed to act on behalf of another person or entity only in situations where the entity is clearly
defined as per the established law and practice of the banking.

(e)

The banks must specify the measures of risk perception in terms of customer location, his mode of payments, type
of business activity, turnover volume, social and financial status. Based on these parameters, the customers are
categorized as low, medium and high risk. The bank may make special focus and monitoring on the category with
high risk. Example: Politically exposed persons.

2.

Customer Identification Procedure

Under this procedure, banks identify the customer and verify his/her personality using sufficient information,
documents, reliable and independent source. The banks must receive the customer’s recent photograph, address/location
and other identification details.
For legal customers/entities, the banks must verify the following,

(a)

Legal status through necessary documents.

(b)

The other person should be authorised to act on behalf of the legal person. That person’s identity must also be
verified.

(c)

Ownership and control structure of the customer required to be understood and should decide the natural persons
who can control the legal person.

3.

Monitoring of Transactions

The banks need to monitor the transactions of the customers on a continuous basis. If banks have an idea of normal/
reasonable activity of the customer, then they can successfully control and minimize the risks. Thus, the banks can identify
the transactions that are not within the normal activities of the customer.

The bank should focus on the unusual matters and complex/large transaction. Large cash transactions that change
with the normal activity of the customer must be considered specifically.
The bank should carefully monitor the high risk accounts. They should maintain the record of account transactions.
Any transaction of suspicious nature must be immediately reported to the proper authorities.
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4.

Risk Management

(a)

Banks must use different anti-money laundering measures while considering the risks associated with a transaction.

(b)

Banks must ensure that the individuals in their audit machinery are well aware of bank’s policies and procedures.

(c)

For both existing and new customers, the banks must risk profiles and should implement necessary measures.

(d)

Internal auditors must identify, verify and examine the applications of KYC procedures at the branches.

Reserve Bank of India (RBI) has updated its ‘Know Your Customer’ (KYC) norms by involving Aadhaar at the
centre of the due diligence process. The changes taking place in these norms are however subjected to a final decision taken
by the supreme court on Aadhaar related matters.
According to the recently updated KYC norms, banks has to collect the following documents from an individual
while carrying out an account based relationship. They include,
(i)

Aadhaar number.

(ii)

Permanent Account Number or Form No. 60.

(iii) Proof of enrollment for Aadhaar, incase if Aadhaar number has not been assigned.

Other Aspects of KYC
Some of the other aspects of KYC are as follows,

1.

Employee Training

Staff members must be trained according to KYC procedures. Training programme should be provided differently
to different staff i.e., compliance staff, frontline staff and the staff that deals with new customers.

2.

Customer Education
To educate the customer about the objective of KYC programme, the banks must prepare pamphlets or literature.

3.

Debit/Credit/Smart or Gift Cards
Banks must make sure that all KYC procedures are applied prior to issuing cards to their customers.

4.

Existing Account
The new guidelines are applied to all new customers as well as to the existing customers based on risk and materiality.

4.3

OPENING OF ACCOUNTS

Q10. Explain in detail about opening of an account.
Answer :

Model Paper-ll, Q12(a)

People order to meet their daily expenses, usually save some money and deposit it in bank to keep it safely and earn

interest on it. Banks provide facility to open different types of accounts depending on suitability of depositor to withdraw
the deposit money. There are different types of deposit accounts which are useful for different purposes, as follow,

(a)

Saving Bank Account

Savings bank account are especially for the people who have limited means. In savings account there are some
restrictions on withdrawal amount and the number of withdrawals. A minimum balance of ?500 is needed to open a savings
bank account without cheque book. In case of cheque book minimum balance of ? 1000 is required to be present in the
account. The procedure for opening of savings bank account is as follows,

(i)

Filling up the Application Form
Before opening a savings bank account, the interested person needs to fill up an application form which is available
at bank. The application form would include the following information of the applicant.
❖

Name of the person/persons in whose name account is to be opened.

❖

Occupation of the applicant.
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Residential address of the applicant

❖

Specimen signature of the applicant

❖

Name and signature of the person who is giving surety to applicant and his account number.

❖

Two passport size photographs of the applicant.
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Apart form above information, applicant must five an undertaking stating, that he accepts all the rules and regulations
of the bank.

(ii)

Introduction of the Applicant
While opening the savings bank account, the applicant must be introduced to the bank by a person who is an account
holder of the bank.

(iii)

Specimen Signature
Usually at the time of opening an account banker demands a specimen signature of the applicant along with
photograph, which is pasted on a specific sheet. This Specimen signature is preserved in order to tally or compare
it with signature of depositor for withdrawing the amount. If in case difference is found in both the signatures then
the bank would refuse to make the payment.

(iv)

Opening of an Account
Soon after completing all the above formalities, bank would open the applicant’s account and give an account number,
issue a pass book and a cheque book, if the applicant has applied for a cheque book.

(v)

Operation of Bank Account
Operating a bank account explains that transactions with bank have started where deposits and withdrawals of money
are made by the account holder. A customer must use a pay-in-slip or cheque for depositing in the bank account and
withdrawal slip or cheque for withdrawing money from the bank.

(b)

Fixed Deposit Account

Fixed deposit account is also referred to as term deposit account. Usually, money deposited in fixed deposit account
if for a fixed period of time say 30 days to more than 3 years. An interest amount lying from 6% to 12% is paid on fixed
deposit on the basis of the period for which it is being deposit. Opening a fixed deposit account is similar to that of opening
a savings account. The application form must be filled up by the applicant wherein,
❖

Name, Father’s name, residential address etc.

❖

Amount of deposit and duration of deposit,

❖

Specimen signature must be provided.

A fixed deposit receipt is issued by bank as an acknowledgment of receipt. It would clearly specify’s the deposited
amount, period, rate of interest and the amount to that would be paid on maturity.

(c)

Current Account

Current account is most appropriate for business people and institutions who frequently deals makes withdrawals
or deposits. Even overdraft facility is provided on current account and the bank would charge a fee for extended services.

(d)

Recurring Deposit Account

Recurring deposit account is best suitable for those people who have regular income but cannot save a large sum
of money at one time. In this account, applicant is allowed to save small amount on regular basis for a specific period of
time, After the end of period, the depositor would get back the total amount saved along with the interest.

The procedure followed for opening a recurring deposit account is similar to that of the saving bank account. This
type of account can be opened by a individual person or combinedly with other person or guardian on behalf of a minor.
In this account, a fixed amount is deposited by the customer before 10th day of every month. The interest provided by bank
on recurring account is usually more than savings bank account and withdrawal of money before specific period is no
allowed. Recurring deposit account can be used as security for taking loan.
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4.4

SPECIAL TYPES OF CUSTOMERS LIKE - MINOR, MARRIED WOMEN, PARTNERSHIP FIRMS,
COMPANIES, CLUBS AND OTHER NON-TRADING INSTITUTIONS

Q11. Discuss briefly about various types of customers.
Answer :

Model Paper-ll, Q12(b)

A banker should be very careful while opening an account and must take all the necessary steps for satisfying the
customer with whom the contract is being made and with whom banker-customer relationship is to maintained. After
completely being satisfying with the identify of a customer and formalities the bank must open an account. Bank usually
deals with different types of customers, as follows,

Figure: Different Types of Accounts

(a)

Minors

According to Indian Law, a person below 18 years of age is considered as minor and any contract with minor is
treated as invalidation and void. The following conditions need to be satisfied for opening an account of a minor:

(0

A minor who has completed 10 years of age or more is given permission by the bank for opening a savings Bank
Account.

(ii)

The Banks suggests to open the account in guardian’s name or a joint account in the name of both minor and his
guardian.

(iii)

Proper introduction of minor is necessary and date of birth of minor needs to be properly written or filled up in the
form.

(iv)

Bank must decide the limits of maximum deposits accepted in such accounts.

(b)

Lunatic Person

A Lunatic person is are the one who is mentally disturbed and is of an unsound mind. Sec. 12 of the Indian Contract
Act, 1872 states that persons with unsound mind are not capable of entering into a valid contract. Banker must not open
an account in the name of lunatic person as he is not a competent party. As soon as banker becomes aware of customer
insanity, it must stop the transaction of the account and verify the truth about customer.

(c)

Drunkards (Intoxicated)

A drunkard person is the one who takes alcohol and becomes uncontrollable when he drinks alcohol. But a banker
cannot be restricted from opening an account in the name of drunkard. In case, if the customer is a regular drunkard and
is addicted to drinking then the banker must force the drunkard to bring witness to countersign when payment is mai
against a cheque.

(d)

Agents

A bank might open an account in the name of agent who is act’s on behalf of another person. The account is treated
a personal account of the agent and the banker cannot interfere in his dealings. If a person is given authority to the princip
then banker must assure, whether the agent is really authorised to perform the acts which he claims to do so.
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Joint Accounts

In case of opening a joint account, the banker must collect all the necessary information from members in writing
like who can withdraw cheque’s and in case of death of any party are to be paid to the survivors or what must be done and
so on. If instructions are not provided then the complete balance of the account is given to the survivor or the survivors of
a joint account.

(f)

Joint Stock Company

As joint stock company is explained as an artificial person which is invisible , intangible and exist’s in the eyes of
law. Before opening an account in the name of the company, the banker must verify the following,
Memorandum of Association, Article of Association, Certificate of Incorporation, Certificate of Commencement of
Business, Application form and copy of the boards resolution and a written mandate.

(g)

Partnership Firms

According to the Indian Partnership Act, 1932, partnership is defined as “the relation between persons who have
agreed to share the profits of the business, carried by all or any of them acting for all”. The Bankers should verify the
following before opening an account in the name of the partnership firm.
Completely filled in application form with signatures of all partners of the firm, partnership deed, a written mandate,
banker must assure that the funds of the firm must not be credited to the personal accounts of the partners and before giving
the overdraft facility, banker should verify the partnership deed and borrowing powers of the partners.

(h)

Joint Hindu Family

Joint Hindu family refers to an undivided Hindu family which includes all the male members of a family who carries
out the business. The following are the precautions which a banker must take before opening an account,

1.

Banker must collect complete information about joint Hindu family i.e. the names ofthe major and minor coparcener’s.

2.

The account could be opened by the banker either in the name of the Karta or in the name of family business.

3.

Both Karta and Major coparcener’s must duly sign the documents of the bank.

4.

The Karta and the major legitimate coparcener’s must carry out operations of the account.

(i)

Married Women

Under Sec. 14 of Hindu Succession Act, states that property of a hindu female is her authoritarian property and is
a separate legal entity. She can acquire loans against her own property.

(j)

Pardanashin Lady

As the identity of the pardanashin lady cannot be acertained, accounts related to her demoralized. Contract with a
pardanashin lady is not free from defects and also holds presumption of undue influence.

(k)

Illiterate Persons

The accounts of an illiterate person are to be made on ledger-folio/AOE. The illiterate person should carry an
independent witness for introduction and explanation of rules. Identification marks of illiterate person are to be taken and
for every three years photograph of the person need to be changed. Payment to illiterate person is made directly through
the cashier.

(l)

Blind Person

The accounts of a blind person are to be made on ledger folio/AOE. He should carry an independent witness for
introduction and explanation of rules. The receipts/payments of the person is taken by an independent witness on behalf of
him. Identification marks of the blind person are taken and for every three years photograph of the person is to be changed.
Finally it is advised that it is better to have a joint account for blind persons.

(m)

Executors and Administrators

The executor is the person named in the will of the deceased person and account to be opened on production as
mentioned in the will. Administrator is the person who is appointed by the court and should produce letter of administration.
Both executors and administrator can stop the payment with the existence of any one of them. But withdrawal is possible
only when both join together. In case of death of an executor, the powers are transferred to the surveying executor.

------------

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.

BANKING THEORY AND PRACTICE

76
(n)

Liquidator and Receiver/Assignee

I

Liquidator is appointed when the company is in liquidations and receiver/assignee manages the property of an
insolvent person. During the opening of an account the status of the liquidator and receiver/assignee is to be mentioned
in the title of the account. Both liquidator and receiver/assignee cannot acquire the loans and if they do so it will not be
granted.

(o)

Trusts

The trust account examines the trust-deed to allow loans only after the assurance from the trustee. The trustee
personal accounts are investigated incase of transfer of funds from trust account to personal account. Trustee must act
jointly as there is no authority to authorize. Incase of insolvency of trustee it does not affect the trust property. Incase of
death of one trustee, property is transferred to other trustees where the court order is necessary to proceed.

(p)

Societies and Clubs

Bank can open accounts of unregistered clubs, institutions, societies, association, schools etc by providing registration
certificate of the account holder.

Q12. Explain the conditions required for a minor during the opening of an account and while entering into
a contract.
Answer :

Model Raper-Ill, 012(a)

The following are the conditions required for a minor during the opening of an account and while entering into a
contract,

(i)

A minor who has completed 14 years of age or more is given permission by the bank for opening a savings Bank
Account.

(ii)

The Banks suggests to open the account in guardian’s name or a joint account in the name of both minor and his
guardian.

(iii)

Proper introduction of minor is necessary and date of birth of minor needs to be properly written or filled up in the
form.

(iv)

Bank must decide the limits of maximum deposits accepted in such accounts.

(v)

If the father of a hindu minor dies, his mother becomes his natural guardian. In case if his mother dies, then the court
appoints either a guardian or testamentary guardian.

(vi)

Incase if the minor dies, then the guardian is permitted to withdraw the balance from the account.

(vii)

According to the Indian Contract Act, 1872, a minor entering into a contract is treated as a void contract. However,
if the contract is for the supply of necessaries of life to a minor, then it is a valid contract.

ci
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x;

(viii) If a minor is granted with an advance on the guarantee of a third party, then that advance has to be recovered from
the minor but not from the guarantor.

(ix)

A minor may draw, endorse or negotiate a cheque or a bill, but he is not liable on such cheque or bill.

(x)

According to Sec. 30(7) (a) of the Indian Partnership Act, 1932, a minor can enter into a partnership with the consent
of all the partners.

(xi)

The minor is not liable for the losses or debts of the firm.

(xii)

According to Sec. 184 of the Indian Contract Act, 1872, “as between the principal and third person,
❖

Any person may become an agent.

❖

But no person who is not of the age of majority and of sound mind can be appointed as an agent, so as to be
responsible to his principal.
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Q13. Explain about the legal provisions regarding guardianship of a minor.
Answer :
The Hindu Minority and Guardianship Act, 1956 has determined the legal provisions regarding guardianship of a
minor as,

(a)

(a)

Natural Guardian

(b)

Testamentary Guardian

(c)

Guardian Appointed by Court.

Natural Guardian

Sec. 6 of the Hindu Minority and Guardianship Act, 1956, for a minor boy or an unmarried girl, his/her father will
be the natural guardian and after him the mother remains in that position. For a married gird (minor), her husband is the
natural guardian. Step-father or step-mother are not liable as guardian. The mother of a minor will not became a natural
guardian until or unless the father of a minor child is dead.

(b)

Testamentary Guardian

Testamentary guardian is a person appointed by a hindu father, who is entitled to act as the natural guardian of his
minor legitimate children with respect of the minor’s person or property. After the death of the minor’s father and mother
he can act as a guardian for the minor.

(c)

Guardian Appointed by Court

Under the Guardians and Wards Act, 1890, the court can appoint a guardian for a minor. But in case if the father of
a minor is alive then the court shall not be authorized to appoint or declare a guardian for a minor. Similarly, incase of a
minor girl, if her husband is not alive, court is authorized to appoint a guardian.

Q14. What precautions should a banker take in opening account of partnership firm?
Answer :

Model Paper-Ill, Q12(b)

The following are the precautions a banker should take in opening account of a partnership firm,

Operation of Account or Opening Of Account in the Name of Firm

(i)

Partners who are authorized can operate the firm’s account and the banks will justify the honouring cheques signed
by the partners. Banker will consider the notice provided by one or more partners regarding the cancellation of authority to
operate the account. In the same way, if any partner holds an implied authority to terminate the payment of a cheque that
s drawn on the partnership account by another, then the banker should follow the instructions produced by that partner.
(ii)

Immovable/Fixed Property or Signatures by all Partners on the Account Opening Forms

Under Sec. 19 of the Indian Partnership Act, 1932 states that the implied authority of a partner is not liable to transfer
±e immovable/fixed property that belongs to the firm.
iii)

Mortgage or Death of a Partner

A banker should identify whether the mortgage executed by the partner is invested with the power on behalf of the
:o-partners. If a partner issue a legal mortgage that has no authority, meanwhile if he had no power to bind the firm by a
deed, then it would be considered as an equitable assignment.

iv)

Private Account Transactions or Bankruptcy of Partner

Under Sec. 131 of the Negotiable Instruments Act, 1881, if a banker fails to take necessary precautions while
accepting cheques payable to a firm in the interest of credit from the partners private account, then he is liable to sue under
-.e statutory protection.

v)

Partner’s Retirement of Partner

In case of retirement of a partner, the bank ceases the liability of the retiring partner and their transactions after the
ate of retirement. If the statement of retirement is not produced to the bank, then the liability of the partner will remain,
: ■ en after retirement.

- - -
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Death/lnsolvency of a Partner

In case of death or insolvency of a partner, the firm gets dissolved unless there is a provision against it in the
partnership agreement. The rest of the partners are obligated to close the partnership accounts and are accountable to the
representative of the official assignee of the insolvent.
The banker has to close the accounts of death/insolvent partner and the remaining partners should be asked to open
a new account.

(vii)

Lunacy/Disability of a Partner

Partnership is not dissolved in case of lunacy or other disability of a partner. If the partnership has to get dissolved
in such case, then the order of a competent court is required.___________________________________ __________ _______

Q15. What precautions should a bank take while dealing with clubs and other non-trading institutions?
Answer :

Clubs, societies, charitable and religious institutions, libraries, schools, colleges etc are treated as non-trading
institutions. These non-trading institutions maintain their accounts with the bank. So, the bank should take precautions
while dealing with clubs and non-trading institutions. They include,

1.

Incorporation of Society

A society acquires the legal recognition as a separate entity only when it is incorporated under some Acts such as,
The Society Registration Act, 1860, where it provides registration of societies for the promotion of literature, science,
fine arts and charitable purposes or the Companies Act 1956 or Cooperative Societies Act. If the applicant society is not
registered under any of these laws, they are not liable to enter into a valid contracts. Therefore, the banker should verify
the applicant society as an incorporated body inorder to sue or to be sued.

2.

Managing Committee Determination
The managing committee of the society must consider the following points while opening bank account,

(i)

Providing the name/names of the person or persons, eligible to operate the account.

(ii)

Appointing interested candidates as a banker of the society.

(iii)

Providing any other directions for the operation of the said account.

3.

Society Rules and By-Laws

Every registered society is regulated by the provisions of the Act under which it is registered. They include the
provisions of charter or Memorandum ofAssociation and rules and by-laws etc, inorder to conduct its activities. The society
should provide a copy of these provisions to the banker in way to get familiar with the power and functions of the persons
who manages its affairs. Hence, the banker should confirm that these rules are observed by the responsible persons who
manages the society.

4.

Power of Borrowing the Society

If a registered society aims to borrow, then the banker has to determine the borrowing power of the society from its
charter or memorandum. He must also consider the permissible conditions, the powers of the managing committee and the
purpose of borrowing. For this purpose of borrowing power of the society, the managing committee is supposed to provide
a copy thereof to the banker.

5.

Death/Resignation

The banker has to stop the operation of the society accounts on the death or resignation of the authorized person
who operates the society accounts. The society has to nominate another person to operate its accounts.

6.

Management of Accounts

If the authorized person who operates the society’s account holds a personal account in the same branch of the
bank, then the banker is under obligation to ensure that the society’s funds are properly being credited in society’s accoun:
but not in personal account of the said person. If such obligation has taken place, then under Sec. 131 of the Negotiable
Instruments Act, he will be held guilty of negligence.
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__________________ INTERNAL ASSESSMENT

tie
tie

I.

Multiple Choice
1.

en

According to__________, of the Negotiable Instrument Act, “The term banker includes a person or a corporation
a company acting as banker”.
[
]
(a) Sec. 1

(b) Sec. 2

ved

(c) Sec. 3

—

(d) Sec. 4

2.

ding
ions

is a person who carries out the business of banking.
(a) Banker

(b) Customer
(c) Joint stock company

;h as,
ence,
is not
verify

(d) None of the above
3.

is a person or an entity who opens an account or carries out business with the bank.

(a) Chartered Accountant
(b) Customer
(c) Banker

(d) None of the above

4.

of the Indian Contract Act, 1872 lavs down the right of general lien on banker.

According to

(a) Sec. 170
(b) Sec. 171

ide the
society
jersons
ns who

(c) Sec. 168

(d) Sec. 169
5.

Which of the following are considered as bank-customer relationship?

(a) Creditor-debtor relationship

from its
! and the
provide

(b) Agency relationship

(c) Contractual relationship
(d) All the above

d person

6.

In

Reserve Bank of India has issued detailed revised guidelines of KYC.

(a) 2002
ch of the
s account 1
egotiable

(b) 2003
(c) 2004

(d) 2005
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7.

While opening a bank account in the names of associations, societies or institutions, which of the following
are to considered_________ .
[
]

(a) Certification of Incorporation and commencement

(b) Articles of Association

(c) Memorandum of Association
(d) All the above

8.

If the father of a hindu minor dies, his mother becomes his natural guardian. Incase if his mother dies court
appoints_________ .
[
(a) Natural guardian
(b) Testamentary guardian

(c) Guardian appointed by court
(d) None of the above

9.

Clubs, societies, charitable and religious institutions, libraries, schools, colleges etc are treated as____ .[
(a) Non-trading institutions

(b) Trading institutions
(c) Commercial organizations

(d) None of the above

10.

According to_________ of Indian Partnership Act, 1932, the implied authority of a partner is not liable tc
transfer the immovable/fixed property that belongs to the firm.
[

(a) Sec. 16

(b) Sec. 17
(c) Sec. 18

(d) Sec. 19

II.

Fill in the Blanks
1.

According to_________ , “The essential business of a banker is to buy money and debts by creating otl
debts. A banker is essentially a dealer in debts or credit”.

2.

_________ is defined as the one whose name account is maintained i.e., the beneficial owner like benefici;
of a trust.

3.

According to Indian Law, a person below__________of age is considered as minor.

4.

__________are the one who is mentally disturbed and is of unsound mind.

5.

__________is also referred to as term deposit account.

6.

The “banker-customer” relationship was traditionally termed as_________ .

7.

RBI has updated its ‘Know Your Customer’ (KYC) norms by involving_________ at the centre of the c
deligence process.

8.

Under_________ of Hindu Succession Act, states that property of a hindu female is her authoritarian prope
and is a separate legal entity.

9.

__________is the relation between persons who have agreed to share the profits of the business.

10.

The customer_________ his property for acquiring loan or overdraft from the bank.
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Multiple Choice
1-

(c)

2.

(a)

3-

(b)

4.

(b)

5-

(d)

6.

(d)

7.

(d)

8-

(b)

9.

(a)

10. (d)

II.

iable to
[ 1

Fill in the Blanks
1.

Henry Dunning Macleod

2.

Customer

3.

18 Years

4.

A lunatic person

5.

Fixed deposit account

6.

Debtor and creditor relationship

7.

Aadhaar

8.

Sec. 14

9.

Partnership

ng other
aeficiar)

10. Mortgage.

f the due

i propert}
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III.

Very Short Questions and Answers

Q1.

Define Banker.

Answer :
According to Sec. 3 of Negotiable Instruments Act, “The term banker includes a person or a corporation a company
acting as a banker”. He is a person who carries out the business of banking.

Q2.

Define Customer.

Answer :

Customer is defined as the one on whose name account or carries out business with the bank.

Q3.

Write a short note on KYC Norms.

Answer :

The RBI has come up with the new idea of “Know Your Customer” and provided detailed guidelines to all the

banks and their Board of Directors to formulate an appropriate policy frame work in KYC. RBI has issued detailed revised
guidelines in 2005. The main objective of KYC is to avoid the banks from criminal elements for activities of money

laundering.

Q4.

Who is a Minor?

Answer :
According to Indian Law, a person below 18 years of age is considered as minor and any contract with minor is

treated as invalidation and void.

Q5.

What are Non-Trading Institutions?

Answer :
Clubs, societies, charitable and religious institutions, libraries, schools, colleges etc are treated as non-trading

institutions.
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After studying this unit, one would be able to understand,

❖

The Special Features of Negotiable Instruments.

❖

Duties and Role of Collecting Banker.

❖

Consequences of Wrongful Disorder.

❖

Rule in Clayton’s Case and Garnishee Order.

❖

Difference between Legal and Equitable Mortgage.

(

INTRODUCTION

)

“A negotiable instrument is the property which is acquired by anyone who takes it bonafide and for value not

withstanding any defect of title in the person from whom he took it. According to Section-13 “A negotiable
instrument means a promissory note, bill of exchange or cheque payable either to order or to bearer”.

The bank on which a cheque is drawn, the bank whose name is printed on the cheque and which makes the
payment by deducting the amount from customer’s account for which the cheque is drawn is known as payee

banker. According to Section 5(n) of the Banking Act, 1949, a secured loan or advance is “loan or an advance
made on the security of assets the market value of which is not at any time less than the amount of such loan

or advance”.

The concept of ‘Garnishee Order’ is a very important concept of banking law and is applicable in the case of
the bank getting an order from the court. The four important parties involved in the concept of a ‘ Garnishee

Order’ are, (i) The Account holder, (ii) The Banker, (iii) The Court, (iv) The Creditor/ Aggrieved party.
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PART-A
SHORT QUESTIONS WITH SOLUTIONS
Q1.

State the advantages and disadvantages of goods as securities against bank advances.

Answer :

Model Paper-I, Q5

Advantages of Goods as Security
The following are the advantages of goods as securities against bank advances,

1.

Goods act as tangible securities and can be sold in the market if the borrower fails to repay the loan amount.

2.

It is easy to ascertain the prices of the goods through daily market reports published in newspapers, radio, television
and internet.

3.

Various goods like sugar, rice, wheat etc, are basic necessities of life and can be readily sold in the market.

4.

It is easy to create charge over goods as it does not require formalities like payment of stamp duty, documents
registration etc.

Disadvantages of Goods as Security
The following are the disadvantages of goods as securities against bank advances,

1.

Various goods like wheat, cotton, fruits and vegetables are more likely to be damaged and degraded if not stored
properly with passing of time.

2.

It costs higher transportation charges.

3.

Some goods undergo heavy price fluctuations due to changes in technology and fashion industry.

4.

There is a chance of fraud due to mixing of cheap quality goods with high quality goods and changes in their
quantities.
_____________________________ _______________ _____ ___

Q2.

What are the important documents of title to goods?

Answer :

Model Paper-ll, Q1

The following are the important documents of title to goods,

1.

Bill of Lading

It is a document signed and issued by the owner or captain of the ship which serves as a proof that the goods have
been dispatched and undertaken for delivery to the legal-holder. The goods cannot be claimed by the importer without the
bill of lading. It can be transferred by delivery and endorsement.

2.

Dock Warrant

A dock warrant is a document issued by a dock company which contains details of the goods including their
description, receipt and their delivery to the depositor’s order.

3.

Warehouse Keeper’s Certificate

A warehouse keeper’s certificate is issued by a warehouse keeper which certifies that he holds the goods that are
mentioned in the certificate and is waiting for the instruction to dispose such goods to the person addressed in the certificate.

4.

Delivery Order

It is a document issued to the warehouse proprietor where the goods are store. It consists of instructions of delivery
of goods.

5.

Railway Receipt
It is a document issued by railway authorities. It consists of title to goods, receipt of goods to be delivered to the

payee or at the destination.
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State the advantages and disadvantages of documents of title to goods as securities against bank
advances.

Answer:

’ ' fp :

?

Model Paper-ll, Q6

Advantages of Documents of Title to Goods
The following are the advantages of documents of title to goods as securities against bank advances,

1.

Title to goods are better when compared to guarantees as they have the backing of goods.

2.

They are easily disposable when the borrower fails to repay the loan.

3.

They can be transferred by endorsing and delivering as they are quasi-negotiable instruments.

4.

These advances are usually for short periods.

5.

It is easy to determine their value.

Disadvantages of Documents of Title to Goods
The following are the disadvantages of documents of title to goods as securities against bank advances,

1.

The documents can be forged and bankers cannot claim the goods entitled to forged documents due to the rule
“forgery conveys no title”.

2.

There is higher scope of fraud as the banker cannot examine the quantity and quality of goods.

3.

The goods may get damaged or degraded during storage or transit.

4.

The contents of the documents of title to goods can be altered.

5.
There is a chance of theft in transit as the transport companies do not guarantee the contents of the packages or bags
_____ etc.__________________________________________________________________________________

Q4.

State the advantages and disadvantages of stock exchanges as security against bank advances.

Answer :

Model Paper-Ill, Q6

Advantages of Stock Exchanges as Security
The following are the advantages of stock exchange as security against bank advances,
1.

They offer better security and can be sold in the market if the borrower fails to repay the loan as they are tangible
assets.

2.

The price fluctuations are very less among stock exchange securities.

3.

They have high liquidity and are easily marketable.

4.

They serve as sources of income by providing dividend or interest.

5.

They can be released easily and can be again registered in the borrower’s name with few formalities and expenses.

Disadvantages of Stock Exchanges as Security
The following are the disadvantages of stock exchange as security against bank advances,

1.

If a loan is advanced against a forged certificate then the bank will suffer a loss.

2.

The stock exchange securities are non-negotiable instruments and the bank cannot acquire a title better than pledger.

3.

If a loan is advanced against partly paid securities then bank is liable to pay the remaining amount to prevent the
forfeiture of securities.

4.

Some securities like debentures and share fluctuate more and the bank might incur losses if sufficient margin is not
kept and the price of debentures or shares goes down.

5.
Most of the companies have a right of lien mentioned in the articles of association which entitles them for the calls
_____ or amount due by shareholders._______________________________________________________________

State the advantages and disadvantages of life insurance policy as a security against bank advances.
Answer :

Q5.

Advantages of Life Insurance Policy as Security
The following are the advantages of life insurance policy as a security against bank advances,

1.

Life insurance policy as a security offers guaranteed payment as it is conducted by LIC which is a government
undertaking.

2.

The loan becomes self-liquidating in case of death of the borrower.

3.

the banker is legally assigned with the policy and the assignment is registered with LIC.
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4.

If the premium is paid regularly, then the surrender value of a life insurance policy increases with time.

5.

The banker can easily supervise the payments of premium.

Disadvantages of Life Insurance Policy as Security
The following are the disadvantages of life insurance policy as a security against bank advances,

1.

If the assured commits suicide in one year from the policy’s date then the security becomes void and null due to the
‘suicide clause’ of LIC.

2.

If the insured could not pay the premium on regular basis then the policy will be lapsed.

3.

The assured person must make complete disclosure of all the facts to the insurer and if he hides any material fact
then the insurance company can avoid the claim under the policy. That’s why a contract of life insurance is a contract
of utmost good faith (uberrimae fidei).

4.

Most of the bankers do not advance loans against life policies due to unsatisfactory nature of law related to question
of assignment.
________________________________ _____________ ________________________
What are the rights of Mortgagor and mortgagee?

Q6.

Answer :

Model Paper-Ill, Q7

Rights of Mortgagor
The following are the rights of a Mortgagor,

1.

Right to Redemption
This right enables the Mortgagor to redeem his mortaged property after the payment of the debt.

2.

Right to Copy and Inspect Documents

This right enables the mortager to copy and inspect documents like title deeds which were deposited with the
mortgagee.

3.

Right to Accretion and Improvement
This right enables the Mortgagor to enjoy or receive any accretion or improvement of the mortgaged property.

4.

Right to Obtain Benefit of New Lease
This right enables the Mortgagor to obtain benefit of the renewed lease of the mortgaged property.

5.

Right to Possession

This right enables the Mortgagor to acquire the documents of title to the mortgaged property and its possession after
the payment of the mortgage debt.

Rights of Mortgagee or Banker
The following are the rights of a mortgagee,

1.

Right to Foreclosure

It allows the mortgagee to file a suit for foreclosure, if the Mortgagor fails to pay the debt after becoming due. The
Mortgagor losses the right to redeem after the foreclosure.

2.

Right to Sell

According to section 69, the mortgagee can sell the property with or without taking permission from the court if the
Mortgagor fails to pay the debt after it has become due.

3.

Right to Sue for Payment
Th mortgagee has a right to file a suit for payment of debt when it becomes due.

4.

Right to Re-imbursement of Certain Expenses

The mortgagee can enjoy the right to re-imbursement if he spends money for payment of lease rent, insurance or
maintenance. He can also claim 9% interest per annum from the Mortgagor.

5.

Right to Income and Possession of Mortgaged Property
The mortgagee has the right to income and possession of the mortgaged property until the payment of the debt.

6.

Right to Accretion

The mortgagee enjoys the right to accretion as a security which happened after the mortgage date even without any
contract.
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ESSAY QUESTIONS WITH SOLUTIONS
5.1

DESCRIPTIONS AND THEIR SPECIAL FEATURES

Q7.

Define the term negotiable instrument. Explain the characteristic features out assumptions of negotiable
instruments.

Answer :

Model Paper-I, Q13(a)

Negotiable Instrument
“A negotiable instrument is the property which is acquired by anyone who takes it bonafide and for value not
withstanding any defect of title in the person from whom he took it.
- Justice Willis

“According to Section-13 “A negotiable instrument means a promissory note, bill of exchange or cheque payable
either to order or to bearer”, whether the words order or bearer appear instrument or not.”
Some of the documents are being used for carrying out the business and monetary transactions. In case, if these
documents fulfill some conditions then they are called as “Negotiable instruments”. The term “Negotiable” refers to
transferable from one person to another in exchange for something and the term “instrument” refers to a document in
written form which gives right to a person.

Features/Characteristics of Negotiable Instruments
Some of the characteristic features of a negotiable instrument are as follows,

1.

Transferability
It is easily transferable from one person to another. The two types of negotiating the negotiable instrument are listed

below,
(i)

Delivery

(ii)

Endorsement and delivery
The transfer is complete when it is delivered to the transferee. Delivery are mean voluntary transfer of property.

2.

Recovery of Money

The term holder in due course means a holder who has taken the negotiable instrument for value, in good fath and
before materially. He can thus recover the amount from the party liable to pay on the instrument.

3.

Evidence
It is capable of easy proof and got special rules of evidence.

4.

Payable to Order Biases
Normally payable by order.

5.

Unconditional Order or Promise

Without attaching any condition the cheque or bill to pay money. A promissory not contain a promise to pay money
to the creditor unconditionally.

6.

The Amount Must be Certain
The amount must be specified in words and figures.

7.

Instrument in Writing
The law requires that an cheque, bill, or promissory note must be in writing.

8.

Contract to Pay Money
It is a contract of paying money.

9.

Title

It consist of title on the transferee who takes in good faith, for value and without notice of defective title of the
transferrer.
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Assumptions of Negotiable Instruments

Until and unless specified, there are some assumptions which are applicable to all kinds of negotiable instruments.
The following assumptions are included in the section 118 and 119:

(i)

Order of Endorsements
Endorsements in the negotiable instrument are assumed to be made in the same order as they appear thereafter.

(ii)

Consideration
Consideration is assumed to be very important in each and every negotiable instrument. Negotiable instrument is
assumed to be drawn, created, accepted, negotiated, endorsed for some consideration in return. A holder would be
able to get the judgement from court very easily if he holds/possess the negotiable instruments.

(iii)

Proof of Protest
According to section 119, in case of dishonour of instrument, the court assumes the fact of dishonour on the basis
of proof of protest providing that fact of dishonour is not proved wrong by any one.

(iv)

Date
A negotiation instrument must have a date and should be drawn on the same as specified on it.

(v)

Holder Assumed as Holder in Due Course
A holder of a negotiable instrument is assumed as a holder in due course according to Sec. 118.

(vi)

Time of Transfer
Each and every negotiable instrument is assumed to be transferred before the time of maturity.

(vii)

Stamp
If instrument gets misplaced somewhere then it is assumed that instrument has been stamped properly.

(viii) Time of Acceptance
In case of acceptance of bill of exchange, it is assumed that the acceptance has taken place within the specified time
period and before the maturity date.

The above mentioned assumptions of negotiable instrument can be proved wrong with the help of evidence. These
assumptions are applicable to instruments which are not made or drawn through fraud, offense or illegal consideration.

Q8.

Explain different types of negotiable instruments i.e.,

(i)

Promissory note

(ii)

Cheque

(iii) Bill of exchange.
Answer :

(i)

Model Paper-ll, Q13(a)

Promissory Note
For answer refer Unit-V, Page No. 88, Q.No. 9.

(ii)

Cheque
For answer refer Unit-V, Page No. 91, Q.No. 11.

(iiii)

Bill of Exchange
For answer refer Unit-V, Page No. 90, Q.No. 10,

Q9.

What is a promissory note? What are the essential elements of a promissory note?

Answer :
An instrument or bill including an unconditional undertaking, signed by the maker to pay a specific amount only tc
or to order of a specific individual or to the bearer of the bill is known as “promissory note”. In promissory note ‘maker'
is an individual who makes the promissory note and promises to pay it, while payee is an individual to whom the paymer
is to be made.
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Definition
Section 4 of the Negotiable Instruments Act 1881 states that “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 only to or to the order of a certain person or to the bearer of the instrument”.

Essential Elements of Promissory Note
The essential characteristics or elements of promissory note are as follows,

1.

Writing

The promissory note should be in writing. The writing involves prints and typewriting and may even be in pencil
or ink. A verbal communication or engagement to pay is not sufficient in a promissory note.

2.

Promise to Pay

It should include an express promise to pay, only acknowledgment of indebtedness or implied undertaking with the
help of using the word ‘debt’ or the pronote is not enough.

3.

Definite and Unconditional

In the promissory note, the promise to pay should be definite and unconditional in nature. It would be considered
as invalid if it is uncertain or conditional.

4.

Signed by the Maker

It is necessary for the instrument to be duly signed by the maker, when the instrument is not signed it is regarded as
incomplete and would have no effect. Infact, the instrument written by the maker mentioning his name in the body of the
instrument also requires his signature. Signature is the writing of a person’s name with the purpose of making the instrument
valid and to make the contract effective. Even the agent of a trading firm can sign a promissory note on its behalf.

5.

Certain Parties

The instrument must clearly highlight and explain about as to who is the maker and who is the payee. Eventhough
instrument includes unconditional promise to pay, but it is considered as invalid when the maker and the payee does not
identify it. Infact, if sometimes, the payee is misnamed or designated by description merely, the instrument is considered
as valid only if the payee can be identified by the evidence.

6.

Certain Sum of Money

The payable amount should be certain and must not include any contingent additions or substractions. The sum
payable is considered as certain sum of money in the following cases,
(a)

If it is payable along with interest, when the instrument does not includes any rate of interest then it is not considered
a valid promissory note.

(b)

When the payment is made at directed/mentioned rate of exchange.

(c)

The unpaid balance may become due, when the payment is made on installments along with a provision that default
is being made in payment.

7.

Promise to Pay Money Only

The payment which is to be made under the instrument should be in money only and this money must be according
to the legal tender money of India. When the instrument consists of a promise to pay something more than money then it
is not a valid promissory note.

8.

Bank Note or Currency Note is Not a Promissory Note
The bank note or currency note is not a promissory note because a bank note or currency note is money itself.

9.

Formalities Like Member, Date, Place, Consideration, etc.

A promissory note must essentially be stamped under the Indian Stamp Act, 1899. The member, date, place,
consideration are not that much important under law when compared to the stamp. But the omission of words such as “for
value received, the place where the instrument is made or where it is payable or date would not make the promissory note
invalid”. Even the date of a promissory note is not that important to be mention, but for specific purpose like amount is
payable at a certain time after date it is essential to specify the date.
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10.

It May be Payable On Demand or After a Definite Period of Time
In promissory note statement such as ‘on demand’ refers to payable immediately or forthwith.

11.

It Cannot be Made Payable to Bearer on Demand

The Reserve Bank of India Act, 1934 forbids issue of such promissory notes except by the Reserve Bank of India
itself or the Central Government.
Promissory Note Template

Promissory Note

Amount:
__________________________
Place: ________________________________

Date: ___________________

I Mr. ABC, make commitment to pay XYZ Company, the Sum of $_________________________■

Repayment is to be made in the form of 200 equal payments at the interest rate of 7.2% of $
_____________ payable on the loth of each month, beginning 10/01/2011 until the total
amount of debt is paid.

IN WITNESS WHEREOF, I set my hand under seal this____ [the day] of___________________

[month], 20___ and I acknowledge receipt of a completed copy of this instrument.

Sign: {Signature of borrower!

Notary Public - SEAL
My Commission Expire

//

Name & Address: [Party name]

Figure: Format of Promissory Note

Q10. What is a bill of exchange? What are the essential elements of a bill of exchange?
Answer :

Bill of Exchange
According to Sec. 5 an instrument which is in writing and which includes an unconditional order signed by the
maker directing a particular individual to pay a specific amount only to or to order a particular individual or to the bearer of
instrument is termed as bill of exchange. It mainly includes three parties, the drawer, the drawee and the payee.
The ‘drawer’ is an individual who orders to pay or is the one who creates the bill.
The ‘drawee’ is an individual who is directed to pay and when the drawee accepts the bill, he is known as an acceptor.

The ‘payee’ is an individual to whom the payment is to be made.
Bill of exchange also includes the holder and the endorser. ‘Holder’ is a drawee or the payee who is in possession of the bill
and he must provide the bill to the drawee for his acceptance. When the bill, note or cheque is endorsed by the holder, he is known
as endorser and the individual on whom the bill, note or cheque is endorsed is termed as endorsee.
A bill is considered as payable to bearer, when the payee who is being mentioned in the bill turn out to be fictitious
or non-existing individual. The drawer and drawee are regarded as the same, in case when the drawer and the payee or
a principal draws on his agent. In addition to drawee another person who is known as “drawee in case of need” is also
included in the bill or in any endorsement. This name is usually specified in the bill by the drawer during some immediate
endorser or when it is drawn. The possibility for the drawee in case of need, occurs when the bill is dishonoured through
non-acceptance or non-payment.

Definition
Section 5 of the Negotiable Instrument Act, 1881 states that “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 instrument”.
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The bill of exchange is made payable on demand or after a definite period of time to the bearer.

Essential Elements of Bill of Exchange
The characteristics or elements of bill of exchange are as follows,

1.

It is essential that a bill of exchange is in writing or else it would be considered as an invalid bill of exchange.

7

It must necessarily include ‘order to pay’.

Example
“Mr. Little please let the bearer have £7 which needs to be obediently” signed by A. This is an invalid bill of exchange
as it includes an appeal and not an order.

Little V.Slackford, 1828 M/SW. 171
3.

The order should be unconditional in nature.

4.

The bill of exchange includes and needs three parties namely the drawer, the drawee and the payee.

5.

All the parties performing bills of exchange should be certain.

6.

If the bill of exchange is not signed by the drawer then it would be invalid. The sign of drawer is an essential
requirements.

7.

The sum payable of bill of exchange should be certain.

8.

It must necessarily include an order to pay money.

9.

A bill must essentially have a stamp according to an Act. But other formalities such as member, date, place and
consideration are not compulsory under law.

A bill which is originally drawn would not be made payable to bearer on demand.

Bill of Exchange
Amount

London, 31 January 2000

US$ 250,000

pay against this Sole Bill of Exchange

At 60 days after sight
to the order of

Ourselves

the sum of

US Dollars Two hundred and fifty thousand

for value

Received

To:

For and on behalf of:

Singapore import Banking Company
Sank Street
Singapore

UK Export Company Ltd

Drawn under UK Export Banking
Company Ltd, Documentary Credit
N° 12345, Dated 29 September 1999

jfet Smith
James Smith, Director

Figure: Format of Bills of Exchange

Q11. What are the characteristics features of a cheque? Briefly explain the effects of different types of
crossing on a cheque.
Answer :

Cheque
Sec. 6 of the Negotiable Instrument Act, 1881 defines “a cheque is a bill of exchange which is,

(i)

Drawn upon a specified banker and

(ii)

Payable on demand.

Essential Characteristics of a Cheque
The essential characteristics of cheque are being explained with the help of following figure,
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Payable on demand

----- ► In writing
Essential characteristics
of a cheque

Express order to pay

*■ Order to money only
I-------- Signed by
1
the drawer

Definite and
unconditional
order

Order to pay
certain sum

Three parties

Drawn upon a
specified banker

Figure

1.

In Writing
The cheque should be in writing.

2.

Express Order to Pay
The cheque should be an express order for making payment and it should not be a request to pay.

3.

Definite and Unconditional Order
The cheque should be definite and unconditional order.

4.

Signed by the Drawer
The cheque should be signed by the drawer.

5.

Order to Pay Certain Sum
The cheque should contain an order which says to pay a certain sum to the bearer.

6.

Order to Pay Money Only
The cheque should order the bearer to pay in terms of money only.

7.

Three Parties
The three parties involved in the cheque are,

(i)

Drawer

(ii)

Drawee and

(iii) Payee.

8.

Drawn Upon a Specified Banker
According to Sec. 6 the cheque should be draw on a specified banker.

9.

Payable on Demand
The cheque should always be payable on demand.

Parties to a Cheque
The diagrammatic representations of parties to a cheque.

Parties to a cheque

r

Drawer

A
Banker

Payee

There are three parties in the cheque which are as follows,

(i)

Drawer
A person who draws the cheque is known as ‘drawer’.

(ii)

Banker
The cheque drawn by a banker is called the ‘drawee’.
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(iii) Payee
The person on whom cheque is drawn is termed as ‘payee’. The payee can be either ‘drawer’ or ‘third party’.

r.

FC BANK

PAVABLE AT PAR THROUGH CLEARINGZTBANSFER AT ALL BRANCHES OF HOFC BANK LTD

Date / 1WW
PAY

.................

OR BEARER /UT WP

RUPEES/Wt
Rs. /

Me No.

SB A.'C

, HOFC BANK LTD. I
.fc 1ST FLOOR. KEN ton LOWER.HEAR KALAflWAVAN THEATRE
g VAZHUTHACAUO.TWVAWRUIMSS 01*.KERALA

fWsn W» - 635 014

RTGS / HEFT IFSC; HOF00000063

a’SeUQDOiP &R5 01.000 0»I Oh 5 50W

3 1

Figure: Format of Cheque

Q12. What are the general types of Negotiable Instruments?
Answer s
The general types of negotiable instruments are as follows,

1.

Instruments Payable on Demand

A cheque can be payable only on demand. A promissory note or bill of exchange is payable on demand if no time
is mentioned on it or terms like ‘Payable on demand’, ‘Payable on presentation’ or ‘Payable at sight’ is specified on it.
Mostly the term ‘on demand’ is used in promissory note while the term ‘at sight’ is used in bill of Exchange.

In case of promissory note or bill of exchange, the terms “Payable on presentation’ and “Payable at sight” signifies
“Payable on demand”.

2.

Bearer Instruments

Negotiable instruments can be broadly classified into two to i.e., instruments payable to bearer and instruments payable
to order.
The instruments payable to bearer are bearer instruments and are considered as payable to bearer when,

(a)

If it is specified in the instrument that the amount is payable to bearer

(or)

(b)

The last and final endorsement on the instrument is an endorsement in blank.

A person who possess an instrument payable to bearer as a holder has the right to demand the payment which is due
on the instrument. After receiving the payment the holder should sign on the instrument indicating that he had received
the payment.
A bill of exchange and promissory note cannot be expressed as payable to bearer on demand.

3.

Order instruments
A negotiable instrument is considered as payable to order if the following two conditions are fulfilled,

(a)

If it is specified in the instrument that amount is payable to order. For example, ‘Pay to the order of P’ or ‘Pay to P
or order’.

(b)

If it is specified in the instrument that the amount due is payable to a specific person and does not specifies that the
transfer of instrument is subject to restrictions. For example, “Pay P a sum of rupees two hundred”.

--...............- ■■
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4.

Time Instruments

7.

Escrow

A time instrument refers to a bill of exchange or
promissory note which is payable after the completion of
a fixed time period, after sight or on specific date or on the
completion of an event. A bill of exchange or promissory note
is considered as valid, if the happening of the event is certain
though the time of happening of the event is uncertain.
On the otherhand, the bill of exchange or promissory note
is considered as invalid, if the happening of the event is
uncertain.

Escrow is a negotiable instrument which is delivered
on conditional basis or for the accomplishment of a specific
purpose like collateral security or for the purpose of safe
custody instead of transferring the property. If the instrument
is delivered with some conditions then the liability to pay
will not arise till the conditions accepted are met by the party.
The conditions agreed by the parties will not have any effect
on the rights of a holder in due course and the holder in due
course acquires a good title to the bill.

In case of promissory note, the term ‘after sight’
specified in the instrument refers to ‘after presentment for
sight’ on the other side, in case of bill of exchange, the term
‘after sight’ specified in a bill refers to ‘after acceptance’ or
‘after noting for non-acceptance’ or ‘after protest for nonacceptance’.

8.

5.

Inland and Foreign Instruments

(a)

Inland Instruments
Inland instruments refers to a promissory note, bill
of exchange or cheque that is,

(b)

(i)

Drawn and payable in India or

(ii)

Drawn on a person who is living in India.

Foreign Instruments
Foreign instruments refers to a promissory note, bill
of exchange or cheque that is,

(i)

Drawn and payable in foreign country or

(ii)

Drawn on a person who is a resident/living in
foreign country.

Inland instruments may or may not be opposed for
dishonour. Foreign bills should be protested for dishonour if
the law of the land where the bill is drawn requires a protest.

Usance
Usance refers to a time fixed for the payment of bills
which are drawn in one country but are payable in another
country. The time is fixed as per the traditions prevailing in
the country. The span of time fixed for payment differs from
country to country.

6.

Fictitious Bill

A bill is known as a ‘Fictitious Bill’ if the name of
the drawer or payee or both the persons is imaginary and not
real. In case of fictitious bill, the acceptor becomes liable to
pay the due amount to the holder in due course provided if
holder in due course is able to prove that the signatures done
by the drawer and first endorser are same. A holder is not a
holder in due course, if he is aware about the fictitiousness of
drawer or payee as in this situation the holder in due course
is not getting the bill in good faith. Therefore, he cannot
demand for the payment of money.

Inchoate Instruments

Inchoate instrument refers to an instrument which is
incomplete in some aspect. If an individual is delivering a
blank or incomplete stamped paper to other person with his
signature on it then it means that the person is giving a right
to other person to complete the instrument with any amount
but the amount should not be more than the amount covered
by the stamp. The person whose signature is there on the
instrument is liable to pay to the holder in due course.

9.

Documentary Bill and Clean Bill

If all the documents pertaining to the goods and
other documents such as marine insurance policy, invoice
and so on are attached to the bill then that bill is known as
“documentary bill”. The documents are sent to the buyer
after the acceptance of the bill or payment of the bill. Unlike
documentary bill, ‘clean bill’ is a bill to which no documents
pertaining to goods are attached.

10.

Ambiguous Instrument

An instrument which is drawn wrongly and treated
either as promissory note or bill of exchange is known as
“ambiguous instrument”. If an ambiguous instrument is
treated by the holder either as bill of exchange or promissory
note then it cannot be changed later.

11.

Undated Bills and Notes

An instrument will not be considered as invalid
because of the absence of date on the instrument. If an
instrument is successfully meeting all the requirements
except providing the execution date of the instrument then
it is not a big issue. The correct date of issue or acceptance
can be filled by the holder in due course and the instrument
is payable on that date. The date filled by the holder in due
course is not considered as material alteration.

12.

Accommodation Bill
A bill may be broadly classified into two types they are,

(a)

Genuine trade bill

(b)

Accommodation bill.

A Genuine trade bill is a bill which is drawn, accepted
or endorsed for some consideration. On the other side,
Accommodation bill is the bill which is not drawn, accepted
or endorsed for some consideration.
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Q13. What are the different parties to negotiable
instruments?
Answer :

A bill of exchange, cheque and promissory note are
negotiable instalments. The various parties involved in the
negotiable instrument are as follows,

Bill of Exchange
Bill of Exchange (BOE) comprises,

1.

Drawer

2.

Maker

3.

Drawee

4.

Acceptor

5.

Payee

6.

Drawee in case of need

7.

Endorser

8.

Endorsee

9.

Acceptor for honour

6.

10.

Holder.

(a)

Maker

(b)

Drawee

(c)

Payee

(d)

Endorser

(e)

Endorsee

(f)

Holder.

Drawee in Case of Need

Apart from the name of the drawee, if any other
person’s name is given in a bill or Endorsement for the
purpose of approaching him in case of need then that person
is known as “drawee in case of need”. “Drawee in case of
need” is also known as “referee in case of need” in English
law. Drawer or endorser may give the name of drawee in
case of need at the time of drawing of bill.
If the name of the drawee in case of need is specified
in a bill of exchange or endorsement then the bill will not get
dishonoured till the drawer in case of need dishonours it.

Promissory Note
The parties in a promissory note are,

7.

(a)

Maker

(b)

Payee

‘Endorser’ refers to a person who endorses a bill of
exchange, promissory note or cheque to another person.

(c)

Holder

8.

(d)

Endorser

(e)

Endorsee.

Drawer

9.

Maker
‘Maker’ refers to a person who makes a promissory

note.

Drawee

According to Sec.7, para 1, “A drawee is a person
on whose name bill of exchange or cheque is drawn and a
person who is instructed to pay a certain sum of money, in
case of a cheque, banker is a ‘drawee’”.

..........................

Endorser

Endorsee

‘Endorsee’ is a person to whom the bill of exchange,
promissory note or cheque is endorsed by endorser.

A person drawing or making a bill of exchange or
cheque is known as “drawer”.

3.

Payee

As per Sec.7, para 5, “A person whose name is given
in a bill of exchange, promissory note or cheque and to whom
or on whose demand a certain sum of money is to be paid
is known as ‘payee’. In case of bill of exchange or cheque,
drawer may be the payee. If the payee name specified in a
bill is an imaginary one then bill is considered as payable
to bearer”.

The various parties in a cheque are,

2.

Acceptor

In case of bill of exchange, bill is sent to drawee for
acceptance. Drawee becomes acceptor after the acceptance
of the bill. Drawee signs the bill which is the symbol of
acceptance and sends that bill or informs the holder or
any other person working on behalf of holder about the
acceptance of bill. No acceptance is needed for cheque, as
cheque is drawn with an intention of getting quick payment.

5.

Cheque

1.

4.

Acceptor for Honour

As per the general rule, an unknown person is not
supposed to accept a bill. In case, if the bill gets dishonoured
due to non-acceptance of drawee, the holder may permit/
allow other person to accept the bil I to avoid dishonour ofthe
drawer or endorser. The person who is accepting the bill for
the honour of the drawer or endorser is known as “acceptor
for honour”.

10.

Holder

Any person can be regarded as the holder of negotiable
instruments i.e., promissory note, bills of exchange or cheque
if he fulfills the following two conditions,
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(a)

He should be authorized to the possession of the
instrument under his own name and

(b)

He should be authorized to obtain/recover the amount
due on the instrument from the parties which are liable
under the instrument.

Hence, the holder refers to the bearer of any negotiable
instrument and the endorsee or payee if payable by an order.

A person cannot be a holder, if he receives his
possession through theft or a forged endorsement.
The heir of a deceased holder can substitute the holder
and can give a valid discharge to the maker or acceptor of the
instrument. He can also sue on the instrument for recovering
the due amount.

Q14. Explain liabilities of parties to negotiable
instruments.
Answer s
Drawer, drawee, maker, acceptor, endorser and
holder in due course are the various parties to negotiable
instruments. The liabilities of these parties are discussed
in the Sections, 30 to 32 and 35 to 42 of the Negotiable
Instruments Act. A brief description of each of these sections
is given below,

1.

Liability of Drawer

Section 30 of the Negotiable Instrument Act deals with
the liability of a drawer. If a bill of exchange or cheque is
dishonoured by drawer or acceptor, then the drawer becomes
liable to be compensating the holder for the damages which
he had incurred due to the dishonour of bill of exchange or
cheque. The drawer becomes liable to holder, if on-time
notice is given to the drawer about the dishonour of cheque
or bill of exchange.

2.

4.

Liability of Endorser

In case of dishonour of negotiable instrument, the
endorser is liable to all the successive holders before the
maturity date. But this liability of endorser is subject to some
conditions which are as follows,

(i)

If the endorser of a negotiable instrument had not
restricted or increased his liability through verbal
communication.

(ii)

If no contract is made against the liability of endorser
in case of dishonour of instrument.

(iii)

If on-time notice regarding the dishonour of
instrument has been given to the endorser.

5.

Liability of Prior Parties Towards the Holder
in Due Course

The individuals who were the parties to the negotiable
instrument before the entry of holder in due course are
liable to a holder in due course till the instrument is satisfied
[section 36] of the Negotiable Instruments Act deals with
the liability of prior parties to a holder in due course.

6.

Basic Rules Pertaining tc Liability

(i)

Maker, Drawer or Acceptor Principals
If there is no contract then the liability of maker of
promissory note or cheque, drawer of bill of exchange
till its acceptance and the acceptor of bill of exchange
is same as that of principal debtors. The liability of
other parties i.e., the persons who gave surety for
maker, drawer or acceptor is secondary. Sureties
become liable when the actual parties make default.

Liability of Drawee of Cheque

In case of cheque the drawee is always a banker. If
a drawee or banker have a sufficient amount of money of
drawer and refuses to make the payment of the drawer’s
cheque, then the drawee or banker becomes liable to
compensate the drawer for the damages which the drawer
had incurred due to the non-pavment of cheque [section 31]
deals with the liability of drawee of cheque.

3.

acceptor (in case of bill of exchange) is to pay a certain
sum of money specified in the instrument to the holder of
the instrument on demand. If nothing is specified in the
instrument regarding when the amount on the instrument is
to be paid then the amount on the instrument is payable on
the maturity date. If the maker or acceptor fails in making
the payment, then they becomes liable to compensate other
party to the instrument for the damages which the other party
has incurred due to the default of payment.

(ii)

Liability of Maker of Promissory Note and
Acceptor of Bills of Exchange

The liability of maker of promissory note and acceptor
of bill of exchange is covered in the [section 32, para 2]
of the Negotiable Instruments Act. The first and foremost
responsibility of a maker (in case of promissory note) and
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Prior Party Takes the Role of Principal Debtor
in Respect of each Successive Party

Example
P draws a bill on Q which is payable on P’s demand.
Q accepts the bill, later on P endorses the bill to R, R
endorses it to S and S to T. If parties between T and Q
are considered then Q is a principal debtor and P, R
and 5 are his sureties. If parties between T and P are
considered, then P is a principal debtor, R and S' are
his sureties. If parties between T and R are considered
then Pisa principal debtor and S is his surety. [Section
38] deals with this rule.
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Suretyship

1.

If a contract is signed by the holder of an accepted
bill of exchange with that of the acceptor of bill
of exchange, then the other parties to the bill of
exchange gets discharged from their liabilities. This
rule is covered in the section 134 or 135 of the Indian
contract act, 1872. If the holder expressively reserve
his right to keep the other parties liable then in this
situation the other parties will not get discharged from
their liabilities.

The Payee banker made responsible to make sure that
the cheque is being presented or submitted correctly for the
payment. This usually assured by taking into account the
following points,

8.

(iii)

Answer :

(iv)

(v)

Under section 31 of Negotiable Instrument Act 1885,

The duties or obligations or responsibilities of the
Payee Banker are as follows,

—-------------

Mutilation
The payee banker must not honour those cheques
which are being torn into pieces, cancelled or
mutilated, cheque should be returned for getting
confirmation from the drawer. If in case the cheque
is tom by mistake or by accident by the drawer, then
he must accept it by writing “Accidentally tom by
me” on cheque along with his lull signature.

Paying/Payee Banker

Duties and Responsibilities of Paying Banker

Banking Hours
The payee banker must make sure that all the cheques
are submitted in bank within banking hours on a
business day. If in case any payment which is made
after the banking hour would not regarded as payment
in due course. Thus, cheques must not be paid on bank
holidays in the non-banking hours.

Model Paper-I, 013(b)

The bank on which a cheque is drawn, the bank whose
name is printed on the cheque and which makes the payment
by deducting the amount from customer’s account for which
the cheque is drawn is known as payee banker.

Account
An individual might have more than one account in
the same branch and would have a separate cheque
book for each account. Thus, the payee banker must
be clear as to which account is not being used for
withdrawing the amount.

DUTIES AND RESPONSIBILITIES OF
PAYING AND COLLECTING BANKER

Q15. Who is a paying banker? What are its duties
and responsibilities of paying banker?

Branch
The payee banker must assure that which is received
by it for encashment or for transfer of funds to another
bank, must be drawn on its branch. The Payee banker
is not responsible for honouring the cheques which
are drawn an another branch of same bank. Therefore,
the payee banker would return such type of cheques.

Liability of Acceptor towards a Bill Drawn in
a Fictitious Name

The liability of acceptor towards a bill drawn in
a fictitious name is covered in the [section 42] of the
Negotiable Instruments Act. According to [section 42], the
liability of acceptor will not get discharged as the bill is
drawn on a fictitious name and payable on drawer’s demand.

5.2

(ii)

Liability of Acceptor on a Forged Endorsement

Acceptor’s liability on a forged endorsement is
covered in the [section 41] of the Negotiable Instruments
Act. If the acceptor is aware of the forged endorsement at
the time of accepting the bill, then in this situation the liability
of acceptor will not get discharged as the endorsement is a
forged endorsement.

Types of Cheque
Usually, the cheque’s are of two types i.e. open and
crossed. In case of open cheque, it is to be pain at the
bank counter itself, while in case of crossed cheque,
the payment is to be made to a follow banker. Date
of cheque, post dated cheque or state cheque.

Discharge of Liability of Endorser
If the holder of negotiable instrument without taking
the consent of endorser, damages the right of endorser
against a prior party then under this situation the
endorser’s liability with respect to the holder gets
discharged [section 40] of the Negotiable Instruments
Act deals with this rule.

7.

(i)

Presentation of Cheque

2.

Form of Cheque

The payee banker is responsible to check whether the
form of the cheque is regular or not. In order to ensure this,
the following points need to be considered by the paying
banker,
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(i)

Printed Form
The customer should make use of the printed cheque
book provided by the banker for drawing cheque.
Otherwise, the banker would reject the cheque for
honouring it.

(ii)

Unconditional Order
The Payee banker might reject the cheque to borrow,
if it involves any condition, i.e. it must be an
unconditional order to pay.

(iii)

Date
An instrument without date is considered as invalid. In
the same way, post dated cheque would be honoured
prior to its due date. If cheque is ante-dated and has
not become stale, then the bank might honour it.

(iv)

Amount
As per the sec. 18 of the Act, if the amount written in
figures and words does not match, then the amount
mentioned in words would be considered as the
amount to be paid.

(v)

Material Alterations
If any material alteration is made in the cheque, then
drawer must sign on it. If any changes in the material
are observed in, then the payee banker must not
honour the instrument.

Q16. What do you mean by collecting banker?
Discuss the Duties, Responsibilities and
liabilities of a collecting banker. Explain the
statutory protection to a collecting bank.
Answer :

Collecting Banker
The banker usually deals with the act of acquiring
money from or on account of a customer and making
repayment of it when demanded or when drawn by a cheque.
The main function of a banker is to receive instruments
from the customers so that the proceeds can be collected
and credited these in the account of customer. The banker
in the performance of these activities, is known as collecting
banker. Collecting Bankers acts as agents for making
collection and acts as intermediately between payee of a
cheque and its drawee.

The role of a collecting bankers at the time of
collecting his customer’s cheque is as follows,

1.

The bankers is considered as a holder for value when
the customer makes the payment of the cheque and it is
allowed either expressively or impliedly to draw prior to its
clearance.

2.

3.

Adequate Balance

If in case the funds in drawer’s account are not
adequate, then the payee banker holds the right to dishonour
the cheque. The bank usually calculates the balance in
customer’s account, and if incase any overdraft is made,
then it would be taken into account.

4.

Signature of the Drawer

The payee banker is responsible to make comparison
of the signature of the drawer on cheque with that of his
specimen signature. If the bank makes payment without
comparing, then bank would be liable for the forgery act.

5.

Endorsement

The payee banker must check the regularity of the
endorsement before honouring the cheque. In case of order
cheque, it is quite essential that endorsement is done before
delivering it.

Duties, Responsibilities and Liability of Collecting
Bankers
Following are the duties, liabilities and responsibilities
of collecting bankers,

1.

It must also check for any information available
relating to death, insolvency, or insanity of his customer.

Obligation to Honour Cheque

Section 31 of the Act, states that if a customer
maintains sufficient funds in the account then the banker
must make payment of the Cheques properly. In case, banker
denies to honour these Cheques, then he is responsible to
bear the damages caused to the customer.

Minor Duties

The payee banker must also determine if there is any
order from customer stating not to pay a cheque.

Collecting Banker Acts as an Agent of the
Customer

A collecting banker is an agent of the customer’s
credit. It credits the account of customer after the realization
of cheque.

2.
6.

Collecting Banker Acts as a Holder for Value

Obligation to Practise and take Reasonable
Care and Diligence in Collecting Work

Bank acts as an agent for customer at the time of
collecting Cheques. Thus, it must be more careful and
diligent in its work and make sure that without any delay
the cheque amount is credited to the right customer.
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Obligation to Submit Cheque Without any
Delay

ft is the responsibility of the banker to submit the
cheque without any kind of delay. In case, if customer suffers
the loss due to insolvency of drawer or insufficiency of funds,
then the bank would be responsible for it.

4.

Obligation to Maintain Adequate Record of
Transactions

It is the banker who is supposed to maintain a proper
record of all transactions. If a wrong credit is made in the
customer’s account by the bank and customer withdraws the
cash, then bank does not have the right to claim that entry
was wrongly made.

5.

Notice to the Customer When Cheque is
Dishonoured

In case, of cheque deposited by a customer getting
dishonoured then collecting banker must inform its customer
within the specified time period as mentioned in the Act.
If incase the bank fails to inform then it is responsible for
losses which are incurred by customer.

6.

Other Duties

Incase of dishonoured foreign bill due to nonacceptance or non-payment, the bank must protect and noted
it by a Notary public.

1.

For Crossed Cheque Only

The statutory protection is provided to a banker
merely when he deals with crossed Cheques which are
crossed prior to the process of depositing. In case of open
Cheques, banker cannot demand statutory protection. Banker
must assure that only crossed Cheques are given acceptance
and customers are made to cross the Cheques before offering
for collection.

2.

Collection for Customers

The banker can claim protection only for those
Cheques which he collects as an agent and not as a holder
for value nor via negotiation with the customer. If the banker
shows personal interest when he acts as a holder of value,
then protection would not be given as per the Act.

3.

Acted in Good Faith and Without Negligence

If the banker receives payment in good faith without
any negligence, then he can claim statutory protection under
the Act. This is applicable for all the transactions from receipt
of cheque from customer to the receipt of the proceeds from
the paying banker.

5.3

CIRCUMSTANCES UNDER WHICH A
BANKER CAN REFUSE PAYMENT OF
CHEQUES

Q17. What do you mean by dishonour of cheque?
What are the liabilities involved on dishonour
of a cheque?

The banker must follow the instructions of his
customer, in absence of instructions, the banker might
use reasonable, diligence and skill.

Answer:

(ii)

The banker is responsible for damages caused due to
disclosure of state of account of his customer’s affairs.

When the drawee is unable to make payment on the
due date then the cheque becomes ‘bounced’ or ‘dishonoured,

(iii)

The banker must be more careful while presenting the
instruments and collecting the proceeds of the same.

Liability of Drawee on Dishonour of a Cheque
(Sec-31)

(iv)

The banker must pay or return the Cheques drawn
on the branch and which are received for collection
immediately on that specific day.

If the following three conditions are met, then the
drawee is liable to compensate drawer for any loss on account
of any loss or damaged resulted because of the non-payment,

(i)

Statutory Protection to a Collecting Banker
Section 131 of the Negotiable Instruments Act, 1881
explains the protection given to the collecting bankers. The
collecting bankers is protected in few cases only such as
when they act as agents for customer for when they act as
agents for customers for collection of Cheque’s or other
instruments. When the banker receive payment as holders
of Cheque’s on their own account then he is not protected.
The following are the conditions wherein statutory
protection is given to the collecting banker,

Model Paper-ll, Q13(b)

Cheque Bounced or Dishonoured

(i)

If the drawee possess adequate funds of the drawer
in his hands.

(ii)

If the funds are properly matched to such payment.

(iii)

If the drawee has to make payment by cheque.

Liability of Drawer on Dishonour of a Cheque
(Sec-138)
Dishonour of a cheque by drawer leads to punishment
of imprisonment for 1 year or by imposing fine which should
be more than the cheque of the amount (i.e., double the
amount) or both depending on the fulfillment of the following
conditions,
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(i)

(ii)

(iii)

(iv)

(v)

If the cheque given to the holder consists of legally
enforceable debt or fulfillment of any other liability.
If the cheque is returned back by the banker on
account of inadequate funds in the drawer’s a/c.

Eventhough the cheque has been presented to the
bank within its validity or within six months of the
cheque received to the bank whichever is earlier but
the holder did not get payment.

If the payee after receiving unpaid cheque from the
bank, gives a written notice to the drawer about the
non-payment of cheque and demands for payment of
the said amount within fifteen days of the receipt of
information from bank.

If the drawer fails to make payment after receiving
notice from the payee regarding payment of the said
amount to payee within fifteen days on receiving the
said notice.

(vii) Defect in Title
If the bank has a valid reason to state the holder of
the cheque possess defective title.

(viii) Loss of Cheque
On receiving the loss of cheque notice from the
customer.

(ix)

When the bank finds any material alteration or change
in the cheque without his customer’s signature on such
alteration/changes.

(x)

(xi)

I.

Circumstances in Which a Banker Must
Refuse to Honour a Customer’s Cheque

Stop Payment

II.

Garnishee Order
The bank refuses to honour customer’s cheque on
receiving Garnishee order (i.e., prohibiting order)
from any court.

(iii)

(i)

(iv)

(ii)

(iii)

(iv)

Presentment After Banking Hours
If cheque is presented during non-banking hours.

(v)

State Cheque
If the cheque is presented after its validity or after six
months from the date of its issue.

(vi)

Post Dated Cheque
If the cheque is not presented prior to actual date of
its payment.

On receiving the insanity notice of the customer.

(vi)

Presented at Different Branch
If the customer has account at one branch and the
cheques being presented at another branch.

Insolvency

Insanity

Funds Not Applicable
On account of non-applicability of funds in the
customer’s account.

On receiving the insolvency notice of the customer.

(v)

Insufficient Funds
When funds are inadequate in the account than the
cheque’s amount.

Death
On receiving the death notice of the customer.

Circumstances in Which a Banker May
Refuse to Honour a Customer’s Cheque

Under the following circumstances, the banker may
refuse to honour customer’s cheque,

On receiving stop payment order from the customer,
the bank has the right to reject the customer’s cheque.

(ii)

Irregular Endorsement
On account of irregular endorsement.

Under the following circumstances, the banker must
refuse to honour a customer’s cheque,

(i)

Notice of Closure
On receiving notice of closure of the account.

(xii)

Following are the circumstances under which a banker
can refuse payment of cheque,

Different Signature
When the signature does not match with the specimen
of the customer given in bank.

Q18. Write in detail about the circumstances under
which a banker can refuse payment of cheque.
Answer :

Material Alteration

Assignment
(vii)
On receiving the notice of assignment regarding the
credit balance of the customer.
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CONSEQUENCES OF WRONGFUL
DISHONOURS

Q19. Write the consequences of wrongful dishonour
of cheque.
Answer :
According to the Indian Contract Act, 1872, if a bank
dishonours a cheque inspite of having sufficient funds needed
for payment then the bank is liable to pay compensation to
the customer due to breach of contract and as a result of
damage to the customers reputation.

A customer can claim special damages if loss of
reputation as well as business has occurred. As reputation
loss is not measureable in monetary terms the court of law
may order the bank to pay for the special damages. In section
31 of the Negotiable Instruments Act, 1881, it is mentioned
that loss or damage implies losses like actual loss as well as
injury to reputation or loss of credit. Hence, the customer
may claim substantial damages by showing his credit loss
due to the dishonour even if there is no actual pecuniary loss.

A trader customer is entitled to claim substantial
damages with or without any proof of a special damages or
losses. Whereas a non-trader customer is not entitled to claim
substantial damages if there is no proof of special damages
or losses suffered.

A good case in point is the Gibbons verses
Westminister Bank. In this case, the tenant Mrs Lawrence J.
Gibbons paid a cheque for £ 9 drawn on Westminister Bank
to her land lady for the payment of monthly rent. The bank
erronously dishonoured the cheque. The court ordered the
bank to pay a nominal damage of 40 shillings as she was
a non trader and thus there was no case of damage to her
reputation, which may attract special damages to be paid.
On the other hand, in the case of Canara Bank
verses I.V. Rajgopala, the bank erronously dishonoured T
294 cheque. The plaintiff, Mr. I.V. Rajgopala was a non
trader. However he proved in the court of law that the
wrongful dishonouring of the ? 294 cheque by the bank led
to his telephone being disconnected and he lost his job and
reputation. In this case, the court ordered Canara Bank to pay
special damages of around ? 15,000 to Mr. I.V. Rajgopala.

Loans and advances cosnsitute by for the most
important revenue of investment of banker’s resources and
are the principal socrce of profit. Other sources of income
such as bank commission and charges are small.

Types of Loans and Advances
According to the needs and requirements of
customers, commercial banks provides different types of
loans and advances as follows,

1.

These loans are sanctioned against goods and
documents of title of goods, banks own fixed deposite, gold
ornaments. These loans are for short period.

2.

Term Loan

(a)

1 to 5 years medium term, 5 to 10 years long term.

(b)

A bank loan with a floating interest rate and which is
repaid over a specific period of time i.e., from 1-10
years is known as term loan.

3.

Cash Credit

Cash credit is one of the facility which is provided by
the banker wherein, the borrower is allowed to withdraw the
amount upto a particular limit. The customer’s account is
credited with the amount and he can make the withdrawals
as per his needs. The bank usually charges interest on amount
which is withdrawn and not on the complete amount which
is being credited to the borrower’s account. In cash credit,
the banker clearly mentions a particular limit of loan for the
customer, which is termed as cash credit limit. If suppose the
customer maintains the account properly, then cash credit
limit would be renewed by the bank at the year ending.

4.

LOANS AND ADVANCES

Q20. What do you mean by Loans and Advances?
Explain various types of Loans and Advances.
Answer :

Loans and Advances
According to Section 5(n) of the Banking Act, 1949,
a secured loan or advance is “loan or an advance made on
the security of assets the market value of which is not at any
time less than the amount of such loan or advance”.

Overdraft

The term ‘Overdraft’ refers to the act of overdrawing
from bank account. In overdraft, the account holder is
enabled of withdrawn amount which is usually more than
the credit balance in his/her account. This facility is basically
given for a shorter period of time to those customers who
carries out their transactions via Cheques. Overdraft facility
is usually given on security on assets or on personal security.

5.

5.5

Demand Loan

Discounting of Bills of Exchange

Bill discounting is another type of facility which is
usually provided by discounting the general trade bills i.e.,
doing the payment prior to the due date of bills and after
excluding a particular discount rate. On due date, bank
submits the bill to the borrower’s customer and collects the
complete amount. In case, ifthe bill is dishonoured then bank
collects the amount along with interest from the borrower
or his customers. Bill discounting is an advance which is
given for security of bill. Bank verifies the creditworthiness
of drawer and genuineness of the bill before discounting it.
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Q21. Explain various principles of sound lending.
Answer :
The major part of banking business is to lend funds to traders, businessmen and industrial enterprises. Majority of
the bank’s funds are utilized for lending even though it is profitable yet it involves much higher levels of risk. At the time
of the lending banker should be very careful and must carry out its business by following the sound principles of lending.
The following are some principles which a banker must follow while lending or providing loans or advances,

1.

Principle of Safety

Prior to the process of lending, the banker must make sure that there is safety of funds which are being lend
and critically evaluate the capacity of borrower to repay the loan along with interest. The five C’s which ascertain the
creditworthiness of the borrower are,

(i)

Character
It is necessary that the banker to enquires about the character of the borrower as it would indicates his ability and
willingness to pay.

(ii)

Capacity
Banker must be well aware of capacity of borrower to ensure that the borrower can arrange adequate cash flow to
meet his commitments.

(iii)

Capital
The financial condition of borrow'er should be known to the banker to estimate whether the borrower would sustain
this commitment during bad times.

(iv)

Conditions
Banker must be well aware of the purpose behind taking the loan in order to check whether it is a risky or profitable
project.

(v)

Collateral
Banker must identify the condition and value of collateral against which the loan is to be granted.

2.

Principle of Profitability

Each and every business organisation basically aims at earning profit, same is the case with the bank. In order to
pay interest to its customers on their deposit, salaries to employees and returns to shareholders, banks usually invests their
funds to earn high returns. But at the same time, the banker cannot ignore the principle of safety and liquidity.

3.

Principle of Liquidity

Liquidity refers to the process wherein assets are easily converted into cash without any loss. The liability of bank
is repayable on demand or at short notice. The banker must follow the principle of liquidity which clearly specifies that
banker must make sure that borrower can repay the loan on demand or within short period. It is based on nature of assets,
owned by borrower and pledged to the lender.

4.

Principle of Loan

Prior to the process of granting the loan, the banker must clearly know the aim or purpose behind such a loan. Loan
must be granted only for productive or consumption purpose as this would ensure safety and liquidity of funds. Bank must
not grant loan for any speculative or unproductive purpose. The principle of sound lending basically emphasizes on the
purpose of taking loan instead of offering security to the loan.

5.

Principle of Diversification of Risks

In order to protect its funds from uncertainties, banks must follow the principle of diversification of risks wherein
the banker must not stick to one particular borrower or industry for granting loan. The banker must diversify its funds in
short medium as well as long term loans which would ultimately diversify its risk.
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Principle of Need-based Finance

5

The banker before granting a loan must determine the needs of borrower and then grant a loan. The loan provided to
-.e borrower must be need-based so that the legitimate requirements of the borrower for the needed purpose is met. Banker
- ast grant loan in the right amount so that adequate finance can be provided to the borrower. Banker must not either go
: r under finance or over finance as this would a mere economic waste and would be difficult to recover.

Principle of Assured Repayment

7

It is quite easier for the banks to grant loan but the repayment of such loan is not easy. All the decisions relating to
: ans are usually based on appreciation of the risk involved. If timely repayment is assured then it would indicate a sound
znd safe credit.

3. Principle of Viability-Oriented Lending
Bankers must involve in viability-Oriented lending and not in security-oriented lending for the country’s benefit
-hile lending, banker must consider the needy and under privileged sections to fulfill their necessary requirements and
-?t the profits.

9. Principle of Security
The Principle of security implies that banks must provide secured loans so that securities might realize loan amount
n case of non-payment. The chances of bad debts are usually more in case of unsecured loans. As per the Economic Policy
: f government, bank must not take security from weaker sections or priority section which are specified by the government.

5.5.1

Precautions to be taken while Advancing Loans

022. What are the various precautions to be taken by a banker while advancing loans against different
instruments?
Answer:

Model Paper-Ill, Q13(a)

The various precautions to be taken by a banker while advancing loans against different instruments are as follows,

1.

Precautions to be Taken While Advancing Loans Against Securities
For answer refer Unit-V, Page No. 103, Q.No. 23.

2.

Precautions to be Taken While Advancing Loans Against Goods
For answer refer Unit-V, Page No. 104, Q.No. 24.

3.

Precautions to be Taken While Advancing Loans Against Documents of Title to Goods
For answer refer Unit-V, Page No. 105, Q.No. 25.

4.

Precautions to be Taken While Advancing Loans Against Real Estate
For answer refer Unit-V, Page No. 105, Q.No. 26.

5.

Precautions to be Taken While Advancing Loans Against Insurance Policies
For answer refer Unit-V, Page No. 107, Q.No. 27.

6.

Precautions to be Taken While Advancing Loans Against Collateral Securities
For answer refer Unit-V, Page No. 107, Q.No. 28.

7.

Precautions to be Taken While Advancing Loans Against Banking Receipts
For answer refer Unit-V, Page No. 109, Q.No. 29.

5.5.1.1

Precautions to be taken while Advancing Loans Against Securities

Q23. Write a short note on advances against stock exchange securities. State the precautions to be taken
by a banker while making advances against stock exchange securities.
Answer :

Advances Against Stock Exchange Securities
It is an organized market where securities are sold and purchased. The following securities are traded on the floor
of stock exchange,
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(i)
Companies shares and debentures
(ii)

Central and state government bonds

(iii)

Securities such as port trusts, improvement trusts,
electricity boards etc, issued by semi-government
authorities.

Precautions while Advancing Against Stock
Exchange Securities
The following precautions must be taken by the
banker while making advances against stock exchange
securities,

1.

Securities Selection

Before selecting securities a banker must examine
the approved list of securities which has to be dealt on the
stock exchange. The banker must study the audited profit
and loss and balance sheets, the progress and working of all
companies and constitution of companies board of directors.
Based on the above study, the banker must prepare a list of
securities against stock exchange on which advances will
be made.

2.

Valuation of Securities

After the selection of securities, the banker will
determine the value of shares and securities. Securities are
taken at their market value and shares prices are quoted cum
dividend. Dividends are deducted from the present market
value.

3.

Equal Margins

The banker must keep equal margins against securities
inorder to avoid any losses due to heavy fall in the prices of
securities.

4.

Preference Shares and Debentures

The banks must go for preference shares and
debentures, government and semi-government securities
because their price fluctuations are very less.

5.

Partly-Paid Securities

A banker must not advance for partly-paid securities.
In case of highly credit worthy customer, the bank can
provide loan against partly-paid securities. In this regard the
bank must take an undertaking from such customer to pay
the call, if made by the company.

6.

Transfer of Securities

In case of bearer and negotiable securities the banker
will get the title by mere delivery. In case of registered
securities, a transfer deed is prepared by the bank and must
be signed by the customer. At the time of repayment of loan
the shares are transferred to the customer. If the customer
is unable to repay the loan, the banker will fill the dummy
transfer deed duly signed by the customer, register in its own
name and later sell the securities to make the loan amount.
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7.

Notice to the Company

A banker will issue a notice to the company regarding
its interest in the shares of the company. This will reduce the
risk of duplicate certificate by the company.

5.5.1.2

Precautions to be taken while
Advancing Loans Against Goods

Q24. Write a short note on advances against goods.
State the precautions to be taken by a bank
while granting advances against goods.
Answer :

Advances Against Goods
According to Lord Chorby “advances against security
of goods are a usual and proper form of banking business”.
Banks provide funds against goods, the goods can be
agricultural products or manufactured goods. In India, most
of the banks are providing their funds against security of
goods through pledge or hypothecation.

Precautions in Advancing Against Goods
The following precautions must be taken by a bank
while granting advances against goods,

1.

Borrower Character

The bank must consider the honesty, trustworthiness
and integrity of the borrower at the time of granting advances
against goods.

2.

Experience of Borrower

The bank must check whether the borrower is an
experience person in a particular business or not because
dealing with an inexperienced person will be a risk for the
banks.

3.

Title to the Goods

The bank must find out the borrower’s genuine title
to the goods through cash receipts or invoices.

4.

Nature of Goods

The bank must also consider the nature of the goods.
It should prefer only those goods which can be stored for
longer period of time and easily realizable goods.

5.

Purpose of Loan

The bank should also find out the reason why customer
is taking a loan against goods. The loan is provided only for
the productive purposes and for the resale of goods.

6.

Valuation of Goods

Goods are valued with proper care and even an expert
will be appointed to value the goods. He must compare the
prevailing prizes and prices quoted in the bill at the time of
valuation of goods.
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Insurance

2.

Goods must be insured with the full market value and
against all possible risks. The receipt of such policy/premium
is with the bank only.

8.

Periodical Inspection

9.

Short-term Loan

Only short-term loan is provided against goods
because of decline value of goods due to their quality
deterioration.

10.

Bank’s Name Board

The pledged goods stored in the godowns must be
locked with the bank’s padlock. The bank’s name board,
reading “Goods pledged to bank” must be permanently
attached in an appropriate place outside the godown.

11.

Others

Some other precautions which must be taken by the
bank while advancing against goods are directives of Reserve
Bank, possession of goods, proper storage, strict supervision
over the release of goods, care in the rented godown etc.

5.5.1.3

The customer should provide a certificate of packing
to the banker for verifying the quality and quantity of goods
in transit.

3.

Goods kept in the godown should be periodically
inspected by the bank. The quality and quantity of goods
should not get affected while storing goods in the godown.

Precautions to be taken while
Advancing Loans Against Documents
of Title to Goods

Certificate of Packing

Copies of Bill of Lading

The customer should deposit all three copies of bill
of lading to the banker. If a banker fails to collect all the
copies of bill of lading, there is a chance of fraud from the
customer.

4.

Blank Endorsement

A blank endorsement on documents must be taken by
the banker, if not he will become liable to pay all incidental
charges of transport.

5.

Documents Acceptance

The documents which reduces the burden or
responsibility must be accepted by the banker. For instance,
he is liable to pay the releasing charges of goods if there is
a qualification in receiving the delivery of goods.

6.

Insurance Cover

The banker should check that whether the goods are
insured against the risk of transport or not. Moreover, he
can also get the idea and value of goods from the insurance
premium/policy.

Clean Documents

Q25. Write a short note on advances against
documents of title to goods. State the
precautions to be taken by a banker while
accepting the documents of title to goods as
security.

7.

Answer :

8.

Advances Against Documents of Title to Goods

The banker can take control over the goods, store
them and dispose them when the customer fails to take the
delivery of goods.

These are the most popular documents among banks.
Documents of title to goods are the proof of possession and
control of goods. They can be transferred through delivery,
endorsement and mere delivery. For banks, dealing with
such documents are much easier than dealing with physical
goods. Hence, the documents of title to goods represent the
goods in actual practice.

Precautions while Accepting the Documents of
Title to Goods
The following precautions must be taken by a banker
while accepting the documents of title to goods as security,

1.

Character of Borrower

A banker must take into consideration the character,
integrity, honesty, credit worthiness and capacity of the
borrower at the time of lending against documents of title
to goods.

The banker should grant loan against documents
of title to goods only when the customer is having clean
documents.

9.

Control Over Goods

Trust Receipt

When the bill of lading and other related documents
are under the responsibility of the customer, the banker must
take the trust receipt in order to enable the customer to take
the delivery of goods.

5.5.1.4 Precautions to be taken while
Advancing Loans Against Real Estate

026. Write a short note on advances against
real estate. What are the causes of refusing
real estate as security by a bank? State the
precautions to be taken by a bank while lending
money against the security of real estate.
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Title Verification

Answer :

1.

Advances Against Real Estate

While advancing against real estates as security, the
banker should verify the title deeds through its solicitors and
find out whether the property is disputed or not.

Commercial banks does not prefer to grant loan
against real estates because it involve heavy risk. In case
when the customer do not have any other security to offer,
then only the banks accept real estate as security. As the name
indicate “real estate” are immovable properties including
tangible assets such as land, building etc.

Causes of Refusing Real Estate as Security
The following are the causes of refusing or drawbacks
of real estate as security,

1.

Customer’s Title

The major drawback while advancing against real
estate is customer’s title. It becomes difficult for the banker
to know the customer’s interest in the property. In case of
agricultural land as security, the banker has to spend more
money and time to verify the customer’s title and on the
other hand the property will be a disputed one.

2.

Large Expenses

A customer will take long term loan against real estate
as he has to spend large amount in mortgaging the property.

3.

Valuation

Valuation of property is another major demerit for
banks. The banks has to appoint qualified valuers to value
the construction and location of immovable property which
is another expense for banks.

2.

Land Tenure Charges

The banker must have the knowledge of mortgaged
property, whether the land is freehold, leasehold or stateowned and what are the charges involved in the tenure of
land.

3.

Property Valuation

The banker must appoint expert valuers to value the
property because he may not able to value the mortgaged
property carefully. The valuation involves,

(i)

Property location

(ii)

Right of ownership

(iii)

Rental value

(iv)

Type of construction

(v)

Land size and structure.

4.

Insurance Cover

The bank should confirm whether the mortgaged
property has a insurance cover against fire and other
calamities. The policy must be assigned in favour of bank
only.

5.

Margin

As a mortgagee of the property, the banks need to
maintain property account, administer it and collect rent of
land and building.

The banker must keep a 50% to 60% margin of the real
value of property as security while granting loan against real
estates as security. For example, if the value of the property
is ? 6000/- the bank must grant loan of? 3000/- or less than
that in order to avoid risks.

5.

6.

4.

Property Administration

Legal Formalities

There are many legal formalities to be carried out in
advancing against real estate like preparation of mortgage
deed, its registration, stamp duty payment etc.

6.

Delay in Realization

When the customer fails to repay the loan amount, the
banker does not able to realize the property amount instantly,
because there are many formalities involved in the sale of
mortgaged property. The banker needs to wait for many
months in order to get back the money.

7.

Maintenance

The banker has to look after the mortgaged property
and spend more on its maintenance when the customer fails
to repay the loan amount.

Precautions in Advancing Against Real Estate
The following are the precautions need to be taken
by the banker while advancing against real estate,

Legal Mortgage

Sec. 59 of the Transfer of Property'Act, 1882 states
that a 100 rupees mortgage deed need to be prepared and get
registered with the registrar of companies within 30 days of
their creation. Such deed must be signed by the Mortgagor
along with two witness.

7.

Tax and Rent Payment

Before granting loan against real estates as security,
the banker must get all the rent payments and tax payments
receipts of property from the customer along with the title
deeds and verify whether all dues are cleared or not.

8.

Clearance of Income Tax

The banker must get the property clearance certificate
from the customer issued by the income tax office. According
to Sec. 230 (A) of Income Tax Act, 1961, registration of
property (apart from agricultural land) is to be valued at
above ? 50,000/-.
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5.5.1.5 Precautions to be taken while
Advancing Loans Against Insurance
Policies

Q27. Write a short note on advances against life
insurance policies. State the precautions to be
taken by a banker while accepting life insurance
policies as security.
Answer :

Advances Against Life Insurance Policies
The bankers may accept life insurance policies as a
main security or a supplementary security. Supplementary
security is very beneficial as it cover the signature by the life
of the guaranter. On the other hand, in case of life insurance
policy as a main security, the banker may advance 80% to
90% of its surrender value. In India life insurance policies
are carried out by LIC (Life Insurance Corporation) of India.
They offer many policies such as whole life policy, joint
life policy, money back policy etc. 90% of surrender value
for the policies in force. 85% of surrender value for paid up
policy.

Precautions in Advancing Against Life Insurance
Policies
The following precautions must be taken by the
banker in advancing against life insurance policies,

1.

Interest of Insurance

Interest of insurance is needed for the validity of
insurance policy. Interest is contained for the following cases,
(i)

In case of husband in the life of his wife.

(ii)

In case of wife in the life of his husband.

(iii)

In case of any other person in his/her life.

6.

Certain Policies

The banker should not grant loan against the policies
which comes u/s 6 of the Married Women’s Property Act.
Because such policies are not legally assigned.

7.

Legal Assignment

The banker must take the legal assignment of the
policy before advancing against life insurance policy.
Section 38(1) of the Insurance Act, 1938, states that “the
assignment can be made either by an endorsement on the
policy itself or by a separate instrument signed in either case
by the transferor or his duly authorized agent and attested
by atleast one wittness specifically setting forth the fact of
transfer/assignment”.

8.

Limitation on Policy

Before accepting a life insurance policy as a security,
the banker must confirm from the LIC of India that there are
no limitations or charges against the policy.

5.5.1.6

Favoured Endowment Policy

The banker must accept endowment policy while
advancing against life insurance policy as security because
it contains a definite maturity rate. If he accept a whole life
policy then he has to wait for a longer period of time to
realize his money.

2.

5.

Age of Insured

Precautions to be taken while

Advancing Loans Against Collateral
Securities

Q28. What do you mean by collateral securities? What
are its different forms? State various types of
collateral securities and their precautions while
advancing against them.
Answer :

Age of insured duly admitted by the LIC of India
must be carefully examined by the banker before granting
against lie insurance policy.

3.

No Restrictions on Assignment of Policy

The banker must carefully check that there are no
restrictions on assignment of policy before granting loan
against life insurance policy.

4.

Collateral Securities
These are substantial securities pledged by the
customer to secure loan from banks raw materials, goods and
other assets are regarded as collateral securities, the banks
will grant loan and advances against them.

Forms of Collateral Securities
The different forms of collateral securities are,

Margin

The banker must set the margin of 80% to 90% of the
surrender value of the policy. He can increase the percentage
of loan, incase of endowment policy when he is satisfied that
the policy premium is regularly paid.

1.

Lien

2.

Pledge

3.

Mortgage.
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1.

Lien

It is stated in under section 171 of contract Act, 1872.
Under this form, the customer has to deposit certain goods
or properties as security to the bank in order to get a loan
against them. The bank cannot sell the goods or properties of
the customer without prior permission from the court when
the customer fails to repay the loan amount in time.

2.

Pledge

It is stated in under section 172 of contract Act, 1872.
“Bailement of goods on security for payment of Dept or
performance of promise. Under this form when the customer
fails to repay the loan amount in time, the bank can auction
the securities of the customer and realize its loan amount
through auction.

3.

Mortgage

4.

Real Estates/Property

For answer refer Unit-V, Page No. 106, Q.No. 26,
Topic: Advances Against Real Estate.

Precautions in Advancing Against Real Estate/
Property
For answer refer Unit-V, Page No. 106, Q.No. 26,
Topic: Precautions in Advancing Against Real Estate.

5.

Life Insurance Policies

For answer refer Unit-V, Page No. 107, Q.No. 27,
Topic: Advances Against Life Insurance Policies.

Precautions in Advancing Against Life Insurance
Policies
For answer refer Unit-V, Page No. 107, Q.No. 27,
Topic: Precautions in Advancing Against Life Insurance
Policies.

It is stated in under section 58 of Transfer of Property
Act. Under this form, the customer deposit his property as
security to the banks to get a loan against property. When
the customer fails to repay the loan amount in time, then
the bank has a authority to sell the property in the market
an realize the loan amount.

6.

Types of Collateral Securities and Precautions in
Advancing Against them

For answer refer Unit-V, Page No. 109, Q.No. 29,
Topic: Precautions while Granting Loans Against Fixed
Deposit Receipt.

The following are the different types of collateral
securities along with their precautions,

1.

Goods

For answer refer Unit-V, Page No. 104, Q.No. 24,
Topic: Advances Against Goods.

Precautions in Advancing Against Goods
For answer refer Unit-V, Page No. 104, Q.No. 24,
Topic: Precautions in Advancing Against Goods.

2.

Documents of Title to Goods

Fixed Deposit Receipts

For answer refer Unit-V, Page No. 109, Q.No. 29,
Topic: Advances Against Fixed Deposit Receipt.

Precautions in Advancing Against Fixed Deposit
Receipt

5.5.1.7 Precautions to be taken while
Advancing Loans Against Banking
Receipts
Q29. Write a short note on advances against fixed
deposit receipt. State the precautions to be
taken by a banker while granting loans and
advances against fixed deposit.
Answer :

Advances Against Fixed Deposit Receipt

For answer refer Unit-V, Page No. 103, Q.No. 23,
Topic: Advances Against Stock Exchange Securities.

Bank receipts usually involved various kinds of
receipts like deposit receipt, withdrawal receipts, accounts
payable receipts, account receivable receipts etc. However,
the most common and directly connected receipt with bank
is the fixed deposit receipt. In some cases these are also
referred as bank receipts. The time period for such receipts
ranges from 15 days to 60 months. A fixed deposit receipt
will be issued by the bank, when the customer deposit his
money for certain fixed period as security to get loan against
fixed deposit receipts. These receipts cannot be withdrawn
by the customer before its maturity date mentioned in the
receipt.

Precautions in Advancing Against Documents
Against Stock Exchange Securities

Precautions While Granting Loans Against Fixed
Deposit Receipt

For answer refer Unit-V, Page No. 104, Q.No. 23,
Topic: Precautions while Advancing Against Stock Exchange
Securities.

The following precautions must be taken by the
banker while granting loans and advances against fixed
deposit receipts,

For answer refer Unit-V, Page No. 105, Q.No. 25,
Topic: Advances Against Documents of Title to Goods.

Precautions in Advancing Against Documents
Against Title to Goods
For answer refer Unit-V, Page No. 105, Q.No. 25, Topic:
Precautions While Accepting the Documents ofTitle to Goods.

3.

Stock Exchange Securities
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Original Depositor

The banker must check that the original name of
the depositor is written on the fixed deposit receipt before
advancing against fixed deposit receipts. If there are more
Than two persons involved in the fixed deposit receipt then
the loan is granted to only one person. A letter of authority
?igned by the depositors must also be collected by the banker.

2.

Issue of Receipt by Concerned Bank

While advancing money against fixed deposit receipts,
the receipt must be issued by the concerned bank only. The
rank will not accept such receipts which are issued by other
banks.

3.

Margin

The banks must set the loan margin ranging from 5%
to 10% the value of the loan must not be more than the value
of the fixed deposit receipt.

4.

Maintain Ledger and Register

A banker must maintain a note of its lien in the receipt,
fixed deposit ledger and register after granting loans and
advances against fixed deposit receipts.

5.

Rate of Interest

The banker must obtain 2% interest rate when
the deposit is in the name of the original depositor while
advancing against fixed deposit receipts.

6.

Other Precautions

Some other precautions which the banker must take
while advancing against fixed deposit receipts are,
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(i)

Ascertain the ownership of the balance funds in the
account of the debtor.

(ii)

Ascertain the ownership of specific goods or services
purchased using the debt amount.

Clayton’s verses Devaynes Case(1816)
Mr. Clayton was a customer at Devaynes Nobel
Bank and had a balance of £ 1,713 pounds in his account.
He withdrew more than that amount from his account, thus
creating an overdraft in his name. The banking partner
Devaynes died in the meantime. Later, Mr Clayton repaid
the money due to the bank and also made further money
deposit into the banking firm. After some time, the bank
went bankrupt and Mr Clayton claimed for the deposits he
made into the bank. Sir William Grant, the judge held that the
deseased banking partner Mr Devaynes is not liable to pay
to Mr Clayton because the payments, made by the surviving
banking partners had completely discharged the liability of
the banker to Mr Clayton.
This banking rule is popularly known as “the rule
in Clayton’s Case” and is applicable to current accounts in
banks, which are overdrawn. Thus if a banker wishes that
the Clayton’s case rule is not applied, he need to break the
account. He may suggest to the customer to open a new
account. In such a case, the Clayton’s rule would not be
applicable to the new account as both would be considered
to be two separate accounts. It is a very important banking
rule which is followed widely globally.

5.7

GARNISHEE ORDER__________________

(i)

He should not grant loan and advances to the minor.

Q31. Explain Garnishee Order.

ii)

An actual possession of letter signed by the depositors
must be taken by the banker when the customer fails
to repay the loan amount on the maturity date.

Answer :

Model Paper-Ill, Q13(b)

Q30. Explain the rule in Clayton’s Case.

The concept of ‘Garnishee Order’ is a very important
concept of banking law and is applicable in the case of the
bank getting an order from the court. The four important
parties involved in the concept of a ‘ Garnishee Order’ are,

Answer

(i)

The Account holder

(ii)

The Banker

(iii)

The Court

(iv)

The Creditor/ Aggrieved party.

5.6

RULE IN CLAYTON’S CASE

The rule in ‘Clayton’s case is an a very simple yet
important rule in banking law. This rule states that the debtors
• having multiple debts) who is making the payment to his
creditors has a right to decide about which debts he would
like to pay off first.

In case there are no instructions from the debtors, the
creditor(who had provided multiple debts) has the right to
instruct the bank about which debts money be cleared first,
“urther, if there is no instruction to the bank from either the
debtors or the creditors, in such a case, the banker is required
to pay for the first debts item and discharge it first, that is,
he banker is needed to follow the FIFO (First In, First Out
Rule). Further, this simple banking rule is also applied to,

The term Garnishee is derived from the latin word “
gamire” which means “to warn”. It is a warning order from a
competent legal court, to the bank to stop making payments
out of a particular account, until further notice.
Professor Sheldon had defined Garnishee order as” It
is an order obtained by a judgement creditor attaching funds
in the hands of a third party, who owes the judgement debtor
money, warning the third party not to release the money
attached until directed by the court to do so”.
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From this definition we can understand that,

(a)

A garnishee order is an order from the court to the banker.

(b)

It is a warning order which directs the bank to stop making payments from a particular account holders account until
further instructions.

(c)

It is issued by the bank when any aggrieved party files a case against the account holder, to whom he had provided
credit.

For example. Mr A provides a legal credit of 10 lakhs to Mr B. At the time of repayment, if Mr B refuses to pay back
the amount to Mr A, then Mr. A can file a case in the court of law. After hearing the case, if the court thinks fit, it may issue
a ‘Garnishee Order’ to the bank in which Mr B has an account. On receiving this order, the bank would stop honouring
any cheques issued by Mr B, against that particular bank account, until further instructions from the court.
It is important to note that a garnishee order would be issued by the court in two parts,

(a)

Order Nisi

Under this order, the court instructs the bank not to release any funds from the bank account of a particular customer,
until further instructions from the court. In the meantime, the judgement debtor is asked to appear in the court for further
proceedings.

(b)

Order Absolute

It is a court order issued after the hearing of the court case. In this, the court orders the bank how much money need
to be keep separately and how the remaining funds be released. The banker need to follow the court order in letter and
spirit.

5.8

MORTGAGE - FEATURES

Q32. What do you mean by the term mortgage? State its essential features.
Answer :

Mortgage
Any person who wishes to secure a bank loan would opt to mortgage his immovable property with the bank, as
a security against the debts (loan amount) he is taking from the bank. The concept of mortgage is governed under the
provisions of “The Transfer of Property Act, 1882”, which defines mortgage as “ the transfer of interest in a specific
immovable property for the purpose of securing the payment of money advanced or to be advanced by way of loan, an
existing or future debts or the performance of an engagement which may give rise to a pecuniary liability.”
Thus it may be understood that mortgage is a charge granted by the borrower of money to the lender of money, as
a security against the repayment of the borrowed loan. The person who borrows the money is called as the “Mortgagor”
and the person who lends the money is called as the “Mortgagor”. The instrument deed is known as “mortgage deed”.

Essential Features of Mortgage

(a)

Fixed/ immovable Property

It is the most important feature of mortgage. A mortgage deed can be made only in respect of immovable physical
properties . For example, land, building, machinery, standing crops, trees in a forest etc.

(b)

Specific Property

A mortgage deed can come into effect with respect to a specific property only. The property’s location, size and
other details need to be clearly mentioned.

(c)

Transfer of Interest

An important essential feature of mortgage is that a mortgage requires the transfer of interest from the mortgagor
to the mortgagee. However transfer of interest does not mean the transfer of ownership of the property.
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Purpose of Mortgage

d)

The goal of mortgage is to secure a loan or performance of a specific engagement. Any other purpose does not
constitute as a mortgage.

Retransfer of Property

(e)

On the repayment of the property, the specific mortgaged property need to be transferred back to the mortgagor
This transfer must be for debt obligation.

(f)

Sale of Property
As per the mortgage deed, the mortgagee may sell the property to recover the dues of the loan provided.

(g)

Immovable Property
Immovable property must be specific regarding name, location and size of properties.

5.8.1

Types of Mortgage - Loans Against Equitable Mortgage, Legal Mortgage - Distinction
between Legal Mortgage and Equitable Mortgage

Q33. Discuss briefly various types of mortgages.
Answer ;
Mortgage is defined under section 5 8 of the transfer of property act “as the transfer of an interest in specific immovable
property for the purpose of securing the payment of money advanced or to be advanced by a loan, an existing or future
debt or the performance of an engagement which may give rise to a primary liability”.
All types of mortgages are governed by the “ Transfer of Property Act”. This Act recognizes the following six types
of mortgages,

(a)

Simple Mortgage

Under this types of mortgage, the mortgagor personally binds himself to the mortgagor for the repayment of the
loan money. It is known as a simple mortgage because no physical property is involved as guarantee. Further, in case of
any default of payment by the mortgagor, the mortgagee can only sell the property mortgaged through the interv ention of
the court of law.

(b)

Legal Mortgage

The mortgagor transfer legal title of the mortgaged property in favour of mortgage by a deed. On the payment of
mortgage money, the titled to the mortgaged property is re-transferred to the mortgagor. In this type the transfer of legal
title involves expenses in the form of stamp duty and registration charges.

(c)

Equitable Mortgagee
The mortgagor transfers the documents of title of the mortgagee for the purpose of creating an equitable interest
of the mortgagee in the property. The mortgagor undertakes through a memorandum of deposit to execute a legal
mortgage in case he fails he need to repay the mortgage money.

(i)

The property is transferred in absolute in the name of the mortgagee.

(ii)

The transfer is subjected to the condition that property would be re-transferred on repayment of the money.

(iii)

The mortgagor is also personally liable towards the repayment of the loan money.

(d)

Unsufructuary Mortgage
The unique features of this type of mortgage are,

(i)
(ii)

The mortgagee gets the possession of the mortgaged property.

He can receive incomes arising out from the property such as rents or profits etc. He can utilize such incomes towards
the reduction of the loan amount.
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(iii)

He cannot sell the property.

(iv)

He would become the rightful owner of the property after 60 years, if the mortgaged amount is not repaid back.

(e)

Title Deed Mortgage

Under this type of mortgage little title deeds of the property are deposited. The main intention is to secure a loan. It
is also known as equitable mortgage.

(f)

Anomalous Mortgage
Any mortgage apart from the above five types of mortgage is known as anomalous mortgage.

Q34. Write about legal and equitable mortgage and differentiate between them.

Answer
Legal Mortgage
A legal mortgage is defined as “ the creation of deed of a legal estate or interest inland as a security for the payment
of money due or to become due in favour of the person who takes the security, subject to the mortgagor’s right to have
the estate so created extinguished or repayment of the loan with interest”. Thus it may be stated that in the case of legal
mortgage, transfer of legal rights is an important element of the mortgage deed.

Equitable Mortgage
It is a very simple type of mortgage. It can be created through a simple expressed or implied agreement between the
mortgagor (borrower) and the mortgagee(lender). Thus under equitable mortgage, a mortgage deed is created by simply
depositing the title deed with the mortgagor with the purpose of providing the mortgagee an equitable interest in the property,
as a security against the monetary loan taken from him.

Differences between Legal Mortgage and Equitable Mortgage
Equitable Mortgage

Legal Mortgage
1.

1.

The debtor customer deposits title deed with the banker.

It is also known as English mortgage and involves 2.

It does not require any stamp duty. Only depositing the

stamp duty and registration charges,thus it is

title deed is needed. Thus it is cheaper.

The legal mortgagor transfers legal title to the

mortgage by a deed.

2.

expensive.
3.

4.

The mortgagor has the right to sale of property by 3.

The mortgagee need to approach court to sell the

himself.

mortgaged property.

The legal interest of the mortgaged property is 4.

The legal interest is not transferred to the mortgagee.

transferred to the mortgagor.

5.

Creating a legal mortgage deed is expensive and 5.
time consuming.

Creating an equitable mortgage is quick, easy and cheap.

6.

This type of mortgage is allowed across India. It is 6.
expensive, yet a common type of mortgage.

Equitable mortgage is allowed in the metro cities of

7.

It is a complex type of mortgage.

7.

Delhi, Mumbai, Kolkata and Chennai only.

In comparison to legal mortgage, it is very simple type
of mortgage.

It may be concluded that legal mortgage ( english mortgage) and equitable mortgage are two quite opposite type ■
mortgages.
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LATEST TRENDS IN DEPOSIT MOBILIZATION___________

Q35. What do you mean by deposit mobilization? What are the latest trends in deposit mobilization?
Answer

Deposit Mobilization
All banks deal with money. Their primary job is to accept cash deposits and provide credit to customers. Thus they
primarily deal with cash deposits. A successful bank is one which can mobilize huge amount of cash.

Deposit mobilization may be defined as the mobilization/gathering of deposits (cash) by the banks. Banks employ
a variety of means for the purpose of deposit mobilization.

Latest Trends/ Methods of Deposit Mobilization
In recent years, banks have come up with creative innovative saving schemes for mobilizing of deposits from their
customers. Some of the creative methods/ trends of deposit mobilization are,

(i)

Cash Certificates

Under this method of deposit mobilization, the customer is provided a cash certificate for the cash he deposits in the
bank, for a predefined fixed period of time. These cash certificates are encashable after the maturity period and are paid
along with interest.

(ii)

D.S.S

It stands for daily saving scheme. The target customer are the daily wage earners who can deposit small sum of
money on a daily basis. The syndicate bank was the first bank in India to state this deposit mobilization scheme.

(iii)

Children Saving Scheme

Under this scheme, children are encouraged to deposit money into their accounts, thus encouraging saving habits
among children.

(iv)

Ladies Department

Some banks come up with exclusive ladies departments to attract cash deposits from women customers. These
departments provide tailor made benefits for individual women customers, with the intention of deposit mobilization.

(v)

Monthly Income Scheme

This method of deposit mobilization encourages customers to pack their extra cash with the bank. Monthly interest
is paid in cash or credited to the account of the customer.

(vi)

Farmers Deposit Scheme

This scheme aims to mobilize deposits from the farmers through providing them options to deposit cash at the time
of harvest.

(vii)

Education Plan

Under this cash deposit mobilization scheme, customers are encouraged to deposit ? 100 per month per child, till he
completes Class VII, after which a lumpsum amount along with an attractive interest is paid.
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INTERNAL ASSESSMENT
I.

Multiple Choice
1.

The document signed and issued by the captain of the ship is called______

[

1

[

]

[

]

[

]

t

]

[

1

f

]

(a) Dock warrent
(b) Bill of Lading

(c) Delivery Order
(d) Railway Receipt
2.

The document issued by the warehouse proprietor is___________ .

(a) Delivery order
(b) Warehouse order

(c) Dock warrent
(d) Warehouse receipt
3.

The right to sell mortgaged property is contained under section_________

(a) 39
(b) 49
(c) 69

(d) 59
4.

Who would issue a notice to the company regarding interest in the company?

(a) Owner

(b) Banker
(c) Creditors

(d) Third Party
5.

The transfer of interest in a specific property for the purpose of securing loan is
(a) Lein

(b) Pledge
(c) Insurance

(d) Mortgage

6.

There are primarily

types of mortgage.

(a)
(b)

(c)
(d)

7.

Title deed mortgage is also called as___

(a) English mortgage
(b) Simple mortgage

(c) Equitable mortgage
(d) Legal mortgage
8.

The simplest form of mortgage is___ _

mortgage.

(a) Equitable

(b) Legal

(c) English
(d) Title deed
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The complex form of mortgage is_________ mortgage.

(a) Title deed
(b) Equitable

(c) English
(d) Legal
10.

The receipt issued by the railway company is__________ .

[

(a) Railway receipt
(b) Delivery order

(c) Dock warrent
(d) Freight receipt

II.

Fill in the Blanks
1.

The collecting banker acts as a_________ .

2.

__________refers to the act of overdrawing from the bank account.

3.

The other name for dishonoured cheque is_________ .

4.

Goods acts as_________ and can be sold off in the market to payoff for loan amount.

5.

The receipt issued by the warehouse owner is called_________.

6.

The document issued by the dock company is called________ .

7.

The term Garnishee is derived from the latin word_________ .

8.

Provision of mortgage are contained in_________ .

9.

The person who mortgages his property is called______ .

10.

Legal mortgage is also called_________ .

KEY
I.

II.

------

Multiple Choice
1-

(b)

2.

(a)

34.

(c)
(b)

5-

(d)

6.

(b)

7.

(c)

8.

(a)

9.

(d)

10.

(a)

Fill in the Blanks
1.

Holder of Value

2.

Overdraft

3.

Bounced cheque

4.

Tangible securities

5.

Delivery order

6.

Dock warrent

7.

Garnire

8.

Transfer of Property Act 1882

9.

Mortgagor

10.

English mortgage.
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III.
Q1.

Very Short Questions and Answers
Write a note on Negotiable Instrument.

.

/’

». ,
V

Answer :
“A negotiable instrument is the property which is acquired by anyone who takes it bonafide and for value not
withstanding any defect of title in the person from whom he took it.
- Justice Willis

According to Section-13 “A negotiable instrument means a promissory note, bill of exchange or cheque payable
either to order or to bearer”. Whether the words order or bearer appear in the installment or not.

Q2.

Who is a Payee Banker?

Answer :
The bank on which a cheque is drawn, the bank whose name is printed on the cheque and which makes the payment

by deducting the amount from customer’s account for which the cheque is drawn is known as payee banker.

Q3.

Write a note on Loans and Advances.

Answer :

According to Section 5(n) of the Banking Act, 1949, a secured loan or advance is “loan or an advance made on the
security of assets the market value of which is not at any time less than the amount of such loan or advance”.
Loans is a facility which is provided by a lender to the borrower by lending money which is to be repaid at a specific

future date along with interest amount. Loans which are provided against the personal security of the borrower are called

as unsecured advance and the loans given against tangible assets are known as secured advance.

Q4.

Define Garnishee Order.

Answer :
The concept of ‘Garnishee Order’ is a very important concept of banking law and is applicable in the case of the
bank getting an order from the court. The four important parties involved in the concept of a ‘ Garnishee Order’ are,

(i)

The Account holder

(ii)

The Banker

(iii)

The Court

(iv)

The Creditor/ Aggrieved party.

Q5.

What do you mean by Deposit Mobilization?

Answer :
Deposit mobilization may be defined as the mobilization/gathering of deposits (cash) by the banks. Banks employ
a variety of means for the purpose of deposit mobilization.
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Unit-1
SHORT QUESTIONS
Q1.

Q3.

What is a commercial bank?

Answer :

Important Question

Answer :

ESSAY QUESTIONS

Define bank.

Answer :

Important Question

Q1.

Explain origin and growth of banking in India.
Explain the evolution of banking system in
India.

Answer :

Q2.

Q3.

Important Question

Answer :

Important Question

Q5.

Explain the functions of RBI.

Answer :

Discuss various types of banks.

Answer :

Important Question

For answer refer Unit-II, Page No. 32, Q.No. 9.

For answer refer Unit-I, Page No. 12, Q.No. 13.

Q5.

Important Question

For answer refer Unit-II, Page No. 35, Q.No. 12.

Distinguish unit banking with branch banking.

Answer :

Discuss the important tools of monetary policy.

Answer :

For answer refer Unit-I, Page No. 5, Q.No. 7.

Q4.

Important Question

For answer refer Unit-II, Page No. 31, Q.No. 8.

Q4.

Important Question

Explain management and organizational
structure of RBI.

Answer :

For answer refer Unit-I, Page No. 10, Q.No. 12.

Define bank and what are its features.

Important Question

For answer refer Unit-II, Page No. 33, Q.No. 11,

Write in detail about commercial banks.

Answer :

What is Monetary Policy? Discuss its nature
and objectives.

Answer :

Important Question

For answer refer Unit-I, Page No. 4, Q.No. 6.

Q3.

Important Question

For answer refer Unit-II, Page No. 30, Q.No. 7.

ESSAY QUESTIONS

Q2.

Explain the constitution and objectives of RBI.

Answer :

For answer refer Unit-I, Page No. 2, Q.No. 2.

Q1.

Important Question

For answer refer Unit-II, Page No. 28, Q.No. 3.

For answer refer Unit-I, Page No. 2, Q.No. 1,

Q2.

What is Monetary Policy? What are its
objectives?

Unit-3
Important Question

_____ For answer refer Unit-I, Page No. 6, Q.No. 8._____

Unit-2

SHORT QUESTIONS
Q1.

What are the key functions of DCC Banks?

Answer :

SHORT QUESTIONS
Q1.

For answer refer Unit-Ill, Page No. 44, Q.No. 2.

Q2.

What are the functions of RBI?

Answer :

Important Question

For answer refer Unit-II, Page No. 28, Q.No. 1,

Q2.

Write a brief note on Reserve Bank of India Act,
1934.

Answer :

Important Question

Important Question

For answer refer Unit-II, Page No. 28, Q.No. 2.

Explain about Regional Rural Banks (RRBs).
Give some examples.

Answer :

Important Question

For answer refer Unit-Ill, Page No. 44, Q.No. 3.

Q3.

What are the achievements of NABARD?

Answer :

Important Question

For answer refer Unit-Ill, Page No. 45, Q.No. 5.
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Q2.

ESSAY QUESTIONS
Q1.

On what basis are the DCC Banks in India
categorised? Also write about its size and area.

Answer :

Important Question

For answer refer Unit-Ill, Page No. 47, Q.No. 9.

Q2.

Explain in detail about Regional Rural Banks
(RRBs).

Answer :

Important Question

For answer refer Unit-Ill, Page No. 50, Q.No. 13.

Q3.

What is a District Central Co-operative Bank
(DCCB)? What are its main functions?

Answer :

Important Question

Answer t

Write in detail about contemporary banks in
India.

Answer :

Q3.

Explain in detail about opening of an account.

Answer :

Q4.

Discuss briefly about various types of
customers.

Answer :

Answer :

Important Question

_____ For answer refer Unit-Ill, Page No. 51, Q.No. 15.

Q5.

Explain the conditions required for a minor
during the opening of an account and while
entering into a contract.

Answer :

Unit-5
SHORT QUESTIONS
Q1. State the advantages and disadvantages of
goods as securities against bank advances.

Q1.

Answer :

Important Question

Q3.

Define the term bank and banker.

Answer :

Important Question

For answer refer Unit-IV, Page No. 66, Q.No. 2.

Q3.

Write about bank-customer relationship.

Answer :

Important Question

For answer refer Unit-IV, Page No. 67, Q.No. 3.

Q4.

Answer :

State the advantages and disadvantages of
documents of title to goods as securities
against bank advances.

Answer :

Important Question

For answer refer Unit-V, Page No. 85, Q.No. 3.

ESSAY QUESTIONS
Q1. Define the term negotiable instrument. Explain
the characteristic features of negotiable
instruments.
Answer :

Define KYC.

Important Question

_____ For answer refer Unit-V, Page No. 84, Q.No. 2.

For answer refer Unit-IV, Page No. 66, Q.No. 1.

Q2.

What are the important documents of title to
goods?

Answer :

Define the term customer. State its features.

Important Question

_____ For answer refer Unit-V, Page No. 84, Q.No. 1,

Q2.
SHORT QUESTIONS

Important Question

_____ For answer refer Unit-IV, Page No. 76, Q.No. 12.

Answer :

Unit-4

Important Question

_____ For answer refer Unit-IV, Page No. 74, Q.No. 11.

Important Question

Define NABARD and explain the silent features
NABARD.

Important Question

_____ For answer refer Unit-IV, Page No. 72, Q.No. 10.

For answer refer Unit-Ill, Page No. 49, Q.No. 12.

Q5.

Important Question

_____ For answer refer Unit-IV, Page No. 71, Q.No. 9.

For answer refer Unit-Ill, Page No. 47, Q.No. 8.

Q4.

What is KYC? Write in detail about the recent
KYC norms suggested by RBI.

Important Question

_____ For answer refer Unit-V, Page No. 87, Q.No. 7.
Important Question

Q2.

For answer refer Unit-IV, Page No. 67, Q.No. 4,

Who is a paying banker? What are its duties
and responsibilities of paying banker?

ESSAY QUESTIONS

Answer :

Q1.

_____ For answer refer Unit-V, Page No. 97, Q.No. 15,

Define the term banker and customer. State the
relationship between banker and customer.

Answer :

Important Question

Q3.

Explain Garnishee Order.

Answer :

For answer refer Unit-IV, Page No. 69, Q.No. 8.
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Important Question

Important Question

For answer refer Unit-V, Page No. 110, Q.No. 31.

