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Module 1
Introduction to Banking

Introduction:

A bank is an institution which deals with money & credit. It accepts from the public, makes the funds available to those who need them, & helps in the remittance of money from one place to another.

Meaning:
According to Crowther, a bank “collects money from those who have it to spare or those who are saving it out of their incomes, and it lends this money to those who require it.”

Types of Banks:
Banks can be classified into various types on the bases of their functions, ownership, domicile, etc.
The following are the various types of Banks:

1. Commercial Banks: The Banks which perform all kinds of banking business and generally finance trade and commerce are called commercial banks. Since, their deposits are for a short period, these banks normally advance short term loans to businessmen and traders and avoid medium and long term and long term lending. However, recently. Commercial banks have also extended their areas of operation to medium term and long term finance.
2. Industrial Banks: Industrial banks also known as investment banks mainly meet the medium term and long term financial needs of the industries. The main functions of Industrial banks are:
a. They accept long term deposits
b. They grant long term loans to industrialists to enable them to purchase land, construct factory buildings, purchase heavy buildings, etc.
c. They help sell or underwrite the debentures and shares of industrial firms.
d. They can also provide information about the general economic position of the economy: Example: Industrial Development bank of India (IDBI); Industrial Finance Corporation of India (IFCI); State Finance Corporations (SFC)

3. Agricultural Banks: Agricultural credit needs are different from those of Industry and Trade. The Agriculturists require:

a. Short term credit to buy seeds, fertilizers and other inputs.

b. Long Term credit to purchase land, to make permanent improvements on land, To purchase agricultural machinery and equipment, etc

In India Agricultural Finance is generally provided by co-operative institutions. Agricultural co-operatives provide short-term loans and Land Development banks provide Long term credit to the agriculturists 

4. Exchange Banks: Exchange banks Deal in foreign exchange and specialize in financing foreign Trade. They facilitate international payments through the sale and purchase of bills of exchange and thus play an important role in promoting foreign trade.
5. Savings Bank: The main Purpose of saving banks is to promote saving habits among the general public and mobilize their small savings. In India, postal saving banks do this job. They open accounts and issue postal cash certificates.
6. Central Bank: Central bank is the apex institution which controls, regulates and supervises the monetary and credit system of the country. The Important functions of the central bank are:
a. It has the monopoly of note issue.
b. It acts as a banker, agent and financial advisor to the state.
c. It is the custodian of member banks reserves.
d. It is the custodian of national reserves of international currency.
e. It serves as the lender of the last resort.
f. It serves as the bank of central clearance, settlement and transfer
g. It acts as the controller of credit.
7. World Bank: World Bank refers to an institution which provides financial assistance to the member countries of the world. After the world wide depression and World War II, two institutions were founded in 1944, a) International Monetary Fund (IMF), b) International Bank of Reconstruction and development (IBRD) or popularly known as the World Bank. While the IMF was established to provide short-term loans to overcome the balance payments difficulties, the World Bank aimed at providing long term loans for the purpose of (a) reconstructing the war-damaged economies and (b) developing the less developed economies.
8. Classification on the Basis of Ownership: On the basis of ownership, banks can be classified into three categories:
a. Public Sector Banks: These are owned and controlled by the government: In India, the nationalized banks and the regional rural banks come under these categories.
b. Private Sector Banks: These banks are owned by the private individuals or corporations and not by the government or co- operative societies.
c. Co-operative Banks: Cooperative banks are operated on the co-operative lines. In India, co-operative credit institutions are organized under the co-operative societies law and play an important role in meeting the financial needs in the rural areas.
9. Classification on the basis of Domicile: On the basis of domicile, the banks are divided in to two categories:

a. Domestic banks: These are registered and incorporated within the country
b. Foreign banks: These are foreign in origin and have their head offices in the country of origin.
10. Scheduled and Non-scheduled Banks: A Scheduled Bank is that which has been included in the Second Schedule of the Reserve Bank of India Act, 1934 and fulfills the three conditions:
a. It has paid-up capital and reserves of at least of Rs 5 lakhs.
b. It ensures the reserve bank that its operations are not detrimental to the interest of the depositor.
c. It is a corporation or a cooperative society and not a partnership for single owner firm. The banks which are not included in the Second schedule of the Reserve Bank of India Act are non-scheduled banks.
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Commercial Banking System
The word 'Bank' is said to have been derived from the French word 'Banco' or 'Bancus' which means a 'Bench'.

Introduction: Today banks have become a part and parcel of our life. There was a time when dwellers of city alone could enjoy their services. Now banks offer access to even a common man and their activities extend to areas neither to untouched. Banks cater to needs of agriculturists, industrialists, traders and to all the other sections of the society.
Commercial banks are very important segment of the money market. They play a very important role in the economy by mobilizing savings from various sectors which is the foundation for the growth and development of the economy. In turn the growth and development of economy determines the growth of banks as well.

Definition: According to banking regulation Act, 1949 sec. 5 (b) defines the term Banking company as a company which transacts the business of banking in India and the term Banking has been defined as Accepting for the purpose of lending and investment of deposits of money from the public, repayable on demand, order or otherwise and withdrawable by cheque, draft order or otherwise'.
Functions of Commercial Banks:

I. Primary Functions:

1. Accepting of deposits 

The following are the types of deposits:

a) Current deposits account: They are, generally opened by trading and industrial concerns, public authorities, etc. Current accounts are active or running accounts which are continuously in operation. Customers can deposit any amount of money and any number of timesand their no restriction on number of withdrawals. Current deposits are repayable on demand. It is for this reason, they are also called demand deposits or demand liabilities. So, banks are required to keep the major portion of the current deposits in liquid form. Generally no interest is allowed on current deposits.
b) Fixed deposit account: They are opened by small investors who do not wan invest their money in risky industrial securities, but wish to deposit their money in banks and earn good and steady income. No introduction is necessary for opening the fixed deposit accounts, as they are not operated by cheques. Fixed amounts are deposited by customers for fixed periods at fixed rate of interest. The fixed deposits can be withdrawn, not on demand, but only after the expiry of fixed periods. It is for this reason known as time deposits.
c) Savings deposit account: They are opened by middle and low income groups who wish to save a part of their current incomes for their future needs and earn fair interest on their deposits. Customers can deposit any amount of money and any number of times. There are restrictions on the number as well as the amount of withdrawals from these accounts.
d) Recurring deposit: It is meant for people who have regular monthly incomes. They are intended to encourage the habit of saving among the depositors on a regular basis. The depositor deposits a fixed sum of money every month for an agreed period, and at the end of the specified period, he gets back the amount deposited together with the interest accrued thereon. 

2. Forms of advances
a) Loans: The banker advances a lump sum for a certain period at an agreed rate of interest. The entire amount is credited to loan a/c, interest is charged on entire amount whether the borrower withdraws in full or part. The loan may be repaid in installments or at the expiry of a certain period. The loan may be made with or without security.

Loan may be a demand loan or a terms loan. Demand loan is payable on demand, it is for meeting the working capital needs of the borrower.
Term loans may be medium term or long term loan. Medium term loans are granted for a period of one year to 5 years for the purchase of vehicles, tools and equipments. Long term loans are granted for a period of more than 5 years for capital expenditure such as purchase of land, building, new machinery etc.
b) Cash credit: This a permanent arrangement by which the customer is allowed to borrow money upto a certain limit, here the borrower withdraws the money as and which he requires and interest is charged only on the amount actually withdrawn. Cash credit arrangements are usually against pledge or hypothecation of goods. Cash credits are the most favourite mode of borrowing by large commercial and industrial concerns.
c) Overdrafts: Overdraft is an arrangement between a banker and his customer by which the latter is allowed to withdraw over and above his credit balance in the current account upto on agreed limit. This is only a temporary accommodation/arrangements usually granted against securities. Interest is charged on the amount overdrawn.
d) Bills discounted and purchased: While the traders opt for credit transaction the debtors accepts the bill drawn upon him to pay certain sum money on certain specified date by the credit-BOE. The banker discounts the BOE and credits the customer a/c, here the banker receives the interest in advance. Sometimes banks purchase the bill instead discounting them. But in almost all cases the bank holds the bill only as a security for the advance. 

3. Creation of credit: Credit creation is an important function of commercial banks. When a commercial bank advances a loan to its customers, liquid cash will not be lent. Instead it opens an account in the borrower's name and credits his account with the amount of loan. Such a deposit is indeed credit creation .and this deposit is called secondary or derivative deposit. Thus credit creation helps to increase the money supply so as to promote economic development in the country.
4. Use of cheque system: Commercial banks perform the unique function of issuing and collecting cheques. Deposits can be withdrawn with the help of a cheque as it is a negotiable instrument. It can be transferred easily from one person to another. It becomes the most developed credit instrument. In modem business world the use of cheques to settle debts is found to be more convenient form than the use of liquid cash.
5. Remittance of funds: Banks help their customers in transferring funds from one place to another by issuing bank drafts, mail transfers, telegraphic transfers and electronics transfers on nominal commission charges.
II. Secondary Functions: 

The secondary functions of a modern banker may be classified into:
1. Agency functions 2. Miscellaneous functions / General utility functions.

1. Agency functions:
The banker acts as an agent to his customers.
i. Payment and collection of dividends, salaries, pensions, telephone bills, insurance premium etc...: Customers can leave standing instructions with the banker for various periodic payments ensuring the regular payments and avoiding the trouble of performing it themselves.
ii. Purchase and sales of securities: They simply perform the function of a broker and undertake the purchase and sale of various securities like shares, stocks, debentures etc., on behalf of their customers.
iii. Acting as executor, administrator and trustee: An executor is a person appointed by a testator by a will to execute his will. When no will is prepared by the testator or when no executor is named in the will or when the executor named in the will is not available or willing to act as such, the court appoints a person called as administrator 

A trustee is a person who is entrusted with some property by the settler of the trust for the benefit of another person called the beneficiary. A modern bank serves as a trustee of its customer.
iv. Acting as attorney: An attorney is a person appointed by another person by a power of attorney to act on his behalf. As an attorney of a customer, the banker is empowered to sign transfer forms in respect of sales and purchases of securities made by him on behalf of his customers.
2. Miscellaneous functions: 
i. Safe custody of valuables: There are 2 ways through which a banker ensures safety of its customer's valuables.
a. By accepting valuable for safe custody.
b. By hiring out safe deposit lockers to the customers.

ii. Letter of credit: Letter of credit assumes great importance in international trade. Letter of credit assures payment to an exporter soon after he parts with the goods and enables the importer to make payment only after he receives the goods or the document title to goods. Thus, letters of credit facilitate foreign trade.
iii. Traveler's Cheques: A traveler's cheque can be purchased by anyone, are issued in different denominations. No commission is charged on the sale of traveler's cheque, the purchaser has to deposit the money in the issuing bank equivalent to the amount of traveler's cheque, at the time of purchase as well as at the time of encashment he has to sign in the cheque. There is no expiry period, refundable, issued in single name only and not in joint names, clubs, Societies etc.
iv. Merchant Banking: It covers a wide range of activities such as management of customers services, portfolio management, credit syndication, counseling, assisting companies in matters relating to restructuring, amalgations, mergers and take over etc., preparation of project reports, project counseling, corporate counseling, issue management, pre-investment and fleasibility.
v. Dealing in foreign exchange business: It includes, export finance, forward contract, issue of solvency certificates, banks get trade information and disseminate.
vi. Leasing Finance: The banking laws (Amendment) act, 198, enables commercial banks to carry on equipment leasing business and set up subsidiaries for carrying on such business.
vii. Factoring: Factoring is a ‘continuing arrangement between a financial institution say, a commercial bank (called the factor) and the business concern (called the customer) selling goods and services to trade customers in which the factor purchases the book debts of his client and immediately pay the client either the full value or a substantial part of the book debts, and thereafter collects the book debts from the debtors of the client on the due dates.
viii. Housing Finance: 
ix. Tax Consultancy: Banks advices on income tax and other taxes, preparing customers annual statements, claiming allowances file appeals etc.,
x. Underwriting of securities: Every modem banker underwrite the shares and debentures of trading companies. He also underwrites the securities of government and semi government institutions.
xi. Credit cards: Credit cards are issued to customers having current / saving stock. It enables a customer to purchase the goods and services upto a certain limit without making immediate payment.
xii. Gift cheques: The purchaser of the cheque need not be an account holder, it has no negotiability and its payment is made only to the payee, gifted on occasions such as wedding, birthday etc.,
xiii. Consultancy Function: The consultancy service covers technical, financial, managerial and economic aspects. This service is provided small scale industries.
xiv. Teller System: Under this system, the teller is authorized to receive cash and make payments upto limited amounts without reference to the ledger balance or the specimen signature. Now it is automated teller system.

Types Commercial banks are broadly divided into 2
1. On the basis of system 
2. On the basis of structure 

On the basis of system
1) Pure or Deposit banking: 

It is a system under which commercial banks accept deposits from the public and lend them only for a short period [not exceeding 1 yr] to industry and commerce
Merits:
1. It ensures safety and liquidity of funds, as funds are not locked up in long term Industrial finance.

Demerits:

1. It does not encourage Industrial development as industries are not provided with adequate long term finance requirement for their development.

2) Invest Banking 
It is a system which provides medium and long term finance to industry either by providing loans or subscribing to the shares/debentures of Industries concerns or by underwriting the shares/debentures issued by Industries. They also provide technical guidance to Industries. Invest banking was first developed in germany in the middle of the 19th century. In India, Invest Banking took the shape of special Industrial Finance Corporations such as IFCI, ICICI, IDBI etc. 
3) Mixed Banking

It is a system where banks provide both ST and L T finance to industrial concerns.

Merits:

1. By providing both short term and long term finance to Industries mixed banking leads to rapid Industrialization of a country.
2. Industry concerns have the advantage of receiving the expert advice and guidance of the banks on various financial matters.
3. Mixed banking enables the commercial banks to utilize their funds more profitably as they have two lines of business viz 1. Commercial banking business 2. Industrial Banking business.
4. Participation of commercial banks in the financing of Industries concerns creates greater confidence among the investing public and thereby industrial concerns can secure large finance from the public.

Demerits: 

1. It reduces the liquidity of funds of commercial banks and thereby reduces the ability of commercial banks to repay the dep of their customers on demand.
2. If the industry to which a bank has lent large amount fails the profitability of the bank also will be adversely affected.
3. In times of depression, the value of industrial sector falls down considerably. As a result, the commercial banks invested their funds on shares and debentures of industries concern have to suffer huge losses.
4. In times of boom, commercial banking is tempted to invest their funds in Industrial sector beyond safe limits.
5. Through their rep on the boards of management of Industrial concerns financed by them, commercial banks exercise direct and considerable influence on the industries. As a result industrial concerns find their freedom of action restricted.

Commercial Banking structure:

The structure of baking is also called organization of baking. It differs from country to another country, depending upon economic and political conditions. Over the years, the structure of banking also has undergone tremendous changes. The following are the several systems of banking.

1. Branch Banking: Branch banking is a system in which every bank work is a legal entity, having one board of directors and one of shareholders and operates through a network of branches spread throughout the country. The head office of the bank is located in a big city or state capital and the branches operate through out the country.
2. Unit Banking: Unit banking is a system in which a bank operates in a special area, which is smaller and limited. It operates through a single office and functions within limited resource. Unit banking is often referred to as localized banking. Unit banks may have link with a correspondent bank in the city, this arrangement helps each bank to make remittances through the correspondent banks.
3. Group Banking: In this system, two or three separately incorporated banks are brought under the control of a holding company. The holding company controls effectively all the units in the group but each bank has a separate entity. The holding company coordinates the activities of the banks of the group. The banks so brought together may be unit banks or branch banks or both.
4. Chain Banks: In this system, separately incorporated banks are brought under the common control by a device other than the holding company. For example, some group of persons may own three / four banks or some persons may be directors of several banks. Though a number of banks are brought under common control, each bank in the chain retains the separate entity and carries out the functions without the interference of any body.
5. Correspondent Banking System: It is a system in which unit bank in small towns are linked with big banks in bid cities and they act as correspondent banks to several unit banks. 

It means that the unit banks maintain some deposits with big banks in the metropolitan cities. The correspondent banks provide number of special services to unit banks such as accepting the surplus reserves, remittances facilities to other banks collection of cheques, draft and bills for the unit banks and so on.

Branch Banking Vs Unit Banking:

The branch and unit banking represents the large scale and small scale operations of business enterprises. A bank having several branches has several advantages over a bank which has no branch/branches.

Advantages of Branch Banking:
1. Large scale operations: A big bank possessing large financial resources and having a number of branches can specialise in several operations. Huge financial resources enable a bank to provide agriculture and industrial loans to large number of people. It can employ and train officers to carry on increasing responsibilities in the field of financial management, bank can extend its activities allover the country with the presence of efficient staff.
2. Geographical spreading of risks: In the branch banking system, the banks can distribute risks geographically. The banks operating through several branches diversify both deposits and assets. Deposits are mobilized from places where savings are in plenty. At the same time, loans and advances are made to those areas where there is scarcity of capital and interest rates are high. Diversification implies distribution of bank loans to different industries in different areas. There by any risk of loss can be reduced. 
Even, deposits of small amounts can enjoy the advantage of the services provided by big banks. Branch banking is convenient to operate, since transfer of funds is easy from one branch of a bank to another branch. Again, the financial resources of branch banks are large and can withstand any kind of financial chock and meet any emergency.

3. Remittances Facilities: In the branch banking system, the branches of banks are spread allover the country .As such, it is easier to transfer funds from one branch to another at a lesser cost. This facility is not available in the unit banking system. The unit banks provide the facility of transfer of funds through correspondent banks. But the cost of transfer of funds is high.
4. Economy in cash reserves: A large bank with a number of branches can carry on its lending operations with a small amount of cash reserves. The reason is that the requirements of anyone branch for extra cash can be easily met by transferring cash from some other branch, which happens to possess excess cash reserve. This advantage is deprived to unit banks.
5. Equality in interest rates: By mans of transfer of funds from the surplus areas to the deficit areas, uniformity in the interest rates can be maintained.
6. Profitable use of funds: Capital can be profitably employed by means of transferring funds to profitable industries located in port towns/industrial cities. Branch banking ensures greater mobility of funds and profitability of investments.
7. Large financial resources: The great merit of branch banking system ties in mobilizing deposits from all parts of the country .Loans and advances can be made more liberally on a large scale in this system. It is because of the huge deposits branch banks raise that they can diversify their activities.
8. Loans and advances and investments on securities: The branch banks enjoy greater scope in the distribution of assets and thus compromise the twin conflicting principles of liquidity and profitability. The banks can invest in various securities depending on the time of maturity and the interest rates. The branches can also provide loans and advances by discounting trade bills on better terms. The selection of different types of securities imparts a higher degree of safety to the bank.
9. Increase in banking facilities: Since a bank has a number of branches spread all over the country, it can provide increasing banking facilities to the customers, even in remote parts of the country.
10. Greater public confidence: A bank with huge financial resources and branches with a wide national network can command greater public confidence than small unit banks.
11. Moblisation of deposits: The success of banking depends upon the facilities to mobilize deposits from different sections of people. Branch banking can not only raise more deposits, but also diversify deposits.
12. Efficiency in Management: Branch banking can ensure maximum efficiency in management. The bank can appoint best men for top management. By providing periodical training, the officers can be made more efficient.
13. High banking standards: Branch banking can render diversified services to all sorts of customers. Since branch banking has enormous resource, it can introduce advanced banking techniques and thereby maintain high standard of operations.
14. More effective credit control: Branch banking makes central banking credit control measures more effective and easier than is possible with unit banks.
15. Greater contacts: Under branch banking, the bank can have wide contact with the customers. This helps the bank to acquire correct and reliable knowledge are regards the credit requirements of several segments of the economy. This knowledge helps the bank to plan for profitable investments of surplus funds.
Disadvantages of Branch banking:
1. Difficulty in management, supervision and control: If the expansion of the branches go beyond a limit, the administration of branches, supervision of the activities of the branches become difficult. Under expansion results in inefficient management. This also creates red tape, undue delay in decision and in action. For each and everything the branch managers seek direction from the superior officers. Ultimately, the board of management is troubled with not only decision-taking but also its day-to-day administration.
2. Possibility of monopoly: Under branch banking, there is always the possibility of large banks to become monopolies. Emergence of monopoly in banks proves detrimental to the larger interest of the country.
3. Unnecessary competition: The branches of competing banks tempt customers by offering special services and some concession. This naturally increases the expenditure of banks. Unhealthy competition may also result in the lowering of profitability.
4. Expensiveness: Branch banking is highly expensive. Maintenance of branches with several officers and supervisors for control is very expensive. They also nave spend considerable sums of money for advertisement. All these lead more expenses. The cost of control also becomes prohibitive.
5. Continuance of non-profitable branches: The branches in many business places may work profitably, but the branches in residential localities and rural places may not get sufficient profitable business. As a result, the head office of the bank has to run non-profitable branches forcibly.
6. Savings of rural places are transferred to urban places for investments: Normally, the excess of deposits mobilized in rural branches are transferred to branches in big cities for investment. Investment opportunities are denied in the rural areas. Banks consider that investment of funds in bigger cities and towns are more profitable than in smaller places and backward areas. This hinders economic development of backward areas.

Advantages of Unit banking:
1. Local interest: The unit bank serves the locality much better than the branch bank. It is because the management board of the unit bank can take up the decision on the spot itself. The local officers, who are permanent officers, can take necessary action without waiting for information from the head office.
2. Convenience of management, supervision and control: The size of the bank is very small, its management, supervision and control are very easy. Along with this, wastage and delay, which are inherent weakness of branch banking, can be overcome in unit banking.
3. Check on the formation of monopolies: There is a bank for each locality. In this system, there is scope for competition only. Hence, there is no possibility of the growth of monopolies.
4. Quick banking services: The services in unit banking are always quick, because the unit bank need not wait for directions from the central office. There is no delay in taking any decision regarding banking problems.
5. Initiative in business: The responsibility of development of banking lies with the bank itself. Therefore, the bank officer takes personal initiative on improving the business of the bank. Since the officers are well acquainted with the local problems, they can take the initiative in solving problems and taking decisions on various issues confronting the bank. This makes the banking system more elastic than what it is under the branch banking system.
6. Upholding the local interest: The unit banks, in principle, are interested in upholding the local interest. The unit banks are mainly interested in the development of industries and agriculture keeping in view the local requirements.
7. Other advantages: Since the unit banks are small when compared to the branch bank, any loss does not cause serious havoc to the credit structure of the country. Since the affairs of the banks are less scattered, there cannot be much of fraud and irregularities. Unit banking is free from diseconomies of large scale operations which are generally associated with branch banking.

Disadvantages of Unit banking:

1. Inability to finance large-scale development: One of the most glaring disadvantages of unit banking is the limited financial resources. Consequently, it cannot undertake large scale investment on development activities.
2. Absence of division of labour: The unit banks are so small in size that division of labour is impossible. Consequently, it cannot maintain efficiency. It cannot afford to adopt the latest and the most up-to-date methods of banking.
3. Inability to face a financial crisis: The financial resources of the unit banks are limited. As such, in times of crisis, it fails to face the problem.
4. Failure to provide protection to small units: The unit banks being small are unable to provide full and adequate banking facilities to small units because its area of operations is restricted and does not command adequate resources.
5. Inconvenience in remittance of funds: Since the unit bank has no branches elsewhere, remittance of funds becomes very difficult. It therefore depends upon correspondent banks for effecting transfer of funds from one place to another. This makes movement of funds more expensive and inconvenient for businessmen.
6. Inequality in interest rates: Interest rates charged by unit banks are higher than big banks. The interest rates are generally high in backward areas as a matter of great concern. This is due to limited financial resources on one hand and difficulty in the transfer of funds on the other.
7. Yielding to influence and pressure: Many times, the unit bank is forced to ignore economic principle while granting loans. It may be difficult for the bank to refuse an influential local businessman, who may not be so creditworthy. Under unit banking, often loans are given not on pure merit but on consideration of influence and pressures.

Banking Systems in India:

It is divided into Organized and Unorganized sectors. 

Unorganized sectors consist of Merchant Bankers, Indigenous Bankers, Pawn Brokers, Money lenders etc,
Organized sector is a sector regulated by the RBI. It is divided into scheduled banks and non-scheduled banks.

Non-Scheduled banks are those banks which are not mentioned in the 2nd schedule of the RBI act of 1934.

Scheduled banks are those banks which are mentioned in the 2nd schedule of RBI act of 1934 to which it has to satisfy 3 conditions.

1. It must have a paid up capital and reserves of an aggregate value of at least Rs.5 lakh.
2. It must satisfy the RBI that its affairs are not conducted in a manner determinental to the interest of its depositors.
3. It must be a co-operation or a co-operative society and not a partnership or a single ownership firm.

They are further divided into Indian banks and foreign banks.

Indian Banks are divided into public sector and private sector banks.
Public sector banks are further divided into SBI and its subsidiaries, National banks, Regional rural banks.

NATIONALISATION OF MAJOR COMMERICAL BANKS

The government of India, on 19th July 1969, nationalized fourteen major Indian banks each having deposits of more than Rs. 50 crore.

The names of fourteen banks taken over by the Government under the Banking companies (Acquisition & Transfer of Undertakings) Act of 1969 are given below:
	Name of the Banks
	Amount of compensation paid by Government (Rs. in Lakhs)

	1.
	Central Bank of India Ltd.
	1750

	2.
	Bank of India Ltd
	1470

	3.
	Punjab National Bank Ltd
	1020

	4.
	The Bank of Baroda Ltd.
	840

	5.
	The United Comrnercial Bank
	830

	6.
	Canara Bank Ltd.
	360

	7.
	United Bank of India Ltd.
	420

	8.
	Dena Bank Ltd.
	360

	9.
	Syndicate Bank Ltd.
	360

	10.
	The Union Bank of India Ltd.
	310

	11.
	Allahabad Bank Ltd.
	310

	12.
	The Indian Bank Ltd.
	230

	13.
	The Bank of Maharashtra Ltd.
	230

	14.
	The Indian Overseas Bank Ltd.
	230


NATIONALISATION OF SIX MORE BANKS

Public sector banking was enlarged on 15th April 1980 with the nationalization of six more Indian banks.

	Name of the Banks
	Amount of compensation paid by Government (Rs. in Lakhs)

	1.
	The Andhra Bank Ltd.
	610

	2.
	The Punjab and Sind Bank Ltd.
	180

	3.
	The New Bank of India Ltd.
	510

	4.
	The Vijaya Bank Ltd.
	100

	5.
	The Corporation Bank Ltd.
	210

	6.
	The Oriental Bank of Commerce Ltd.
	240


REASONS FOR NA TIONALISATION

The nationalization of commercial banks increased the role of public sector banks, Various authorities have advocated many reasons for the nationalization of major commercial banks.

1. Monetisation issue: Commercial banks accumulate deposits from the public. Therefore, they are in a position to bring changes in the supply of money. Such an important power should not be in the private sector. It is the public sector that should have the control over money supply.
2. Preventing concentration of economic power: Initially, a few industrial and business houses had close association with commercial banks. The directors of these banks happened to be the game industrialists who established monopoly control on the bank finance. They exploited the bank resources in such a way that the new business units cannot enter in any line of business in competition with these business houses. Nationalization of banks, thus, prevent the spread of the monopoly enterprise.
3. Social control was not adequate: The 'social control' measures of the government did not work well. Some banks did not follow the regulation given under social control. Thus, the nationalization was necessitated by the failure of social control.
4. Channel the bank finance to plan-priority sectors: Banks collect savings from the general public. If it is in the hand of private sector, the national interests may be neglected. Besides, in Five-Year Plan, the government gives priority to some specified sectors like agriculture, small-industries etc. Thus, nationalization of banks ensures the availability of resources to the plan-priority sectors.
5. Greater mobilization of deposits: The public sector banks open branches in rural areas where the private sector has failed. Because of such rapid branch expansion there is possibility to mobilize rural savings.
6. Help to agriculture: If banks fail to assists the agriculture in many ways, agriculture cannot prosper, that too, a country like India where more than 70% of the population depends upon agriculture. Thus, for providing increased finance to agriculture banks have to be nationalized.

7. Balanced Regional development: In a country, certain areas remained backward for lack of financial resource and credit facilities. Private banks neglected the backward areas because of poor business potential and profit opportunities. Nationalization helps to provide bank finance in such a way as to achieve balanced inter-regional development and remove regional disparities.
8. Great control by the Reserve Bank: In a developing country like India there is need for exercising strict control over credit created by banks. If banks are under the control of the Government it becomes easy for the Central Bank to bring about co-ordinate credit control. This necessitated the nationalization of banks.
9. Greater Stability of banking structure: Nationalized banks are sure to command more confidence with the customers about the safety of their deposits. Besides this the planned development of nationalized banks will impart greater stability for the banking structure.
10. Better service conditions of staff: Nationalization ensures the staff of banks to enjoy greater job security and higher emoluments. It can provide other benefits as well. In this way the banks can motivate their staff and thereby the operational efficiency of banks will be increased.
11. New schemes: Through nationalized banks, new schemes like village adoption scheme, Lead Bank Scheme can be formulated and implemented. Besides, different types of financial facilities can be extended to persons like Doctors, Engineers, Self-employed persons like artisans etc.
Nationalization of banks create great interest among various sections of the public. Many hopes were raised in the middle class and poor people with regard to the financial assistance. The nationalized banks drew up a number of schemes to assist new types of customers and are plans to make each of these banks to adopt a few select districts and concentrate on their intensive .development. 

CRITICISMS AGAINST NATIONALISATION OF THE BANKS 

The various criticisms against nationalization of banks can be summarized as follows:
i) Scope for inefficiency: Some are of the opinion that after nationalization banks will degenerate to the level of agricultural co-operatives, which are known for their inefficiency and corrupt practices. Some fear that the officers who manage these big banks also have to bow down to the politicians in course of time.
ii) India's prestige abroad: The political prestige of Indian in foreign countries was damaged, by this act of nationalization. Doubts are expressed especially in countries which an rendering large-scale financial assistance to India, about the assurances and promises given by the government with regard to freedom of foreign enterprise in India. This may adversely affect the foreign assistance which India was receiving then.
iii) Less attractive customers service: The nationalized banks are sure to join the ranks of other public undertakings which are known for their working to losses. Inefficiency, indecision, corruption, and lack of responsibility are the evils with which the government undertakings are suffering. A government bank may not care to attach importance to the customer service.
iv) Promises may not materialize: Nationalization cannot convert the commercial banks overnight into agricultural banks. Similarly, hopes raised among the poor and middle class people about the bank loans may ultimately prove to the false.
v) Industry and trade may suffer: Diversion of large sums of finances from the industry and trade to agricultural is sure to starve the large sized industries and business for finance. We cannot ignore the fact that the big industries and business are providing employment to millions of people and largely contributing to the production of wealth. To starve them for finance simply because they are 'big' will be upsetting the job opportunities and production in these concerns.
vi) Branch expansion: To argue that nationalization will help to facilitate branch expansion to rural areas much more rapidly than the private banks cannot be supported by facts. Weather it is private bank or nationalized bank, it has to go by business principles and satisfy itself that the new branch is economically viable.
In other words, branch expansion can be achieved by private banks as well, without nationalization.
vii) Burden of compensation: Nationalization leads to the payment to heavy compensation to the shareholders. This gives additional financial burden on the government. More over, it is also argued that nationalization will not bring much income to the government. 

In spite of this criticism, we cannot ignore the fact that at present, nationalization of banks is an accomplished fact. By and large this measure received support from almost all sections of the public. It was welcomed by the middle class people and small industrialists and small traders.

Nationalizations is designed to accelerate the tempo of investment and production to raise the living standards of the people. But it should be noted that nationalization is not an end in itself - it is a means to the end of increasing the economic prosperity. The success of the measure depends upon the new vigour and dynamism which the nationalized banks can bring about in mobilizing the nation's savings and applying them for the rapid economic development to the country.

ACHIEVEMENTS AFTER NATlONALISATION:

To conclude, nationalization of banks in India did a wonderful job, particularly in the following areas and spheres of activities.
i) Taken banking service to rural and remote areas.
ii) Awaken the rural masses about the need and usefulness of banking service.
iii) Helped enormously speedy transfer of funds from one place to another.
iv) Provided thousands of job opportunities to educated youth.
v) Made credit available to neglected people like agricultural labourer, small traders at reduced interest rate.
vi) Helped to free the rural poor from the clutches of money lenders. Ensured adequate and timely credit for agricultural activities and farming operations.
vii) Priority sector advances ensured adequate supply of credit to weaker section of the society like village artisans, labourers, scheduled caste and tribes,
viii) Helped export sector to obtain cheap credit.
ix) Ensured even-supply of credit to various industrial activities.
x) Avoided diversion of funds for harmful activities like speculation in shares, hoarding of essential commodities investment in real estates etc.
xi) Remove concentration of wealth in the hands of few industrialists.
xii) Ensured use of public money (deposits of public) for social and desirable purposes.
xiii) Removed regional disparities in economic development.
xiv) Helped implementation of various welfare measures formulated by government.

Banking sector reforms & impact of reforms 

Before independence, the Indian banking industry had to pass through a series of crises and bank failures. But after India attained independence, the situation as changed completely. There has been a massive growth of Indian banking system in the post independence period.

The various developments in the Indian banking system in the post independence period are:

1. The RBI was nationalized on 1st Jan 1949. The nationalization has bought about a change in the very outlook of RBI as the central bank of the country, and helped it to ensure proper regulation and growth of the Indian banking system to meet the socio economic objectives as set by the government.
2. The banking regulation act of 1949 as enlarged the control of RBI over the Indian banking system and also introduced several regulating measure for ensuring sound and balanced growth of the Indian banking industry.
3. The imperial bank of India was nationalized and converted into the state bank of India on 11th July 1955. The formation of SBI as led to considerable development in the field of commercial banking.
4. Fourteen major Indian commercial banks were nationalized on 19th July 1969, and 6 more Indian commercial banks were nationalized on 15th April 1980. The nationalization of the 20 major commercial banks in the country as contributed to the further growth of Indian commercial banks.
5. Several regional rural banks were established to cater to the credit needs of rural areas.
6. Several land development were setup to cater to the long term credit needs of agriculturalists.
7. Besides the above banking institutions, a number of special financial institutions were setup for meeting the specialized needs of certain sectors of the economy. The specialized institutions include:

a. IDBI and ICICI for meeting the long term financial needs of large scale industries.
b. SFC's, SIDC's and SIDBI to take care of the financial needs of small scale industries.
c. The industrial reconstruction bank of India to take care of credit needs of sick industrial units.
d. NABARD to meet the credit needs of agriculture.
e. The export import bank of India (EXIM bank) and Export credit guarantee corporation of India to take care of export and import trade of India.
f. The National housing bank to take care of the credit needs of institutions engaged in housing finance.
g. The discount and finance house of India limited to take care of the money market instruments.

In addition to these institutions there are also LIC and Unit trust of India, investing funds in corporate, semi government, and government securities. The presence of all these institutions has bought the Indian banking system to a stage where it can be compared with the finest banking system in where in the world. The Indian banking system is, today on very sound lines with a network of branches spread allover the country and serving all sections of the society with the number of innovative banking programs. 

Banking Innovations:

Differences between Credit card and Debit card:
	Credit Card
	Debit Card

	Credit card holder is using the credit facility from the issuer
	No credit facility is availed as debit card holder is using his own money.

	Credit limit is restricted therefore usage of credit card is also limited.
	No limit on usage as card holder is using his own money.

	Card holder has to pay the bill / money at the end of the specified period.
	As soon as the purchasers are mode the amount will be debited to the customers account.

	Interest is charged on cash withdrawn.
	No interest is charged as money belongs to the customers.

	Card holders have to pay annual maintenance fees.
	No maintenance fee is collected

	Validity of the card is specified usually one year.
	No validity is applicable for debit card.


Definition of E-banking: E-banking is defined as the automated delivery of new and traditional banking products and services directly to customers through electronic, interactive communication channels. 

E-banking includes the systems that unable financial institutions, customers, individual / business to access accounts, transact business / obtain information, through a public or private network including the internet. Customers access e-banking services using an .intelligent electronic device such as personal computers, personal digital assistance (PDA), automated teller machine (ATMs). 

Credit card: 

It is a card issued by a bank / a business that allows purchasing goods and services and paying for them later, often with interest.

Rules and Regulations: 

1. A person should have a account in any of the banks.
2. He should have sufficient balance to hold a credit card.
3. The account holder should have a bank card.
4. He should be employed.
5. The account holder should proceed a bank statement showing sufficient balance to hold credit card.

Types of credit card.
1. Credit card: It is a normal card whereby a holder is able to purchase without having to pay cash immediately. Generally a limit is set with the amount of money a cardholder can spend. Interest is charged on the outstanding amount.
2. Charge card: Charge card is intended to serve as a convenient means of payment for goods purchased at member establishments rather than a credit facility. There is no interest charged. Eg: Andhra bank card.
3. Instore cards: Retailers / Companies issue the instore card. These cards have currency only at the issuers outlet for purchasing products of the issuers companies. Eg: 5 Star Hotels, Resorts.
4. Corporate Credit card: These are issued to private and public limited companies. The transactions made by add-on card holders are build to the main card and debits are made to the company's account.
5. Smart card: A smart card technology is also widely used by bankers to market their products. Smartcard is a chip based card. It is a microchip which will store a monetary value. The transaction is made using a card the value is debited the balance comes down automatically. Once the monetary value comes down to nil, the balance is to be restored allover again. It provides communication security as it verifies whether the signature is genuine or not. The card also recognizes different voices and compares with the recorded original voice. 

Parties to credit card holders: 
1. Issuer: The banks are other card issuing institutions.
2. Card Holder: Individuals, corporate bodies etc.
3. Member establishments: Shops and service Organizations. Eg, Departmental stores, Petrol bunks.
4. Member affiliates: In case of tie-up arrangements with master card international, visa international, these organizations allow card holders of one bank to use their cards in member establishments of another bank. 
RESERVE BANK OF INDIA

The Reserve Bank of India Act, 1934, confers upon it the powers to act as note-issuing authority, banker’s bank to the Government. As the Central Bank of the country, the Reserve Bank of India performs both the Traditional Functions of a central bank and a variety of developmental and promotional functions. 
The Functions of RBI:

1) Monetary Functions &

a) Bank of Note Issue

b) Currency Chest

c) Banker to Government

d) Bankers Bank

e) Lender of the Last Resort

f) Banker, Agent & Adviser to the Government

g) Custodian of the Cash Reserves of Commercial Banks

h) Custodian of Foreign Balances of the Country

i) Controller of Credit

2) Non-Monetary Functions

a) Supervisory Functions
b) Promotional Functions

MONETARY FUNCTIONS
a). Bank of Note Issue: The currency of our country consists of one-rupee notes and coins (including subsidiary coins) issued by the government of India and bank note issued by RBI. As required by Section 38 of RBI Act, government puts into circulation one rupee coins & notes through RBI only. RBI has the sole right to issue bank notes in India. The notes issued by RBI and the one-rupee notes & coins issued by the government are unlimited legal tender. RBI also bears the responsibility of exchanging notes & coins into those of other denominations as required by the public.
The assets of the Issue Department against which bank notes are issued consist of the following:

· Gold Coins & Bullion

· Foreign Securities

· Rupee Coins

· Government of India Rupee Securities & 

· The bill of exchange and promissory notes payable in India, which are eligible for purchase by the Bank.

b). Currency Chest: RBI has made adequate administrative arrangements for undertaking the function of distribution of currency notes & coins. The Issue department has opened its offices in 10 leading cities for this purpose. More ever, currency chest have been maintained all over the country to facilitate the expansion and contraction of currency in the country.
c). Banker to Government: RBI to the central & state Government. According to section 20 of RBI Act, 1934 it is obligatory for the RBI to transact government business including the management of the public debt of the union. Section 21 requires the Central Government to entrust RBI all its money, remittance, exchange and banking transactions in India and, in particular, deposits free of interest all it cash balances with RBI. 
In terms of section 21-A, RBI performs similar function on behalf of the State Government. RBI has entered into agreements with the Central and State Government for carrying of these functions.

For conducting ordinary banking business of the Central Government, RBI is not entitled to any remunerations it holds cash balances of the Government of the Government free of interest. For the management of public debt, RBI is entitled to charge a commission. RBI is also required to maintain currency chests of its Issue Department at places prescribed by the Government and to maintain sufficient notes & coins therein.
d). Bankers Bank: RBI is the banker to the banks – Commercial, Co-operative & Regional Rural Banks (RRBs). This relationship is established once the name of a bank is included in the second schedule to the RBI Act, 1934. Such banks are called scheduled banks. The category of scheduled banks includes

1. Commercial Banks – Indian and foreign

2. Regional Rural Banks &

3. State Co-operative Banks
A ‘Schedule Bank’ means a bank included in the second schedule to the RBI Act, 1934. The Reserve Bank is empowered to include in the second schedule the name of a bank, which carries on the business of banking in India and which satisfies the following conditions laid down in section 42(6):

· It must have a paid-up capital and reserve of an aggregate value of not less than Rs.5 lakhs;

· It must satisfy RBI that its affairs are not being conducted in a manner determined to the interest of its depositors, &

· It must be;

· A state co-operative bank or

· A company as defined in the companies act, 1956, or

· An institution notified by the central government in the behalf, or

· A corporation or a company incorporated by or under any law in force in any place outside India.

e). Lender of the Last Resort: As the banker to the banks, RBI acts as the lender of the last report and grants accommodation to the scheduled banks in the following forms;

· Re-discounting or purchase of eligible bills, Section 17(2) & (3)

· Loans and advances against certain securities, Section 17(4)

· Re-discounting of Bills. Section 17(2) lays down that the following categories of bill are eligible for re-discounting with the Reserve Bank.
· Commercial Bills

· Bill of Financing Agricultural Operations

· Bill of financing cottage and small-scale industries

· Bill of holding or trading in Government Securities

· A foreign bill
· Loans & Advances: Section 17(4) enables RBI to grant loans, & advances to the scheduled banks, repayable on demand or on the expiry of fixed periods not exceeding 90 days against the security of the following
· Stock, funds and securities (other than immovable property) in which a trustee is authorized to invest trust money

· Gold or silver or documents of title to the same

· Such bills of exchange and promissory notes as are eligible for purchase or re-discount by RBI (state above) or those guaranteed by the state governments as the repayment of the principal and interest.
· Promissory notes of any scheduled bank or state co-operative Bank support by documents of title to goods.

f). Banker, Agent & Adviser to the Government: Central banks everywhere perform the functions of banker, agent and adviser to the Government. As banker to the Government, the central bank of the country keeps the banking accounts of the Government-both of the Centre & of the States-performs the same functions as a commercial bank ordinarily does for its customers. As a banker and agent to the Government, the central bank makes and receives payments on behalf of Government. It helps the Government with short-term loans and advances (known as ways and means advances) to tide over temporary difficulties and also floats public loans for the Government. It also manages the public debt (i.e., floats, services & redeems Government loans). It advices the Government on monetary and economic matters
g). Custodian of the Cash Reserves of Commercial Banks: All commercial banks kept part of their cash balances as deposit with the central banks of the country, either because of convention or because of legal compulsion. They regularly draw currency from the central bank during the busy season and pay in surplus currency during slack season. Part of these balances are meant for clearing purposes. That is all commercial banks keep deposit accounts with central bank, payment by one hank to mother will be simple book entry adjustment in the books of the central bank. The deposit balances with central bank are considered as cash reserves for general purposes.
h). Custodian of Foreign Balances of the Country: Under the gold standard, countries maintained gold as reserve against the issue of currency. But after World War 1, the central banks in most countries have maintained both gold as well as foreign currencies as reserves against note issue and also to meet any adverse balance of payments with any other country. It is the responsibility of the central bank of the country to maintain the rate of exchange fixed by the Government and manage exchange control and other restrictions imposed by the state.
i). Controller of Credit: Probably the most important of all the functions performed by a central bank is that of controlling the credit operations of commercial banks. In modern times bank credit his become the most important source of money in the country, relegating coins and currency noted to a minor position. Moreover, it is possible, as we have pointed out in a previous chapter, for commercial banks to expand credit and thus intensify inflationary pressure or contract credit & thus contribute to a deflationary situation. It is, thus, of great importance that there should he some authority which will control the credit creation by commercial banks. As controller of credit the central bank attempts to influence and control the volume of bank credit & also to stabilize business conditions in the country
Non-Monetary Functions

a). Supervisory Functions: In addition to its traditional central banking functions, RBI has certain non-monetary functions of the nature of supervision of banks and promotion of sound banking in India. The RBI Act, 1934, and the Banking Regulation Act, 1949, have given RBI wide powers of supervision and control over commercial and co-operative banks relating to licensing and establishment, branch expansion, liquidity of their assets, management and methods of working, amalgamation, re-construction and liquidation. RBI is authorised to carry out periodical inspections of the banks and a call for returns and necessary information from them. The nationalization of 14 major Indian scheduled banks in July 1969 has imposed new responsibilities on RBI for redirecting the growth of banking and credit policies towards more rapid development of the economy and realization of certain desired social objectives. The supervisory functions of RBI have helped a great deal in improving the standard banking in India to develop on sound lines and to improve the methods of their operation.
b). Promotional Functions: With economic growth assuming a new urgency since Independence, the range of RBI’s function has steadily widened. The Bank now performs a variety of developmental & promotional functions. Which at one time were regarded as outside the normal scope of central banking. RBI was asked to promote banking habit, extend banking facilities to rural and semi-urban areas, & establish & promote new specialized agencies. Accordingly, RBI has helped in the setting up of IFCI and SFCs; it set up the Deposit Insurance Corporation in 1962, the Unit Trust of India in 1964, the industrial Development Bank of India also in 1964, the Agricultural Re-finance Corporation of India in 1963, the Industrial Re-constructions Corporation of India in 1972 & NABARD in 1982. These institutions were set up directly or indirectly by RBI to promote savings habit and to mobilize savings, to provide industrial finance as well as agriculture finance.
CONTROL OF INFLATION AND CREDIT CONTROL WEAPONS OF THE RESERVE BANK OF INDIA 

Bank Rate Policy:
RBI is the lender of the last resort to the banking system and therefore, the rate at which it gives accommodation to the latter assumes great importance. The RBI influences the cost and availability of credit to the scheduled banks through its Bank Rate -the standard rate at which the RBI is prepared to buy or rediscount bills of exchange or other eligible paper, but for all practical purposes, the Bank rate is the rate charged by the RBI on its advances to the scheduled banks.

Since 1951 the RBI has changed and adjusted the Bank Rate with a view to influence the level of business and industrial activity in the country and particularly to control the inflationary pressure.
The Bank Rate is significant as it is the "pace-setter to the other market rates of interest, both short-term and long-term."
The stepping up of the Bank Rate and the consequent rise in the lending rates of the commercial banks have been used to reduce bank credit to speculative transactions and contain inflationary pressure. 

Cash Reserve Ratio (CRR) 

Another weapon used by RBI for credit control is known as the statutory cash reserve ratio (CRR). We have explained earlier how under RBI Act, 1934, every scheduled bank has to keep certain minimum cash reserves with RBI; initially, it was 5 per cent against demand deposits and 2 per cent against time deposits. By an amendment of 1962, RBI was empowered to vary the cash reserve ratio between 3 per cent and 15 per cent of the total demand and time deposits. During 1973, RBI exercised this power twice, as a form of credit squeeze -the statutory cash reserves were raised from 3 to 5 per cent in June 1973 and to 7 per cent in September 1973. The .CRR was raised subsequently to the maximum of 15 per cent, as part of the overall strategy of demand management.

Statutory Liquidity Requirements (SLRs) 

We have already seen that, apart from statutory cash reserves which scheduled banks have to keep with RBI (under the RBI Act, 1934), all commercial banks have to maintain (under Section 24 of the Banking Regulation Act, 1949) liquid assets in the form of cash, gold and unencumbered approved securities equal to not less than 25 per cent of their total demand and time deposit liabilities. This is known as the statutory liquidity requirement.

Maintenance of adequate liquid assets is a basic principle of sound banking. Hence scheduled banks in India have been required by Banking Regulation Act, 1949 to maintain some ratio of liquid assets. RBI was given the power to change the minimum liquidity ratio. 

Selective credit Controls 

Under Section 21 of the Banking Regulation Act, 1949, RBI has been vested with powers to control advances by individual banks or by the system as a whole. RBI is authorised to issue directives to any bank or the banking system as a whole in regard to:

a). The purpose for which advances may or may not be made; 

b). The margins to be maintained on secured loans; 

c). The maximum amount of advances to any firm or company; and 

d). The rate of interest to be charged.

At present, advances against.(a) food grains, (b) cotton and kapas, (c) oilseeds and oil, (d) vanaspati, (e) sugar, khandsari and gur, and (f) cotton textiles, including yarn, are subject to selective controls. Under the system of selective credit controls, RBI fixes party wise ceilings on the basis of crop prospects, supply position and price trends. Banks are then required to get the permission of RBI to grant loans to new borrowers and to increase the credit limits in case of existing borrowers. Without prior permission of RBI, a bank cannot take over a commodity account which is subject to selective credit control from another bank. 

Control through Directives: Direct Action 

This power has been granted to the central banks either by statute or by mutual consent between the central bank and commercial banks. For instance, the Banking Regulation Act of India, 1949 specifically empowers the Reserve Bank of India to give directions to commercial banks in respect of their lending policies, the purposes for which advances may or may not be made and the margins to be maintained in respect of secured loans. The Reserve Bank can also prohibit any particular bank or the banking system as a whole against entering into any particular transaction or class of transaction. 

Direct action can take the form of the central bank charging a penal rate of interest to money borrowed beyond the prescribed amount or refusing to grant further rediscounting facilities to the erring bank.

Moral Suasion 

Moral suasion implies persuasion and request made by the central bank to the commercial banks to follow the general monetary policy of the former. In a period of depression, the commercial banks may be persuaded to expand their loans and advances, to accept inferior types of securities which they may not normally accept, fix lower margins and, in general, provide favorable conditions to stimulate bank credit and investment In a period of inflationary pressure, the central bank may persuade commercial banks not to apply for further accommodation or not use the accommodation already obtained to financing speculative or non- essential activities, lest inflationary pressure should be further worsened.

Rationing of credit 
Credit rationing is a method of controlling and regulating the purpose for which credit is granted by the commercial banks. Credit rationing may assume two forms. The first-known as the variable portfolio ceilings refers to the system by which the central bank fixes a ceiling or maximum amount of loans and advances for every commercial bank. The second known as the variable capital assets ratio-refers to the system by which the central bank fixes the ratio which the capital of the commercial bank should have to the total assets of the bank (or to any category of asset). In other words, rationing of credit is a method by which the central bank seeks to limit the maximum or ceiling of loans and advances and, also in certain cases, fix ceiling for specific categories of loans and advances. If the rationing of credit is done with reference to the total amount, it is a quantitative control; but if it is -done with reference to specific types of credit, it assumes a qualitative character.

Development Financial Institutions of India: Functions and Structure 

Development banks or development financial institutions (DFIs) are established mainly to provide long-term capital for industry and agriculture. It has been found that commercial banks, by the short-term nature of their deposits which they mobilize, are in a position to grant only short-term credit to industry and agriculture to meet their working capital requirements. An attempt was made, initially" in Germany, to start industrial banks -or mixed banks as they were commonly called -to give long-term credit to industry; and these banks had a fair amount of success in the industrialization of Germany. But in developing countries like India it was not possible to mixed banking, even though there was a great demand for such institutions to finance economic growth. The basic reason for this was that banking habit was not fully developed and that commercial banks could not take heavy risks by freezing short-term depositors money in long-term and medium-term loans to industry and agriculture. 

It was in this context that the Government of India started a series of institutions since Independence to provide term finance to industry, trade and agriculture. The Government of India along with RBI and the banking system set up the IFCI, the SFCs, the ICICI, the IDBI, the Unit Trust of India, the LIC and the GIC. All these institutions provide finance for industries. Then we have the Export - Import Bank (EXIM Bank) which specializes in international trade. We have also development banks to promote the growth of agriculture; we call them land development banks and the National Bank for Agriculture and Rural Development (NABARD). These institutions were called development banks or public sector financial institutions. However, they are now referred to as development financial institutions.

INDUSTRIAL FINANCE CORPORATION OF INDIA (lFCI) 

At the end of World War II, the urge for speedier industrial expansion was great. At the same time, there was also great need for modernization and replacement of obsolete machinery already established industries. The usual agencies meant to provide finance for large-scale industries were either apathetic or were found inadequate and hence the Government of India came forward and set up the Industrial Finance Corporation of India in July 1948, under a special Act.
Resources of Industrial Finance Corporation of India
The shareholder of Industrial Finance Corporation of India are the IDBI (formerly these share were held by the Reserve Bank and the Central Government) and banking and other financial institutions, the resources of the corporations consist of its share capital and reserve, public deposits, advances from Reserve Bank of India, the world Bank and other international agencies and bonds and debentures issued in the open market. 

Functions of Industrial Finance Corporation of India 

The corporation performs three important functions;

· It grants loans and advances to industrial concerns. It grants both rupee loans and foreign currency loans.
· It guarantees loans raised by the industrial concerns in the market.
· It underwrites the issue of stocks, shares, bonds, debentures of industrial concerns provided such stocks, shares etc., are disposed of by the corporation within a period of seven years from the time of acquisition. It also subscribes to the equity and preference shares and debentures of companies. In recent years, IFCI assists industrial units under the equipment-leasing scheme. 

The corporation is now permitted to subscribe directly to the shares of any concern. It can grant loans only to public limited companies. Industrial Finance Corporation: of India is authorized to give long and medium-term finance to public limited companies and co-operative societies engaged in manufacturing, mining, shipping, and generation and distribution if electricity. By an amendment to ICFI Act, Pvt. Ltd. Companies became eligible for financial assistance from IFCI 
Working of Industrial Finance Corporation of India:

In recent years, IFCI has shown increasing concern over the development of backward districts -nearly 49% of IFCI sanctions were to assist projects in these districts.

In recent years, IFCI has stated new promotional schemes such as:
· Interest subsidy scheme for women entrepreneurs 

· Consultancy fee subsidy schemes for providing marketing assistance to small-scale units;
· Encouraging the modernization of tiny, small-scale and ancillary units; and 

· Control of pollution in the small and medium-scale units.

Since 1988-89, IFCI introduced two new schemes of financial assistance, viz., a scheme for equipment leasing and a scheme for equipment procurement. Under the Equipment Leasing Scheme, IFCI provides equipment (imported or indigenous) to the existing industrial concerns by financial lease. Under the equipment Procurement scheme, IFCI agrees to procure equipment and then to resell the same, by endorsement of documents, to the eligible existing industrial concerns the corporate or co-operative sectors. IFCI is also diversify its activities in the field of merchant banking to encompass other financial services, particularly project counseling, syndicate of gammadions and mergers etc.,

STATE FINANCE CORPORATIONS
The scope of assistance provided by the Industrial Finance Corporation of India is limited since it deals with large public limited companies and co-operate societies which are engaged in manufacturing, mining, shipping and generations and distribution of electricity. But there are both small-scale and medium-size industries, which require financial assistance, and for his purpose the state governments desired to set up SFCs. The government of India passed the SFCs Act in 1951 and made it applicable to all the state except Jammu and Kashmir. The entire state share-setup such corporations with the object of helping small, medium and cottage .industries.

The authorized capital of a SFCs are fixed by the state government within the minimum and maximum limits of Rs.50 lakhs and Rs.5 crores and is divided into share of equal value which are taken by the respective state Government, the Reserve Bank of India, scheduled banks, co-operative banks, other financial institutions such as insurance companies, investment trusts and private parties. The shares are guaranteed by the State Governments. A SFCs can raise additional funds through issue and sale of bonds and debentures, receive public deposits, get refinance facilities from the Industrial Development Bank of India (IDBI) and borrow from the Reserve Bank of India. The management of the SFCs is similar to that of Industrial Finance Corporation of India; it has a Board of Directors, a Managing Director and Executive Committee. The Corporation can open offices at different places within the state.

Functions of the State Finance Corporations 

All types of industrial concerns can get accommodation from a SFCs and in this sense the scope of activities of a state corporations is wider than that of (IFCI). A SFCs can:
· Guarantee loans raised by industrial concerns which are repayable within a period not exceeding 20 years and which are floated in the market.
· Underwrite the issue of stocks, shares, bonds pr debentures of industrial concerns; 

· Grant loans or advances to industrial concerns repayable within a period not exceeding 20 year; and 

· Subscribe to debenture floated by industrial concerns.

A State Finance Corporations is however, prohibited from subscribing directly to the shares or stocks of any company having limited liability except for underwriting purpose any loans or advances on the security of its own shares. Some State Finance Corporations act as agents for their respective state governments for sanctioning and disbursing loans to small-scale industries.
INDUSTRIAL CREDIT AND INVESTMENT CORPORATION OF INDIA [ICICI]
The Industrial Credit and Investment Corporation of India was set up in 1955 and its issued capital has been taken up by Indian banks, insurance companies and others, certain individuals and corporate of the united States, the British eastern exchange banks and certain English and other Common wealth insurance companies and other companies and the general public in India. The corporation has been raising resources for within the country as well as from outside. It has obtained loans from the government of India, the World Bank and from Reconstruction Loan Corporation of West Germany.

The aim of Industrial Credit and Investment Corporation of India is to stimulate the promotion of new industries, to assist expansion and modernization of existing ones .and to furnish technical and managerial aid so as to increase production and afford employment opportunities. The corporations grants (a) long-term or medium loans (both rupee loans and foreign currency loans); (b) participates inequity capital and in debentures, and underwrites new issues of shares and debentures, and (c) guarantees loans from other private investment sources. Apart from the above direct finance, Industrial Credit and Investment Corporation of India provides financial services such as deferred credit, leasing credit, installment sale, asset credit and venture capital.
The total financial assistance sanctioned and disbursement by the corporations between 1955 and 1996 amounted to Rs.66,170 crores and Rs.36,590 crores respectively, comprising foreign loans, rupees loans, guarantees and underwriting, of and direct subscription to shares and debentures, The corporation has so far assisted industries manufacturing paper, chemicals and pharmaceuticals, electrical equipment, textiles, sugar, metal ores, lime and cement works, glass manufacture, etc., In recent years, the corporation has intensified its activities for assisting small-scale industries and industrial development of backward regions.
The corporation has been playing a useful role in industrial finance. It assists industrial concerns with loans and guarantees for loans either in rupees or in any foreign currency. Besides, it underwrites ordinary and preference share issues. A significant role-played by the corporations the provision of foreign currency loans and advances to enable Indian Industrial concerns to secure essential capital goods from foreign countries.
Industrial Credit and Investment Corporation of India commenced leasing operations in 1983 and provide leasing assistance for computerization, modernization/replacement, equipment of energy conservation, export orientation, pollution control etc., the industries included under leasing are textile, engineering, chemicals fertilizers, cement, sugar etc., 

INDUSTRIAL DEVELOPMENT BANK OF INDIA [IDBI]
The Industrial Development Bank of India is another in the series of specialized institutions set up since independence to provide long-term finance to industry.

Functions of Industrial Development Bank of India 

The main function of the Industrial Development Bank, as its name itself suggests, is to finance industrial enterprises in both private and public sectors. Those enterprises, which can get help from the development Bank, include manufacturing, mining, processing, shipping and other transport industries and hotel industry .Financial assistance is provided either directly or through specified financial institutions. 

1. Direct assistance: Industrial Development Bank of India assists industrial units directly by way of project loan, underwriting of and direct subscription to industrial securities (shares and debentures), soft loans, technical development fund loans and equipment finance loans. Project loans, underwriting and direct subscription and soft loans together account for 98% of the total direct assistance sanctioned by Industrial Development Bank of India these days. Industrial Development Bank of India provides direct assistance for projects costing more than Rs.03 crores under the Project Finance Scheme.
2. Industrial Assistance: Industrial Development Bank of India's indirect assistance is provided basically to tiny, small and medium enterprises mainly

· By way of refinance of industrial loans granted by SFCs, SIDCs, commercial banks, co-operative banks and RRBs. 

· Rediscounting of bills arising our of sale of indigenous machinery on deferred payment basis, and 
· Seed capital assistance to new entrepreneurs generally through SFCs and SIDCs.
3. Special assistance: The Industrial Development Bank of India Act, 1964, provided for the creation of a special fund known as the development assistance fund. This fund is to be used by the Industrial Development Bank of India to assist those industrial concerns which are not able to secure funds in the normal course either because of heavy investment or because flow rate of return or both.
4. General: The role of Industrial Development Bank of India extends beyond the provision of financial and other assistance to industrial concerns. The Bank can undertake promotional activities such as marketing and investment, research and surveys and carry out techno-economic studies. It can provide technical and administrative assistance to any industrial enterprises for promotion, management or expansion. Above all, it has to play a "positive role in the process of industrialization through planning, promoting and developing new industries to fill the gaps in the industrial structure of the country.

THE OPERATION OF THE INDUSTRIAL DEVELOPMENT BANK OF INDIA [IDBI]
Industrial Development Bank of India provides direct loans to industrial concerns, refinance of industrial loans, refinance of export credit, rediscounting of bills, underwriting of and direct subscription to shares and debentures of the industrial units and direct loans for export. 

1. Direct Assistance: Direct assistance of Industrial Development Bank of India takes for of project loans, underwriting and direct subscription, guarantees for loans etc. Over the years, there has been a steady increase in the direct industrial assistance of Industrial Development Bank of India.
2. Assistance to backward areas: With a view to promoting industrial development in backward areas, Industrial Development Bank of India announced in July 1969 the outlines of a scheme for assistance to small and medium projects in such areas on softer terms such as concessional rates of interest, longer grace repayment period, etc., Industrial Development Bank of India adopted several measures to encourage flow of institutional finance to the small-scale sector.
3. Refinance of Industrial Loans: Industrial Development Bank of India took over the Refinance Corporation of India in November 1964, and is providing refinance facilities to industrial units through member-banks. As an apex institution, Industrial Development Bank of India assists the state Financial Corporations, Industrial Credit and Investment Corporation of India and others working in the field of industrial finance by subscribing to their shares and bonds.
4. Assistance of small-scale Unit: Since 1967, Industrial Development Bank of India has been extending indirect assistance to small-scale sector including small road transport operators (to buy trucks, buses and jeeps) principally through its schemes of refinance of industrial loans and bills rediscounting.
5. Balanced Regional Development: Since 1970, Industrial Development Bank of India has initiated certain promotional and development activities to meet the twin objectives of balanced regional development and accelerated growth. In co-operation with other term lending institutions, Industrial Development Bank of India has completed industrial potential surveys in all states and Union Territories demarcated as backward.
6. Soft loan scheme: IDBI introduced in 1976 the soft loans scheme to provide financial assistance to productive units in selected industries, viz., cement, cotton, textiles, jute, sugar and certain engineering industries on concessional terms to modernize, replace and renovate their plant and equipment so as to achieve higher and more economic levels of production. The scheme is administered by Industrial Development Bank of India with financial participation by Industrial Finance Corporation of India and Industrial Credit and Investment Corporation of India.
7. Foreign currency requirements of industrial sector: Industrial Development Bank of India raises foreign funds from international money market and funding institutions to cater to the foreign currency requirements of the industrial units.
8. Industrial Development Bank of India is providing resources support to financial intermediaries.
9. Industrial Development Bank of India has been permitted by SEBI to carry out merchant banking activities, which cover professionals, and services to industry for raising capital from the market, acquisition of assets, on lease, mergers/takeover of existing units. Etc., 

SMALL INDUSTRIES DEVELOPMENT BANK OF INDIA (SIDBI) 

The Small Industries Development Bank of India (SIDBI) was set up by the Government of India under a special Act of Parliament in April 1990 as a wholly-owned subsidiary of Industrial Development Bank of India. Small Industries Development Bank of India has taken over the outstanding portfolio of Industrial Development Bank of India relating to small-scale sector worth over Rs. 4,000 crores. 

Small Industries Development Bank of India is now the principal financial institution for promotion, financing and development of small-scale industries. It coordinates the functions of existing institutions engaged in similar activities. Accordingly, Small Industries Development Bank of India has taken over the responsibility of administering small industries development fund and National Equity Fund which were earlier were earlier administered by Industrial Development Bank of India. 

While extending financial assistance to the small-scale units scattered throughout the country, Small Industries Development Bank of India makes use of the existing institutions such as the Sate Finance Corporations, SIDC's, commercial banks, co-operative banks and RRBs, which have a vast network of branches allover the country .As many as 870 institutions are eligible for assistance from Small Industries Development Bank of India. 

Functions of Small Industries Development Bank of India 

The important functions of Small Industries Development Bank of India are as follows; 
· Refinancing of loans and advances extended by the primary lending institutions to small-scale industrial concerns and also providing resources support to them
· Discounting and rediscounting of bills arising from sale of machinery to or manufactured by industrial units in the small-scale sector.
· Extension of seed capital/soft loan assistance under national equity fund, Mahila Udyan Nidhi and Mahila Vikas Nidhi and seed capital schemes through specified lending agencies
· Granting direct assistance as well as refinancing of loans extended by primary lending institutions for financing export of products manufactured by industrial concerns in the small-scale sector
· Providing services like leasing, factoring etc., to industrial conversion in the small-scale sector
· Extending financial support to state small industries Development Corporations for providing scarce raw materials to and marketing the end prodicts of industrial units in the small-scale sector; and 
· Providing financial support to National Small Industries Corporations for providing leasing, hire purchase and marketing support to industrial units in the small-scale sector.

In setting up Small Industries Development Bank of India, the intention of the Government of India was to ensure large flow of financial and non-financial assistance to the small-scale sector, Small Industries Development Bank of India has already initiates steps for technological up gradation and modernization of existing units. It is expanding the channels for marketing the products of SSI sector in internal and international markets. It is promoting in a big way employment oriented small-scale industries especially in semi-urban areas, to create more employment opportunities and, thereby, checking migration of population to urban and metropolitan areas.
MODULE – 3
FINANCIAL SERVICES
Indian Money Market and Bill Market 

Introduction:
The money market is a market for short-term funds, and for short term money and for financial assets that are close substitutes for money. "short-term", in the Indian context, generally means a period up to one year; "close substitute for money" denotes any financial assets that can be quickly converted into money with minimum transaction cost and without loss in value. Stated in the perspective of the structure of the financial system/markets, it refers to that segment of the system of markets that enables the raising of short-term funds for meeting the temporary shortages of cash and obligations, and the temporary deployment of excess funds for earning returns. The major participants in the market are the commercial banks, the other financial intermediaries, large corporates and 'the reserve bank of India (RBI).

MEANING OF MONEY MARKET

The term' Money Market' does not refer to any particular place or office where money is bought and sold. It refers to any activity, i.e., the 'borrowing and lending of short-term funds against short-term credit instruments, such as treasury bills, bills of exchange, bankers' acceptances, short-term government securities, etc. 

DEFINITION OFMONEY MARKET:
According to G.Growther,-'Money Market is the collective name given to the various firms and institutions that deal in the various grades of near money".

According to Madden and Naddler, "Money Market is a mechanism through which a large part of financial transactions of a particular country are cleared".

Features of Money Market

· Money market is concerned with the borrowing and lending of short-term funds only.
· For the borrowing and lending funds, it is not necessary that the borrower and the lender should meet each other face to face at a particular place. They can carry on negotiations and effect their financial transactions through telephone, telegram, mail or any other means of communication.

· A money market is not a single homogeneous market. It is composed of several specialized sub-markets, such as call market, treasury bill market, discount market, collateral loan market, etc.

· As in any other market, in the money market also, there is a price for the money borrowed and lent. That price is called interest.

· There are a large number of borrowers and lenders in the money market.
· A large volume of short-term funds is traded in money market.

· Money market is the source of working capital finance. It is the major of working capital finance.

Segments/Components of Money Market
· Call and notice money market 

The features of call and notice money market are as follow:
1. Participants: This components of the money market deals with borrowing and lending of money and notice money for a periods upto 14 days. It primarily served the purpose of balancing the short-term liquidity position of banks its structure was characterized by the participation of a few large lenders and a large number of borrowers. Till 1971, when the UTI and LIC were permitted to operate, this part of the market was, strictly speaking, an inter-bank market.
2. Interest rates: another feature of the call market was related to the determination arid the level of interest rates. The Indian banks association (IBA) fixed a ceiling on the call money rates (15%) in December 1973, the ceiling was reduced gradually over the years so that in march 1978 it stood at 8.5%. it was increased to 10% in April 1980 with an upsurge in administered interest rates.

· Inter-bank term deposits/loans market 

Participants in this segment were commercial and cooperative banks. They borrowed and lend funds for a period of 14 days and generally up to 19 days without any collateral security. the interest rates in the market were not governed by any directive from the RBI; Yet, the IBA prescribed ceiling rates for inter-bank transactions, ranging between 10.5% per annum for a period of 15-30 days to 11.5% for a period over 60 days.

· Participation certificate market 

The participation certificate emerged as a money market instrument in 1970 and became prominent since 1977. As it evolved, the pc represented a borrower lender relationship between the bank issuing the pc and the bank/financial institution purchasing it. The issuing bank was bound to repay the purchaser bank/financial institution on maturity, irrespective of the position of the borrower designated in the pc.

· Commercial Bills Market.

Bills of exchange are drawn by the seller on the buyer for the value of the goods delivered by him. Such bills are called trade bills, when trade bills are accepted by commercial banks, they are called commercial bills if the seller gives some time for payment, the bill is payable at a. future date. During the currency of the bill, if the seller is in need of funds, he may approach his bank for discounting the bill. One of the methods used by the bank for providing credit to customers is by discounting commercial bills at a negotiated discount rate.

· Inter-corporate Market 

This provided the corporate sector with an instrument for evening out short-term liquidity. It operated outside the regulatory framework and the interest rate was also unregulated. But the administered maximum lending rate of the banks served as a floor to the market, as corporates with surplus funds normally reduced their cash credit outstanding rather than lend them in the inter-corporate market at rates lower than the interest on bank advances.

Treasury Bills (T-bills) Market 

A treasury bill is basically an instrument of short-term borrowing by the government of India there were two types of bills issued in India and they are as follows.

91-day T-Bills: the 91-day T-bills were issued from July 1965 at a discount rate varying between 2.5-4.6% per annum. The discount rate of 4.6% remained unchanged since July 1974. The extremely low yield on these bills was totally out of alignment with the other interest rates in the system. Moreover, the RBI freely rediscounted these bills as a consequence of which the market for these bills remained more or less artificial and banks made use of these t-bills essentially for parking funds for short periods, generally 1-2 days.

182-DAY T-Bills: the introduction of the 182-day t-bills in November 1986, in response to the recommendations of chakravarthy committee (1985), was a significant development from the point of view of the money market. These were sold through monthly auctions and since no specific amount was sought to be raised, it represented an instrument specially tailored to meet the requirements of the holders of short-term liquid funds. These bills were issued at a discount and were eligible securities for SLR purposes as also for borrowing under the standby refinance facility.

INDIAN MONEY MARKET

What is a Money Market? 

Money market is the market in which short-term funds are borrowed and lent. The money market does not deal in cash or money, but in trade bills, promissory notes and government papers which are drawn for short periods. These short-term bills are known as near-money. 

Location of the money market: Geographically, the money market may be located in or associated with-a particular place or locality. Examples are the London money market, the New York money market, the Mumbai money market, and so on. The Mumbai money market, for example, is the centre where the short-term loan able funds of not only Mumbai but the whole of India are attracted and are quickly borrowed and lent. London money market, on the other hand, is a market of international importance - hence known as international money market - and it attracts short-term funds from all over the world for redistribution among borrowers.
Dealers in. the money market: The demand for funds for short periods comes primarily from the government, business concerns and private individuals. The Government has become probably the biggest borrower every where, money being required to meet current deficits, Industrial and commercial concerns borrow funds for working capital needs. Sometimes they borrow to enable them to carry additional stocks. Other important private borrowers include stock exchange brokers, dealers in government and other securities, merchants, manufacturers. farmers and others. Joint stock banks themselves may require additional funds and may borrow from the central bank or from each other. The supply of loan able funds in the money market comes mostly companies. The central bank is the primary source of credit to commercial banks while the latter constitute the most important source of short term credit to both individuals and business houses and also to stock exchange brokers.

THE COMPOSITON OF THE INDIAN MONEY MARKET 

The Indian money market is the market in which short-term funds are borrowed and lent. The money market does not deal in cash or money .but in bills of exchange, trade bills and treasury bills and other instruments, which are drawn for short periods. The capital market in India, on the other hand, is the market for medium-term and long-term funds. The organisation and structure of the Indian money market can be explained with the help of a chart.

Usually we classify the Indian money market into unorganised and organised sectors. The unorganised sector consists of indigenous bankers in the country who pursue banking business on traditional lines. The unorganised sector comprises money lenders and indigenous bankers and caters to the credit needs or a large number of people in the countryside. The organised sector of the Indian money market consists of commercial banks in India - public sector and private sector banks - and foreign banks commonly called Foreign Exchange Banks. The Reserve Bank of India, as the central bank and monetary authority in the country, is the leader of the Indian Money market. RBI has made many changes in the instruments and institutions in the Indian money market.

The major suppliers of funds in the Indian money market are the commercial banks. They promote savings of the general public they offer safety and security for the savings of the public and offer incentives in the form of interest on bank deposits. Apart from mobilising savings of the general public, especially of the lower and middle income group, the commercial banks create credit by simply promising to pay or meet the requirements of borrowers.

The organised banking system in India can broadly be divided into three categories, viz., the central bank of the country known as the Reserve Bank of India, the commercial banks and the co-operatives banks. The reserve bank of India is the supreme monetary and banking authority in the country and has the responsibilities to control the banking system in the country. It keeps the reserves of all commercial banks and hence is known' as the "Reserve Bank".

The Indian money market is not a single homogeneous market but it is composed of several sub-markets, each one of which deals-in particular types of short-term credit. The major segments of the money market in India are call (overnight) money market. short notice (up to 14 days) money market and certificates of deposits, commercial papers, commercial bills and money market mutual funds. 

CALL/SHORT-NOTICE MONEY MARKET:
One important sub-market of the Indian money market is the call money market, which is the market for very short-term funds, also known as "Money at Call" or money at call and short notice. The rate at which funds are borrowed and lent in this market is called the call Money Rate.

Now, call money rates are market determined, i.e., by demand for and supply of short-term funds. The market demand for short term funds is between Rs, 6,000 crores to Rs. 7,000crores. The public sector banks account for about 80 percent of the demand; and foreign banks and Indian private sector banks account for the balance 20 percent of borrowings. While some banks operate both as lenders and borrowers, others are either only borrowers or lenders in the call money market. Non-bank financial institutions such as IDBI, LIC, GIC etc., enter the call money market as lenders and supply-up to 80 percent of the sort term funds. The balance.20 percent of the funds is supplied by the banking system.

Bill Market in India

The bill market or the discount market is the most important part of the money market where short-term bills normally up to 90 days are bought and sold. The bill market is further sub-divided into Commercial Bill Market and Treasury Bill Market. The market for commercial bills has not become very Popular in India, unlike in London money market where commercial bills are extensively bought and sold (i,e., discounted). For a long time, 91 days treasury bills had been the most common way the Government of India raised funds for the short period. In recent years, a new .instrument known as 182-days treasury bill was introduced in India. This was later converted into 364-days treasury bills and with it the 364-day Treasury bill market has emerged. The other important markets are the markets for Certificates of Deposits (CDs). Commercial Papers (CPs) and Money Mutual Funds.
FEATURES AND WEAKNESSES OF THE INDIAN MONEY MARKET:

It is usual to divide the Indian money market into two parts, the unorganized and the organised sectors. The unorganised sector is constituted by the indigenous bankers who pursue the banking business on tradition lines. The organised sector comprises the Reserve Bank, Indian Joint Stock Banks including State Bank of Indian and Foreign Exchange Banks. The Reserve Bank has a close link with the money market and it can be regarded as an important constituent of the money market and it can be regarded as an important constituent of the money market -in fact, it is the leader of the money market. The RBI occupies a pivotal position in the Indian money market, controlling the flow of funds in the market.
1. Absence of integration: One of the most important defects of the Indian money market is the division of the money market into several sections, Loosely connected to each other. The worst cleavage of difference existed and exists even today to a certain extent between the organised banking institutions and the unorganised indigenous bankers. The State Bank group, public sector banks, foreign banks, cooperative banks, etc., limited themselves to a particular class of business and have remained independent in their own spheres. With the emergence of the Reserve Bank of Indian as a genuine central bank of the country, all sections of the money market are treated equally by the reserve bank as regards licensing, opening of branches, share capital, the types of loans and advances to be given, etc.. RBI is now fully effective in the organised sector of the money market, as it is in a position to control the operations of the organised sector.
2. Existence of Unorganised Money Market: The existence of the indigenous bankers as distinct from the organised money market is an important weakness of the Indian money market. The unorganised market consisting of indigenous bankers follows its own-rules of baking and finance it does not submit to the control and regulation of RBI. Many attempts-were made by the Reserve Bank to bring the indigenous bankers under the organised money market and thus under its influence and control. These attempts failed, since indigenous bankers as a whole have not accepted the conditions prescribed by the Reserve Bank.
3. Highly Volatile Money Market: A very striking characteristic of the Indian money market has been the seasonal monetary stringency and high money rates during the busy season from November to June when funds were required to move the crops from the villages and up-country districts to the cities and ports the RBI has done a good job by pumping in funds during busy seasons and reducing them during slack seasons. Besides, the bank rate has noticeably reduced the seasonal fluctuations in interest rates.
4. Absence of the Bill Market: another defect of the Indian money market was the absence of a bill market in which sort-term bills are bought and sold. A well-organised bill market is essential for the smooth working of the credit system. It is also necessary for linking up the carious credit agencies ultimately and effectively to the central bank of the country. The commercial banks in India are aware of the utility of trade bills for the purpose of getting accommodation from the Reserve Bank. Still no bill market was developed in Indian due to certain historical accidents specially the system of cash credit while borrowing from banks, the inadequate supply of commercial bills in the market and the preference of industrialists and traders tomorrow from banks rather than rediscounting bill, the improper drafting of the bazaar hundi, etc.,
5. Absence of a Well-organised Banking System: a major defect of the Indian money market is the absence of a well-organised banking system. There are only a few big banks in the country of which an extremely small number is really large. The banks have concentrated themselves in large cities and mandi towns. Branch banking has been extremely slow. The extreme-sluggishness in the movement of capital funds and the existence of different interest rates are the result of slow branch banking in the country.
6. Availability of Paper Credit Instruments; finally the Indian money market has suffered from the absence of sufficient short term credit instruments. In fact an effectively money market will require a continuous and adequate supply of acceptable securities such as bills of exchange, treasury bills, short-term government banks etc. at the same time, there should be a number of dealers in the money market who would readily buy and sell these securities. Without these dealers, there cannot be life in the money market.

THE REFORM OF THE INDIAN MONEY MARKET:

The Reserve Bank of India has a major role to play both in the money market as well as in the capital market. In the first 50 years of its existence. Reserve Bank of India was able to remove many of the deficiencies of the Indian money market.

The reserve Bank of India appointed a committee with Professor Sukhmoy Chakravorty as chairman to review the working of the monetary system in Indian. On the recommendations of the Sukhmoy Chakravorty Committee on the Review of the working of the monetary system and M. H. Vaghul working group of Money Market the Reserve Bank of India has initiated a series of money market reforms.

Relaxation of Interest Rate Regulations:

Since 1988, Reserve Bank of India removed the ceiling stipulation of 16.5% p.a. for all bank advances but instead fixed a minimum of 16% p.a. banks were advised to ensure that the interest charges remained within reasonable limits.

Subsequently, the ceiling on interest rates on inter-bank call and short notice money, inter-bank-term deposits, bills rediscounting and inter-bank participation was removed from May 1989 and the rate of interest was permitted to be determined by market forces, Reserve Bank of India advised (a) lenders to ensure that their activities were conducive to the emergence of a stable and mature inter-bank call and short notice money market: and (b) borrowers to reduce over-dependence on this market.

Introduction of new instruments in the Money Market

Reserve Bank of India has been instrumental in the introduction of three new money market instruments. These are 364 days Treasury Bills, Certificates of Deposits and Commercial Paper.

a) 364 days treasury bills: The usual money market instruments are the 90 days treasury bills (which are finance bills) and 90 days bills of exchange (which are trade bills or commercial bills). The government of India introduced the 182 days, treasury bills, which were variable interest bills in 1992-93 and are sold by fortnightly actions. The yield of these long dated papers has become attractive for a highly liquid instrument.
b) Certificates of Deposits (CDs). The CDs are another important instrument of the money market. They are issued by banks multiples of Rs. 25 lakhs, subject to a minimum issue of R-s. 1crore. The maturity is between 3 months and one year. They are issued at a discount to the face value and the discount rate is freely determined according to market conditions. CDs are freely transferable after 45 days after the date of issue. Now CDs are used by scheduled commercial banks would raise funds from the market. Naturally, the amount of CDs issued by banks would depend upon the nature of business conditions in the country.
c) Commercial Paper (CP): While CDs are issued by scheduled commercial banks to raise resources, the Commercial Paper (CP) is issued by companies to raise working capital funds from the market instead of borrowing from banks. CPs are issued only by companies with a net worth of Rs. 10 crores and whose shares are listed in the stock exchanges. The CP is issued in multiples of Rs.25 lakhs subject to a minimum issue of Rs.1 crore. The maturity of CP is between 3 months and 6 months. The CPs are issued at a discount to the face value and the discount rate is freely determined. The maximum amount of CP that a company can raise is limited to 20 percent of the maximum permissible bank finance.

Discount and Finance House of India Ltd., (DFHI)

Reserve Bank of India set up DFHI in 1988 as a company under the Companies Act. 1956 with financial participation by Reserve Bank of India, commercial banks and financial institutions as a part of the package of reform of the money market. It fills the long-standing need of a discount house in Indian, which buys bills and other short-term paper from banks and financial institutions. Banks can sell their short-term securities to DFHI and get funds, in case they need them, without disturbing their investments. DFHI enables banks and financial institutions to invest their idle funds for short periods in bills and short-dated papers. The DFHI has been very. active in the short-term money market and has effectively contributed to the over-all stability of the money market.

Change in Government Borrowing:

Side by side with the reduction of SLR, the government has changed its method of raising funds from the money market. As against the traditional borrowing thought dated securities with fixed coupon, the Government has now switched over to auctioning them at market-related interest rates. This includes dated securities of varying maturities. These relate to new borrowing and the recycling of old below market rate securities, which mature during the year. They are now auctioned and naturally they carry market related interest rates. This is an important step, which was originally recommended by the Chakravorty Committee and it helps Indian market these securities useful instruments in open-market operations. In course of time, State Government securities will also come under a similar process.

Bank Rate:

Over the year bank rate had not been used as an instrument of monetary policy. Instead, refinance by Reserve Bank of India for banks and the commercial sector, come to be increasingly determined by other policy considerations. As the financial system becomes more market oriented, the importance of physical controls and limits on lending by Reserve Bank of India should decline. The role of the bank rate and of the discount rates for selected categories of bills will increase. The Bank rate was reduced to 11 percent after remaining constant at 12 percent for many years:

Money market Mutual Funds (MMFs)

In April 1992, the government of India announced the setting up of Money Market Mutual Funds (MMFs) with the purpose of bringing money market instruments within the reach of individuals. The MMFs are to be set up by scheduled commercial banks and public sector financial Institutions. They will deal with such instruments of the money market as treasury bills and dated government securities, call and notice money, CPs and CDs. The shares on units of MMFs are to be issued only to individuals. In this respect they will differ from UTI and other mutual funds who have been mobilising the savings of the middle classes for investment in equities in the capital market.

THE RESERVE BANK OF INDIA AND THE BILIJ !\IIARKET

A bill market is the market for short-term bills, which are generally of three months duration. There are two types of bills - bills of exchange (also known as trade or commercial bills) and finance bills of which treasury bills are the most important. Bills are promises to pay a specified amount by a particular company or the government and may be bought and sold in the bill market (also known as discount market), which consists of commercial banks, discount houses (as in London), bill brokers and others. Obviously there are two sections in the bill market, viz., Commercial Bill Market and Treasury Bill Market. The Bill market has a very especial position in the money market of a country.

a. Commercial bills along with bank credit are an important source of finance available to a firm. While companies for production purpose use bank credit, trade credit is used for buying: and selling of materials. To the extent credit is readily available, the need for liquid resources is reduced.
b. Commercial banks, with liquid funds at their disposal, find short-term bills highly attractive for interest income and also because of their suitability to the central bank.
c. The bill market is of great significance to the central bank of the county for its monetary policy. By controlling and influencing the market, the central bank can control the volume of trade credit available to industry and business.

BILL MARKET SCHEME, 1952

The Reserve Banks efforts to .develop a bill market in India took the form of the bill market scheme introduced by it in January 1952. Under this scheme, the Reserve Bank of India granted advances to scheduled banks in the form of demand loans against their promissory notes supported by 90 days since bills or promissory notes of their constituents. For this purpose scheduled banks were permitted to convert a part of their advances, viz., their loans, cash credit or overdrafts, into usance promissory notes for 90dasys for lodging as collateral for advance from the Reserve Bank. This scheme was not based on any genuine trade bills but on created bills to enable the banks to obtain accommodation from the Reserve Bank of India. Obviously, it did not succeed in promoting a genuine bill market in India. Neither trade not industry found any necessity to accept the discipline of a bill of exchange long as finance could flow to them easily under the cash credit system. All that they had to do under this scheme was to create a bill in favour of their bank against the existing facility, as and when heeded by the latter.

NEW BILL MARKET SCHEME, 1970

Conditions changed rapidly and fundamentally with social control and nationalisation of major: banks in 1969. A study group under the Chairmanship of M. Narasimhan went into the question of enlarging the use of bill if exchange as an instrument for providing credit and the creation of bill market in India. Following the recommendations of the group, the Reserve Bank announced the New Bill Market, scheme under section 17 (2) (a) of the Reserve Bank Act. The scheme came into force from 1st November 1970. Under this scheme, the Reserve Bank of India rediscounts genuine trade bills, i.e., bills that evidence sale and despatch of goods.
Reserve Bank or India's new Bill Market scheme is a big step toward the development of a bill market in India. In fact, it is the first serious attempt to develop a bill market in India, which would bring about an integration of the credit structure in the country and make monetary control more effective. As pointed out by the Narasimham Study Group, "The evolution of the bill market will also make the bank Rate variation by the Reserve Bank a more effective weapon of monetary control as the impact of any such changes could be transmitted through this sensitive market to the rest of the banking system".

RESERVE BANK OF INDIA’S STEPS FOR A SUCCESSFUL BILL MARKET SCHEME;

Reserve Bank of India has been taking certain steps to make the new bill market scheme successful. At the instance of Reserve Bank of India, a commitment charge on cash credits is being levied by scheduled commercial banks, since April 1970, with a view to discouraging the large cash credit, which has impeded the growth of bill market in India. It is also possible that the cash credit borrowings would now become more stringent with penal rates of interest and heavy margins.

At the same time, some of the difficulties, which have impeded the growth of a bill market in India, especially in the matter of provision of warehousing facilities, are being overcome as a result of Government initiative. The Dehejia Committee has suggested that the banking system should increasingly switch over to bill finance as a result of which the borrower is committed to a definite date of repayment. The new bill market scheme brings about a quicker turnover of funds among banks and their borrower and greater mobility of funds among banks, and within the money market generally.

The Indian Capital Market

Capital market is the market for long-term funds, just as money market is the market for short-term funds. It refers to all the facilities and the institutional arrangements for borrowing and lending term funds (medium-term and long-term funds). Like all markets, the capital market is also composed of those who demand funds (borrowers) and those who supply funds (lenders). The demand for long-term money capital comes pre-dominantly from private sector manufacturing, industries and from the Government largely for the purpose of economic development and to some extent, fro agriculture.

Composition of the capital market in India

The capital market in India is divided into the gilt-edged market and the industries securities market. The gilt-edged market refers to the market for government and semi- government securities. The securities traded in this market are stable in value and much sought after by banks.

The industries securities market to the market for equities and debenture of company's of the corporate sector. The industrial securities market is further divided into; (a) new issues market, and (b) old capital market. The new issues market refers to the raising of new capital in the form of shares and debentures while the old capital market deals with securities already issued by companies and hence known as the stock exchange or the share market. Both markets are equally important, but often the new issue markets much more important from the point of economic growth. However, the functioning of the new issue market will be facilitated only when there are abundant facilities for transfer of existing securities.

Growth of the Capital Market in India;

Since independence and particular after 1951, the .Indian capital market has been broadening rather significantly and the volume of saving and investment has shown generally steady improvement. All types of encouragement and tax relief exist in the country to promote savings. Besides, may steps have been taken to protect interest of investors. A very important indicator of the growth of the capital market is the growth of joint stock companies or corporate enterprises. In 1951 there were about 28,500 companies with a total paid up capital of Rs.775 crores; In 1996 there were 60,000 companies with paid-up capital of nearly Rs.50,000 crores. The rate of growth of investment has been quite phenomenal in recent years in keeping with the accelerated tempo of development of the Indian economy under the impetus of the Five-Year Plans. The growth of public borrowing for investment purpose is also an indicator of the growth of public borrowing for investment purpose is also an indicator of the growth of the capital market. By 1996 there were 250 non-departmental public enterprises of the Central Government with capital of over Rs.1,40,000 crores.
Underwriting is being in India by firms of stock brokers, some of the bigger scheduled banks, insurance companies & a few investment trusts & some individual financiers. Late ICICI & LIC started doing considerable underwriting business, IFCI & IDBI have also fallen in line.

Commercial Banks are important constituents of the capital market but their operation in the capital market are mostly confined to the purchase & sale of government & other debentures. In recent years, borrowings have been increasingly participating in term lending through sub-scribing to the share & debenture of special financing institutions.
Soon after independence, the government of India set up a series of Development Financial Institutions (DFIs) to be of special help to the private sector industries in the matter of finance. These institutions have been doing very useful work in subscribing to the shares & debentures of new & old companies, in giving loan assistance, in underwriting new issues & so on. At present, they are given the power to convert their loans to private sector units into equity capital & also participate in management.
The growth of life insurance is another indicator of the growth of savings and supply of funds in the capital market. Equity important is the increase in provident fund collections. The Life insurance Corporation of India (LIC) has a total business of Rs.4,700 crores in 1966 in 1966 and Rs.75,000 crores in 1996. Every year, the total sum assured and the premium collected have been steadily increasing. The savings and time deposits of commercial banks have also shown a gratifying increase in recent years. Between 1966-67 and 1996-97 total deposits of all schedule banks have increased from Rs.2,000 crores to over Rs.4,76,000 crores. Thus, both demand for long-term funds and the supply of the same have been steadily rising, indicating clearly the growth of the capital market in India.

The Reserve Bank of India and the Capital Market.

The Reserve Bank of India has helped in raising resources to meet the long-term needs of the corporate sector. Since, bank nationalization in 1969, scheduled banks have succeeded in attracting a larger proportion of bank deposits. Reserve Bank of India has been encouraging commercial banks to give up their traditional feat of terms loans and instead go in for medium-term industrial finance. Reserve Bank of India has also provided them refinance facilities through Industrial Development Bank of India.

Non- Banking Financial Intermediaries

In the last two decades, the capital market in India has witnessed significant developments. The volume of capital market transactions has increased sharply; its functioning has been diversified. New financial institutions such as merchant banks, mutual funds, and venture capital companies have come up and are quite active. New financial instruments, such as fully and partly convertible debentures (FCDs and PCDs), commercial papers, CDs, etc. have. appeared. These reflect the growing diversification and a measure of sophistication of the financial services sector catering to the needs of growing capital and money market.

Commercial banks, which deal in the money market, are entering the capital market through their merchant's banks and mutual funds subsidiaries. They are going into leasing and yentute finance also.

Merchant Banking

From the organizational point of view, the New Issue Market (NIM) in India has become fairly developed but there is serious institutional lacuna. We know that NIM provides the triple function of organization, underwriting and distribution of securities. While the last two functions, viz., underwriting and distribution, have been performed rather efficiency, there were no specialized agencies to perform the first function, Viz. the organization of issues of capital. Organization is an important function of NIM. It involves through investigation and sound judgments of the issue proposals. The need for such specialized institutions was not felt for a long time for, to some extent, the DFIs which specialised in term-lending to companies could evaluate the new issue proposal and underwrite them. But with the rapid growth of the corporate sector and also the NlM in India, the need for specialist agencies for origination of issue proposals was felt and to meet this proposal, merchant banking has come into existence.
Initially, commercial banks set up merchant banking divisions which later became separate merchant banking subsidiaries. A few merchant banks have been set up by private financial service companies in association with foreign banking companies .and money market institutions and some have been set up by firms and individuals engaged in brokerage and financial advisory business.

Merchants banks in India manage and underwrite new issues; they undertake syndication of credit; they advise corporate clients on fund raising and other financial aspect. However, unlike merchant banks abroad, Indian merchant banks do not undertake banking business, viz., deposit banking, lending and foreign exchange service. The merchant banks were subject to two types of authorities;

· SEBI sought to authorize and regulated all merchant banks on issue of capital and portfolio management; and
· Reserve Bank of India supervised those merchant banks which were subsidiaries or affiliates of commercial banks. If the merchant banks were to raise deposits, they would have to be subject to the guidelines-issued by Reserve Bank of India.

Capital Market Reforms – General

There has been significant improvement in the functional regulatory efficiency of stock markets, in the country. This was directly due to the reform measures initiated in the capital market in recent year as, for example, conferring of statutory status on SEBI, repeal of capital issues (control) Act, 1947 and the abolition of the office of Controller of Capital Issues (CCI).

Primary Market Reforms (1992-97)

Important reforms in the primary market of the Indian capital market in recent years is being summarized as follows;

· SEBI has brought merchant banking under its regulator framework, It has issued a code of conduct for merchant bankers. SEBI-has brought the "banker to the issue" under its purview for investor protection.
· SEBI has now made that the due diligence certificate by lead managers regarding, disclosures made in the offer document as part of the offer document as part of the offer document itself under it is for better accountability.
· SEBI has prescribed improved disclosure standards introduction of prudential norms" and simplification of issue procedures. Companies, making pubic issues, are new required to disclose all material facts and specific risk factors associated with their projects. SEBI used to get the offer document, to ensure that all disclosures have been made by the company in the offer document at the time the company applies for listing of it securities in the stock exchange. SEBI has given up vetting of public issue documents.
· SEBI has announced several measures at providing greater flexibility to the Issuers.
· SEBI has taken a number of steps to encourage the development of a debt market; such as (a) the sale of debt issues not accompanied by an equity component, (b) removal or requirement of 90% minimum subscription for exclusive debt issues and (c) permission to issuers to list debt securities on stock exchange without their equity being listed.
· SEBI has introduced a code of advertisement for public issues for ensuring fair and truthful disclosures.
· In order to reduce the cost of issue, SEBI had made underwriting by the issuing company optional.
· SEBI has stopped the practice of marking preferential allotment of shares unrelated to the prevailing market prizes and has issued fresh guidelines on the question.
· SEBI has reconstitution the governing boards of the stock exchanges, introduced capital adequacy norms for brokers and has made rules for making the client/broker relationship more transparent, in particular, segregating client and broker accounts.

Secondary Market Reforms ( 1992-97)

Since 1992, SEBI has taken a series of, measures to -control and regulate the institutions dealing in the -secondary market of the Indian capital market. Some of these measures are as follows

· SEBI has introduced regulations governing substantial acquisitions of shares and take-over and lays down conditions under which disclosures and mandatory public offers are to be made to shareholders
· In the case of 'B' group shares, SEBI has prohibited renewals. So as to facilitate the transitions to be settled within 7 days.
· SEBI has permitted all mutual funds to apply for firm allotment in public issues. Mutual funds are now permitted to underwrite public issues and also deal in .money market instruments; the purpose is to improve the scope of investments by mutual funds. SEBI has brought the UTI also under its regulatory jurisdiction.
· SEBI has considerably eased the procedure for lodging securities for transfer by institutions through introduction of 'jumbo' transfer deals and consolidated payment of stamp duty.
· The Government passed the Depositories Act. 1996 to provide a legal framework for the establishment of depositories to record ownership details in book entry form.
· Stock exchange is allowed to introduce carry forward system only with the prior, permission of SEBI and subject to effective monitoring and surveillance system.

MODULE - IV

Banker and the Customer.

Banker: According to Dr.H.C Hart a banker or a bank is a person or company carrying on the business of receiving money and collecting drafts, for customers subject to the obligation of honoring cheques drawn upon them from time to time by the customers to the extent of the amounts available in their current accounts.

i) Receiving money and collecting drafts this means accepting the money on current account and collecting the cheques and drafts on behalf of the customers.

ii) The obligation of honoring cheques drawn upon them, making payment across the counter on demand by the customers to the extent of money available at the credit of customer's account or up to the sanctioned limit in case of overdrafts.

iii) The mainline of activity of the organization should be the banking business. (It was held in a court decision Stafford vs. Henry that one Mr. Labertouch, who carried wide variety of business activities in his organization was not a banker as his main line of activity was riot banking business. 

H.P. Sheldon 

The function of receiving money from his customers and' repaying it by honoring their cheques as and when required is the function above all the other functions which , distinguishes a banking business from any other kind of business. This definition stresses the function of current account operating. 

Customer: 

Sir John Paget's view holds good here about the term customer. "To constitute a customer, there must .be some recognizable course or habit of healing in the nature of regular banking business. It is difficult to reconcile the idea of a single transaction with that of a customer. The word customer surely predicates even grammatically, some minimum of custom antithetic to an isolated act. It is believed that a tradesman differentiates between a customer and a casual purchaser." 

This viewpoint indicates that two aspects are essential to constitute a customer: 

i) There must be some recognizable course of habit of dealing between the person and the bank and 

ii) The transactions must be in the nature of regular banking business. 

BANKER-CUSTOMER RELATIONSHIP

Essentially the relationship between the banker and the customer is that of a contractual relationship. This relationship is of two types- 

i) General relationship and 

ii) Special relationship. 

General relationship may be further be called as 'Primary and secondary relationship’. 

1. Debtors -Creditors Relationship: according to Sir John Paget “The relation of a banker and a customer is primarily that of a debtor and a creditor, the respective position being determined by the existing state of the account. Instead of the money being set apart in a safe room, it is replaced by a debt due from the banker. The money deposited by a customer with the banker becomes the latter’s property and is absolutely at his disposal". Hence, there exists a relationship of debtor and creditor; the banker, being the debtor, is bound to repay the deposited as and when the customer asks for it. 

2. The Banker as a Privileged or Dignified Debtor: A banker as a debtor is not the same as that of an ordinary commercial debtor. An ordinary commercial debtor's duty is to seek out the: creditor and pay the money. But, a banker as a debtor, enjoys many privileges, and hence, he is called a privileges debtor. The privileges enjoyed by a banker have been listed below: 

Creditor seeking out the Debtor: the creditor i.e., the customer must come to the banker and make an express demand in writing for repayment of the money. 

Importance of Place: In the case of an-ordinary commercial debt, the debtor can repay the money to the creditor at any place. But in the case of a banking debt, the demand by the creditors must be made only at the particular branch where the account is kept. 

Without Security: The banker is able to get the deposited money without giving any security to the customer, while it is not possible in the case of an ordinary debtor. Thus, the customer is acting only as an unsecured creditor. It is really privilege given to the banker.

3. Non-applicability of the law of limitation act: The law of limitation which is applicable to all debts lays down that a debt will become a bad one after the expiry of three years from the date of the loan. But this law is not applicable to a banking debt. Practically, when the demand is made, the banker will return the money immediately and so this law does not apply to a banking debt.

4. Right to Combine Accounts: the banker as a debtor has the right to combine the accounts of a customer provided he has two or more accounts in his name and in the same capacity. This is another of his privilege.

5. No Right to Close the Account: similarly an ordinary debtor can close the account of his creditor at any time. But, a banker cannot close the account of his creditor at any time without getting his prior approval. 

6. A Banker as a Creditor: the debtor-creditor relationship holds good in the case of a deposit account. But, in the case of loan, cash credit and overdraft the banker becomes a creditor and the customer-assumes the role of a debtor. Here again the banker is a privileged person, because he is acting as a secured creditor. He insists upon the submission of adequate securities by the customer to avail of the loan or cash credit facilities. Moreover, the law of limitation will operate in such cases from the date of the loan unless it is renewed. 

BANKER- COUSTOMER RELATIONSHIP

Essentially the relationship between the banker and the customer is that of a contractual relationship. This relationship is two types- general relationship and special relationship. General relationship may further be classified as 'primary' and 'Secondary' relationship 

DEBTOR-CREDITOR RELATIONSHIP

Sir John Paget said that 'the relationship of the banker and customer is primarily that of debtors and creditors, the respective positions being determined by the existing state of the account.' 

H. P. Shelondon is of the opinion that 'the banker, when he receives money from customers, does not hold the money in a fiduciary capacity. To say that money is deposited with a banker is likely to cause misapprehension, what really happens is that money is not deposited with, but lent to the banker and an that the banker agrees to do is to discharge the debt by paying over an equal amount when called upon. 

Special Features of the debtor- creditor Relationship 

1. Banker is called a 'dignified debtor'. Virtually he borrows money but it is given a name called 'deposit'. No security need be given for the borrowing.

2. Customer is not the secured creditor of the bank, as he is not having any charge on any asset of the bank. He is only an unsecured creditor. 

3. Customer's balance at bank is not repayable until a demand for repayment was made by the customer. There should be an express demand for it.

4. Banker should pay the deposit money on demand by the customer. The deposit should be paid at the appropriate place. 

5. The demand should be made by the customer on working days and during the business hours and it should be made in proper form. 

7. Banker as a Trustee: The banker acts as a trustee for managing the assets of others. Today many banks have separate departments to look after this function. The customer may request the bankers to keep his valuables in safe vaults or one may deposit some account and can request the bank to manage that the fund for a specific become a trustee for debentures holders or the bank collects the cheques, hundies of the customers in the capacity of trustee. Thus there are wide varieties of trustee's related functions discharged by the banker. 

8. Banker as an Agent: There are certain agency functions discharged by the banker. He collects Cheque, hundies, drafts of the customers, collects dividends, interest on securities, pays fees, duties, subscriptions, premiums on behalf of the costumers, acts as an agent for buying and selling corporate securities for his customers etc. in this case, the banker and customer relationship is in the form of an Agent and Principal. 

As far as the legal position is concerned, the law relating to agent and principal will prevail. The banker being an agent enjoys all the rights of an agent and is bound by all responsibilities that the stipulated in the law relating to an agent. Basically, he should carry out the instructions of his principal (customers) and give all profits and benefits to his principal, derived out of agency transactions. He is entitled only to the commission stipulated in the agreement. " 

9. Banker as a Bailee: The customers can keep his valuables or any secret documents in the bank for safe custody. When the banker accepts the same, he will be accepting it as a '"Bailee'. As a baliee, he should protect the valuables in his custody with reasonable care. If the customer suffers any loss due to the negligence of the banker in protecting the valuables, the banker is liable to pay such loss. If any loss is incurred due to the situation beyond the control of the banker, he is not liable for penalty because, banker is not an insurer and he is only a baliee. Lastly, the banker should hand over these valuables on demand by the customer. 

To conclude, the primary general relationship exists when the account is opened by the customer with the bank. The relationship is that of debtor and creditor. When the bank acts as trustee or agent or baliee for the valuables, he will be establishing a subsidiary relationship.  

Special Relationship:

This is related to the mutual rights and obligation of the customer and banker. Following are the right enjoyed by the banker with regard to the customer's account: 

1. Banker's rights of general lien. 

2. Right to charge interest, commission, incidental charges, commitment charges.

3. Right to set off or right to combine bank account.

4. Right to appropriate payments. 

5. Right not to produce books of accounts.

6. Right under Garnishi order. 

Obligation: 

1. To honour customer's cheques. 

2. To maintain secrecy of customer's account. 

3. Receive cheque and / others instruments for collection. 

4. Honour the cheques of customers across the counter. 

5. Give reasonable n9tice before closing the customer's account. 

1. Banker's right if general lien 

'Lien' is a term used to identify the right to retain a property belonging to a debtor till such time he discharges the debt due to the retainer of the property. Lien is simply a right to possess a property. Line will be lost when the possession of the property is lost. The lien may be a particular lien or general lien. 

Particular lien: This lien refers, to a particular which is retained by the lender or creditor against the specific or particular loan. The particular property will be retained until the particular debt is cleared by the debtor. This lien is enjoyed by people who have sent their labour on such properties and has not yet recovered their labour charges or service charge from the debtors. 

General lien: general lien is enjoyed by banker, mercantile agents (factors) wharfingers, attorneys of High Court and policy Brokers General lien is a right of the bankers (creditors) to retain an the properties of debtors (customer's) till the sums due to the bank are recovered. In the absence of any agreement to the contrary, banker may retain any goods and securities balied to him as a security for general balance of accounts. The Indian Contract Act (U/s171) provides, this right and rights is called General lien 

2. Right to charge interest, commission, incidental charges, commitment charges. 

(i) Interest: The banker has a right to charge interest on an implied right enjoyed by virtue of the custom. But most of the time, the banker enters into an express agreement to charge interest on out standing balances.

(ii) Commission: the banker has an implied right to charge commission for the service he renders to the customers.

(iii) Incidental Charges: incidental charges is a levy imposed by the banker on unremunerative current accounts. Again this is an implied right enjoyed by the banker. 

(iv) Commitment charges: this is a charge made by the banker on overdrafts and cash credit accounts. Besides charging interest on the utilized portion of the overdraft, the commitment charge is charged on the unutilized portion of the sanctioned limit which does not earn any profit to the Banker incorporates 'Commitment Charge Clause' in overdraft and commitment charges agreements. 

3. Right to set off: Right to set off is a right to adjust the accounts one against the other between the debtor and the creditors to Supposing X has to pay y Rs.10,000 and y has to pay X Rs.4, 000 to X's account, as Y has to a net balance of Rs 6,000. This adjustment, between the parties is called set- off. The banker, as a debtor has the right of set- off. This right empowers the banker to the banker to adjust the balance at the credit of the customer's account towards the amount due to the banker. If a customer holds two accounts in the same capacity, the account can be adjusted one against one against the other or the accounts can be combined as per the right of set -off. 

The right of set-off facilities the banker to know the net amount due to him from the customer and ensures the safety of funds. . 

4. Right to appropriate Payments: When the customers raises more than one loan account, the question of appropriation arises. The payments made by the customer may not be sufficient to clear all debts due by the customer. Similarly, when a customer holds more than one current account and regularly operates these accounts by depositing funds and making withdrawals simultaneously in all the accounts he holds, it will be a problem for the banker to appropriate which funds to which account. 

5. Right to Produce Books of Accounts: Prior to the enactment of Banker's Book Evidence Act in 1891, the banker had to produce his book of account before the court as evidence in the suits not connected to him. This caused greater inconvenience to the bankers. To relieve the bankers fro this hardship, Banker's Books of evidence Act was passed. 

6. Right under Garnishee order: The term ‘gamishee' is direvied from the Latin word ‘gamire’ which means 'to warn’. This order warns the holders of money of judgments debtor, not to make any payments out of it till the court directs. Garnishee order is issued by the court at the request of the judgments creditor. 

OBLIGATION

Obligation to honour customer's cheques: 

The banker has an obligation to honour customer's cheque as and when they are presented as long as sufficient funds are available at credit in customer's account. According to 'the banker's primary contract is to repay the money received for his customer's account usually by honoring his cheques. This obligation arises out of two implied situations between the parties: (1) the bankers should repay the borrowed fund when ever the customer demands it in writing at the branch where he holds the current account. (2) The customer's credit should not be damaged by the banker by dishonoring the cheques except on reasonable grounds. 

Obligation to maintain secrecy of customers account: 

It is a general understanding between the customer and banker that the banker should maintain secrecy regarding the customer's account. It is believed and the fact is also that if the accounts are enclosed to others, the image of the customers will be lost or it would affect the customer's business heavily. Hence, it was the practice of the bankers not to disclose the accounts and banking operations of the customers to others. The court held that 'the banker must not disclose the state of his customer of his affairs except on reasonable and proper occasion'. In case, damages for breach of contracts is awarded if it found that customer's interest has suffered because of the disclosure of the account which is not justified. 

(a) Disclosure as per law: the banker can disclose the account of the customer as a when demanded by the authorised as per the law. He can disclose the account to income tax authorities under section 131 of the Income Tax Act, 1961. Under section 133, the tax authorities can call for information useful for their examination in any proceeding under the Act.

(b) Disclosure at the will of customer: the banker can disclose the state of affairs of the customers account when the customer gives his consent to disclose the account. 

(c) Disclosure in public interest: If a Customer holds an illegal account which is against the interest of the nations, the banker should disclose the account to proper authorities. 

TYPES OF CUSTOMERS

ACCOUNTS OF MINORS 

As per the Indian law, a 'minor' is a person who has-not completed eighteen years of age. Section 3 of the Indian Majority Act lay down that if a guardian is appointed by a court before a person completes 18 years or his property if left under the care of the guardian, the person becomes a major after the completion of 21 years. 

Minor and bank Accounts

Section 26 of the Negotiable Instruments Act provides that a minor can draw, enclose, a deliver and negotiate a negotiable instrument. Taking advantage of this clause, banks settled the issued of opening and operating an account by a minor. No guardian is needed. The overdraft facility cannot be extended to the minor. His account should always be kept in credit. If over draft is extended in a current account opened by the minor the banker runs the risk. 

Keeping in view the invalidity of the contract of a minor the banks open every type of account in the name of the minor and allow him to operate. Normally the balance is restricted to a particular maximum age, normally considered to be 12 or above which is considered to be the age of discretion.

Minors can also have their account opened and operated by their guardians. In case of such account, the banker should close the account when the minor attains majority and open a new, account in the name of a major. If a loan is granted to the minor against the surety of the major the banker is not secured and hence in his own interest, the banker makes the surety also as one of the principal debtors, on default, the bank can sue the surety. 

JOINT STOCK HOLDERS

The operation of a joint account is rather very difficult for a banker, unless he gets clear instruction. While opening a joint account in several names, the banker should get clear instruction regarding the handling of the account. The banker should get signatures of all person concerned with the account on the account opening form. He must know how the account is to be operated, regarding withdrawal of funds, matters relating to bill transaction, advances, securities etc., in the absence of specific- directions regarding the operation .of the account, the banker will land in trouble. Hence he know, (1) who will operate the account, (2) how the overdraft and advance accounts are to be operated, etc. bankers follow their own policies regarding loan and advances o joint accounts. If some bankers get comprehensive authority signed by all joint holders covering all possible transactions some other bankers enter into separate agreements regarding advances and take a mandate for cash credits only. Because of these difficulties and complications involved in joint accounts, the banker should make provisions or the contingencies and the following general matters: 

(i) Withdrawals: the banker should have clear instruction from the account holders as far -as the withdrawals are concerned.

(ii) Insolvency of a joint account holder: when a joint account is adjudged as insolvent, the bankers stop the operation of such an account.

(iii) Nomination: under section 452A of the banking regulation Act, 1949 the joint holders can nominate a person who will receive the funds on the death of all joint holders.

(iv) Overdrawing the account: The Bankers should make clear whether the person authorised to draw the amount is also given the power to 'over draw' the account.

(v) The authority obtained by the banker regarding operation of the account should make very clear whether the mandate also covers the withdrawal of securities deposited for the said joint account by the authorised person.

(vi) Survivorship: The authority obtained by the banker should also contain the provision relating to the payment of amount on death of a joint holder. 

(vii) Joint account of husband and wife: when an account is held by a husband for his jointly with his wife. the wife cannot be paid the balance on the death of the husband and it is to be brought into the deceased estate . 

PARTNERSHIP FIRMS

The Indian Partnership Act, 1932, states that "a partnership is the relation between person who has agreed to share the profits of a business carried in by all or any of them acting for an." 

Banker and the firm:

The banker can open the account of the firm, when one or more partners apply for the same. But the banker should examine the "Deed" to assess the power of the partner to open an account in the firm's name. He should also make enquiries as regards the genuinely of the partner in the said firm. Therefore, the banker should strictly follow the following guideline while opening the account of a firm: 

(i) Written consent of all partner to open an account in the firm's name. 

(ii) The written consent should contain amongst other things 

a. The nature of business 

b. The names and addresses of all partner and 

c. The names of the partners who operate the account in the name of the firm. 

(iii) Authority should also include the power given to the partners to draw, endorse and accept bills, mortgage and sell property of the firm. 

Account Operation: In The absence of any agreement to the country and except when banker knows that a partner is authorised to draw cheque, the banker will honour the cheques drawn by the authorised partner's in the firm's name. If the banker has received any notice from the other partner not to honour cheque drawn by a partner, the banker should stop the payment. 

Advances to the Firm: The banker should exercise greater care in making advance to the firm. He must examine the audited final statement of accounts and assess the creditworthiness of the firm. The finial status of the individual partners should also be assessed. 

JOINT STOCK COMPANIES

Joint stock companies came into existence as per the prevision of Indian Companies Act, 1956. There are three classification of the company as per the provisions of Act. They are 

(1) Public Limited companies

(2) Private Limited Companies

(3) Companies Limited by Guarantee. 

Opening as Account with the Bank: 

The banker should follow the following legal aspects while opening the account of the company and allowing operation. 

(i) He should ask for the copies of Certificate of Incorporation, Memorandum and Article Of Association.

(ii) He must examine the provisions in Memorandum and Article and find out the extent of power that directors and other officials have to give guarantee, the borrowing power of the company, restrictions if any to borrow funds banks, etc. 

(iii) He should keep the copies of Memorandum and Article in his files which are certified by the company secretary.

(iv) The banker should also obtain the copy of certified of commence Business',  which will be issued to the company by the Registrar of Companies

(v) The banker should obtain the copies of balance sheets of previous years, if it is a growing company,

(vi) If it is a new company, the banker should obtain a copy of the prospectus or a or a statement in lieu of prospectus

(vii) Banker should also obtain a copy of the resolution appointing him as banker of the company. 

EXECUTORS AND ADMINISTRATORS 

Some people instead of creating a Trust of manage their property, prepare a 'WILL' and specify in it the name of the person to manage their property after their death. The person so named in the 'WILL' is called the ‘Executor'. If any name is not specified or if the specified person refuses to act as an 'Executor', the court will appoint a person to look after the properties of the deceased person. This official appointed by the court is called the administrator. The maker of the will is called "TESTATOR" 

The bank should observe the following legal aspect in opening and, operation the accounts of executors or administrators: 

The banker should stop the operation of the testator's account, when he receives the message of the death of testator. 

1. The, banker should insist an official letter issued by the Court called 'Letter of Administration' or ‘Letter of Probate' to ascertain whether he is the person appointed to execute the property, of the deceased.

2. A copy of the letter of probate should be field for future reference. 

3. Then the banker should close the account of the deceased and transfer the funds to the newly opened account of administrator or executor.

4. If two or more executors or administrators are appointed, he should follow all the rules and regulations as followed in the case of joint account 

5. Regarding to overdrawing or borrowing, the executors can borrow in his personal capacity and cannot make liable the property of deceased for such borrowing, unless it is specified' in the will. 

6. The banker should riot make any transfer of funds to the personal accounts of the executors.

7. The borrowing made by the executor to meet the expenses of the deceased state or for clearing the debts of the deceased shall however be in his personal capacity although he is indemnified from the estate of the deceased. 

TRUSTEES

The Indian Trust Act, 1882, defines the terms 'Trust' (Under Section 3 of the Act) as can obligation to the ownership of property and arising out of confidence reported in and accepted by rum for the benefit of another or of another and the owner'. As per this definition a trustee is a person in whom the 'Author’ or 'Settler' reposes confidence and entrusts the management of his property for the benefit of a person or an organisation who is called ‘Beneficiary'. The trust will come into existence as per the stipulations in a document called 'Trust Deed'. Hence the ‘author' of Trust is the owner of the property who wishes to part with that for the benefit of other person or organisation. 

The karta has the power to mortgage and pledge the property of Joint. Hindu Family for raising loan for the business and his liability is unlimited and is personally liable. 

The banker has to exercise greater care in dealing with this account:

1. He must get complete information about the Joint Hindu Family including the names of major and minor coparceners arid get a declaration from the katta to this effect along with specimen signatures and signatures of all coparceners. 

2. The name in which Joint Hindu Family account is to be opened is to be ascertained and the banker also should know as to who would operate the account it is better to get a mandate from all coparceners to this effect.

3. While making advances, the banker should ascertain the purpose for which the loan is obtained and whether the loan is really needed by the Joint Hindu Family for business. 

4. If the advance is made for the personal use of Karta or for speculative activities, JHF and the coparcenersare not held responsible for such debts. 

LUNATICS 

· The Indian contract Act, 1872, prohibit, insane person from entering into contract. However, the contracts entered into or ratified during the same period by these contracts have no inherent defects and can be avoided, if the other party is careful is aware of insanity. The banker if he is aware of the insanity of the customer should not run the risk of opening the account in his name if he opens the account, it lodges him in difficulty of choosing between the risk of unjustifiably dishonoring the customer's cheque on the one hand and being held to have debited his account without adequate authority on the other (Hart's Law of Banking). 

· The account of the lunatic can be operated only by the receiver appointed the court of law. The banker can debit the account for cheques issued by the receiver. The funds held by the banker should be handled in accordance with the direction given by the receiver.

· The bank can also continue the operation of the account of the lunatic, if the lunatic proves that he is not insane. Banker can get himself satisfied if two doctors certify that he is same. 

NON- RESIDENT ACCOUNTS 

Whenever a banker has to open an account of a prospect; he should find out whether the customer is a resident or non-resident. The banker should be careful in opening a: non-resident account as it involves. foreign exchange regulations. 

Non- resident Indian 

An Indian citizen who stays abroad for employment / carrying on business or vocation outside India or stays abroad under circumstances indicating an intention for an uncertain duration of stay abroad is a non-resident. A person posted in U.N organizations on temporary assignments are also treated as non- residents. Non- resident foreign citizens of Indian origin are treated on par with non- residents Indian citizen (NRls) for Indian exchange control purpose. People of Nepal and Bhutan are not considered as non- residents Indians. 

NRIs are granted the following facilities: 

· Maintenance of bank account in India

· Investment in securities/ shares and deposit of Indian firms companies. 

· Investment in immovable property India. 

Tax exemption on interest earned on deposit held in foreign currency is available to non-residents and person who are not ordinarily resident in India as defined under Income Tax Act, 1961.banksconvert into rupee remittance made in foreign currencies by NRI at the market rate of exchange. 

PAYING BANKER

Commercial banks basically discharge two functions (1) accepting the deposits and (2) lending money to needy people. When he accepts deposits in different forms {savings account, current account and fixed deposit account), it is a contractual obligation on his part to pay back these deposits on demand or on a specified day, during the banking hours at the branch where the customer has opened an account. Thus the banker has a contractual obligation to honour customer's cheque across the counter. In this context, the banker who pays the value of the instrument is called paying banker' or ‘Drawee Bank'. The payment to be made by him has arisen due to the contractual obligation. He is also called drawee bank as the cheque is drawn on him. 

MANDATORY FUNCTION OF A PAYING BANKER 

The paying banker should bear in mind the following duties or precautions before passing or dishonoring a cheque. These are mandatory function need to be discussed, as per statutes. 

Proper Form: The cheque presented for payment should be in proper from. The banker should see that the cheque satisfies all the requirements of a valid cheque. The cheque must be in printed form supplied by the banker in specific format and it should be in unconditional order. If a conditional cheque is drawn, it is not all a cheque and cannot be paid. 

Physical Condition: The cheque should be in good physical condition. The instrument should not be torn, mutilated or cancelled. If torn intentionally to cancel the crossing etc, the banker cannot know the reason as to why it is torn. Hence he should return the cheque for conformation of the drawer. If he cannot get the drawer's confirmation, he can return the cheque market 'Mutilated cheque' as the mutilation is intentional. Similarly, if the main contents viz. name, amount date etc. are cancelled the banker should return the cheque refusing the payment. If the cheque is torn in a corner and if it is unintentional, the banker can honour such a cheque although he can dishonor it.

Office of Drawing: When the cheque is presented for payment, the banker should also observe the account, against which the cheque is drawn, whether it is kept in the same branch or any other branch of the same bank. If the customer presents a cheque in a branch where he doesn’t hold an account, the manager cannot make payment, as he is not aware whether the cheque is genuine or a forged one. 

Date of the Cheque: The cheque should posses a date for payment and only on that date or within six months from that date, the payment should be made. A cheque which is not "dated or post- dated should be honoured on the day when it is present for payment. The cheque should comprise of year, month and date. Cheques bearing incomplete date or impossible date like April 31st etc should not be honoured. Similarly, stale cheque should be confirmed by the drawer before payment. 

Time of Presentation:  The cheque presented during the banking hours should be honoured. The point to be noted here is that the cheque should be presented for payment during the banking hours, However such cheque can be paid after banking hours. Hence the presentation of cheque is more important than payment. 

Amount: The amount of the cheque presented for payment has to be recorded in both words and figures and they should tally with each other. If the amount written in words is correct there is no legal restriction to pay such cheques. However, it is only customary that the banker refuses to pay a cheque, the amount of which stated in words does not tally with the figures. 

Material Alteration: The banker should also note whether the cheque is materially altered before making payment. If the material alteration is apparent, the banker should get confirmation from the drawer by obtaining full signature at the place of material alteration. But when it is not visible even after careful examination, the banker can honour such cheque and debit the customers account. 

Signature of the Drawer: The banker has to examine the signature of the drawer on the cheque before he makes payment with the specimen he has. Drawer fixes his signature on the cheque to give a mandate to pay the amount of the cheque. Something the signature may not tally and can be forged one. If the banker finds that the banker cannot make out the forgery he cannot debit the customer's account. When he detects the forged cheque the banker should intimate the matter to the drawer to take necessary action immediately.

Endorsements: Before the cheque is honoured, the bankers should also whether the endorsements, if any on the cheque are regular. If any endorsement is irregular, the banker cannot such cheques. 

Legal Restriction: When the cheque is presented for payment, it might have not lost its legal characters by the time and will have become invalid. Such invalid cheque should not be honoured by the banker. 

NEGOTIABLE INSTRUMENTS

Many documents are used in the modem commercial world. But, certain documents are freely used in commercial transactions which are called negotiable instruments. A negotiable instrument is one the legal title o which can be transferred is free from all defects and the transferee can sue in his own name. But this negotiable instrument is not assignable, but transferable. Thus, negotiability "easy transferability from one person to another in return for consideration." 

Negotiable Instruments Act: In India, the negotiable instruments are governed by the by the Negotiable Instruments Act of 1881. Sec.13 of the Negotiable Instruments Act simply states that "negotiable means promissory note of exchange or cheque payable either to order or to bearer ". Thus, Law recognizes three kinds of negotiable instruments, namely a cheque, a bill of exchange and a promissory note. But, in recent times because of mercantile usage or custom, certain other documents have been included in the category of Negotiable Instruments there are: dividend warrants, bearer bonds, bearer scrips debentures payable to bearer, share warrants to bearer and treasury bills. 

Definition: A Negotiable Instruments thus plays a key role in the modern business as a document which can be transferable with ease. Wills defines it as "one property is acquired by anyone who takes it bonafide and fro value, notwithstanding any defects of title in the person from whom took it." 

Characteristic Features of Negotiable Instruments: 

(i) Free Transfer: there is no formality to be complied with for the transfer of a negotiable instrument. It can be very easily transferred from one person to another, either by mere delivery or, by endorsement and delivery.

(ii) Transfer free from Defects: it confers an absolute and goods title on the transferor has a bad title to the instrument, he can still pass on a good title to any holder, who takes it in good faith and without negligence and for valuable consideration. Thus, it cuts off prior defences in the instruments. This is a peculiar feature of a negotiable instrument. 

(iii) Right to Sue: it confers a right on the holders to Sue in his own name, in case of need.

(iv) No Notice to transfer: the transferor of Negotiable Instruments can simply transfer the documents, with out serving any notice of transfer, to the party who is liable on the instruments to pay.

(v) Presumptions as Negotiable Instruments: Secs.118 and 119 of the Negotiable Instruments Act deal with certain presumptions which are applicable only to all Negotiable Instruments. For instance, it is presumed that the instrument has been always obtained for consideration. Likewise there are other presumptions regarding date time of acceptance, time o transfer, order of endorsements, stamp holder to be a holder in due course etc.

(vi) Credit of the party: the credit of the party who signs the Instruments to the instruments. Therefore, such instruments will never be dishonored normally. 

Types of Negotiable Instruments 

As stated earlier, the Negotiable Instruments can be broadly classified into two viz.: 

(i) Instruments Negotiable by law, and 

(ii) Instruments Negotiable by custom or usage of trade. 

In India law recognizes only three instruments as negotiable and they are: 

(i) Promissory note; 

(ii) Bill of Exchange 

(iii) Cheque. 

Promissory Note 

Sec.4 of Negotiable Instruments Act defines a Promissory Note as “an instruments 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 instruments'. 

Thus a promissory note contains a promise by the debtor- to the creditor to pay a certain sum of money after a certain date. Hence, it is always drawn by the debtor. He is called the maker' of the instrument.

Promissory note must be in writing and it must be duly stamped in BolIam Venkataiah vs. Venmuddala Venkata Ramana Reddy (1985), it was held that, a pro-note cannot be admissible in evidence cannot be admissible to prove the terms of a pro-note. 

Bill of Exchange 

Unlike the promissory note, the bill of exchange contains an order from the creditor to the debtor, to pay a certain period. Sec, 5 of the Negotiable Instruments Act defines a bill of exchange as follows: 

"An instrument in writing containing and-unconditional order, signed by the maker, directing a certain person to pay a certain sum of money only to, or to the order of a certain person or to the bearer of the instrument." 

Thus, a bill is always drawn by the creditor on the debtor. The person who draws it, is called the 'drawer' and the person on whom it is drawn is called 'drawee' or 'acceptor' and the person to whom the amount is payable is called the 'payee'. 

Features of bill of exchange and a Promissory Note 

· Instrument in Writing: A bill or a promissory note must be in writing only. Oral orders or promissory do not make a valid instrument. 

· Unconditional Order / promise: The 'order' that is stated in the bill and the promise' that is given in a promissory note must be unconditional if there is any conditional, it will affect the validity of the instrument.

· Drawn on a creation Person: A bill is always was on a certain person, preferable, by the seller on his customer (creditor). Hence the drawee must be a certain person.

· A certain Sum of money: The 'order' or the promise must be to pay a certain sum of money. The amount to be paid must be definite. According to Sec. 5 of the Negotiable Instruments Act, the sum payable may be certain, inspite of the fact that, 

(a) It includes future interest, or. 

(b) It is payable at an indicated rate of exchange. 

(c) It is payable according to the course of exchange. 

· Payee to the certain: A bill or a promissory note is drawn payable to a certain person or to his bearer of the instrument. However, promissory notes/bills cannot be made payable to bearer on demand. This high privilege has been given only to the R.B.I for issuing bank notes, making them payable to bearer on demand.

· Payable on Demand or after a Certain Date: A bill of exchange or a promissory note may re payable at sight (demand bill) or after the expiry of a certain period specified therein (time bill). In case of time bill acceptance is essential and usually 3 days of grace are allowed in the case payment of such a bill.

· Signed by the drawer/maker: A bill or the promissory note must be signed by the drawer or the maker respectively. 

· Delivery Essential: a bill or promissory note is deemed to be drawn only when the person who has prepared it delivers it to the other party to whom it is meant. Hence, delivery is essential to constitute a Negotiable Instruments. 

CHEQUES 

A cheque, being a Negotiable Instruments can be passed from hand to hand easily and so it has become a popular mode of payments. A cheque is the most economical and safe method of money transaction because the transfer cost is very low and also the possibility of loss is minimum. 

Definition of cheque: section of 6 of the Negotiable Instruments Act defines a cheque as follows: 

"A bill of exchange drawn on a specified banker and not expressed to be payable otherwise than on demand." 

Even though a cheque is considered to be very similar to a bill of exchange it is different from a bill in many respects. Chalmer rightly points out that, "A cheques are bills of exchange but all bills of Exchange are not cheques." 

The Salient Features of a Cheque: 

1. Instruments in writing: A cheque must necessarily be an instrument in writing. Oral orders therefore do not constitute a cheque. There is no specific rule regarding the writing materials to be used. It may be done by means of a nib, a pencil, a type writer or any other printed character. So also, according to the Negotiable Instruments Act, writing out cheques with lead pencils also. But, bankers in their own interest, and in the interest of their customers, allow the cheques to be drawn only in ink. In all other cases, fraudulent alterations unauthorized by the drawer are easy to make but difficult to detect. 

2. An Unconditional Order: A cheque is an order to pay and it is not request. In the indigenous bill of exchange, words of courtesy with, little monetary implication were generously employed. They are conspicuous by their absence in the modern cheque. It is not essential that the word 'order' must form a part of the writing because the word ‘order' must form a part of the writing because the word 'pay' itself denotes a command and words like 'please' or 'kindly' are dispensed with in cheque.

3. On a Specified Banker: A Cheque is always drawn on a particular banker only. Usually the name and address of the banker is clearly printed of the cheque leaf itself. It is advisable that the full name of the banker is mentioned in the cheque. For e.g. instead of "l O B" it must be written "Indian Overseas Bank." A cheque drawn on a particular branch of a particular bank cannot be encashed at another branch of the same bank, unless there is an agreement between the parties. 

4. Payee to be certain: in order that a cheque may be a valid one, it must be made payable to the order of a certain specified person or to his agent or the bearer thereof. That is why Sir John Paget rightly points out that "A normal cheque is one in which there is a drawer, a drawee whom the amount the cheque is payable. The payee must, therefore, be a certain person. He may be a human being or an artificial person i.e., a body corporate, e.g., a company, an authority, a trade union etc. 

5. A Certain Sum of Money: A cheque is usually drawn for a definite sum of money. Indefiniteness has no place in monetary transaction any phrase like 'less than Rupee One Hundred Only' or Above rupees two hundred only does not give a clear and concrete idea to the parties concerned and it will render the cheque invalid. That is why the modem bankers request their customers to draw the amount both in words and figures even through, the Negotiable Instruments Act is silent on this point. If there is any difference between the amount in figures and words, the bankers can return the cheque, since, the amount is not certain. 

6. Payable on Demand: A cheque is always payable only on demand. It is not necessary to use the word 'on demand' as in the case of a demand bill. As per Sec.19 of the Negotiable Instruments Act, unless a time factor is specified by the drawer, the cheque is always payable on demand. 

7. To signed by the drawer: The cheque must be signed by the drawer i.e., the drawer normally puts his- signature at the bottom right hand comer of the cheque. The signature must be that of the person in whose name the account is kept or his authorised agent. When the signature differs from the specimen or it is slightly different, the banker need not honour the cheque.  

CROSSING 

Meaning: A cheque without crossing is called an open cheque. It is open to many risks. In order to protect it from risks, crossing has been introduced. 

Kinds of crossing: Crossing is of two type's namely general crossing and special crossing. 

General Crossing: section 123 of the Negotiable Instruments Act, 1881 defines general crossing as follows: 

"Where a cheque bears across its face an addition of the words.  'And company , or any abbreviation thereof, between two parallel transverse lines or two parallel transverse lines simply, either with or without the words "not negotiable ", that addition shall be deemed to be a 'crossing " and the cheque shall be deemed to be crossing generally. " 

Essential of General Crossing: 

1. Two lines are to paramount importance in crossing. 

2. The lines must be drawn parallel and transverse, Transverse means, that, they should be arranged in a crosswise direction. They should not be straight lines. 

3. The lines are generally drawn on the left hand sign so as not to obliterate or alter the printed number of the cheque. Preferably, the line should cut cross some of the writings. 

4. The words ‘And company' or its abbreviation may be Written in between the lines. They themselves are not essential, and so, they do not constitute crossing without two parallel transverse lines.

5. So also, the words 'Not negotiable' may be added to a crossing but they themselves do not constitute a crossing. 

Significance of general crossing:

(i) The effect of general crossing is that it gives a direction to the paying banker. 

(ii) The direction is that, the paying banker should not pay the cheque at the counter. It should be paid only to a fellow banker. In other words, payment is made through an account and not at the counter.

(iii) If a crossed cheque is paid at the counter contravention of the crossing:

a. The payment does-not amount to payment in due course. So, the paying banker will lose his statutory protection.

b. He has no right to debit his-customer's account since, it will constitute a breach of his customer's mandate.

c. He will be liable to the drawer for any loss, which he may suffer, 

d. He will be liable to the true owner of the cheque who may be a third party, irrespective of the fact, that, there is no contract between the banker and the third party. As a general rule, a banker is answerable only to his customer and this liability to a third party here is an exception. 

(iv) The main intention of crossing a cheque is to give protection to it. When a cheque is crossed generally, a person who is not entitled to receive its payment is prevented from getting that cheque cashed at the counter of the paying banker. 

Special Crossing. 

Sec.124 of the Negotiable Instruments Act, 1881 defines special crossing as follows: 

"Where a cheque bears across its face, an addition of the words. The name of a banker with or without the words "not negotiable," that addition shall be deemed a 'crossing " and the cheque shall be deemed to be crossing special; and to be crossed to that banker.

Essential of Special Crossing:  

(a) Two parallel transverse lines are not at all essential for a special crossing. 

(b) The name banker must be necessarily specified across the face of the cheque. The name of the banker itself constitute special crossing.

(c) It must appear on the left hand side, preferably on the corner, so as not to obliterate the printed number of the cheque.

(d) The two parallel transverse line and the words 'Not negotiable' may be added to a special crossing. 

Significance of special crossing: 

· It is also a direction to the paying banker. The direction is that, the paying banker should pay the cheque only to the banker whose name appears in the crossing or to his agent. 

· If a cheque specially crossed to a banker is present by another bank, not in the capacity of its agent, the paying banker is justified in returning the cheque.

· A special crossing gives more protection to the cheque than a general crossing. It makes a cheque still safer because, a person, who does not have a real claim for it, without find it difficult to obtain payment. In special crossing, the cheque is specially crossed to the payee's banker. 

Not Negotiable Crossing: 

Sec’s 123 and 124 of the Act permit the use of the words 'Not Negotiable' in the crossing. This type of crossing is termed as 'Not Negotiable' in the crossing this type of crossing is termed as 'Not Negotiable' crossing. 

Significance of not negotiable crossing:

'Not Negotiable' does not mean transferable. Not Negotiable crossing does not affect the transferability; it kills only the 'negotiability'. Negotiability is something different from transferability. As per law, negotiability means transferability by mere delivery or endorsement and delivery plus transferability free from defect.

Account Payee Crossing: 

There is no provision in law regarding this type of crossing. But it has peen developed in practice. If the words ‘A/c payee', are added to a crossing, it becomes and A/c payee crossing. 

Significance of A/c payee crossing:

A/c payee crossing does not restrict the transferability of cheques. This type of crossing gives a further protection to a cheque. This crossing gives a direction to the collecting banker. The direction is that, the collection banker should not collect it for any person other than the payee. In other words, a colleting banker should ensure that, the cheque is credited only to the account of the payee. Hence such cheque cannot be negotiated further in actual practice, A/c payee crossed cheques cannot be collected to the account of any person other than the payee himself. The safest form of crossing will be a combination of 'Not Negotiable' and A/c payee crossing, which give the fullest protection to a cheque. 

Not Transferable Crossing:

To ensure cent percent protection, banks have recently stated using the words Not transferable in the crossing along with the words Not Negotiable. This type of crossing has been evolved in the banking custom. 

Significance: this of crossing cheque can crossing 'Not Negotiable' and A/c payee can be transferred to others in the strict .sense of the term. But once it is crossed 'Not Transferable' can not be to anybody and thus the cheque in question gets the fullest protection from all kinds of frauds. 

Double Crossing: 

Sec.125 of the Act provides that "where a cheque is crossed specially, the banker to whom it is crossed may be again cross it especially to another banker, his agent for collection". 

Sec. 127 of the Act lays down that, "where cheque is crossed specially to more than one banker except when crossed to an agent for the purpose of collection the banker on whom it is drawn shall refuse payment therefore”. Thus, if a cheque is crossed to two or more banks, the paying banker in put in confused position as to whom he should pay. Such ambiguity renders the cheque is crossed, can cross it again in favour of another banker for the purpose of collection It does not render the cheque invalid. 

Endorsement:
Endorsement is nothing but the process of signing one name affixing an accepted rubber stamp impression on a cheque, for the purpose; of transfer. Thus it is both a contract and a transfer. Delivery of the instrument is necessary to complete its endorsement. 

Definition of Endorsement: 

Endorsement has been defined in Sec. 15 of the Negotiable instrument Act 1881 as follows: "where the maker or holder of a negotiable instrument signs the same, otherwise than as such maker, for the purpose of negotiable, on the back or face thereof, or a slip of a paper annexed thereto... he is said to enclose the same, and is called the endorser." 

It is quit evident from the above mentioned definition that, the endorsement can be made that either on the back of the instrument or on the face/thereof. But according to Sec. 6 of the Indian securities Act of 1886, an endorsement made on a document, elsewhere than on the back it self, is not valid. In practice, an endorsement must be made on the back of the instrument. 

Kinds of Money Market: 

I. Blank Endorsement: According to Sec.16 (1) of the Negotiable instrument Act "if the endorsement is said to "Bank. ..."An endorsement in blank, as it is generally called General endorsement, specifies no endorsee, and as such, the instrument becomes payable to the bearer." Hence, cheque endorsed in blank can be negotiated by mere delivery. Thus, a cheque, originally payable to order, becomes payable to bearer by an endorsement in blank. 

Example: A cheque is payable to D. David or order. 

If it simply signed by David on the back, it constitutes a blank endorsement. 

II. Special Endorsement: it is otherwise called a full endorsement Sec.16 (1) the Negotiable instrument Act lays down that "…if he (endorser) adds a direction to pay the amount mentioned, to or to the order of a special person, the endorsement is said to be in "full" and the person so specified person, the endorsee of the instrument." Thus if the endorser adds a direction to pay the amount to the order of a certain person, then, the endorsement is said to be full. An instrument with a blank endorsement can be converted into a special endorsement by any holder by specifying the name of an endorsee and putting his signature. A cheque, originally a bearer cheque, can be converted into an order cheque, by means of a full endorsement. 

Ex: a cheque is payable to D. David or order. He adds a direction to pay the amount Mr. Stephen or order and puts his signature below the endorsement in the following forms must be regarded as special, where the cheque is endorsed by X in favour of Y: 

(i) pay to the order of Y – X

(ii) X m favour Y. 

(iii) Y or order x. 

(iv) Please exchange, Y. X. 

III. Restrictive Endorsement: a restrictive endorsement is one which limits the further negotiation of an instrument. The endorsee in such cases cannot further endorse it. Generally, the word 'only', is added after the endorsee's name. Ex: A cheque is payable to D. David. He endorsee it as follows: 

a. 'Pay to Samuel only'-D. David

b. 'For deposit only'-D. David.

c. 'Pay to the order or Samuel -D. David. 

An endorsement may be restrictive for the purpose of constituting the endorsee as an agent for collection

Ex: (a) 'Pay to Kumar for my use'-- D. David. 

(b) 'Pay to Rajan on my account'- D. David 

(c) 'Pay to Mohan for the account of Rajaram'-- D. David 

In all these cases, transferability of the instrument is restricted. 

IV. Conditional Endorsement: this is not a common form of endorsement. It may take many forms: It may either limit the liability of the endorser or create some liability to the endorsee to receive the payment of the instrument. That is, an endorsement may-be preceded by a certain condition, which should have been fulfilled by the endorsee, for obtaining payment; the endorsee's right to receive money is subject to the fulfillment of a particular event. 

Ex: A cheque payable to D. David is endorsed as follows: 

(a) 'Pay to Jebaraj or order on arrival of S.S Victoria'-- D. David. 

(b) 'Pay to Kamalchand on completion of the house building'-- D. David. 

(c) , Pay to Y, if he marries X within a month ' --D. David. 

V. Sans Recourse Endorsement: it is an endorsement which limits the liability of the endorser free from all liability to any subsequent holder. 

Ex: A cheque payable to D. David is endorsed as follows: '.Pay to Rabindran or order" without recourse to me"-- D. David 

It signifies that, if the cheque is dishonoured, Rabindran and the subsequent endorsees cannot hold D. David liable, since he has already excluded his liability by means of his endorsement. In India, the words, 'without' recourse' are mostly used instead of 'Sans recourse'. 

VI. Sans Frais Endorsement: 'Sans Frais' means 'without expense'. Here, the endorser does not want any expense to be incurred on his account on the instrument. But, he dose not want any additional expenditures like noting and protesting charges to be borne by him. Ex: D: David endorses the cheque as follows: 

"Pay to raja or order: Notice of dishonour waived" --D. David. 

VII. Facultative Endorsement: it is an endorsement, where by, the endorser waives some of his rights on the instrument.  

Ex: the Facultative Endorsement might read as follows: 

"Pay to Raja or order. Notice of dishonour waived"-- D. David. 

Normally, when a bill is dishonoured, notice of dishonour should be served by the holders to all the pervious parties. But, in the above example the holders can, without serving .any notice to D. David. Make him liable, in case the bill is dishonoured. . 

VIII. Partial Endorsement: if only a part of the amount of the instrument is endorsed it as a case of partial endorsement. According to Sec 56 of the Negotiable Instrument Act - "No "Writings on a negotiable instrument is valid for the purposed of negotiable instrument is valid of the purpose of negotiability, if such a writing purports to transfer only to be due on the instrument.” Law recognizes only an endorsement of the entire amount of the instrument. Hence, partial endorsement is not valid. 

Ex: a cheque fro Rs. 500 is endorses by D. David. As follows: 

"Pay to Chandra Rs. 100 --D. David. 

Suppose the same cheque is endorsed as follows: 

"Pay to Chandra Rs. 100 only and pay to Rajapandian Rs. 400 only. 

COLLECTING BANKER: 

Meaning: A collecting banker is one who undertakes to collect the amount of a cheque for his customer from the paying banker. A banker is under no legal obligation to collect cheques drawn upon other banks for a customer will be satisfied merely with the function of payment of cheque alone. Moreover, in-the case of crossed cheque, there is no other alternative to collect the cheques except through some banker. In rendering such service, a banker should be careful, because, he is answerable to a number of people with whom he has no contractual relationship and any negligence or carelessness on his part may land him in difficulties. 

STATUTORY PROTECTION: 

According to Sec. 131 of the Negotiable Instrument Act, "A banker who has in good faith and without negligence, received payment for a customer of a cheque, crossed generally or specially to himself shall not, in case the title to the cheque proves defective, incur any liability to the true owner of the cheque, by reason only of having received such payment ". Thus, Sec., 131 protects the collecting banker against an action of conversion. Of course, this a very high privilege given to the collecting banker. Here, the banker is protected to a certain extent even against the equity principles of law i.e., the object of law is always to protect the rights of the true owner. 

The above statutory protection is available it the collecting banker only if he fulfills the following conditions: 

· The cheque he collects must be a crossed cheque.

· He must collect such crossed cheques only for his customer as an agent and not as a holder for value.

· He must collect such crossed cheque is good faith and without negligence.

(1) Crossed cheque only: Statutory protection can be claimed by a collecting banker only for crossed cheques. It is so because, in the case of an open cheque, it is not absolutely necessary for a person to seek the service of a banker. So a banker, while colleting an open cheque in which his customer has no title; becomes liable for conversion. 

(2) Collections on Behalf of customers as an agent: the above protection can be claimed by a banker only for those cheque collected by him as an agent of his customer. If he acts as a holder for value, he will acquire a personal interest in them, and so, he cannot claim protection under sec.13l. so also, if he collects a cheque for a person other than a customer, he will not be protected. That is, if the stranger (other than the customer) for whom he collects a cheque has no title, and then the banker will be liable for conversion. 

(3) In the Good Faith and, without Negligence: in order to get the protection under the Section, a collecting banker must act in the good faith and without negligence. This applies to the whole transaction from the receipt of the cheque from the customer to the receipt of the proceeds from the cheque from the customer to the receipt of the proceeds from the paying banker. The question of good faith is not very material because, joint stock banks do not act otherwise than in good faith. 

DUTIES OF A COLLECTING BANKER

(i) Exercise Reasonable Care and Diligence in his Collection Work: when banker collects a cheque for his customer, he acts only as an agent of the customer. As an agent, he should exercise reasonable care, diligence and skill in collection work. He should observe almost care, care when presenting a cheque or a bill for payment. Reasonable care and diligence depends upon the circumstances of each case.

(ii) Present the cheque for collection without any delay: the banker must present the cheque fro payment without any delay. If there in delay in presentment, the "customer may suffer” losses due to the insolvency of the drawer or insufficiency of funds in the account of the drawer or insolvency of the banker himself. In all such cases. The banker should bear loss.

(iii) Notice to customer in the case of dishonour of a cheque: if the cheque, he collects, has been dishonoured, he should inform his customer without any delay. The Negotiable instruments Act has prescribe a reasonable time for giving the notice of dishonour. If he fails to do so, and consequently, any loss arises to the customer, the banker has to bear the loss. 

(iv) Present the bill of acceptance at an Early Date: As per Sec: 61 of the Negotiable Instruments Act, a bill of exchange must be accepted. Acceptance gives an additional currency to the bill, because, the drawee becomes liable thereon from the date of acceptance. Moreover, in the case of a bill of exchange payable after sight, acceptance, is absolutely essential to fix the date of maturity. If banker undertakes to collect bills, it is his duty to present them for acceptance at early date. Sooner a bill is presented and got accepted, earlier is its maturity. 

(v) Present the bill for Payment: the banker should present bills for payment in proper time and at proper place. If he fails to do so, and if any loss occurs to the customer, then, the banker will be liable, According to Sec 66, of the Negotiable Instruments Act a bill must be presented on maturity. As per Sec.21, sight bills are payable on demand. Sec.22 lays down that the maturity of the bills is the date on which it is due for payments, to which, 3 days of grace are added.

(vi) Protest and Note a Foreign bill for Non- Acceptance: in case of dishonour of a bill by non-payment, it is the duty of the collecting banker to inform the customer immediately. Generally, he returns the bill to the customer. In the absence of specific instructions, collecting bankers do not get the- inland bills noted and protested for dishonour, If the bill in question happens to be a foreign bill; the banker should have it protested and noted by a Notary Public, and then, forwarded it to the customer. 

MODULE – 5

LOANS AND ADVANCES

The main business of a banking company is to receive deposit and lend money. Receiving deposit involves no risk, since it is the banker who owes a duty to repay the deposit, whenever it is demanded. On the other hand, lending always involves much risk because there is no certainty of repayment. But, a banker earns a bulk of his income only through lending. A banker should be very cautious in lending, because he is not lending money out of his own capital. A major portion of the money lent comes from the deposits received from the public. These deposits are mostly repayable on- demand. Hence, while lending money, a banker should follow a very cautious policy and he must take into account the following general principles of sound lending.

General Principles of Sound Lending
Since all loans entail a credit risk, the banks have to follow the following principles: 

(1) Safety: 'Safety First' should be the guiding principle to be followed in granting loans and advances. Since banks deal with the money of their customers, they have to ensure the safety of the funds lent. Safety means that the borrowers should be in a position to repay the loans borrowed with interest, as and when they are due. The repayment of borrowers in-turn depends upon
i. their capacity to repay,
ii. their willingness to-repay, and
iii. the collateral security offered.
The capacity of a borrower depends upon the success of his venture. The willingness depends upon his honesty and integrity: Hence, before lending money, the banker should ascertain whether the borrower is a person of good character and integrity and whether the security offered is adequate and easily realizable.

(2) Liquidity: Liquidity is nothing but the ability of a banker to convert a asset into cash readily without much loss in its value. In other words, a bank has to maintain a liquid position, so that, he can meet the demands of his customers at any time. Money granted for long periods are less liquid because they cannot be received back in times of need. Liquidity also. depends upon the type of the asset a banker selects, while granting loans and advances. It is aptly said "a prudent banker is one who knows the distinction between a bill and a mortgage". It is so because; a. mortgage is a long term loan. Creation of a mortgage involves much formalities and expenses. Moreover, a mortgage cannot be converted into cash readily. A mortgage is always created against immovable assets, and hence, they are very difficult to realize. On the other hand, a bill is purely it can be converted into cash immediately by rediscounting it with the Central Bank. Hence, the principle of liquidity demands that a banker should confine his lending to short term, against assets which can be' converted into cash immediately.
(3) Profitability: Commercial banks also exist for earning profit. A banker cannot run the banking business" without profit. Profit is essential to meet the day-to-day expenses, to pay interest on deposits, to meet the salaries of staff etc. Profitability demands that a banker should employ all funds to earn maximum profit. But, liquidity demands that the banker should maintain a large cash reserve to meet the demands of customers. Thus, these two principles are opposing to each other. In fact, an experienced banker knows that these tow opposing factors must meet with each other at a point called safety. Hence, safety and liquidity should" not be sacrificed for profitability.
(4) Security: No banker sees the horoscope of a customer and lends. He calculates his lending risk and lend. To minimize the chances of risk, security should be insisted upon. The security must be adequate, easily realizable and free from encumberances. But, undue importance should not be given to securities. They are like cushion to fall back upon in times of need.
(5) Purpose of the Loan: Another important cannon of lending is that the purpose of the loan must be enquired into by the banker. Repayment of loans mainly depends upon the purpose for which loans are needed. For instance; loans for productive purposes would enhance the earning capacity of the borrower, and thus, it would pave way for easy repayment. Loans for unproductive purposes, hoarding, black marketing, social ceremonies etc., are risky, since, there is no guarantee of repayment. So, they are not entertained. After nationalization, the purpose of the loan is given more weightage than the security offered for the loan.
(6) Diversification of Risks: Since every loan entails some risk element, it is advisable to spread the credit risk. This can be done by granting moderate loans to a large number of customers, spreading over a wide area. In other words, a banker would not concentrate all his loanable funds in one industry or one particular area or a group of few customers only. If he does so, his very survival is questionable, particularly, .when a particular industry fails, or when there is an adverse change in one place, etc. This is in accordance with the maxim "Do not lay all eggs in the same basket".
(7) Assured Repayment: A banker should come forward to lend only when the repayment is assured. When there is default in repayment, a banker's ability to create further credit is affected. Hence, while advancing money, he should see the source of repayment. For eg., loans against a FDR which is going-to mature shortly, a Life Insurance Policy which is going to mature soon, a debenture which is to be redeemed shortly etc. are considered as sound loans. Thus, a sound and safe credit is one, where timely repayment is assured.
(8) Social Objectives: While making advances, the banker should give the highest priority to the national interest. Today banks have a strong social objective and social conscience. It is the responsibility of each and every bank to ensure that the bank credit flows smoothly to the neglected sectors of the economy and to the under privileged sectors of the society. Towards this end in view, banks have given up their “security-oriented lending" and have taken up "need-based loans" or "productivity of the loan". The viability of a project is given more weight than the security behind a loan.
(9) The Law of Limitation Act: A lending banker should also bear in mind the Law of Limitation Act. According to this Act, a debt will become a bad one after the expiry of 3 years from the date of the loan it is applicable to loans and advances granted by banks. Hence, each and every banker should be very careful in renewing the loan, year after year. Otherwise, these loans would become bad subsequently.

Modes of Creating a Charge Security
The way by which a banker obtains control over the security is called 'modes of charging'. If the security is not property charged in favour of a banker, he will remain as an unsecured creditor. There are different methods of charging. A banker has to select an appropriate one depending upon the nature of the security and the type of loan. 

The following are the important methods of charging: 

(i) Lien, (ii) Pledge, (iii) Mortgage and (iv) Hypothecation. 

LIEN

According to Sec. 171 of the Indian Contract Act, it is nothing but a right to retain the property of the customer, given as security, till the loan is repaid. A banker's lien is always a general lien. He has a right to retain the security in respect of the general balance due to him. In exceptional cases, he acquires the right to sell the securities, after giving a reasonable period of notice to the borrower. Thus, lien acts as an implied pledge.

Circumstances for Exercising Lien: A banker can exercise his right "of lien only if the following conditions are fulfilled.

· There must not be any agreement inconsistent with the right of lien.
· The property must come into the hands of a banker in his capacity as a banker (qua banker).
· The possession should be lawfully obtained in his capacity as a banker.
· The property should not be entrusted to the banker for a specific purpose.
These are the four vital factors of a bankers Iien.

Lien cannot go Beyond the Agreement: In C. R. Narasimha Settyus. Canara Bank (1990) it was held that the banker could not exercise his lien on the vehicle in respect of the cash credit dues of the firm, since, the Hypothecation deed did not give any right to the bank to seize the vehicle for the dues of the firm. Thus it is evident that a lien cannot go beyond the terms of the loan agreement.

Banker's Lien as an Implied Pledge: It must be noted that a banker's lien is generally described as an implied pledge. It means that lien generally gives a right to retain the goods only. But in some special cases, he has a right to sell the securities and goods of the customer, after giving a reasonable notice to him, when the customer does not take any steps to clear his arrears.

Lien on Negotiable and Quasi Negotiable Securities: a banker has a lien on all securities entrusted to him in the capacity of a banker. A banker's lien over negotiable securities applies even to instruments which are not the property of the customer. It is so because the banker becomes a holder in due course, provided, he has acted in good faith. Hence, his title will be superior to that of his customer. The lien also extends to Quasi negotiable securities like a policy of insurance, share certificate, documents, of title to goods, deposit receipt etc.

No general lien on safe custody deposits: bankers have no general lien on safe custody deposits. The bankers receive valuables such as sealed boxes, parcels, documents and jewellery for safe custody. Such articles are left with the bankers for a specific purpose. Moreover, the banker becomes a bailee in such cases and as such he cannot acquire a better title than that of his customer from whom he got him. Hence a banker's lien does not cover safe custody deposits.

No lien on Documents Entrusted for a Specific Purpose: In Greehalgh us, Union Bank of Manchester, it has been clearly established that if a bill of exchange or any other document or money is entrusted for a special purpose, a bankers Iien cannot be extended to them. It is so because, when they are entrusted for a specific purpose, the banker becomes a trustee till that purpose is fulfilled. Hence he cannot avail of his right of lien.

No lien on Articles left by Mistake: A banker cannot exercise any Iien in respect of the property which comes into his hands by mistake. It amounts to unlawful possession. The customer by mistake forgot to take back the securities while leaving the bank premises. It was held that the banker could not exercise his right of lien over those securities because they cannot into his possession in an lawful manner.

Lien on Securities not taken bank after the repayment of the Loan: The banker can exercise the right of lien on securities which are allowed to remain with him even after the repayment of the loan. This is so because the securities are supposed to be re-depositing with him.

Lien on Bonds and coupons: lien attaches to bonds and coupons that are deposited for the purpose of collection. The reason is that the banker is acting merely as a collecting agent. However, if the coupons and bonds are left in safe custody, a banker's lien .cannot cover them. If bonds are deposited with the condition that the banker can cut off the interest coupons for collection, them lien would attach both to coupons, then lien, does not apply to coupons, since, the customers intention is to provide for the ‘safety' of the coupons. In the case of bonds, however lien applies.

No lien Until the Due date or a Loan: when a specific amount is given as loan for a definite period, a lien arises until the due date. The reason is that no debt arises till that date. In the same way, a banker cannot retain any money belonging to the customer against any bills discounted which are not yet matured. The reason is that no liability arises till the date of maturity. Moreover, even on the date of maturity, this liability may or may not arise.

No lien on Deposits: generally speaking, a banker has a lien upon the deposit account of a customer in respect of a loan account due from the same customer. So, the right of the bank over the deposited with it cannot be a lien at all. However, he has a right to set off one account against the other. Set off is an accounting situation which is always available to the banker and it should not be confused with lien.

No lien on Stolen Bond: A banker has no lien on a stolen bond given for sale, if the true owner claims it before the sale is effected.

Lien not Barred by the law or Limitation Act: A banker’s lien is not barred by the law of limitation Act. A banker has a right to retain the security for any number of years till the loan is repaid.

No Lien on F.D.R. which has not been discharged: A banker has no lien on the security of fixed deposit receipt which has not been endorsed and discharged on maturity.

PLEDGE

Sec. 172 of the Indian Contract Act defines pledge as follows:

"The bailment of goods as security for payment of a debt or performance of a promise". The person who pledges the property is called the pledger or bailor or pawner. The person to whom the property is bailed is called the pledgee or bailee or pawnee. Sec. 172 lays down the following conditions: 

1. There must be bailment of goods.
2. The intention of bailment is to provide security for the payment of a debt.
3. When the debt is repaid, goods must be returned.

This method of charging is suitable to movable properties such as goods, documents of title to goods, stock exchange securities etc. 

Essential Features of a Pledge

To constitute a valid pledge, the following conditions must have been fulfilled:

1. Delivery of Goods: Without the delivery of goods, there cannot be any pledge at all. It means that, the securities should have been delivered to the banker, at the time of getting an advance. The delivery may be actual or physical one in which case, there is a physical transfer of goods from the pledger to the pledgee. It may be a constructive delivery or symbolic delivery, in which case, there is no actual delivery of goods. There will be some symbolic delivery of certain items representing goods.
2. Transfer of Possession: Under pledge, the pledger transfer only the possession of goods, subject to a charge, and not his ownership to the goods. The pledger always remains the owner of the security. The possession vests with the pledgee till the loan is repaid. Pledge is lost when possession is lost.
3. Existing Goods Only: A pledge can be created only in respect of existing goods, which are in the possession of the pledgee. There cannot be any bailment of future goods.
4. Right of Sale: The most important feature of pledge is that the pledgee has a right to sell the security, in case, the pledger fails to repay the loan within the specified period. The pledgee can exercise this right, only after giving a reasonable period of notice.
5. Agreement: An agreement in writing between the pledger and the pledgee for creating a charge is essential, though not necessary. An agreement of pledge may also be implied, in some cases, depending upon the circumstances of the case. However, it is advisable to have the agreement in writing.
6. Right of lien: So long as the loan together with the accrued interest thereon is not paid, the pledgee has a right to retain the possession of the goods pledged. No other creditor of the pledger has any right to take away the goods from the pledgee, before the loan due to him is paid
7. Redelivery of Goods: Once the loan is repaid, the goods under pledge must be redelivered to the borrower.
Precautions:
Though pledge is the most satisfactory method of creating a charge, a banker has to take the following precautions:
1. Ensure Ownership: First of all, the banker should ensure that the pledger is the real owner of the pledged goods. A valid pledge can be created only by the owner of goods or mercantile agents in possession of goods or any other pledgee.
2. Take Reasonable Care: The pledgee banker must take a reasonable care of the pledged goods, in such a way that, an ordinary prudent man would take of his own goods.
3. Exercise Full Control: The banker should exercise full control over the pledged property. For this purpose, he must make periodical inspections and check the goods. It would prevent the creation of any subsequent pledge in respect of the same goods.
4. No Un-authorised Use: The banker should not make any unauthorized use of the pledged property. If he does so, the pledger has every right to terminate the contract and to claim damages for the unauthorized use.
5. Put up Signboards: The banker should put up a signboard at the place, where the goods are kept, prominently showing that the goods are pledged to the banker. It prevents the creation of any subsequent pledge in respect of the same goods.
6. Draft the Agreement Carefully: The banker must carefully draft the agreement, while creating a charge by way of pledge. The contract of pledge must be complete in all respects and it must incorporate all safety clauses from the banker's point of view. He must also check whether the parties are competent to enter into the contract of pledge.

MORTGAGE
A mortgage is a method of creating charge on immovable properties like land and building. Section 58 of the Transfer of Property Act 1882, define a mortgage as follows: 
"A mortgage is the transfer of an interest in 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 debt, or the performance of an engagement which may give rise to a pecuniary liability." 

In terms of the definition, the following are the characteristics of a mortgage: 
(1) A mortgage can be effected only on immovable property. Immovable property includes land, benefits that arise out of land and things attached to earth like trees, buildings and machinery. But a machine which is not permanently fixed to the earth and is shift able from one place to another is not considered to be immovable property.
(2) A mortgage is the transfer of an interest in the specific immovable property. This means the owner transfers some of his rights only to the mortgagee. For example, the right to redeem the property mortgaged.
(3) The object of transfer of interest in the property must be to secure a loan or performance of a contract which results in monetary obligation. Transfer of property for purposes other than the above will not amount to mortgage. For example, a property transferred to Liquidate prior debt will not constitute a mortgage.
(4) The property to be mortgaged must be a specific one, i.e., it can be identified by its size, location, boundaries etc.
(5) The actual possession of the mortgaged property is generally with the mortgager.
(6) The interest in the mortgaged property is re-conveyed to the mortgager on repayment of the loan with interest due on.
(7) In case, the mortgager fails to repay the loan, the mortgagee gets the right to recover the debt out of the sale proceeds of the mortgaged property. 
Forms of Mortgages 

Section 58 of the transfer of Property Act enumerates six kinds of mortgages: 

(1) Simple mortgage.

(2) Mortgage by conditional sale.

(3) Usufructuary mortgage.

(4) English mortgage.

(5) Mortgage Ly deposit of title deeds.

(6) Anomalous mortgage.
(1) Simple Mortgage 

In a simple mortgage, the mortgager does not deliver the possession of the mortgaged property. He binds himself personally to pay the mortgage money and agrees either expressly or impliedly, that in case of his failure to repay, the mortgagee shall have the right to cause the mortgaged property to be sold and apply the sale proceeds in payment of mortgage money. 

The essential feature of the simple mortgage is that the mortgagee has no power to sell the property without the intervention of the court. The mortgagee can: 

(i) apply to the court for permission to sell the mortgaged property, or
(ii) file a suit for recovery of the whole amount without selling the property. 
(2) Mortgage by Conditional Sale 

In this form of mortgage, the mortgager ostensibly sells the property to the mortgagee on the following conditions:

(i) the sale shall become void on payment of the mortgage money.
(ii) the mortgagee will retransfer the property on payment of the mortgage money.
(iii) the sale shall become absolute if the mortgager fails to repay the amount on a certain date.
(iv) the mortgagee has no right of sale but he can sue for foreclosure. 

Foreclosure means the loss of right possessed by the mortgager to redeem the mortgaged property. The mortgagee has the right to institute a suit for a decree so that the mortgager will be absolutely debarred from his right to redeem the property. The right to foreclosure arises when the time fixed for repayment expires and the mortgager fails to repay the mortgage money. Without the fore closure order the mortgagee will not become the owner of the property. 
(3) Usufructuary Mortgage 

Under this form of mortgage, the mortgager delivers possession of the property or binds himself to deliver possession of the property to the mortgagee. The mortgagee is authorized to retain the possession until the debt is repaid. The mortgager reserves the right to recover the property when the money is repaid. 

The essential feature of this form of mortgage is that the mortgagee is entitled to receive rents and profits relating to the mortgaged property till the loan is repaid and appropriate the same in lieu of interest or in repayment of the loan or both. 

The mortgager is not personally liable to repay the mortgage money. So the mortgagee cannot sue the mortgager for repayment. He can neither sue foreclosure nor sue for sale of the mortgaged property; the only remedy for the mortgagee is to remain in possession of the property and pay himself out of the rents or profits of the mortgaged property. Since there is no time limit he has to wait for a very long time to recover his dues. 
(4) English Mortgage 

The English mortgage has the following characteristics: 

(1) The mortgager transfers the property absolutely to the mortgagee. The mortgagee, therefore, is entitled to take immediate possession of the property. The transfer is subject to the condition that the property shall be transferred on repayment of the loan.
(2) The mortgager also binds himself to pay the mortgage money on a certain date.
(3) In case of non-repayment, the mortgagee has the right to sell the mortgaged property without seeking permission of the court in circumstances mentioned in section 69 of the Transfer of Property Act.
(5) Mortgage by Deposit of Title Deeds 

When a debtor delivers to a creditor or his agent document of title to immovable property, with an intention to create a security there on, the transaction is called mortgage by deposit of title deeds. Such a mortgage is restricted to the towns of Kolkata, Mumbai and Chennai and other towns notified by the State government for this purpose in the Official Gazette. This type of mortgage requires no registration. This form of mortgage is also known as equitable mortgage. 
(6) Anomalous Mortgage 

In terms of this definition an anomalous mortgage is one which does not fall under anyone of the above five terms of mortgages. Such a mortgage can be effected according to the terms and conditions of the mortgager and the mortgagee. Usually it arises by a combination of two or more of the above said mortgages. It may' take various forms depending upon custom, usage or contract. 
Legal Mortgage Vs. Equitable Mortgage 

On the basis of transfer of title to the mortgaged property, mortgages are divided into two types, namely: 

(i) Legal Mortgage.
(ii) Equitable Mortgage.
Legal Mortgage 

In a legal mortgage, the legal title to the property is transferred in favour of mortgagee by a deed. The deed is to be registered when the principal money is Rs. 100/- or more. On repayment of the loan, the legal title is retransferred to the mortgagor. This method of creating charge is expensive as it involves registration charges and stamp duty. 
Equitable Mortgage

An equitable mortgage is effected by mere delivery of documents of title to property to the mortgagee. The mortgagor through Memorandum of deposit undertakes to grant a legal mortgage if he fails to pay the mortgage money. 
Essential Requirements of Equitable Mortgage 

(1) An equitable mortgage requires three essential features
i. there must be a debt existing or future,
ii. there must be deposit of title deeds, are the title deeds should be deposited as security for the debt. 

(2) Registration of documents is not necessary. 

Royal Printing Works and Others Vs. Oriental Bank of Commerce (7990). It was established in the above case, that where a security is furnished by deposit of title deeds, no registration is necessary. 

(3) An equitable mortgage can be effected only in the towns of Kolkata, Mumbai and Chennai and in certain places notified by the State Government.

Sulochana and Others Vs. The Pandyan Bank Ltd. It was held in the above case that the debtor need not produce the documents and deposit the same in person in any of the towns mentioned in that Section. If the intention was to deposit the documents in the towns mentioned and the documents were duly forwarded, such deposit shall be deemed to have been made in the towns specified in the Section.

Sabasiva Rao Vs. Bank of Baroda (1989). It was held that even if certified copies of documents of title to goods are deposited, if the intention of the deposit is for. security to cover a loan, it would amount to equitable mortgage.

(4) The documents are to be retransferred to the mortgagee on repayment of the debt.
(5) The mortgagee is empowered to apply to the court to convert the equitable mortgage into a legal mortgage, if the mortgager fails to repay the loan on a specified date. 

Advantages 

(1) No registration is required in equitable mortgage and so stamp duty is saved.
(2) It involves minimum formalities.
(3) The information regarding such mortgage is kept confidential between the lender and borrower. So the reputation of the borrower is not affected. 

Disadvantages 

(1) If the mortgagor fails to repay, the mortgagee must get the decree for the sale of the property. Getting a decree is expensive and time consuming.
(2) The borrower may hold the title deeds not on his own account, but in the capacity of a trustee. If an equitable charge is created, the claim of the beneficiary under the trust will prevail over equitable mortgage.
(3) There is the risk of subsequent legal mortgage in favour of another party. If the equitable mortgagee parts with the security, even for a short period, the debtor may create a second legal mortgage over the same property. In that case, the second mortgage shall have the first priority over the equitable mortgagee. The mortgagee should be very careful in this regard. 

Rights of Mortgager 

(1) Rights of Redemption: The mortgager has a right to redeem the mortgaged property provided:
a. he-pays the mortgage money on due date at the proper place and time,
b.  the right of redemption has not been terminated by an act of the parties or by decree of a court. 

The mortgager who has redeemed the mortgage is entitled to the following rights: 

(a) to get back the mortgage deed and all other documents relating to the mortgaged property, 
(b) to obtain possession of the mortgaged property from the mortgagee, as in the case of English mortgage,
(c) to have the mortgaged property retransferred at his cost to him or to such third person as he may direct. 

(2) Accession to Mortgaged Property: During the possession of the property, if the mortgagee has voluntarily made any improvement in the property, the mortgager, on redeeming the property, is entitled to all such additions or improvements, unless there is a contract to the contrary.
(3) Right to Transfer to Third Party: The mortgager may require the mortgagee to transfer the mortgaged property to a third person instead of retransfer to him.
(4)  Right to Inspection and Production of Documents: The mortgager has the right to inspect and make copies of all documents of title in the custody of mortgagee.

Rights of Mortgagee 

(1) Right to sue for mortgage money: The mortgagee has the right to file a suit in a court of law for the mortgage money in the following cases:
a. Where the mortgager binds himself to repay the mortgage money, as in the case of simple and English mortgage. 
b. Where the mortgaged property is wholly or partly destroyed or the security is rendered insufficient and to mortgager has not provided further security.
c. Where the mortgagee is deprived of the whole or a part of his security by the wrongful act of the mortgager.
d. Where the mortgager fails to deliver the mortgaged property in case the mortgagee is entitled to it. 

(2) Right of sale: The mortgagee in case of a simple, English and equitable mortgage has the right to sell the property after filing a suit and getting a decree from a court. 

A mortgagee has a right of sale without the intervention of the court under certain circumstances mentioned in Section 69 of Transfer of Property Act. 

(3) Right of foreclosure: The mortgagee has a right to obtain from the Court a decree for foreclosure against the mortgager, that is, the mortgager is absolutely debarred of his right to redeem the property. The right of fore closure is allowed in (i) a mortgage by a conditional sale, and the anomalous mortgage.
(4) Right of accession to property: If any addition is made to the mortgaged property, the mortgagee is entitled to such addition for the purpose of security provided there is no contract to the contrary. For example, A mortgages a certain plot of land to B and afterwards constructs a building on it. B is entitled to the building and land as security for the loan.
(5) Right of possession: The mortgagee is entitled to the possession of the mortgaged property as per the terms of mortgage deed. Such a right is available in usufructuary mortgage. 

Sub-Mortgage
A sub-mortgage is created when the mortgagee gives the mortgaged property as security for advance. The mortgaged security is the property of the mortgagee and so he has the right to re-mortgage for securing loans. 

The sub-mortgagee is placed in the position of the original mortgagee and entitled to receive the mortgage money, sue for the property and realise, the security. Therefore, a sub-mortgage is also known as 'mortgage of mortgagee.'

Tacking 

A borrower can legally create any number of mortgages on his property. But the mortgage will rank in priority according to the dates of mortgage. For example, a property is mortgaged in the following order. 


1-1-03 in favour of 
A 
Rs.l0,000 


1-2-03 in favour of 
B 
Rs. 8,000 


1-3-03 in favour of 
C 
Rs. 6,000 

A question may raise in this connection whether C, by redeeming the prior mortgage of A is entitled to tack to the first mortgage? 

According to Section 93 of Transfer of Property Act, no subsequent mortgagee by paying off a prior mortgage acquires any priority in respect of his original security.
HYPOTHECATION

Hypothecation is otherwise called 'mortgage of movable property'. This method of charge has been evolved in banking practice. Manufacturing concerns cannot pledge their raw materials which are required for daily production. In such cases, hypothecation is the only answer. It is an extended idea of pledge only.

According to Dr. Hart Hypothecation is nothing but “a charge against property for an amount of debt, where neither ownership nor possession is passed to the creditor".

Features 
(a) No Transfer of Possession: Under hypothecation, the physical possession of goods always remains with the borrower. Actually, the banker gets only the constructive possession. That is, the borrower agrees to give possession of the goods, when called upon to do so by the banker. For this purpose, he executes a document called Deed of Hypothecation. 

In Gopal Singh, Hira Singh vs. Punjab National Bank and Another, it was held that under hypothecation, the physical possession of goods remains with the borrower, while the bank enjoys only constructive possession through the deed of hypothecation.
(b) No Transfer of Ownership: There is also no transfer of ownership of goods to the banker. The ownership always remains with the borrower.
(c) Obligation to Repay a Debt: Under hypothecation, there is an obligation on the part of the borrower to repay a debt. In the event of non-payment, he agrees to give the physical possession of the goods to the banker. It is this obligation which constitutes the rear security for the loan.
(d) Right of Sale Through Court: In the event of non-payment of money, the banker has to file a suit and obtain a decree either to recover the money or to sell the security. However, if the agreement provides for the sale of the security in the event of non-payment of the debt, the banker can do so without the intervention of the court. In a recent case, State Bank of India (Hyderabad Main Branch) vs. S.B. Shah Ali (1994), it was held that, when there is any specific clause in the hypothecation agreement to take possession of the security and sell the same, in the event of default in repayment, the banker can do so without the intervention of the court. This judgement is very favourable to a banker.

Drawbacks: Hypothecation meets with the following drawbacks:
(a) Least Control Over the Security: The banker is having the least control over the security. Both ownership and possession of the hypothecated goods remain with the borrower. So, he can very easily indulge in fraudulent activities.
(b) False Stock Statements: The borrower may hypothecate the same stocks of goods with different banks and get different loans, since, there is no necessity of physically transferring the goods to the banker.
(c) Double Financing: The borrower may hypothecate the same stocks of goods with different banks and get different loans, since, there is no necessity of physically transferring the goods to the banker.

(d) No Right of Sale: In the event of non-payment, the banker cannot sell the goods without the intervention of the court. Again, it is very difficult to realize them, since, most of the goods are in the form of raw materials or used vehicles etc.

Precautions: To avoid the above drawbacks, the banker should take the following precautions:
b. Letter of Hypothecation: While granting loans against hypothecation, the banker should obtain a letter of Hypothecation containing several clauses to protect his interest.
c. Undertaking: Besides, the banker should obtain an undertaking from the borrower, stating that, he has not obtained any loan from any other banker against the same goods.
d. Stock Statements: The banker must get correct stock statements very frequently from the borrower stating the quantity, quality, and the price. He must adjust the loan amount on the basis of the stock statements.
e. Inspection: The banker must pay frequent visits to the factory/godown and check the stocks and the books of account. If there is any discrepancy, the borrower must be put into task.
f. Guarantees: During inspection, if the banker finds that the financial position is weak, it is advisable to get the personal guarantees of officers/directors to strengthen the charge.
g. Insurance of Goods: The banker should insist upon the borrower to insure the goods against all risks.
h. Name Board: It is always advisable to display a board pointing out "Goods Hypothecated to -Bank". It prevents double financing.

ADVANCES OF AGAINST COLATERAL SECURITIES

ADVANCES AGAINST GOODS: 

Now-a-days, most of the loans are secured against goods. 'Goods' is a broader term which includes food products, raw materials, agricultural products and manufactured products including minerals. Advances against goods are mainly granted for working capital requirements of business and industries.

PRECAUTIONS:
In view of the above drawbacks, a banker should be very cautions while granting advances against goods. He should take the following precautions.

Character of the Borrower: First of all the banker should take into account the honesty, integrity and trustworthiness of the borrower: It is so because, a man of good character will not indulge in fraudulent activities like adulteration, use of false weights, measures etc.

Experience in the business: the banker should also find out whether the borrower has sufficient experiences in the particular trade in which he has engaged himself in. Only experienced person can know the risks involved in a business, and also, the profitable areas of the business. It is always risky to deal with inexperienced persons.

Purpose of the Loan: The banker must enquire into the purpose for which the loan is sought. The repayments of any loan depends upon the purpose for which it is required. If the loan is asked for speculation, black marketing and hoarding, a banker should never entertain it. On the other hand, if it is demanded for productive purposes or for preparing the goods for resale, loans can be granted without any hesitation.

Title of Borrower: The banker should ascertain whether the borrower has a genuine title to the goods. This can be done by verifying the invoices or cash receipts.

Nature of goods: the banker should pay a special attention to the nature of goods as well. Some of the goods are such, that. Their prices go up when they are in stock for long periods. Example, costly wood, costly rice etc., some of the goods cannot be stored for long, since, their quality is very much affected. Here, a banker should prefer only those goods which are not subject to deterioration in quality and which are easily realizable.
Proper Valuation of Goods: Adequate care should be taken to value the goods. It is on this basis of valuation, margin is fixed. Hence, a banker can appoint even experts to value the goods. He should not be carried away by-invoice prices, since, they might be inflated. So, he should actually compare the prices quoted in the bill with the prices prevailing in the market.
Prices in Different Markets: The prices prevailing in different markets will have a tendency to affect the prices in the local market. Hence, while regulating the margin, the banker should take into account, the prices prevailing in other markets also.
Proper Storage: Necessary care should be taken to se that the pledged goods are properly stored. As for as possible, the godowns should be situated near the bank, so that, the banker can have an easy access to it for inspection. Moreover, the goods must be arranged in such a way, it facilities easy inspection. The goods must be fully protected from damages due to rain, fire, theft and dampness etc.

Care in a rented godown: If the goods are stored in a rented godown, the banker must establish his prior lien with the owner of the building by means of an agreement. Otherwise, the owner will have a prior lien over the goods in respect of the rent charges due.

Bank's Name Board: The godown containing pledged goods must be locked by the bank's padlock. The banks name board, reading "Goods pledged to - Bank", should be affixed permanently outside the godown in a prominent place.

Godown keys: The godown keys must be handled very carefully. On no account, they should be handed over to the customer. They should be kept in a strong room under dual control. A responsible officer must be in charge of their taking out and their safe return to the bank.

Adequate Insurance: All goods subject to a charge must be insured up to the full market value of the goods. They must be insured against all possible risks. The policy and the premium receipt should be kept by the bank.

Periodical inspection: The banker should conduct periodical inspection to .see that the quality and quantity of goods in stock tally with the record maintained by both the banker and the customer. If there is any discrepancy, the borrower should be put into task.

Strict supervision over the release of goods: Sometimes, the borrowers may be allowed to repay the loan in installments. In such a case, he should ensure that the goods released are only in proportion to the amount of loan repaid. Each release must be directly supervised by a responsible officer. In ally account, the best goods should not be released first. 

Take Delivery of Goods: The banker should take delivery of the goods before granting any loan. This delivery may be actual or constructive as started earlier.

To deal with the owner of goods: the banker should always deal with the owner of goods or agents in possession of goods, while creating a change on goods. It is so because; a valid pledge can be created only by those people.

Short period advance: Loans against goods must be granted only for short periods, because, the value of goods is likely to fall due to deterioration in its quality.
RBI's Directives: The RBI often issues directives prescribing margins; on various goods. These margins and other stipulations in connection therewith, should be carefully followed by banks, while lending against goods.

REAL ESTATE

In term real estate included immovable properties like land and building, factory premises etc., generally bankers are very reluctant to grant loans against real estate, since, it suffers from many drawbacks and legal complications. However, when a customer has no other security expect the real estate, the banker has to accept it. Now-a-days, bankers have come forward to accept real estate just like any other security and extend loans and advances against it. While doing so, the banker has to face the following risks.

PRECAUTIONS:
When a banker decides to grant advances against real estate, he should, then, take the following precautions:
1. Integrity and financial stability: since real estates involve a lot of risks, it is advisable to grant loans only to customer & who are financially sound and who are men of good character.
2. Examination of the title: The banker should ascertain whether the borrower has got a clear and absolute title to the property. For this purpose, he must ask him to produce all documents. He can even consult experienced lawyers for this purpose.
3. Existence of prior charge: it is very essential to see that the property is unencumbered. If there is any prior charge, the banker's interest will be much affected. Hence, the banker must ask the borrower to produce an unencumberance certificate for the period immediately preceding 13years. It can be obtained from the Register's Office.
4. Care in valuation: as started already, it is very difficult to value real estates. Hence the banker should get the assistance of experienced surveyors and architects in assessing the property. Besides, he can also consult real estate agents. Valuation of the property by the local authorities, recent sale transitions of the neighboring properties etc., would also give a clue for proper valuation.
5. Freehold or Leasehold: As between freehold and leasehold, a banker should always prefer a freehold property because; the borrower is the absolute owner of the property. In the case of leasehold, the banker should examine the lease agreement to find out the terms and conditions and the unexpired period of the lease. Longer the unexpired period, greater is the value of the security.
6. Care in creation of charge: The banker should pay a special attention to the creation of a charge on the security. A charge may be created either by way of equitable mortgages. It is always advisable to prefer legal mortgage to equitable mortgage. In the case of a legal mortgage, the mortgage deed has to be executed very carefully. It must be registered, when the: principal money secured is Rs, 100 or more usually bankers do have standard forms for this purpose containing man clauses to protect their interest.
7. Payment of property tax: -the banker should also verify whether the property tax has been paid up to date to the local authorities. If not, they can attach the property at any time and they will have a preference claim over the bakers claim.
8. Payment of income tax: In case of the value of the mortgaged property exceeds Rs.50000, a certificate from the Income tax officer should have been obtained stating that there are no arrears of Income tax officer should have been obtained starting that there are no arrears of Income tax from the borrower. Otherwise, the I.T.O. can attach the property, in spite of the fact that, it has been mortgaged to the banker to secure a loan.
9. Adequate Insurance: The bank should also see that the property is insured .against fire and other natural calamities. The property should be insured to its full value. Any under insurance win make the insurance company liable for only a proportional loss due to the operation of the average clause. .Again, the policy must be endorsed in favor of the bank. The policy must be renewed regularly at the borrower's expenses; till the loan is repaid.
10. Adequate margin: Since this security involves much risks as discussed above, a banker should keep a high margin Generally, a margin of 50% is maintained in order to avoid any loss due t fall in value.

LIFE INSURANCE POLICIES

"A life insurance contract is a contract between an insurance company and a person called assured, whereby, the insurance company agrees to pay a certain sum of the happening of a certain event viz., death; (in the whichever is earlier (in the case of endowment policy). The consideration Or this contract is that the assured agrees to pay a certain sum either in one lump sum called annuity or in installments called premium.

A life policy gives protection to the family members in the case of untimely death, and at the same time, it acts as a sort of investment, if death does not occur. Loans can be obtained from the life insurance company in times of need against the security of the policy.

PRECAUTIONS:

If the following precautions are taken into account, life policies can be very will accepted by banker:

1. Policy in force: First of all, the banker should see whether the policy is in force or not. In other words, the policy should not have been lapsed. He must see that the premiums have been paid up to-date. It can be verified by means of checking the latest premium receipts. The borrower should be asked to submit the premium receipt as and when the premium is paid.
2. Extent of surrender value: before granting any advances, the banker should ascertain the surrender value of from the insurance company. Now-a-days, bankers can ascertain the surrender value at their own end by going through the "Programmed Manual' supplied by the life. Insurance Corporation of India the banker should maintain 10% to 15% margin of this surrender value, as a provision for safety.
3. Existence of insurable interest: the banker should also ensure that the borrower has an insurable interest. There is no problem if the policy is taken on his own life. But, if it is taken on the life of a third party, the banker must be very careful. Generally, in business, one partner can have insurable interest on the life of another partner. Similarly, the creditor has an insurable interest on the life of the debtor. In other cases, the existences of insurable interest are doubtful.
4. Admission of age: The premium to be paid depends upon the age of the person, whose life has been insured. Hence, at the time of taking out the policy, the age of the assured should have been admitted by the company. If not, problems would arise at the time settling the claims. Hence, the banker should verify whether the age is admitted by the company. If not, problems would arise at the time of settling the claims. Hence, the banker should verify whether the age is admitted by the company or not. This fact is explicitly given on the policy itself. He should not accept policies where the age has not been admitted.
5. Preference to endowment policy with profit: As between a whole life policy and an endowment policy, the banker should prefer an endowment policy; because, it matures within a stipulated period and the banker is very define about the source of repayment. Even among endowment policies, he should prefer endowment policies with profit, because, bonuses are added every year to the policy amount.
6. Existence of Prior Encumbrance:-The existence of any prior charge on the policy would affect the banker's interest. Hence, he should ascertain from the company that there are no encumbrances on the policy. Sometimes, the company itself would have granted loans on the policy. It can be found out by making an enquiry with the company. Normally, in such cases, the original policy will be with the company only.
7. Proper care in creation of charge: a charge may be created on the life policy either by a legal charge. Loans can be obtained by simply depositing the policy with the banker. It is case of equitable charge. In such a case, the banker must get a mandate along with the deposit of the policy. This mandate contains clauses in favour of the banker. However, the banker has to face some difficulties at the time of realization of the policy.
To avoid this, most of the bankers prefer a legal charge. It means that, the banker should get the policy assigned in his favour. This assignment can be made either on the policy itself or by a separate duly stamped document. A notice of assignment must, be given to the company, which will register the assignment in its books. A legal charge is always preferable, since, the banker does not face any difficulties in realizing the security, in case the borrower makes any default.
STOCK EXCHANGE SECURITIES

Stock exchange securities refer to those securities which are regularly bought and sold in a stock exchange market The securities traded on the floor of a stock exchange are:

1. Securities issued by the central and state governments like loan bonds, treasury bills etc
2. Securities like debenture and bonds issued by the semi-government organization such as port trust, electricity boards, municipalities etc.,
3. Shares and debentures issued by joint stock companies 

Stock exchange securities have become very popular die to the development of the capital market in India.

PRECAUTIONS:
The above risks can be reduced, if the following precautions are taken into account.
1. Nature of the company: First of all, the banker must study the nature of the business of the issuing company, its past history and future prospects. For this purpose, he must also look into its profit and loss account and balance sheet for a number of years: A careful analysis of these documents will enable a banker to ascertain its earning capacity and its future prospects. All these factors have a decisive influence on the value of the security.
2. Nature of the management: The success of failure of any company depends upon its management. Hence, the banker must see whether the management is efficient, competent, capable and experienced. If the management seems to be poor, the banker should not prefer the securities issued by such a company.
3. Preference to debenture and preference shares: A banker should always prefer debentures and preference shares to equity shares, because, they are safer than ordinary shares. Price fluctuations do not affect the debentures and preference shares. They give a steady income. Even among preference shares, he should maintain sufficient margin on the value of these securities.
4. Avoid partly paid-up shares: On any account, a banker should not accept partly paid-up shares, because, they are subject to many risks as listed earlier. However, if the customer is a long standing customer and he is credit worthy, they can be accepted, provided, the customer gives an undertaking that he will pay the calls as and when they are due. On any account, he should not register such shares in his name.
5. Avoid Unquoted Shares: Similarly, if the shares are not quoted in the market, the banker cannot find out their value. Hence, he should never accept such securities. Moreover, he cannot sell such shares in the market for such shares is very narrow.

6. Avoid private company shares: again, the banker should never accept private company's shares. It is so because, in the event of default of the borrower, he cannot sell them to anybody. There is a total restriction on the transfer of such shares.
7. Proper valuation: the banker should not value these securities on the basis of their face values. At the same times he should not reply completely o their market prices. Thee market prices are subject to fluctuations, depending upon the economic and political conditions in the country as a whole and the conditions prevailing in the industry in particular. Therefore, the banker should maintain sufficient margin on the value of these securities.
8. Avoid Third Party’s Securities: It is not advisable to accept shares, standing in the name of third parties as securities for a customer's loan. In exceptional cases, the banker can permit it, after getting a letter of Renunciation from the third party stating that he has no objection to give them as securities.
9. Avoid Own Shares: As per sec. 20 of the banking regulation act, 1949, a bank cannot accept its own shares as a security. It is so because, in the event of liquidation of banks, such securities become valueless. Hence, the banker should comply with this restriction.
10. Preparation of approval list: A banker cannot advance money blindly against every share. offered as security. All the shares do not command the same respect in the market. At the same time, he cannot analyses each and-every share as and when it is given as a security. It would be a tedious process. Therefore, the banker prepares a list of securities which could be readily accepted as securities. This list is called approved list of securities'. While preparing this list; the banker takes into account the goodwill of the company, acceptable denomination of its shares; it's inclusion in the approved list of stock exchanges etc: If the security does not come under the approved list, it will not be accepted.
11. Proper care in creation of charge/legal charge: A charge may be created over the securities either by equitable title or by legal title. A legal title is created by means of executing a transfer deed and entering the name of the banker in the books of the company. In such, cases, the banker must be very careful to see that the signature of the borrower on the transfer certificate is a genuine one. A banker generally prefers a legal title, since; he is having a complete control over the security. Once the loan is repaid, they may be retransferred to the customer. If the customer fails to repay the loan, the banker has every right to. sell them in the market and realize his debts.
12. Proper care in creation of charge/equitable charge: An equitable charge is created by a mere deposit of share certificates along with a memorandum or a blank transfer. An. equitable charge is always risky, because, there may be prior equitable mortgages already In existence. Moreover, the banker will not receive any notice of conduct .of meetings, issue of dividend, reorganization of capital, if any etc., in such cases, the banker should give a notice to the company, informing that, it has created an equitable charge .over the securities. Such a notice will prevent the issue of duplicate share certificates and it will bring to light the existence of any prior charges.
13. Restriction under the banking regulation act:  Again. sec. 19(2) of the banking regulation act stipulated that no banking company can hold shares in a company, whether as pledge, mortgagee or absolute owner not more than 30% of the paid-up capital of that company or 30% of its own paid-up capital and reserves, whichever is less. This restriction should also be kept in mind while granting loans and advances against shares.
14. Restrictions of the RBI: besides, the RBI is also issuing directives from time to time regulating the advances against shares. Such directives must be duly completed with; while granting advances against shares.

SUPPLY BILLS

Government and semi government bodies are the biggest buyers of goods. They invite tenders from the public for the supply of goods. A party whole tender is accepted gets an order for the. supply of goods. Similarly, the government contract work is given to contractors by inviting tenders. The supplier dispatches the goods to the departments concerned by rail or road after getting an inspection note certified by a government officer. Thereafter the: supplier prepares a bill for the goods supplied. Such a bill is known as supply bill.

The railway receipt or bill of lading for the relative goods is sent direct by the supplier to the relative department and the bill for the amount is sent for collection through a bank. It is in the basis of this bill the supplier seeks an advance from the bank. Supply bills are not bills of exchange. They represent a debt arising out of a bonafide supply of goods.

PRECAUTIONS TO BE TAKEN:

To overcome the above drawbacks, the banker should observe the following precautions: 

1. Only to reliable customers: The banker should grant loan against supply bills only to those customers who are honest, reliable, having sufficient experience in the business and are also familiar with the working of the government departments.
2. Terms and conditions: The original contract entered into between the government and the supplier should be scrutinized to know the terms and conditions for the supply of goods. The banker should also ensure that the terms and conditions are complied with by the borrower.
3. Power of attorney: The banker should get an irrevocable power of attorney executed by the borrower in his favor authorizing him to collect the bills in respect of supplies referred thereto. The power, of attorney should be resisted with the government department concerned.
4. Undertaking to pay: The borrower should be required to give the bank on a revenue stamp. It should also be endorsed by the supplier in favor of the banker or his order.
5. Bills to be receipted: The supply bills should be receipted by the bank on a revenue stamp. It should also be endorsed by the supplier in favor of the banker or his order.
6. Nature of bills: There are two types of bills: (i) Interim bill against which the government pays 80% to 85% of the value of goods dispatched. (ii) Final bill for the remaining 15% to 20% of the value, of goods supplied. Usually the interim bills for 80% to 85% of the value of goods are submitted for the loan.
7. Adequate margin: The banker should keep adequate margin while advancing. against supply bills. Usually 10% to 25% margin is maintained.
8. Departments: The bills should be forwarded to the respective departments for payment together with a covering letter starting that the bans has made an advance to the supplier against the bill and the proceeds of the bill should be remitted to the bank direct.
9. Follow-up: The banker should keep a watch on payment of supply bills. If the bills remain unpaid for sometime, say two or three-months, the advance should be cancelled and the banker should recover the amount from the borrower.[image: image2.png]
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