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INTRODUCTION As part of the continuing efforts to provide educational support se
rvices to the students appearing for JAIIB/CAIIB examinations, the Institute has
decided to bring out the guidelines under the revised syllabus for the benefit
of the candidates appearing for the JAIIB/CAIIB examinations. In that series, th
e Institute so far brought out booklets for answering the questions asked upto N
ov 1999 Associate Examination. The present publication includes hints for answer
ing the questions asked in June 2000, Dec. 2000, June 2001, Dec 2001, June 2002
and Dec 2002 Associate Examination of JAIIB. It is hoped that students would fin
d them quite useful. These guidelines are also hosted on the website www.iib-onl
ine.org for viewing freely by students. These model answers are in no way consid
ered to be complete answers and a substitute for studying of textbooks. The cand
idates may have to suitably elaborate and condense the answers depending upon th
e tone and tenor of questions. It goes without saying the individual imprint in
the answers by way of presentation, logical organization of thought and developm

ent of the answer will carry a lot of weight in securing better marks.
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING JUNE, 2000 CODE NOJ 1148
1. (a) Define the following terms Net Assets Value The NAV of an investment sche
me is a number which represents the value in rupees per fund unit as on a partic
ular date of the assets of the fund less liability and outstanding expenses. Thu
s, 1f the NAV in more than the face value, it means your money has appreciated a
nd vice-versa. NAV is only the value that a fund’s assets would realise, less liab
ilities, in case the fund was liquidated as on the particular date to which NAV
relates. But there is no uniformity in accounting policies of the various funds
and hence one cannot compare one fund with another. (b) Debit Cards A credit car
d holder buys now and pays later. In effect, the credit card issuer hands him a
loan. Not so with a debit card. The debit card holder must have an account with
the issuing bank. When he buys something, the value of his purchase is instantly
debited from his account. The merchant establishment from which the debit card
holder makes his purchase is linked electronically to the bank’s main computer whi
ch contains the account details of the card holder. The account can be accessed
with a personal identification number (PIN) known only to the account holder. Bu
t through it, the merchant can check the card holder’s account and debit the value
of his purchase. (c) Notice of assignment An assignment can be validity made wi
thout a notice of assignment to the debtor. However, in the absence of a notice,
the dealings of the debtor with the original creditor stands fully protected an
d the assignee may lose his right to recover the debt in case of direct payment
/ settlement to the original creditor. It is for this reason, a notice of assign
ment should be sent to the creditor. The notice of assignment, under section 131
of T.P. Act. must be in writing and it should be signed by the assignor or his
authorised agent. It takes effect from the date of execution of written instrume
nt so far as the assignor or assignee are concerned. Where the assignor 5
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refuses to sign, the assignee may sign the notice indicating the refusal of the
Assignor to sign the same. (d) Usufructuary Mortgage The mortgagor, under this m
ortgage, hands over possession of the property to the mortgage to be retained by
the latter till the debt is repaid. The mortgagee is authorised to receive inco
me / gains from the mortgaged property in full or in part and appropriate it tow
ards the principal and interest on the debt due. The special features of this mo
rtgage are :The mortgagee shall continue to have possession of the property and
enjoyment of income / gains from the property till the debt is repaid. If the de
bt is not repaid or the mortgagor fails to file a suit for redemption within 60
years from the date of mortgage, the mortgagee becomes the absolute owner. The m
ortgagee cannot sue for foreclosure, or sale or for personal liability. 2. (a)
b) State whether the following sentences are true or false ATMs are part of Virt
ual Banking. (True) Educational Loan Scheme evolved by Reserve Bank of India if
only for students in Private Professional Colleges. (True) (c) (d) Over The Coun
ter Exchange of India (OTCEI) is non-corporate body. (False) The Securities Trad
ing Corporation of India (STICI) was promoted by SEBI jointly with the Public Sec
tor Banks. (False) 3. (a) (b) (c) Fill in the blanks Section 128 of Negotiable I
nstruments Act relates to Protection available to Banks in payment of crossed ch
eques. Village adoption Approach was replaced by Service Area Approach in April,
1989. No collateral security up to an advance for Rs. 5 lakh will be insisted o
n by banks for advances to tiny sector.
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(d) (e) Govt. of India has advised banks to achieve 10% benchmark in respect of
advances granted to Weaker Sections. Financial Restructuring Authority (FRA) has
been proposed in the Union Budget 20002001 for Weak banks . 4. Please choose th
e correct answer from the alternatives given : (a) Section 14 of Banking Regulat
ion Act, 1949-———- (1) (ii) (iii) (iv) (b) --(i) (ii) (iii) (iv) (c) Section 10 o
f the Banking Regulation Act, 1949. Section 3 of the R.B.I. Act, 1934. Section 3
1 of the Negotiable Instruments Act, 1881. None of these Ans (iii) Prohibits a b
anking company from creating a charge upon any unpaid capital of the company. Co
ntains a system of licensing of banks by the R.B.I. Provides that the subscribed
capital of a banking company should not be less than one-half of its authorised
capital. Non of these Ans (i)

A Bank is under a statutory obligations to honour its customer’s cheques vide --——-

The Reserve Bank of India was originally constituted as a share holder’s Bank with
a share capital of -————- (1) (ii) (iii) (iv) Rs. 50 lakh Rs. 100 lakh Rs. 10 cr
ores Rs. 5 crores Ans (iv)

(d)

Total scheduled banks in our country as on 31-12-1999 are —----——- (1) (ii) (iid)
(iv) between 100-200 between 200-300 between 300-400 more than 400 Ans (iii)
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(e) Infrastructure Development Finance Company was established in --—-—---- (1) (i
i) (iii) (div) (f) 1961 1997 1994 1991 Ans (ii)

Nationalised Banks have been permitted to offer their equity shares to the publi
c to the extent of 49% of their capital as per amendments made in 1994 in -----—-
—————— (i) (ii) (iii) (iv) Banking Regulation Act, 1949 Banking Companies (Acquis
ition & Transfer of Undertakings) Acts 1970/1980 both in (i) and (ii) none of th
e above Ans (ii)

(9)

EXIM Bank is owned by -------- (i) (ii) (iii) (iv) Govt. of India and RBI jointly
RBI and select Commercial Banks jointly Fully owned by Govt. of India partly by
financial institutions Ans (iii)

(h)

Contribution towards Rural Infrastructure Development Fund is made by ------- (1)
(ii) (iii) (iv) NABARD and Commercial Banks jointly State Govts. And Govt. of I
ndia Only those commercial banks who fail to achieve the stipulated benchmark of
agricultural advances and / or priority sector advances Infrastructure Developm
ent Finance Company Ans (iii)

(1)

Small Business or Business Enterprises consists of the firms or individual whose
cost price of the equipments used for the purpose of business does not exceed -
————————— (1) (ii) (iii) (iv) Rs. 10 lakhs with working capital of Rs. 5 lakhs or
less Rs. 5 lakhs with working capital of Rs. 2 lakhs or less No ceiling of equi
pment price, but working capital should not exceed Rs. 10 lakhs None of these An
s (1)
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(j) Married Women Property Act 1874 stipulates that ———————-——- (1) (1i) (iii) (i
v) (k) A husband is liable for the debts contracted by his wife even before her

marriage The property in the name of women only can be attached for the debts ta
ken in individual capacity. A married woman cannot pledge her husband’s credit and
bind his estate even for necessaries (ii) and (iii) of the above. Ans (ii)

Ceiling on investment on Plant and Machinery in the case of Tiny Sector has been
redefined as -——----- (i) (ii) (iii) (iv) Upto Rs. 5 lakhs Upto Rs. 10 lakhs Upto
Rs. 25 lakhs Upto Rs. 100 lakhs Ans (iii)

5.

Explain the underlying rationale/rule for the following practice/procedures bein
g followed by banks in India :(a) The legal representative of a deceased person
cannot negotiate by delivery only, a bill of exchange promissory note or cheque
payable to order and endorsed by the deceased but not delivered. Ans. As per sec
tion 57 of N.I. Act, if the endorser dies after endorsing the instrument payable
to order but without delivering the same to the endorsee, such endorsement shal
1 not be valid and his legal representative cannot complete the negotiation by m
ere delivery thereof. (b) Bank can recover the amount of cheques paid by mistake

subject to the doctrine of equity. Ans. According to section 72 of the Indian C
ontract Act, a person to whom money has been paid or anything delivered by mista
ke or under coercion, must repay it subject to the doctrine of equity. This doct
rine disfavours unjust enrichment. If the payee has not been enriched unjustly,
he cannot be required to payee. In other words, if the position of the payee has

not been altered to his detriment he must repay the money to the payer. But if
position of the payee has been changed to his prejudice and thereafter the mista
ke has been detected, he cannot be held liable.

9
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(c) Bank cannot issue “bearer” drafts. Bank or, as expressly authorised by this Act,
the Central Government, shall draw accept, make or issue any bill of exchange,

hundi, promissory note or engagement for the payment of money payable to bearer

on demand, or borrow, owe or take up any sum or sums of money on the bills, hund
ies, or notes payable to bearer on demand of any such person. (d) Granting “grace

period” of three days on all bills or notes payable after a specified period of ti

me or on a specified date even if the bill contains the words “without grace”. Ans.
Section 22 of the N I Act provides that every promissory note or bill of exchang

e not payable on demand is at maturity on the third day after the day on which i

t is expressed to be payable. As this is statutory provision, the words “Without g
race” on the bill has no meaning. (e) A minor may draw, endorse, deliver and negot
iate such instrument so as to bind all parties except himself. Ans. Though a min
or is not competent to enter into a valid contract, Section 26 of the contract a
ct permits him to draw, endorse or negotiate a cheque or a bill. In case a minor
is one of the executants of a promissory note, he/she bears no liability thereo

n but it does not absolve the other joint promisor from liability. (f) RBI has i
ntroduced Asset Liability Management System in all Commercial Bank. securities,
foreign currency assets and liabilities. Various risks like interest risk, price
risk, liquidity risk relating to adverse movements can be controlled through As
setLiability Management. Narsimham Committee - II has also recommended ALM process
in banks. (g) Revival letters for the loan documents are obtained from borrower

s and guarantors both. Ans. Limitations Act has stipulated that acknowledgement

of debt should be obtained after a stipulated period. As guarantor is also a co-
obligant, acknowledgement of debt in the format of revival letter should be obta
ined from borrowers and guarantors both. 10

Ans. Section 31 of RBI Act, 1934 lays down that “No person in India other than the
Reserve

Ans. Banks should disclose the maturity pattern of loans and advances, investmen
t in
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6. State what decision you will take in the following situations and explain the
rationale for the decision. (a) M. Ltd. had an arrangement with your branch to
draw against uncleared cheque lodged in clearing. One day the company deposited
5 cheques drawn on a branch of another bank and asked you to pay cheques drawn b
y them presented on the same day against the amount of the cheques deposited. Su
bsequently on presentation in clearing, the drawee bank informed that payment ha
d been stopped on the five cheques by the drawers. It transpired that M. Ltd had
obtained those cheques from the amount of the five cheques from the drawers as
holders in due course. The drawers resisted the claim on the ground that bank wa
s only the agent of M. Ltd. for collection. Ans. Bank can succeed in claiming th
e amount of cheque on the following grounds : i) 1ii) 1ii) A banker can at one an
d the same time be an agent for collection of a cheque and a holder of that cheq
ue for value. Bank had given value for the cheques as the cheques drawn by M. Lt
d. were paid against the amount of cheques sent for clearing. Since bank is hold
er for value and took the five cheques in good faith and without notice of the d
efect in M. Ltd.’s title, Bank was holder of the cheques in due course and entitle
d to recover in respect of them from the drawers of the cheques. (b) Your branch
has given a loan of Rs. 50000/- to ‘A’ secured by way of mortgage of shares of a co
mpany and guarantee of ‘B’. ‘A’ defaulted in payment of the loan at a time when the mort
gaged shares were worth at least the amount of the loan. The shares subsequently
became worthless. The branch demanded payment from ‘B’ when ‘A’ failed to pay. A suit w
as filed against ‘B’ for the guarantee amount. ‘B’ contended that he was not liable on t
he ground that the shares which were security for the loan were worth not less t
han the amount of guarantee when the debt became due and the Bank knew or ought
to have known the declining value of the shares and should have sold them before
they became worthless. Thus failure to sell the shares when the amount became d
ue was an act of omission inconsistent with the rights of the surety.

11
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Ans. Bank had three sources of recovering the loan - it could sue “A”, sell the mortga
ged securities or sue “B” (Surety). All these remedies could be exercised at any tim
e or times simultaneously or contemporaneously or successively or not at all. In
this case, Bank did not act injurious to the surety, did not act inconsistant w

ith the rights of the surety and did not omit any act which his duty enjoined hi

m to do. Bank cannot become liable to a mortgagee or to a surety for a decline i

n the value of mortagaged property, unless it was responsible for the decline. (

c) Ramnath and Co. have issued an order cheque for Rs. 10000/- in favour of Gird
hari Lal Sharma. The cheque bears following endorsements, when presented for pay

ment. (i) (ii) (iii) Pay to Murari Lal Shethi Girdhari Lal Sharma Murali Lal She

thi Ratan Lal Gupta

Mr. Ratan Lal Gupta does not maintain an account but is reasonably known to you
as the owner of a cycle shop nearby and so you pay the cheque to Ratan Lal Gupta
. After a few days you receive a notice from Murari Lal Shethi that the cheque w
as stolen from him and that his endorsement on the cheque was a forgery. Shri Mu
rari Lal Shethi claims the amount from the bank. Ans. Section 85 (1) of the Nego
tiable Instrument Act grants statutory protection to the paying banker in case o
f order cheques, if (i) the endorsement on the cheque is reqgular (ii) the paymen
t has been made in due course. In the present case, both of these conditions are
fulfilled, viz., the endorsement of Murali Lal Shethi is reqular (though it may
not be valid) and the payment has been made to a known person in good faith and
without negligence on the part of the banker. Hence the paying banker can avail
of the protection under section 85(1) and is not liable to meet the claim of Mu
rari Lal Shethi. (d) (i) A cheque is drawn “Pay Shriniwas Deshpande” without the wor
ds “or order” or “or bearer”. Is the cheque payable only to Shriniwas Deshpande in perso
n or is it transferable or negotiable by him ? Ans. A cheque is transferable or
negotiable by the payee. Explanation (1) to Section 12
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13 of the N.I. Act states that ‘a promissory note, bill of exchange or cheque is p
ayable to order which is expressed to be so payable or which is expressed to be
payable to a particular person and does not contain words prohibiting transfer o

r indicating an intention that it shall not be transferable. In this case no wor

d prohibiting the transfer of the cheque is used. Hence it is negotiable even wi

thout the words ‘or order’ or ‘or bearer’. (ii) If on the above cheque words “Not negotiab
le” written without either parallel transverse lines or the name of a banker, rend

er the cheque a crossed cheque. Would the drawee bank be justified in paying suc

h a cheque across the counter ? Ans. The inclusion of the words ‘not negotiable’ acr
oss a cheque without (I) parallel transverse lines, or (II) the name of a banker

does not constitute a crossing. According to Sections 123 and 124 of N. I. Act,

two transverse parallel lines constitute the general crossing and writing of th

e name of a bank constitute special crossing. The words “Not negotiable” may be incl
uded in the general or special crossing. But mere inclusion of these words witho

ut either two transverse line or the name of a bank, will not constitute crossin

g. The drawee bank will, therefore, be justified in paying the cheque across the
counter. (e) A, B and C are three partners in Auto Traders dealers in automobil

e spares. A’s personal friend, ‘D’ has an outstanding loan of Rs. 25000/- from you ban
k which the bank has recalled for inadequate security. At the request of ‘D', ‘A’ has of
fered his firm guarantee to the bank, which your bank accepts. The guarantee is

signed by ‘A’ as partner of Auto Traders. Consider the position of Firm’s liability. A
ns. Legally, a partner acts as a agent of the firm for the purposes of carrying

on the business of the firm. According to section 19(1) of the Indian Partnershi
p Act, the act of a partner which is done to carry on, in the usual way, busines

s of the kind carried on by the firm binds the firm. This is called the implied
authority of a partner. In the present case, giving guarantees by “A” on behalf of t
he firm, cannot be deemed as the business of the firm. Other partners “B” and “C” have a
lso not authorised “A” to give guarantee on behalf of the firm. The bank should, the
refore, not accept such a guarantee until all the partners sign or authorise “A” to
give guarantee on their behalf.

13
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(f) A well introduced account was opened in a Bank branch by Mr. X with a cheque
of Rs. 50000/- drawn on another branch of the same bank in the city. No cash de
posit was made initially. Later on it was transpired that the cheque deposited b
y X was a stolen one. Bank pleaded protection under Section 131 of N.I. Act. The
question arose whether the thief (Mr. X) was a customer of the Bank so as to ge
t the protection as claimed. Ans. A person becomes a customer of a bank when he
goes to the Bank with money or a cheque and asks to have an account opened in hi
s name, and the Bank accepts the money or cheque and is prepared to open an acco
unt in the name of that person. In this particular case it was decided that Mr.
X was a customer of the Bank and therefore Bank was entitled protection under Se
ction 131 of N.I. Act. 7 (a) Answer the following : Discuss the recommendations
of Narsimham Committee-II on financial sector reforms. 1. Capital Adequacy Ratio
: A minimum target of 9 percent CRAR to be achieved by the year 2000 ; the targ
et should be raised to 10 percent for the year 2002. 2. Risk weights on Investme
nts in Government Securities, approved securities and other than approved securi
ties : A risk-weight of 5 percent for market risk for Government / approved secu
rities. 3. 4. Risk weights on Government guaranteed advances: Risk-weight on Gov
ernment guaranteed advances to be the same as other advances: Foreign Exchange o
pen position limit: To carry 100 per cent risk weight. Provisioning Norms : (i)
(ii) A general provision of 1 percent on standard assets. An assets to be classi
fied as doubtful if it is in the sub-standard category for 18 months in the firs
t instance and eventually for 12 months and loss if it has been so identified bu
t not written off. (iii) (iv) The Government guaranteed advances which have turn
ed sticky to be classified as NPAs. Income recognition, asset classification and
provisioning norms should apply to Government guaranteed advances. 14

Ans. Second Narasimham Committee Recommendations
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5. Other Recommendations: (i) (ii) Banks and financial institutions should avoid

the practice of evergreening. Any effort at financial restructuring must go han
d in hand with operational restructuring. With the cleaning up of the balance sh
eet, simultaneously steps to be taken to prevent / limit re-emergence of new NPA

S. (1ii) To enable banks in difficulties to issue bonds for Tier II capital, Gov
ernment will need to guarantee these instruments which would then make them elig
ible for SLR investment. (iv) There is a need for disclosure in a phased manner

of the maturity pattern of assets and liabilities, foreign currency assets and 1
iabilities, movements in provision account and NPAs. (v) Concentration ratios ne

ed to be indicated in respect of bank’s exposure to any particular industrial sect
or as also to sectors sensitive to asset price fluctuations such as stock market

and real estate. These exposure norms need to be carefully monitored. (vi) (vii

) Banks should bring out revised operational manuals and update them regularly.
There is need to institute an independent loan review mechanism especially for 1
arge borrowal accounts and to identify potential NPAs. 7(b) What do you understa
nd by the term “Statutory Reserve” ? Discuss the provision of Section 42 of the RBI
Act with special reference to the changes made in the ‘Busy Season’ credit policy fo
r 1999-2000. Ans. A scheduled bank is under obligation to keep a cash reserve ca
lled the Statutory Reserve with the Reserve Bank of India under Section 42. Ever
y scheduled bank is required to maintain with the Reserve Bank of India an avera

ge daily balance equal to three percent of its demand and time liabilities. “Avera
ge Daily Balance” means the average of balances held at the close of business on e
ach day of a fortnight. “Fortnight” shall mean the period form Saturday to the secon
d following Friday, both days inclusive. “Liabilities” shall not include the paid up
capital and reserves as well as loans taken from the Reserve Bank of India, Exi
m Bank, National Housing Bank, State Bank of India or any other notified Bank. T

he Reserve Bank of India can increase the rate of such balance from 3% to a rate

not exceeding 20% of the total of the demand and time liabilities. 15
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Additional Cash Reserve : The Reserve Bank of India is authorised to direct ever
y scheduled Bank to maintain with the Reserve Bank of India in addition to the a
bove an additional average daily balance at a rate specified by it. This additio
nal cash reserve is not to be maintained on the entire amount of demand and time
liabilities but on the excess of such liabilities over the level of the total 1
iabilities at the close of the business on the date specified in the notificatio
n. For instance the Reserve Bank of India may stipulate that the Banks shall kee
p an additional reserve equal to 15% of the net increase in the total liabilitie
s after a specified date, say, Ist October, 1997. Here, a bank whose deposit lia
bilities registered an increase of Rs. 100 lakhs between 1lst October and lst Nov
ember will be required to maintain an additional cash reserve of Rs. 15 lakhs (1
5% of Rs. 100 lakhs). This position is subject to the following conditions : (1)
The additional balance shall not in any case be more than the excess of the tot
al deposit liabilities over the level of the specified date. In the example citi
ed, the Reserve Bank of India may require the concerned Bank to maintain additio
nal cash reserve up to a maximum of Rs. 100 lakhs in the given period and not in
excess of that amount. (2) And again, both the cash reserve and the additional
cash reserve shall not together exceed the limit of 20% of the total demand and
time liabilities. The Reserve Bank of India may pay interest to the scheduled Ba
nks on - (a) (b) The cash reserves maintained by the scheduled Banks in excess of
the statutory minimum of 3% of the total liabilities and The additional cash res
erves.

They will be eligible for such, interest in case they maintain the cash reserves
to the full extent indicated by the Reserve Bank of India. At the same time, if
a bank maintains a balance in excess of he enchanced reserve requirement of add

itional reserve requirements, no interest shall become payable on the excess amo

unt. Non-compliance with this stipulation entails penalties as per the provision

s of Section 42(3) In case the balance maintained by the scheduled Bank during a

ny fortnight is below the minimum prescribed under the reserve requirements, suc

h banks shall be liable to pay to the Reserve Bank of India penal interest at a

rate of 3% above the bank rate in the 16
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succeeding fortnight if the shortfall continues : 1) Every director, manager or
secretary of the Scheduled Bank who is knowingly and willfully a party to the de
fault, shall be punishable with a fine of Rs. 500/- and with a further fine whic
h may extend to Rs. 500/- for each subsequent fortnight during which, the defaul
t persists and 2) The Bank may prohibit the scheduled Bank from receiving any fr
esh deposit after the said fortnight. Under Section 42(2) every scheduled Bank i
s required to send to the Reserve Bank of India a Return showing the following p
articulars : 1. 2. 3. 4. 5. 6. 7. The amount of its demand and time liabilities
and the amount of its borrowings from banks in India classifying them into deman
d and time liabilities. The total amount of legal tender notes and coins held by
it in India. The balance held by it at the Bank in India. The balances held by
it at other banks in current account and the money at call and short notice in I
ndia. The investments (at book value) in Central and State Government Securities
including Treasury bills and Treasury Deposit Receipts. The amount of advances
in India and The inland bills purchased and discounted in India and foreign bill
s purchased and discounted. The above particulars are to be sent on the close of
business on each alternate Friday and every such return shall be sent not later
than seven days after the date to which it relates. Latest changes as per busy
season credit policy (1999-2000) : (a) (b) The CRR has been reduced to 9% In ord
er to improve the cash management by banks as a measure of simplification, a lag
of two weeks in maintenance of stipulated CRR by banks has been introduced with
efforts from November 6, 1999. (c) The requirements by banks to maintain an inc
remental CRR of 10 per cent on increases in liabilities under FCNR (B) Scheme (o
ver the level prevailing as on April 11, 1997) has been withdrawn w.e.f. Novembe
r 6, 1999.

17
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7(c) “A banker is bound to honour his customer’s cheques”. To what extent is this true
? Discuss fully the liability of the banker in case of wrongful dishonour of ch
eques. Ans. Obligation to honour the cheques : The deposits accepted by a banker
are his liabilities repayable on demand or otherwise. The banker is, therefore,
under a statutory obligation to honour his customer’s cheques in the usual course
Section 31 of the Negotiable Instrument Act, 1881, lays down that “the drawee of
a cheque having sufficient funds of the drawer in his hands, properly applicabl
e to the payment of such cheque, must pay the cheque when duly required to do so
and in default of such payment must compensate the drawer for any loss or damag
e, caused by such default.” Thus the banker is bound to honour his customer’s cheque
s provided the following conditions are fulfilled : (i) There must be sufficient
funds of the drawer in the hands of the drawee. By sufficient funds is meant” fun
ds at least equal to the amount of the cheues presented”. The funds must be suffic
ient in the hands of the banker. Generally the cheques sent for collection by th
e customer are not treated as cash in the hands of the banker until the same are
realised. The banker credits the amount of such cheques to the account of the c
ustomer on their realisation. A banker should, therefore, be given sufficient ti
me to realise the amount of the cheques sent for collection before the said amou
nt is drawn upon by the customer. If the customer draws a cheque on such unreali
sed amount, the banker will be justified in dishonouring the cheques with the re
mark “Effects not cleared”. Further, the credit balances in other accounts of the cu
stomer at other branches or head office of the bank need not be taken into accou
nt in computing the sufficiency of funds for this purpose. Cheques are generally
payable at the branch where the account of the customer is kept and each branch
of a bank is treated as a distinct entity for this purpose. In Mohamed Hussain
vs. Chartered Bank (1965) 2 Comp. L.J. 37, it was held that though the bank had
the right to combine the several accounts of its customer, the customer had no r
ight to require the bank to combine the different accounts in determining whethe
r a cheque on an account may be dishonoured. Halsbury’s Laws of England says : “A ba
lance at one branch of a bank does not entitle a customer to draw on another bra
nch where he has no account or had overdrawn, for different branches of a bank a
re for this purpose separate entities, though the bank may apply funds which it
holds at one branch to meet an overdraft of the customer at another.” 18
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It is to be noted that the funds in the hands of the drawee banker must be equal
to or more than the amount of the cheques presented for payment. The banker is
directed by the drawer to pay a specified sum of money to the payee and if such
sum is not in the hands of the banker at the time of presentation of the cheque.
He would, therefore, be justified in refusing payment of the cheque. If the pay
ee of the cheque makes a deposit in the account of the drawer to make up such de
ficiency and then presents the cheque for payment, the banker will be justified
in making such payment. But the banker should not disclose to the payee the amou
nt by which the credit balance in the drawer’s account falls short of the amount o
f the cheque, otherwise he will be liable for damages for disclosing information
about his customer’s account to a third party. (ii) The funds must be properly ap
plicable to the payment of the cheque. A customer might be having several bank a
ccounts in his various capacities. But it is essential that the account on which
a cheque is drawn must have sufficient funds. If some funds are earmarked by th
e customer for some specific purpose, the said funds are not available for honou
ring his cheque. Similarly, a depositor having a debit balance in his current ac
count cannot draw a cheque on the basis of his fixed deposit with the banker as
the latter is a deposit under a separate agreement for a specific period and can
be withdrawn in the prescribed manner and not through a cheque. The banker’s obli
gation to honour the cheques is further extended if an agreement is reached betw
een the banker and the customer, either expressly or impliedly, whereby the bank
er agree to sanction an overdraft to the customer. In such cases the banker’s obli
gation to honour the customer’s cheques is extended up to the amount of overdraft
sanctioned by him. If the banker subsequently reduce the limit of overdraft or w
ithdraws it altogether, he must honour the cheques issued by the customer before
the notice of such reduction or withdrawal is served upon him. Sometimes an obl
igation also emerges out of the past practice followed by the banker. For exampl
e, 1f the banker has honoured the cheques of a customer on several occasions in
the past without sufficient funds and later on requested the customer to make go
od the deficiency in his account, an implied arrangement to overdraw the account
is presumed to exist. The banker should not discontinue such practice without g
iving prior notice to the customer. 19
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(iii) The banker must be duly required to pay. The banker is bound to honour the
cheques only when he is duly required to pay. This means that the cheque, compl
ete and in order, must be presented before the banker at the proper time. Ordina
rily a period of six months is considered sufficient within which a cheque must
be presented for payment. On the expiry of this period the cheque is treated as
stale and the banker dishonours the cheque. Similarly, a post-dated cheque is al
so dishnoured by the banker because the order of the drawer becomes effective on
ly on the date given in the cheque. Liability of the Banker in Case of Wrongful
Dishnour of Cheques: A Banker has the statutory obligation to honour his custome
r’s cheques unless there are valid reasons for refusing payment of the same. In ca
se he dishonours the cheque, intentionally or by mistake, he is liable to compen
sate the customer for the loss suffered by him. According to section 31 of the N
egotiable Instrument Act, 1981, the banker is liable to compensate the drawer fo
r any loss or damage caused by the default on his part in dishonouring the chequ
es without sufficient reason. The banker thus incurs heavy liability for any mis
take or default committed in dishnouring his customers cheques. Causes of Wrongf
ul Dishonour : Wrongful dishonour of a cheque means “ a dishonour committed by mis
take or by negligence on the part of the banker or any of his employees”. A banker
must honour the cheques of the customer so long as the latter’s account has suffi
cient funds. If the banker commits a mistake in his account books which reduces
correct balance in the account of the customer and thus a cheque is dishonoured,
the banker will be liable for such wrongful dishnoour. For example, if a credit
made by a customer is posted to some other account or a debit entry, of some bo
dy else is posted to the customer’s account, the latter will not show the correct
balance. Similarly, if a post dated cheque is honoured by the banker before the
date of the cheque and thus the balance in the customers account is reduced, the
banker will be liable for wrongful dishonour of a cheque subsequently prescribe
d for payment. The banker will, however, not be responsible for wrongful dishono
ur if the customer makes a deposit or a credit is received by mail in order to m
ade the funds sufficient after the cheque has been dishonoured by bank. Similarl
y, if the banker has not been furnished with the names and specimen signatures o
f the persons who have been authorised to sign cheques on behalf of a person, fi
rm, company or institution, he can justifiable dishonour the cheques signed by t
hem. 20
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7(d) What are the essential features of Negotiable Instruments ? Explain the dif
ference between transferability and negotiability. Ans. Essential Features of Ne
gotiable Instruments The following are the special features of the negotiable in
struments : 1. The negotiable instruments are easily transferable from person to
person and the ownership of the property in the instrument may be passed on by
mere delivery, in case of a bearer instrument, or by endorsement and delivery, i
n case of an order instrument. Transferability is an essential features of a neg
otiable instrument but all transferable instruments are not negotiable instrumen
ts. Herein lies the difference between transferability and negotiability, which
is explained below. 2. A negotiable instrument confers absolute and good title o
n the transferee, who takes it in good faith, for value and without notice of th
e fact that the transferor had defective title thereto. This is the most importa
nt characteristic of a negotiable instrument. A person who takes a negotiable in
strument from another person, who had stolen it from somebody else, will have ab
solute and undisputable title to the instrument, provided he receives the same f
or values (i.e. after paying its full value) and in good faith without knowing t
hat the transferor was not the true owner of the instrument. Such a person is ca
lled the holder in due course and his interest in the instrument is well protect
ed by the law. Difference between transferability and negotiability: In case of
any goods or commodity, which is transferable from person to person, the general
rule of law is that the transferor cannot transfer to the transferee title bett
er than what he himself possesses. For example, X purchases an article or a comm
odity, say, a book, from Y against payment of its full value. But Y had stolen t
he book from the house of Z. If the thief, i.e. Y, is caught for this theft or i
f the stolen article is found in the possession of X, the latter shall have to r
eturn the same to the true owner of the article, because the title of X to the p
roperty is not deemed to be better than the title possessed by Y. In fact, Y had
no title thereto and hence Y will also stand on the same footing. A negotiable
instrument is an exception to this general rule of law. Suppose in the above ill
ustration X takes a cheque from Y, instead of a book, for value and without know
ledge of 21
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the latter’s defective title, he will have good title thereto and will not be resp
onsible to the true owner. The latter will have a right against Y, the thief of
the instrument. This privilege of the holder of a negotiable instrument in due c
ourse constitutes the main difference between a transferable instrument or artic
le and a negotiable instrument.

22
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING DECEMBER, 2000 CODE NO L-1259

1. (a) Define the following terms briefly(Answer any three) (3x3=6) Global Depos
itory Receipts (GDRs) GDRs are essentially equity instruments created by oversea
s depository banks (ODB) which are authorized by the issuing companies in India

to issue GDRs to non-resident investors, outside India to facilitate investment

in the shares of issuing companies held with the nominated custodian banks in In
dia. The shares, correspond to the GDRs in the fixed ratio e.g. 1 GDR = 10 Share
s. The GDRs could be issued in the negotiable forms. (b) Acceptance for honour S
ection 108 of N.I. Act says that when a Bills of Exchange has been noted or prot
ested for non acceptance or for better security, any person not being a party al
ready liable thereupon may with the consent of the holder by writing on the bill
may accept the same for honour for any party thereto. The person so accepting 1

s called “acceptor for honour” and the process is called “Acceptance for Honour”.

fferential Interest Rate Advances Weaker section of the society who cannot offer

any security/margin money are eligible under the scheme Rate of Interest is 4%
- annual income of the beneficiary should not be more than Rs. 7200/- in Urban a
nd Semi Urban areas and Rs. 6400/- in Rural areas. Quantum of loan should not be
more than Rs. 6500/- repayable within a maximum period of 5 years. Banks have b
een provided a target to be achieved of one percent of the aggregate advances of
pervious year to be given under this scheme. (d) Conversion (under N.I. Act) Co
nversion is the unlawful taking, depositing or destroying of goods which is inco
nsistent with the owner right of possession. Conversion is independent of intent
ion or knowledge and an innocent party even an agent may be held liable for conv
ersion. When there is no forgery and the instrument comes into the hands of a ho
lder in due course or where there is a forgery and the instrument is a cheque pa
yment whereon has been made in due

23
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course by a banker the true owner of the cheque may be deprived of his rights. I
n all other cases the true owner can maintain a suit for the conversion of the i
nstrument. In other words conversion means wrongful transfer of benefits of nego
tiable instrument to a person who is not the true owner. (e) Inchoate Instrument
Section 20 of N.I. Act “when one person signs and delivers to another person a pa
per stamped in accordance with the law relating to the Negotiable Instrument eit
her wholly or blank or having written thereon in a incomplete manner is called I
nchoate Instrument. The holder thereof can make or complete it. 2. (a) State whe
ther True or False (4x1=4) A joint Saving Bank Account styled “Either or Survivor” c
an be transferred from one branch to another branch under the instructions of an
y one of the joint account holders. ANS(b) ANS(c) ANS(d) ANS3. (a) (b) (c) (d) F
ALSE ICRA is a credit rating agency promoted by the Industrial Finance Corporati
on of India. TRUE Under the Banking Regulation Act, 10% of the profit of a banki
ng company must first be transferred to the General Reserve before any dividend
can be distributed. FALSE In terms of the Negotiable Instruments Act, finder of
a lost cheque is a holder in due course, if payable to bearer. FALSE Fill in the
blanks and write full sentence in the answer book given to you (5x1=5) ICICI Ba
nk was the first Bank to offer Internet banking in India. RBI has allowed Non Ba
nking Finance companies to maintain 50% of their liquid assets in the form of te
rm deposits with scheduled commercial banks. Net worth of a new insurance compan
y should be Rs.500 Crores. Urban cooperative Banks are required to achieve the c
apital adequacy ratio of 9% by March 2001 (year). 24
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(e) Component of Gold and Gold Bullion in the assets of Issue Department of RBI
are to be not less than Rs. 115 Crores. 4. (a) Choose the correct answer from th
e alternatives given under each sub-question. (9x2=18) The development programme

began in our country with the launch of . i. ii. iii. div. ANS (i) (b) Th
e maximum loan amount under DRI scheme 1is 1. 1i. iii. iv. ANS ( iii ) |
c) “Sans recourse” means . 1. ii. iii. iv. ANS- ( iv ) (d) When a drawer

ws a cheque without keeping sufficient balalnce and if the cheque is bounced for
insufficient funds. The drawer is punishable with imprisonment which may extend
to and or a fine. i. 1i. iii. iv. ANS- ( ii ) Two Months One Year Four Mo
nths Six Months I am not afraid Do not touch me Ask the drawer Without liability
to me Rs. 10,000/Rs. 25,000/Rs. 6,500/Rs. 5,000/Community Development Programme
Integrated Rural Development Programme Small Farmers Development Agency Intensi
ve Agriculture Area Programme

25
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(e) The highest credit risk rating that can be awarded to any company by CRISIL

is . i. ii. iii. iv. ANS- ( ii ) (f) Bankers, in general, are hesitant to fin
ance HUF because . 1. ii. iii. iv. ANS- ( iii ) (g) Factoring means

i. ii. iii. iv. ANS- ( iii ) (h) Under law of limitation , the liabi
lity of a guarantor is 1. ii. iii. iv. ANS- ( iii ) (i) The first bank
to be established in India was , 1. ii. iii. iv. ANS- ( ii ) 26 B

ank of Bengal Bank of Hindustan Allahabad Bank Punjab National Bank 3 years form
the date of document. 3 years from the date of default of the advance. 3 years

from the date when the demand is made on guarantor. There is not limit of time.

Financing against bills receivables. Financing invoices without recourse only. P
urchasing and/or administering the receivables of a concern. Collecting the rece
ivables and remitting to the seller. The firms ceases to exist when the Karta is
dead. The firm ceases to exist with the death of any of the male coparcener. Th
e liability of the firm to the banker is susceptible to change with the birth of
male child or with the death of a male coparcener in the HUF. None of the above

++A AAA +AA None of the above
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5. Explain the underlying rationale for the following practices/procedures being
followed by the banks (a) Payee of a cheque cannot stop payment of the cheque.
is drawn. It is only the drawer who can stop payment of the cheque. However, if
the payee reports loss of cheque and request for stop payment, the banker should
tell him to contact the drawer and ask him to give written instructions to the
Bank. Meanwhile if the cheque is presented banker will be justified in returning
the same with the reasons “payment stopped, awaiting drawer’s confirmation”. (b) Whil
e advancing against security of Term Deposit Receipt, blank undated discharge is
obtained. Ans. Borrower giver the TDR to the Bank who note their lien on the de
posit. This is also on implied pledge i.e. the banker has the right to appropria
te/sell the security to realize his dues. But the security should be legally ava
ilable for sale/appropriation. By obtaining blank undated discharge bank can obt
ain the payment even before maturity if need be. (c) Mortgagor’s signature is not
obtained on the Memorandum prepared in a register for recording deposit of title
deeds for creating equitable mortgage favouring the bank. Ans. Under Section 58
(f) of Transfer of property Act, delivery of documents of title to immovable pro
perty by debtor to his creditor with intention to create security thereon, creat
es equitable mortgage and no further act like execution of transfer document by
the debtor or registration. Registrar of assurance is necessary. The memorandum
prepared by the Bank is for its record and if need be to prove the intention of
the borrower to create the equitable mortgage of the property. Hence it is not s
igned by the mortgagor. The mortgagor should, however, send a letter by post con
firming the deposit of title with a view to creating mortgage. (d) Banks do not
generally accept for collection cheques with “Not negotiable” crossing. bearing in e
ither case the words ‘Not Negotiable’ shall not have and shall not be capable of giv
ing a better title to the cheque than which the person from whom he took it had.
So if the banker collects one such stolen cheque marked ‘Not Negotiable’ 27

Ans. There is no privity of contract between the payee and the banker on whom th
e cheque

Ans. Section 130 of N.I. Act state “A person taking a cheque crossed generally or
specially
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the banker commits conversion and loses protection under section 131 of the N.T.
Act. (e) Nominee’s signature is not obtained on the nomination form. the existing
nominee. (f) More than ordinary care is taken in allowing withdrawal in a dorma
nt/inoperative current/savings bank account. Ans. To prevent fraudulent withdraw
als. Many frauds are perpetuated through these accounts. (g) Noting and protesti
ng is necessary in case of dishonour of usance bills and not for cheques and dra
fts. Ans. In case of usance bills, dishonour is not supported by any document. T
o0 establish evidence of dishonour, noting and protesting is necessary. In case o
f cheques and drafts reasons for dishonour are invariably given by the bank in w
riting. (h) Production of legal representation is not required for disposal of m
oney left with a Bank in case of deceased Army or Air Force personnel. Ans. Beca
use the assets of Army and Air Force personnel are governed by the provisions of
the Army and Air Force (Disposal of Private Property) Act 1950. 6. How would yo
u deal with the following cases as Branch Manager ? Give reasons for your answer
quoting relevant sections of law, if any, applicable. (6x3=18) (a) Vishal, a co
nstituent of your branch, wrote to the Bank countermanding payment of a postdate
d cheque issued by him on his account. The bank acknowledged receipt of the inst
ruction, but inadvertently paid the cheque when presented. When the account hold
er claimed recovery of the amount, your branch relied on one of the Current Acco
unt rules, which reads as under :“The Bank will register instructions from the dra
wer regarding cheques lost, stolen, etc., but cannot guarantee constituents agai
nst loss in such cases in the event of a cheque being paid”. The customer is not h
appy and threatens to file a suit. 28

Ans. To maintain secrecy. It also facilitates change of nomination without hindr
ance from
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Ans. The bank cannot rely upon the current account rules as the cheque was neith
er lost nor stolen. The payment of the cheque in the instant case solely due to
the negligence of the concerned staff. As such no protection under N.I. Act is a
vailable to the Bank. (b) ‘A and B’ are having a joint account at your branch. They
have given a Power of Attorney in favour of ‘C’ for operating the account. 'C’ has been
operating the account for sometime. On 18-12-99, you have been informed that ‘B’ has
died. On 19-12-99, a cheque for Rs. 10,000/ - signed by ‘C’ is presented for paymen
t. Sufficient balance is available in the account. Ans. As both the account hold
ers have jointly given power of attorney to ‘C’, ‘C’ ceases to be the agent on the death
of one of the principals. In terms of Section 201 of the Indian Contract Act, d
eath terminates agency. Hence the banker will be within its right to return the
cheque unpaid. (c) A TDR was issued in the name of Mrs. Sunita for Rs. 10,000/-
for one year. She died three months after the deposit was made in the Bank. Nomi
nation was registered in the books of the Bank in favour of her husband Mr. Kama
1. Mr. Kamal approaches the Bank for premature encashment of the TDR. Ans. The n
omination made under Banking (Amendment) Act 1983 provides for all rights of the
depositor in respect of the deposit to be vested in the hands of the nominee. I
t would therefore be in order for the bank to make premature payment of the TDR
to the nominee of the deceased provided no legal notice is served on it by any o
ther claimant in the meantime. (d) Mr. A had kept a sealed box in safe custody w
ith your branch. He expired sometime ago, and his son, Mr. X now brings in the d
eath certificate and wants to take delivery of the box deposited by his father.
He maintains that he is unable to obtain legal representation unless it is known
as to what the box contains. Moreover, he feels that the last will of the decea
sed is also kept in the box in question. He, therefore, requests you to deliver
the box to him and assures you that he will present the necessary legal presenta
tion from a competent court. Ans. Bank will arrange to open the sealed box in th
e presence of all the interested parties and two respectable independent witness
es (one of them preferably a magistrate) and prepare an inventory of all the con
tents to be signed by all the persons present and will deliver a copy of this in
ventory to Mr. X. If the box contains a will in favour of Mr. X, it will be deli
vered 29
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to him against proper acknowledgement. (e) A gentleman walks into your office an
d introduces himself as Shri Prem Nath, Sales Manager of “Excellent Sports Goods C
0.” of Ludhiana. He gives you two crossed chegeus for Rs. 5,000/- and Rs. 10,000/~
issued by your clients in favour of “Excellent Sports Goods Co.”, and requests you
to issue demand drafts crossed and for the same amount, in the name of same comp
any i.e. Excellent Sports Goods Co. Ans. A banker should not endeavor to collect
a cheque for a person other than its customer. Once the bank drafts are issued
the bank shall have to honour these drafts to any bonafide holder not withstandi
ng the position of the Bank in relation to the collection of cheques in collecti
on. Bank will not get protection under Section 131 in the event of collection be
ing challenged. (f) Mr. X is maintaining a current account with your branch in h
is name. His wife comes and informs you that he is down with paralysis and canno
t sign and that she wants to withdraw Rs. 10,000/~ immediately for his treatment
. Ans. A married woman can borrow on the credit of her husband, moneys for the p
urpose of maintenance of the family and the money required for the treatment of
a paralyzed husband would fall within the scope of this purpose. She may, theref
ore be granted an overdraft in her personal name and a lien marked on the credit
balance of her husband’s account. Q.7 (a) Answer the following : (10x3=30) What p
recaution would you take while opening accounts in the name of the following : (
i) Illiterate person : (i) Photo of the account holder must be obtained. (ii) Th
umb impression of the account holder be obtained. (iii) Account must be properly
introduced. (ii) 1. 2. 3. Trusts : Copy of the trust deed should be obtained an
d kept on record after verification with the original. The title of the trust ac
count should tally with the provisions of the trust deed. If the trust deed indi
cates the name of a specific bank, the trust account should be opened only with
that bank.

Opening of accounts in the name of trusts

30
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4. 5. (iii) 1. In the case of a charitable trust, in most States they have to be
registered with the commissioner of Charities and a copy of this certificate sh
ould be obtained. The resolution passed by the trustees for opening the account
should be obtained. Clubs /Associations/Societies : If the Association/Society o
r club is registered under the Societies Registration Act 1960 or Companies Act,
a copy of the Registration Certificate or the Certificate or Incorporation shou
1d be obtained. 2. 3. 4. The bank should obtain a certified copy of the by-laws,
rules and reqgulations. A list of the members of the Managing Committee to be ob
tained. A certified copy of the resolution passed by the committee, to open a ba
nk account together with the details of authorised signatories and instruction r
egarding the operation of the account should be obtained. 5. (v) The account mus
t be properly introduced. Joint Accounts : A joint account is an account opened
by two or more persons : Opening the Account : The Account Opening Form should b
e signed by all the Jjoint account holders. The names, addresses and other detail
s of all of them should also be obtained on the Account Opening Form. The accoun
t-holders should also indicate how the account is to be operated - the banker shou
1d obtain specific directions as to one or more of them will operate on the acco
unt. When a joint account is in the name of two persons, the operations may be d
one by: a. b. c. d. e. a. b. both or survivor ; both jointly ; either or survivo
r ; former or survivor ; latter or survivor ; all of them or survivors ; any one
or more of them or survivor or survivors.

Opening of accounts in the name of clubs & associations
A joint account in the name of more than two persons may be payable to,
In the absence of such instructions, the operations will be by all the persons j

ointly. Since all the instructions are to be given by the account-holders Jjointl
y at the time of opening the 31
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account, they can not be revoked by any one of them singly. All fresh instructio
ns and changes in the existing instructions must be given in writing signed by a
11 the account holders. However, any one of them can stop payment of a cheque is
sued by any other joint account holder. Any request for granting of an advance s
hould be made by all the parties jointly. (b) What is meant by charging of secur
ities ? State and explain various modes of charging the securities. Ans. When a
banker obtains a security for an advance given, it does not necessarily always m
ean transfer of ownership or possession of the security-property. It is possible
to obtain security by having a charge on it. A charge is nothing but creation o
f a right to payment out of a property. It may therefore, be understood that obt
ention of security as cover for lending involves essentially a charge on the sec
urity. The type of charge that a banker would prefer depends on the nature of th
e property to be charged. There are various types of charges and methods of crea
ting charge on securities. Hypothecation : Hypothecation is a charge which is pr
eferred when the property to be taken as security is movable. In any property, b
e it movable or immovable, there are three primary rights associated with it. Th
ese are right of ownership, right of possession and right of enjoyment. When a c
harge is created on a property, it normally affects the owner with respect to an
y or all of these rights. But this charge of hypothecation does not, however, in
volve transfer of ownership or possession of or even ‘interest’ in a property. It cr
eates merely an equitable or notional charge on the property with a right to a b
anker to take possession of the property and sell the goods on default or a righ
t to sue the owner to bring the property to sale and for realisation of the amou
nt due. The person who creates the charge of hypothecation is called hypothecato
r and the person in whose favour it is created is known as hypothecate and the p
roperty which is hypothecated is denoted as hypothecated property. In an advance
against hypothecation of goods, banker is the hypothecate and the borrower is t
he hypothecator. Hypothecation per se has no backing in law, in that there is no
enactment covering the creation, operation and implication of Hypothecation. Hy
pothecation has been differently 32
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defending several judicial cases. It is suffice if we could understand it as a c
harge which extends to movable properties and it creates an equitable charge on
goods. There is no transfer of ownership or possession of goods in a charge of h
ypothecation and both remain with the hypothecator i.e. the owner of the goods.
The hypothecate, by virtue of the equitable charge on the goods, has a right to
seize the goods on default from the hypothecator and sell the goods by auction.
Else, he has a right to sue the hypothecator for sale of hypothecated goods and
adjustment of the amount due, from out the sale proceeds of hypothecated goods.
As the hypothecator holds the ownership and possession of the hypothecated goods
, hypothecation can be considered as an extended pledge, with the hypothecator h
olding possession of the goods in trust for the hypothecate. Pledge: Pledge is d
efined in Section 172 of the Indian Contract Act 1872 as a bailment of goods as
security for repayment of a debt or performance of a promise. Section 148 of the
Indian Contract Act 1872, defines bailment as delivery of goods by one person t
o another, as security for any some purpose, upon a contract that the goods, sha
11, when the purpose is accomplished, be returned or disposed off according to t
he instructions of the person delivering the goods. A pledge primarily involves
delivery of goods by one person to another, i.e. it involves transfer of possess
ion of goods by one person to another. Some-times, it could be even transfer of
possession of document of title of goods (constructive delivery) and not necessa
rily always the transfer of possession of goods. The person who pledges the good
s 1s called the pledgor and the person receiving the pledge of goods is called t
he pledgee. Mortgage : Mortgage is creation of a charge on an immovable property
. Mortgage is not sale of property. In a sale, there is always a transfer of abs
olute ownership without conditions accompanied by transfer of possession and en
oyment of the property. But in a mortgage there is no transfer of absolute owner
ship. Nor is there transfer of possession in every case of mortgage. Mortgage is
defined under Section 58 of Transfer of Property Act as ‘transfer of an interest
33
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in a specific immovable property for the purpose of securing the money advanced
or to be advanced or an existing or a future debt or for performance of an engag
ement which may give rise to a pecuniary liability’. The person who is creating th
e charge of mortgage is called the ‘mortgage’ and the person in whose favour it is c
reated is known as the mortgagee’. The immovable property which is the subject of
mortgage is referred to as ‘mortgaged property’. Lien : Lien is a right possessed by
a person to detain or retain the goods or property belonging to another until h
e has received the due remuneration for the services he has rendered in respect
of them. This is defined under section 170 of the Indian Contract Act, 1872. (c)
What is Commercial Paper (CP) ? Explain the present regulations governing comme
rcial paper. What are the problems facing CP market in India. Ans. Commercial Pa
per (CP) is an unsecured money market instrument issued in the form of a promiss
ory note. CP as a privately placed instrument, was introduced in India in 1990 w
ith a view to enabling high rated corporate borrowers to diversify their sources
of short term borrowings and provide an additional instrument to investors. Cor
porates, primary dealers and satellite dealers, and the all-India financial inst
itutions that have been permitted to raise short term resources under the umbrel
la limit fixed by Reserve Bank of India are eligible to issue CP. A corporate wo
uld be eligible to issue CP provided- (a) the tangible net worth of the company,
as per the latest audited balance sheet, is not less than Rs.4 crore; (b) compa
ny has been sanctioned working capital limit by banks or all-India financial ins
titutions; and (c) the borrowal account of the company is classified as a Standa
rd Asset by the financing bank/institution. CP can be issued for maturities betw
een a minimum of 15 days and a maximum up to one year from the date of issue and
in denomination of Rs.5 lakh or multiple thereof. Amount invested by single inv
estor should not be less than Rs.5 lakh (face value). Previously, an option was
available to both issuer and subscriber to issue/hold CP in dematerialized or ph
ysical form. But, now w.e.f. November 1, 2001, these entities will hold CP only
in dematerialized form. With the reducing rate of interest on advances as well a
s deposited, the big corporates are encouraged in making use of Commercial Paper
in a big 34
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form so as to cut their cost of borrowing. (d) What are the requisites of a “Payme
nt in due course” ? What is the protection available to a paying banker in case of
crossed cheques ? Ans. Payment in due course : (Section 10) “Payment in due cours
e means payment in accordance with the apparent tenor of the instrument in good
faith and without negligence to any person in possession thereof under circumsta
nces which do not afford a reasonable ground for believing that he is not entitl
ed to receive payment of the amount therein mentioned”. If the payment is made in
due course the drawee of the cheque (the banker) is discharged from all liabilit
ies that may arise from making the payment. Protection Available to the Paying B
anker in the case of crossed cheques : Section 126 : Where a cheque is crossed g
enerally, the banker on whom it is drawn shall not pay it otherwise than to a ba
nker. Where a cheque is crossed specially, the banker on whom it is drawn shall
not pay it otherwise than to the banker to whom it is crossed, or his agent for
collection. Section 127 : Where a cheque is crossed specially to more than one b
anker, except when crossed to an agent for the purpose of collection, the banker
on whom it is drawn shall refuse payment thereof. Section 129 : Any banker payi
ng a cheque crossed generally otherwise than to a banker or a cheque crossed spe
cially otherwise than to the banker to whom the same is crossed or his agent for
collection being a banker shall be liable to the true owner of the cheque for a
ny loss he may sustain owning to the cheque having been so paid.
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING JUNE, 2001 CODE NO R-1326

1. Write short notes on the following :(Answer any three) ‘MAST’ Principle of Securi
ties (a) : While advancing against securities, a banker has to bear in mind that

the securities should be such that they conform to the 'MAST’ Principle. MARKETABLE
ASCERTAINABLE STABLE i.e. they are easily marketable i.e. their value is ascert
ainable i.e. they are stable in terms of its value and not widely fluctuating TR
ANSFERABLE i.e. and they are easily transferable

A banker, being one who, when confronted with default of repayment by a borrower
, has to proceed against the securities obtained and realize quickly the value o
f the securities by sale to get paid, should always evaluate the securities offe
red against the above touchstones before accepting them. (b) Gold Deposit Scheme
The Union Finance Minister had announced the introduction of a Gold Deposit Sch
eme in the budget for 1999-2000. The scheme seeks to provide depositors the oppo
rtunity to earn interest on their idle gold holdings along with the benefits of
safety and security of holding gold without any cost. Banks are free to fix thei
r own interest rates on the gold deposit scheme. The scheme will have maturity r
ange from 3 to 7 years. Gold under the scheme will be accepted in scrap form onl
y. After assessing the purity of gold bank will issue a certificate which will b
e transferable by endorsement and delivery. The deposit will be repaid in the fo
rm of standard gold bar of 0.995 fineness or in rupees equivalent to the price o
f gold as on the date of maturity at the option of the depositor. The depositor
will have to exercise the option at the time of application
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or once during the tenure of the bond. Nomination facility will be available on
these deposits. Rupee loans will be available against collateral of the gold dep
osits. (c) Order Nisi The obligation of a banker to honour his customer’s cheques
is extinguished on receipt of an order of the court known as the Garnishee order
, 1ssued under Order 21 Rule 46 of the Code of the Civil Procedure; 1908. If a d
ebtor fails to pay the debt owed by him to his creditor, the latter may apply to
the court for the issue of a Garnishee Order on the banker on his debtor. It is
issued in two parts. First, the Court directs the bankers to stop payments out

of the account of the judgement debtor. Such order called “Order Nisi”, also seeks e

xplanation from the Banker as to why the funds in the said account should not be

utilised for meeting the judgement debtor’s claim. The Banker is prohibited from

paying the amount due to his customer on the date of receipt of the “Order Nisi”.
should, therefore, immediately inform the customer so that the dishonour of any
cheques issued by him may be avoided. After the bankers files his explanation,
if any, the court may issue the final order called “Order Absolute”, whereby the
ire balance in the account or a specified amount to attached to be handed over t
o the judgement creditor. (d) Obliterating a Crossing Some times the crossing on
a cheque is obliterated or erased by dishonest persons so cleverly and skillful
ly that the paying banker is unable, despite utmost efforts on his part, to dete
ct such obliteration’s and pays the cheque as an open cheque. Section 89 of N.I.
ct provides protection to the paying banker provided the following condition are
fulfilled:i) ii) The cheque does not appear to be a crossed one at the time of
its presentation or obliteration of the crossing is not apparent ; and The payme
nt is made according to the apparent tenor of the cheque and in due course. (e)
Local Area Banks The objective of setting up of local area banks (LABO) in the p
rivate sector is to provide institutional mechanism for promoting rural savings
and provision of credit for viable economic activities in local areas. The minim
um capital of a LAB shall be Rs. 5 Crore. The promoters contributions for such a
bank shall atleast be Rs. 2 Crores. 37
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The promoters of the bank may comprise in the individuals, corporaters, trusts a
nd societies. The area of operations for LAB shall be a maximum of three geograp
hically contiguous districts and the Head Office of the banks shall be located a
t a centre within the area of operation. These banks have to achieve benchmarks
under lending to priority sector, weaker sections and agricultural as applicable
to domestic banks. The banks shall be registered as a public limited company an
d will be licensed under the banking regulations Act 1949. 2. State whether true
or false : (a) the denomination of a commercial paper should be minimum of Rs.
5 lakh and multiples thereof ANS (b) (True) The concept of Weaker Sections was 1
ntroduced by the Gadgil Working Group on rural credit. ANS- (False) (c) (d) Mini
mum paid up capital for entry of new private sector banks is Rs. 200 crore. (Fal
se) Provisions of Banking regulation Act are not applicable to Co-operative bank
S. ANS-

ANS- (False) 3. Fill in the blanks and write full sentence in the answer book gi

ven to you. (a) (b) (c) (d) (e) 4. The minimum maturity period for Certificate o

f Deposit is fixed at 15 days. Section 130 of the Negotiable Instruments Act rel
ates to “Not negotiable” crossing. Maximum loan amount under Education Loan Scheme o
f Reserve Bank of India or payment seat students is Rs. 50000. Banks having mini

mum net worth of Rs. 500 crore and satisfying the prescribed criteria of capital
adequacy and profitability can enter into insurance business. Ganga Kalyan Yoja

na has been merged with Swarn Jayanti Gram Swarojgar Yojana

Choose the correct answer from the alternatives given under each sub-questions (
a) What was the main base for nationalisation of banks in 1969 ? (i) (ii) (iii)
(iv) Minimum deposits of Rs. 150 crore and above Minimum deposits of Rs. 50 cror
e and above Total business of Rs. 150 crore and above None of these 38 Ans ( ii

)
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(b) Which type of securities are held by Reserve Bank of India before issuance o
f currency notes ? (i) (ii) (iii) (iv) (c) Gold coins and bullion Foreign Securi
ties Government of India’s securities All of these Ans (iv)

Quasi Negotiable Instrument is accepted like Negotiable Instrument because of _

(i) (ii) (iii) (iv) the force of law the customs and practice their char
acter of negotiability none of these Ans (ii)

(d)

Loan documents executed out of India must be presented for registration within _
of its arrival in India. (i) (ii) (iii) (iv) three months four months si
x months twelve months Ans (ii)

(e)

Usance bills or promissory notes drawn out of India are required to be stamped b
y (i) (ii) (iii) first holder in India any holder any party Ans (i)

(f)
Command Area Development Programme relates to (1) (ii) (iii) (iv)

Desert development Hill area development Livestock development Irrigation develo
pment Ans (iv)
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(g) The minimum percentage of Priority Sector advances to be maintained by forei
gn banks in India is (1) (i1) (iii) (iv) (h) 40% 22% 32% 18% Ans (ii
i)

The Committee to study the problems of Multy-Agency approach was headed by
(i) (ii) (iii) (iv) (v) M.L. Dantwala C.E. Kamath A. Ghosh C.M. Vasudev non
e of these Ans (ii)

(1)

Margin money scheme of KVIC is applicable to the project of individuals and entr
epreneurs . (1) (ii) (iii) (iv) Where the total project cost does no
t exceed Rs. 10 lakh Where the total project cost does not exceed Rs. 25 lakh Wh
ere the total project cost does not exceed Rs. 5 lakh None of these Ans (i)

5. (a)

Explain the underlying rationale for the following practices / procedures being
followed by banks. (8X2=16) Advances granted to limited companies against the pl
edge of goods, need not be registered with the Registrar of Companies under Sect
ion 125 of the Companies Act.

Ans. As the bank is in possession of the goods, there is no need for notice to t
hird parties and hence the registration of a pledge charge is not provided for u
nder section 125 of the companies Act. (b) Assignment of LIC policy is done on t
he policy itself.

Ans. It is done on a separate paper, it will attract stamp duty. Moreover, it is
convenient. (c) Banker’s lien is called an implied pledge.

Ans. Bankers has right to sale of available security under banker’s right of lien.
Therefore it is 40
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said that banker’s lieu tent amounts to an implied pledge. (d) In case of partners

hip account, if account shows debit balance at the time of death of a partner, b
ank closes the account and opens a fresh account for further transactions. Ans.

If banker wishes to hold the claim against the estate of deceased partner accoun

t of the firm should be closed immediately to determine the liabilities of each

partner. Subsequently credits should be accepted in the fresh account, otherwise
clayton’s rule will become operative and deceased partners assets would stand dis
charged by the amount of subsequent credits. (e) Banks do not obtain promissory

notes attested by some one.

Ans. It attracts stamp duty as a bond under section 2(5) (b) of the Indian Stamp
Act. (f) Endorsement by an illiterate person affixing thump impression is inval
id. or valid endorsement. (g) Bank cannot countermand payment of its own draft.
the payee. Draft is equivalent to banks promissory note and, therefore, bank can
not make stop payment of the draft. (h) Bank’s seal is not affixed on the boxes /
envelopes deposited for safe custody in the Bank. the duty of the Bank to return
the box intact in the same position in which it was received. Therefore, bank d
oes own any responsibility about the contents of the box and due to this Bank’s se
al is not affixed. Q.6 How would you deal with the following cases as Branch Man
ager ? Give reasons for your answer quoting relevant sections of law, if any, ap
plicable. (a) The closing hour of your branch was 3 p.m. Your customer ‘B’ gave a ch
eque of Rs. 10000 to ‘C'" at about 3 p.m. ‘C’ brought it to your branch at 3.05 p.m. and
the branch paid it over the counter. Next day, ‘B’ sent his son to the branch at 9 a
.m., the opening hour of the branch, to give instructions to stop payment of the
cheque. On knowing that the cheque was paid at 3.05 p.m. on the previous day, h
e brought an action against the Bank to recover 41

Ans. In terms of section 15 of the Negostiable Instrument Act 1881, signature is
must to constitute

Ans. Once the draft is issued to the purchaser and he sends it to payee, bank be
came trustee of

Ans. Bank is not aware of the contents of the box/envelope deposited for safe cu
stody and it is
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the sum as having been paid beyond banking hours. Ans. Demand must be made withi

n the prescribed banking hours. Cheque presented and paid after business hours i

s not a “payment in due course”. However, in the case of “Bains Vs. National Provincia
1 bank limited (1927) 32 Comp. Cas. 216" it was held that the cheque may be paid w
ithin a reasonable margin after the closing time. (b) You have given a demand lo

an to ‘S’ for purchasing a T.V. He is employed in Private company on contract for th
ree years which is going to expire soon. He defaulted three installments and due

to this you telephoned to employer company of ‘S’ for pressurising him to pay the 1
oan installments. In the course of conversation with two directors of the compan

y, you also disclosed that 'S’ is heavily indebted due to his involvement in share b
roking. As a result of this conversation, the company did not renew its contract
with 'S’. He sued the Bank for damages for slander and breach of duty of secrecy. A
ns. The Bank is legally bound to maintain secrecy arising out of contract implie

d in the relation of banker and customer, a breach of which could give rise to a

n action for damages. (c) A partner of ‘W and M’, a firm, signed a blank crossed che
que with the words ‘not negotiable’ printed on it. He handed over the cheque to an e
mployee of the firm and instructed her to fill it in for Rs. 2000 in favour of C
ommissioner of Sales Tax. The employee filled in the cheque for Rs. 20000 in fav

our of ‘P’, who was the employee’s creditor. ‘P’ got the cheque collected in an account wi
th your branch. The firm has filed a suit against ‘P’ and the Bank for conversion of
the cheque. Ans. A person who puts an inchoate instrument into circulation must

be taken to have authorised whatever is subsequently inserted in it in order to
make it a complete instrument. In this case firm cannot allege that ‘P’ had not tit
le. (d) A cheque drawn in favour of ‘Cycle Co.’ was stolen by its employee. He endor
sed it in favour of Nilgiri Potato Co. The Potato Co. got discounted the cheque

with Kanhaiyalal Thakurdas a money lender. The money lender got the cheque colle
cted in his account maintained with your branch. After discovery of the fraud, t

he Cycle Co. sued (i) its employee (ii) Potato Co. (iii) the money lender and (i

v) your bank.
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Ans. If the payee is in cycle business and he endorses a cheque to somebody doin
g potato business, the collecting banker should make enquiries how the apparent
connection between such divergent things like cycle and potato came about, Furth
er, contributory negligence cannot be pleaded by a collecting banker against the
true owner. (e) You have given a gold loan to a farmer against the pledge of go
1d ornaments. After six months, the farmer repaid the loan with interest and dem
anded back the ornaments pledged with your branch. You refused to give him the o
rnaments for the reason that the farmer was a surety of a defaulted and recalled
loan. Farmer has sued you for the offences punishable under Section 409 and 420
of Indian Penal Code. Ans. The bank is entitled to exercise the right of the ge

neral lien under section (7) of the contract act even in respect of the borrower’

obligations as a surety and for that purpose it is in order to retain the secur
ity offered by him for the loan obtained for personal use. (f) Your customer ‘A’
deposited an outstation cheque for Rs. 3000/- which was sent for collection to
Bangalore on Feb. 20, 2001. Bangalore branch realised the cheque on Feb. 24, 200
1 and sent the requisite advice which was received by your branch only on 29th F
eb. 2001. In the meanwhile, on Feb. 28, 2001, a third party garnishee order issu
ed by a court requiring the Bank to freeze the said account to the extent of Rs.

2250/~ was served. As the account had credit balance of Rs. 800/- only, your br
anch applied the garnishee order to that extent. The proceeds of cheque for Rs.
3000/~ sent under collection was later disputed in the court at the request of t
he judgement debtor. The moment a cheque sent for collection by other Bank had b
een realized, the realization must be treated as having accrued to the principle
bank and in this case the cheque was realized on the 24th Feb. on the basis of
this principle on the material date when the garnishee order was served on the B
ank on Feb. 28, 2001, the Bank had more than Rs. 2250/- to the credit of “A”". 7
Answer the following : (3X10=30) Describe ten major recommendations of Narsimham
Committee- II. 1. Capital Adequacy Ratio : A minimum target of 9 percent CRAR t
0 be achieved by the year 2000 ; the target 43

Ans. Second Narasimham Committee Recommendations

S

has
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should be raised to 10 percent for the year 2002. 2. Risk weights on Investments
in Government Securities, approved securities and other than approved securitie
s : A risk-weight of 5 percent for market risk for Government / approved securit
ies. 3. 4. Risk weights on Government guaranteed advances: Risk-weight on Govern
ment guaranteed advances to be the same as other advances: Foreign Exchange open
position limit: To carry 100 per cent risk weight. Provisioning Norms : (i) (ii
) A general provision of 1 percent on standard assets. An assets to be classifie
d as doubtful if it is in the sub-standard category for 18 months in the first i
nstance and eventually for 12 months and loss if it has been so identified but n
ot written off. (iii) (iv) 5. The Government guaranteed advances which have turn
ed sticky to be classified as NPAs. Income recognition, asset classification and
provisioning norms should apply to Government guaranteed advances. Other Recomm
endations: (i) (ii) Banks and financial institutions should avoid the practice o
f evergreening. Any effort at financial restructuring must go hand in hand with
operational restructuring. With the cleaning up of the balance sheet, simultaneo
usly steps to be taken to prevent / limit re-emergence of new NPAs. (iii) To ena
ble banks in difficulties to issue bonds for Tier II capital, Government will ne
ed to guarantee these instruments which would then make them eligible for SLR in
vestment. (iv) There is a need for disclosure in a phased manner of the maturity
pattern of assets and liabilities, foreign currency assets and liabilities, mov
ements in provision account and NPAs. (v) Concentration ratios need to be indica
ted in respect of bank’s exposure to any particular industrial sector as also to
ectors sensitive to asset price fluctuations such as stock market and real estat
e. These exposure norms need to be carefully monitored. (vi) (vii) Banks should
bring out revised operational manuals and update them regularly. There is need t
0 institute an independent loan review mechanism especially for large borrowal a
ccounts and to identify potential NPAs. 44
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(b) Supervisory and Regulatory Functions : (a) Monopoly of Note Issue Under Sect
ion 22 of the Reserve Bank of India Act, the Reserve Bank has the sole right for
the issue of currency other than one rupee coins and notes and subsidiary coins
; and as in the case of Bank of England, the Reserve Bank maintains two departme
nts viz., The Issue Department and The Banking Department. The notes are a liabi
lity of the issue department alone. The assets of the issue department which for
m the backing for the note issue are kept distinct from those of the Banking Dep
artment. According to Sec.33 of The Reserve Bank of India Act, the assets of the
Issue Department against which Bank loans are issued should consist of gold coi
n and bullion, foreign securities, rupee coin, Government of India securities an
d such Bills of Exchange and Promissory Notes payable in India and as are eligib
le for purchase by the Bank. Under the original Act of 1934, not less than 2/5th
of the assets of the Issue Department were to be required to be held in gold co
in, gold bullion or foreign securities, the value of the gold coin and gold bull
ion not being below Rs. 40 crores. This was amended by The Reserve Bank of India
Amendment Act of 1959 which bought in the following changes : a. Revaluation of
the gold reserves held by the Reserve Bank from the original very low price of
Rs. 21.24 per tola to Rs. 62.50 per tola, which was Rupee equivalent of the pric
e agreed to by the International Monetary Fund. b. A shift from the proportionat
e to the minimum reserve system with regard to the issue of currency. Simultaneo
usly, with the revaluation of gold, the minimum reserve to be held in gold was f
ixed at Rs. 115 crores instead of Rs. 40 crores. According to the second change
there would be no limit to the volume of currency that could be issued by the Re
serve Bank, provided it maintained a minimum of Rs. 115 crores of gold and Rs. 4
00 crores of foreign exchange. There were some amendments to these provision and
as per the present provision the aggregate value of gold bullion and foreign se
curities held in the Issue Department of the Bank should not at any time be less
than Rs. 200 crores of which the value of the gold coin and gold bullion should
at no time be less than Rs. 115 crores.
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(B) Control of Credit through Monetary Policy : The objective of monetary policy
in our country has been two-fold. It has to facilitate the flow of an adequate

volume of bank credit to industry, agriculture and trade to meet their genuine n
eeds. It is also with a view of provide selective encouragement to sectors which
stand in need of special assistance such as the weaker sections of the communit

y and the neglected sectors and areas in the country. At the same time, to keep
inflationary pressures under check it has to restrain undue credit expansion and
also ensure that credit is not diverted for undesirable purposes. As the centra

1 monetary authority, the Reserve Bank’s chief function is to ensure the availabil
ity of credit to the extent that it appropriate to sustain the tempo of developm
ent and promote the maintenance of internal price stability. The instruments of
credit control are of two types as under - a. b. General or Quantitative Selective
or Qualitative

Under the General Credit Control, the instruments often employed by The Reserve
Bank of India are - i. ii. iii. iv. Bank Rate Policy Reserve Requirements Moral Su
asion Direct action

7 (c) Changes in Role and Functions of Commercial Banks : Ans. There has been a
tremendous change over the years in the very meaning of Banking. Banking earlier
was purely restricted to borrowing money as deposits, with a view to lending th
em as advances. Thus the main facets were confined to the acceptance of deposits
and lending of loans. With the growth of Indian Economy and also as an off-shoo
t of reform measures, banks have come to take upon themselves, various other act
ivities which may not measure upto this old definition of banking. These activit
ies include - 1. 2. 3. Investment Counselling Investment Banking Mutual Fund 46
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4. 5. 6. 7. 8. 9. 10. 11. 12. 13. 14. 15. 16. 17. 18. 19. 20. 21. 22. Project Ap
praisal Merchant Banking Services Taxation Advisory Services Executor Trustee Se
rvices Housing Finance Activities Segment - wise specilised branches Credit Card
ervices Computer Software Development Forex Consultancy Services 24 hours bankin
g ATM Services (Automated Teller Machines) Transaction of Government business. S
ecurities Trading Money Market Mutual Funds Factoring Leasing and hire-purchase
Gold / Silver / Platinum trading Venture Capital Financing. Insurance-life / gen
eral

These activities are either being pursued by separate departments of the banks o
r by separately floated independent subsidiaries formed for undertaking such act
ivities exclusively. Recently, banks have given more focus to increase and impro
ve their profits from non-fund based activities like guarantees and Letter of Cr
edits, as the revenues from increased lending activities are on the decline. And

again, the recently introduced prudential norms act as a sort of deterrence to
banks to avoid lending activity and embrace investment avenues in its place. Fur
ther, with the massive computerisation taking place in the entire industry, bank
s have been able to reduce the transaction time / cost, thus benefiting the cust
omers. Also, banks which were hitherto confining themselves with working capital

finance have embarked upon project financing activities too and in the process
face stiffer competition 47
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from financial institutions. In the days to come, banking sector will witness a
dramatic change. The internet banking will bring a great revolution possibly ush
ering in “Branchless Banking”. 7 (d) Approach to Social and Development Banking :
s. Approach to Social and Development banking is a multi-level approach. It was
not an easy task to turn a traditional banker into a social and development bank
er, as the concept of both banking systems were quite apart. It took sometime fo
r the bankers to accept the concept of social and development banking in its tru
e meaning and use the resources available with banks for the development of the
society. The following steps may be regarded as the approach to Social and Devel
opment Banking in India : 1. Social Control over Banks : The first attempt to gi
ve a radical orientation to commercial banking in India was made in the year 196
8. Traditionally developed commercial banking in India was not paying any attent
ion to the undeveloped sectors of the economy viz. agriculture, small scale indu
stries, transport and small businesses etc. This was the background that the “Soci
al Control” over banks was introduced in 1968. 2. Setting Up of National Credit Co
uncil : As per the decision taken under the Policy of Social Control, National C
redit Council, was set up in February 1968 with the following objectives. i. ii.
To determine the demand for credit from various sectors of the economy. To dete
rmine priorities for the grant of loans and advances or for investment, having r
egard to availability of financial resources with commercial banks as also finan
cial requirements of various priority sectors of the economy, particularly agric
ulture, small scale industries, self employed persons, rural as well as urban ar
tisans. iii. To coordinate lending and investment policies between commercial ba
nks and cooperative banks and specialised financial institutions in the country
with the objectives of making maximum use of financial resources available with
all the financial institutions in the country. 3. Nationalisation of 14 Banks
As the objectives of social control of banks was not achieved as expected, 14 ma
jor commercial banks were nationalised on 19th July, 1969 bringing about 85% of
the 48
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total commercial banking business in the country in the hands of the Government.
Major objectives of the nationalisation of commercial banks in India as set for
th by the then Prime Minister are as follows : a. b. c. d. e. Removal of the con
trol of a few large industrial houses over commercial banking in the country. Pr
ovision of adequate credit to the priority but so far neglected sector of the ec
onomy like agriculture, small scale industries, exports etc. Introduction of pro
fessional management in commercial banking business in the country. Providing pr
oper stimulus so that a new class of entrepreneurs emerges in the country. and P
rovision of adequate training and reasonable terms and conditions of service for
bank employees. 4. Lead Bank Scheme : Lead Bank Scheme launched in December, 19
69 brought involvement of banks in the planning process of the rural development
to promote socio-economic activities in the rural areas. Thereafter the Village
Adoption Scheme brought the bankers nearer to the villages. 5. Branch Expansion
: At the time of nationalisation only 22% of the total bank branches were in ru
ral areas. To fulfil the objectives of the social control vast branch expansion
programme took place increasing the percentage of rural branches to 47% of total
bank branches. 6. Credit Guarantee Corporation of India : Credit Guarantee Corp
oration of India was set up in 1971 to ensure comprehensive guarantee cover to 1
oans extended by banks directly to borrowers under priority sector. 7. 20 Point
Economic Programme : This progamme originally announced on 1lst July, 1975 was mo
dified in January, 1980. It was further restructured and announced on 20th Augus
t 1986 and was implemented since 1st April 1987. The objective of the programme
was to remove poverty and create employment.
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8. Regional Rural Banks : Beginning of the Regional Rural Banks in 1975 was anot
her step to give fillip to the rural banking. 9. Weaker Sections : The concept o
f weaker section came into effect in the year 1980 and a sub target of 10% of th
e total advances outstanding was fixed for weaker sections. 10. Service Area App
roach : A new approach for social and development banking was introduced on 1st
April, 1989, called as Service Area Approach. Setting up of various financial in
stitutions : 1. 2. 3. 4. 5. 6. 7. 8. 9. 10. Industrial Finance Corporation of In
dia (IFCI) Industrial Credit and Investment Corporation of India (ICICI) Nationa
1 Small Industries Corporation of India (NSICI) Industrial Development Bank of I
ndia (IDBI) Housing Development Financing Corporation (HDFC) Export Import Bank
of India (EXIM BANK) Industrial Reconstruction Bank of India (By converting Indu
strial Reconstruction Corporation of India National Housing Bank (NHB) Small Ind
ustries Development Bank of India (SIDBI) 1985 9.7.1988 2.4.1990 1948 1955 1955
1964 1977 1.1.1982 12.7.1982

National Bank for Agriculture & Rural Development (NABARD) -
These are the major approaches to social and development banking, which has made
the banking system in India available to rural areas and the economically weake

r sections also.
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING NOVEMBER / DECEMBER 2001 SECTION
I
1. (a) Write short notes on the following : Kite Flying Kite flying in Bills is
done in the form of accommodation bills. Where there is no monetary dealing betw
een the drawer and the drawee of the bill and the bill has been drawn simply to
accommodate the drawer so that he can get it discounted with the Bank In such ca
ses, on maturity the drawer pays to the drawee the amount of the bill so that he
may honour the bill. - See Sec 43 of Negotiable Instruments Act. (b) Nomination
n joint accounts In the case of joint accounts nominations should be given by al
1 the joint account holders, instructions in this regard should be very clear. I
n a joint account of A and B with instructions either or survivor the nominee ha
s a right to money only on the death of both A and B. (c) Conversion Conversion
is the unlawful taking, depositing or destroying of goods which is inconsistent
with the owners right of possession (wrong collection of cheque by the bank is a

form of conversion). (d) Bank Rate The standard rate of interest at which RBI i
s prepared to buy / rediscount bills of exchange or other commercial paper from
banks (See 49 of RBI Act). (e) General Lien Right to retain securities in respec

t of general balance due by their owner to the banker. Lien does not extend to s
afe custody deposit/bills of exchange/money deposited for a specific purpose 2.

(a) State whether True or False(4X1=4) Reserve Bank of India can prescribe Cash

Reserve Ratio (CRR) not less than 3% and not
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more than 15%. ANS- FALSE (b) (c) (d) Equipment leasing Company is a Non-banking
Finance Company (NBFC). Unit Trust of India is a Mutual Fund in private sector.
FALSE If a drawer of cheque puts a line across the word “bearer”, it is a material
alteration. ANS- TRUE ANS -

ANS- FALSE 3. (a) (b) (c) (d) (e) Fill in the blanks (write full sentence in the
answerbook given to you) The Reserve Bank of India was originally constituted a
s a shareholder’s Bank with a share capital of Rs. 5 Crore divided into 5 Lakhs fu
1ly paid up shares of Rs. 100 each. The first Development Bank opened in India w
as Industrial Finance Corporation of India. Opening of Private Sector Money Mark
et Mutual Funds (MMMFs) are subject to clearance from SEBI. Rural Infrastructure
Development Fund (RIDF) is maintained by NABARD. It is presumed that every nego
tiable instrument was made or drawn, accepted, endorsed, negotiated or transferr
ed for Consideration.

SECTION II
4. Choose the correct answer from the alternatives given under each sub-question
s and write the same in the answerbook given to you : (a) EXIM Bank is owned by -

i. ii. iii. iv. Government of India and RBI jointly RBI and select commercial ba
nks jointly Fully owned by Government of India Partly by financial institutions

ANS - ( iii ) (b) Ceiling on investment on plant and machinery in the case of Ti
ny Sector has been redefined as
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i. i1i. iii. iv. upto Rs. 5 Lakh upto Rs. 10 Lakh upto Rs. 25 Lakh upto Rs. 50 La
kh

ANS - ( i1 ) (c) “Customer” is defined in - i. ii. iii. iv. Banking Regulation Act N.I
. Act R.B.I. Act Nowhere it is defined

ANS- ( iv ) (d) Prospectus is issued by a Private Limited Company when it issues
i. i1i. iii. iv. Debentures Shares Both debentures and shares None of these

ANS - ( iv ) (e) A Public Limited Company should have minimum membership of - i. i
1. 1ii. iv. 50 15 7 No limit

ANS- ( iii ) (f) Introduction of rating methodology for banks was introduced by
RBI on the lines of - i. ii. iii. iv. CAMEL IRAC CMA None of these

ANS- ( 1)
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(g) In terms of the N.I. Act, finder of a lost cheque is : i. ii. iii. iv. A hol
der but not holder in due course, if payable to order A holder in due course, if
payable to bearer Both holder and holder in due course, in either case None of
these

ANS- ( iv ) (h) The charge created on a security of National Savings Certificate
is - i. ii. iii. iv. Pledge Hypothecation Assignment Mortgage

ANS- ( 1 ) (i) The minimum percentage of Priority Sector Advances to be maintain
ed by foreign banks in India is - i. ii. iii. iv. 40% 22% 30% 32%

ANS- ( iv ) 5. (a) Explain the underlying rationale for the following practice/p
rocedure being followed by the bank : Rupee Traveller cheques are paid even afte

r banking house consequential protection to a paying bank in terms of Sec 10 of
Negotiable Instruments Act is not relevant for payment to travellers cheques. (b

) The transferee of a cheque bearing “Not negotiable” crossing does not become a hol
derin-due course. Ans. “Not Negotiable” crossing does not make the cheque non-transf
erable but the endorsor of such cheque shall not be capable of giving a better t
itle to the endorsee of the cheque than which he holds. Refer to Sec 130 of Nego
tiable Instruments Act. Ans. As travellers cheque is not a negotiable instrument
payment within banking hours and
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(c) Payee of a cheque cannot stop payment of the cheque. and his banker. Further
, there is no priority of contract between the payee and the banker on whom the
cheque is drawn. (d) While advancing against security of Term Deposit Receipt, b
lank undated discharge is obtained. Ans. The banker obtains blank discharge of t
he TDR from the depositor so that payment may be obtained even before maturity,
if need be. (e) A time - barred document can be revived. 25(iii) of the Indian Con
tract Act 1872 and as such revival would not only be valid but also will have th
e effect of reviving original agreement. (f) Overdraft is granted against shares
, LIC policy etc. and not a demand loan. bank. Frequent changes in drawing power
s may take place depending on the changes in surrender vlaue/market price of sha
res. (g) Noting and protesting is necessary in case of usance bills and not for
cheque and drafts. dishonour, noting and protesting is necessary. In the case of
cheques and drafts, the reasons for dishonour are invariably given by the bank
in writing. (h) Mortgagor’s signature is not obtained on the memorandum prepared f
or recording deposit of title deeds for creating equitable mortgage in favour of
bank. Ans. The memorandum prepared by the bank is for its record and if need be
, to prove the intention of the borrower to create the equitable mortgage of the
property. Hence it is not signed by the mortgager. The mortgager should, howeve
r, send a letter by post confirming the deposit of title with a view to creating
mortgage.

Ans. The contractual banker customer relationship is only between the drawer of
the cheque

Ans. Promise to pay a time - barred debt does not require fresh consideration in t
erms of Sec

Ans. LIC policy, shares are not authorized securities and can only be assigned 1
n favour of the

Ans. In case of user bills, dishonour is not supported by any document. To estab
lish evidence of
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SECTION ITI
6. Attempt the following problems by giving reasons for your answer and also quo
ting relevant sections of law, it any, applicable. (a) A and B have a term depos
it with you which is payable to “Former or Survivor”. B has given a guarantee for a
loan granted to C, which has become overdue. You want to set - off the term deposi
t to liquidate the loan, which has been resisted by B. Ans. Bank cannot set off
the amount of TDR to liquidate the loan given to ‘C’ on the guarantee of ‘B’. (b) A had
presented a cheque for Rs. 10,000/~ for cash payment. After obtaining his discha
rge a token was issued to him. The cheque was, thereafter passed for payment and
sent to the cash department. A did not turn up till the close of banking house
to receive the payment. The next day you receive an attachment order from the Co
mmercial Tax Officer and he insists to attach Rs. 10,000/- also which has been d
ebited in the a/c on the previous date. Ans. The amount debited to the account w
ill also be included for the purpose of attachment order, as it has not been pai
d till the receipt of attachment order. (c) A cheque bears date in vernacular la
nguage with red ink. Name of the payee with another handwriting in English in bl
ue ink. Amount in figures in the roman script with some other handwriting in gre
en ink. The signature of the drawer in silver ink tallies with the specimen on y
our records. Bank has refused to pay this cheque. The dishonour has been challen
ged by the drawer in the court. Ans. Legally, the cheque can be paid. In practic
e, cheque bearing amount in figures in Roman scripts are not accepted, but Sec 1
8 of Negotiable Instruments Act provides that the amount in the words shall be t
he amount undertaken or ordered to be paid. (d) On 1lst February, a 30 days Bill
drawn by Shri Mehta, which has been discounted by you was accepted by Shri Bhati
a. On 18th February, the Branch receives a notice of Shri Bhatia’s insolvency. Ban
k has filed a suit against Shri Mehta and Shri Bhatia to recover the amount of t
he bill. Shri Bhatia has resisted the suit on account of insolveny. Ans. On rece
iving the notice of insolvency of Mr. Bhatia, the bill becomes due for payment i
mmediately and will be automatically treated as dishonoured. Legal action may be
taken 56
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against Mr. Bhatia and Mr. Mehta for recovery. (e) A young boy of 14 years of ag
e approaches you with a request to open a Savings Banks A/ ¢ in his personal nam
e and he gives you a cheque issued in his favour by his father as an initial dep
osit for opening the account. The cheque is issued by the father on his account
with your branch. Ans. Legally, there should be not objection in opening a savin
gs bank account with a cheque as an initial deposit. However, in practice, banks

open account with cash only. (f) “M” Bank has called for your opinion on financial

status of your customer Mr. R. Your dealings with the customer indicate sound fi
nancial position of the customer. You have heard from some one that recently the
customer has suffered a huge loss due to speculative activities which has adver
sely affected his financial position. What will be your opinion about the custom

er’s financial position ? Ans. Bank should comment on the financial position as pe

r the conduct of the account and bank record and not on hearsay information. Per
sonal opinion of the bank official should not be incorporated. Q. 7 : Answer the

following : (a) Distinguish “Safe Custody” and “ Safe Deposit Lockers” services.

re the provisions of operating a locker in joint names, if one of the hirers die
s ? Ans. Safe Custody of Articles : One of the miscellaneous services that a ban
ker does / renders is to keep articles delivered for safe custody, by customers.
While rendering this service, the relationship between a customer and a banker

is that of a bailor and bailee. The customer delivering the article is a bailor

and the banker taking the article for safe custody is a bailee. Safe Deposit Loc
kers : The relationship between a banker and a customer in the context of availm
ent of this service by the latter is that of a lessor and a lessee. The banker w
ho is letting the locker for use is the lessor and the customer who is availing

of the use of the locker is the lessee. In case of death of lessee/s : The death
of a lessee of a safe deposit locker cancels any authority given by him to any
person to operate the locker. The locker can be allowed to be operated only if i
t stands in
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joint names with instructions permitting the survivor/s to operate the locker. O
n receipt of notice of death of the lessee, a note should be made in all the rec
ords pertaining to the locker about his death. A slip stating ‘Hire Deceased’ may be
pasted on the locker. A banker when approached by his legal heirs, should ask t
hem to furnish the following documents. a. b. c. d. Claim form in the standard f
ormat signed by all legal heirs of the deceased. A copy of the Death certificate
. Any one of the following viz. Legal heir ship certificate or a letter of proba
te or a letter of administration. If there is more than one legal heir, a latter
of authority signed by all the legal heirs authorizing one amongst them to open
the locker and receive the articles found in the locker. When the claim is foun
d genuine and admitted, the authorized person should be asked to sign the Locker
register mentioning his capacity and then, be asked to open the locker in the p
resence of bank officials using the locker key left behind by the lessee with, o
f course, the joint operation of the custodian’s key. The legal heir / representat
ive should be asked to prepare an inventory of the articles taken out of the loc
ker and the same should be signed both by of huge value of prized possession, an
indemnity bond on a stamp paper of required value should be obtained from the c
laimants along with two sureties of good standing and means. The locker should b
e got vacated thereafter. If it is decided to allot a locker to the legal heir/s
, 1t should be treated as a fresh contract of lease and necessary documents ther
eof, should be obtained. 7(b) Which are the ineligible deposits against which no
advance will be granted by a banker? Explain the implications of SLR and CRR on
the loan granted against Bank’s own term deposits. Ans. Deposits accepted under t
he following schemes are not eligible for grant of loan. 1. 2. 3. 4. 5. Deposits
under Capital Gains Scheme (under section 54E of Income Tax Act.) Deposits repr
esenting earnest money for a contract. Deposits already under lien to the bank f
or some purpose. Deposits maintained by minor in his single name and operated by
him. Third party loan against guardian operated minor deposit account.

Wherever deposits stand in the name of more than one name, all the depositors sh
ould join as parties to the loan or they should authorize one amongst them to ra
ise the loan not 58
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only on his behalf but also on their behalf. A guardian of a minor can raise a 1l
oan against deposits standing in the name of the minor nad himself as guardian,
provided the loan is raised for the benefit of minor. A declaration needs to be
obtained to this effect from the guardian. Implications of SLR/CRR on advance ag
ainst Bank’s own FDRs. : Suppose Bank has received a deposit of Rs.100 at the inte
rest rate of 7% p.a. Bank will earmark 25% of this deposit for SLR and 5% for CR
R . Bank may get an average return of 5% on the investment made under SLR securi
ties and 3% on CRR balances. When we make an advance to the tune of 75% of the d
eposits plus interest, we get 9% income on Rs.75. The profitability of this tran
saction may be analysed below : Income received : (a) (b) Interest on Rs.75 @ 9%
- Rs.6.75 Interest on SLR @ 5% - Rs.1.25

Expenses: (a) (b) (c) Interest paid on TDR @7% - Rs.7.00 Transaction cost @2% -
Rs. 2.00 Loosing @4% on CRR balances as compared to the interest paid by us on T
DR.

Therefore, the decision on advances against TDR of heavy amount should be based
on the ALM and average cost of deposits as compared to the interest earned on su
ch advances. 7(c) What are non fund based limits ? Explain legal aspects of invo
cation of a bank guarantee by the beneficiary . Ans. Bank Guarantees : A guarant
ee, as distinguished from an indemnity, involves three parties. The provider of
the guarantee viz. the surety, the person to whom it is provided viz the benefic
iary of the guarantee or the Creditor and the person on whose behalf the guarant
ee 1s provided viz. the principal debtor. In the business of banking, a banker’s p
osition could be that of a beneficiary (Creditor) of a guarantee when he accepts
a personal guarantee given by the borrowers in his favour or a surety when he (
Banker) issue a bank guarantee on behalf of a customer to another.
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Deferred Payment Gurantees : These are basically financial guarantees. These are
given mostly when transactions of sale-purchase of capital goods are involved.
For example, a machinery manufacturer may agree to sell a machinery on deferred
payment terms to a buyer provided a banker issues a bank guarantee guaranteeing
such payment. Usually in such transactions, a down payment of around 15% of the
cost of machinery is made and the balance of 85% including interest thereon is a
greed to be made payable in installments spread over a period of time. A letter
of Credit is a mechanism which helps a trade transaction to be put through betwe
en a seller and a buyer. A Letter of Credit is an arrangement whereby a banker a
cting at the request of a customer, undertakes to pay a third party, by a given
date according to agreed stipulations and against presentation of documents, the
counter-value of the goods or services rendered or otherwise. Invocation of Gua
rantee and Payment of Claim : In the event of default by the customer on whose b
ehalf of the guarantee is given, the beneficiary will invoke the guarantee which
in, other words, means that the beneficiary will demand payment of the sum unde
rtaken by the guaranteeing banker. If a guarantee, be it financial or performanc
e, 1s invoked, a banker has to make payment of it without any hesitation or demu
r subject, of course, to ensuring the following :a. That there is a letter from
the beneficiary advising the banker of the default of the principal debtor (cust
omer on whose behalf the guarantee has been issued) to perform the obligations u
ndertaken by him in the contact which formed the basis for issuing bank guarante
e. b. c. d. That the letter demands the payment of the sum undertaken in the gua
rantee. That the authority invoking the guarantee is the beneficiary, in his own
right and capacity. That the guarantee has not expired or the invocation period
given in the guarantee bond is not over yet. On invocation, a banker shall have
to make payment of guarantee immediately. When called upon to pay, a banker «
not entitled to raise questions about default or cannot sit in judgement to deci
de whether default has taken place or not. Cannot refuse payment on the ground t
hat the principal debtor has stalled payment 60
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of the guaranteed amount or has not authorise him to pay. ¢ Cannot delay payment o
n the ground that the principal debtor has promised settlement direct with the b
eneficiary or the principal debtor proposes to get a stay from the court of law
etc. 7(d) Specify any five provisions of the Banking Regulation Act, 1949, appli
cable to nationalized banks. Also, explain five provisions of the Banking Regula
tion Act, 1949, which are not applicable to nationalized banks. Ans. As per Sect
ion 51 of the Banking Regulation Act, 1949 and Sections 3[5] and 20 of the Banki
ng Companies [Acquisition and Transfer of Undertakings] Acts, the Sections which
apply to the nationalized banks are : Sections 5, 6(1), 10, 13, 14, 14A, 15,17,
19,20,21,21A, 23,24,25,26, 27, 28, 29 (Excluding Sub-Section(3)], Subsections 1B
, 1C and 2 of Section 30, 31, 34, 34A, 35, 35A, 36 [Excluding Clause (d) of Sub-
Section (1)], 36AD, 45Y to 457F, 46, 47, 48, 50, 51, 52, 53. Those Sections of t
he Act which don’t have application to the Nationalised Banks are : 1, 2, 3, 4, 6
2), 7, 8, 9, 10aA, 10B, 10BB, 10C, 10D, 11, 12, 16, 18, 207, 22, 29(3), 30(exclud
ing subsection 1B, 1C and 2), 32, 33, 35B, 36 (1) (d) 36A, 36AA, 36AB, 36AC, 36A
E, 36AF, 36AG, 36AH, 36AH, 36AI, 36AJ, 36B, 37, 38, 38A, 39, 39A, 40, 41, 41A, 4
2, 43, 437, 44, 44n, 44B, 45, 45A to 45X, 46A, 49, 49A, 49B, 49C, 54, 55, 55A, 5
6.
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING JUNE, 2002 CODE NO N-9872
1. Define the following terms briefly (Answer any three) (a) Clayton’s Rule The ru
le derived from the Clayton’s case is of great practical significance to the banke
rs. In the cases of death, insolvency of a partner of a firm, the then existing
debt due from the firm is adjusted or set off by subsequent credit made in the a
ccount. Thus, the banker loses his right to claim such debt from the assets of t
he deceased, retired or insolvent partner an dmay ultimately suffer the loss if
the debt, cannot be recovered from the remaining partners. Therefore, to avoid t
he operation of the rule given in the Clayton’s case, the banker closes the old ac
count of the firm and opens a new one in the name of the reconstituted firm. Thu
s the liability of the deceased, retire or insolvent partner, as the case may be
at the time of death, retirement or insolvency is determined and he may be held
liable for the same. Subsequent deposits made by the surviving partner will not
be held applicable to discharge the same. In the case of a debit balance of a P
artnership Account, on the death, insolvency, retirement, or mental incapacity o
f a partner, the rule in Clayton’s case would prevail. (b) Collateral Security

Collateral security is obtained in addition to the primary security (which has b
een created out of the funds provided by the Bank). It may be in the form of thi
rd party guarantee or mortgage of immovable property or pledge/assignment of mov
able assets. (c) Revolving Letter of Credit

Revolving letter of credit is a credit where under the terms and conditions of t

he credit, the amount if revived or reinstated with out requiring the specific a

mendment to the credit. The amount under the credit may revolve in relation to t

ime or value. The basic principal of a revolving credit is that after a drawing

is made, the credit reverts to its original amount for re-use by the beneficiary
(d) Once a Bearer Always a Bearer

Sub-section 2 to Section 85 of the N.I. Act reads “ Where a cheque is originally e
xpressed 62
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to be payable to bearer, the drawee is discharged by payment in due course to th

e bearer thereof, notwithstanding any endorsement whether in full or blank appea
ring thereon and notwithstanding any such endorsement purports to restrict or ex
clude further negotiation.” 2. State whether true or false (a) A bank can claim pr
otection on payment of a cheque with forged signatures if it has been stolen. AN
S- (False) (b) The definition of Bankers does not include Indian money - lenders o
r Mahajans or Sahukars or Shettys. ANS- (True) (c) A Bank can also exercise the
right of set off in respect of the future or contingent debts. ANS (d) (False) L
oans cannot be sanctioned under Professional and Self Employed Scheme exceeding
Rs. 10 lakh ANS- (True) 3. Fill in the blanks and write full sentence in the ans
wer book given to you. (a) (b) (c) (d) (e) Maximum loan amount that can be grant
ed under village and cottage industries is Rs. 50000/Banks are required to make
provision for accounts having overdue interest for 90 days w.e.f. 31st March 200
2. The Chief promoter of “Clearing Corporation” is State Bank of India. The charge c
reated on security of National Savings Certificate is called a Pledge. A contrac

t of insurance is a contract of Indemnity.

SECTION II

4. Choose the correct answer from the alternatives given under each sub-question
s. (9X1=9) (a) Under law of limitation, the liability of a guarantor is (i) (ii)
3 years from the date of document 3 years from the date of advance
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(iii) (iv) (b) 3 years from the date of invocation None of the above as there is
no limit of time ANS-(iii)

Drawing power in an account means (i) (ii) (iii) (iv) Limit sanctioned Value of
security Value of security minus unpaid stock Value of stock minus unpaid stock
minus margin ANS- (iv)

(c)

Lien becomes time-barred three years after (i) (ii) (iii) (iv) the date of loan
date of delivery o the relative goods due date of loan lien has no limitation pe
riod ANS-(iv)

(d)

Negative lien means - (i) (ii) (iii) (iv) a declaration by a company not to encumb
er assets of the company without previous consent of banker Deposit of title dee
ds with the Bank with an oral declaration to mark bank’s lien A lien letter execut
ed by the company authorising the Bank to mark lien on its fixed deposit receipt

A trust letter executed by the company when goods are taken from the pledged st
ock. ANS-(1i)

(e)

Letter of Probate means(i) (ii) (iii) (iv) A letter attached with a Will contain
ing signatures of the witnesses Confirmation of Succession Certificate A certifi
cate issued by the court containing the name of the person who has to administer
the property of a deceased person A certificate issued by the court containing
also the name of the Executor of a will ANS-(iv)
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(f) Non-registration of a firm will affect in the following manner (i) (ii) (iii)
(iv) (g) On dissolution of the firm, remaining partners will have to approach t

o the court for settlement of their dues. Bank will not allow an unregistered fi

rm to open an account. No partner shall be in a position to institute a suit aga

inst any other partner of the firm None of these ANS-(iii)

Working Capital Gap means (i) (ii) (iii) (iv) Total current assets minus Total cu
rrent liabilities total assets minus intangible assets total liabilities minus t
erms liabilities. Total current assets minus current liabilities (other than ban
k borrowing) ANS-(iv)

(h)

of the Companies Act details the borrowing limits of the company. (1)
Section 261 (1) (ii) Section 116 (1) (iii) Section 125 (1) (iv) Section 293 (1)
ANS- (iv)

(1)

Banker’s lien is a type of security. (i) (ii) (iii) (iv) Hypothecated M

ortgaged Implied pledge pledged ANS- (iii)

5. (a)

Explain the underlying rationale for the following practice / procedure being fo
llowed by the banks Banks generally ask for the identification of the payee or t
he endorsee of an order cheque. tentamounts to negligence on the part of the ban
k.

Ans. Payment of an order cheque to another person (who is not either payee or en
dorsee) will

(b)
A time-barred debt cannot be revived except by another agreement.

Ans. Acknowledgement of a debt (as permitted in law) of a time barred debt will
not revive the 65
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debt. There is no need of consideration in the case of an agreement of time barr
ed debt as per section 25 (iii) of the Contract Act. (c) The documents of title
to goods, if it is a documentary bill, should be drawn with the name of the bank
er as consignees. Ans. This provides an ownership of the goods consigned and con
sequential rights. (d) Gold ornaments pledged under demand loan, can be detained
for liquidating another loan of the same borrower, after repayment of demand lo
an. Ans. Bank has a general lien on the securities pledged for any loan. (e) A m
andate letter should not be accepted from the limited companies and co-operative
societies. Ans. Mandate is given by individual person to a bank, whereas in the
case of a company or society, the operating instructions are vested in more tha
n one person. (f) If both the original and duplicate drafts are presented at the
same time for payment through clearing, only duplicate draft should be paid. An
s. Once the duplicate draft is issued at the request of the purchaser (where pay
ee has confirmed about the non-receipt of the draft), the original draft has no
legal validity as per the Negotiable Instrument Act. (g) While renewing working
capital limits the credit summations in the account are taken into consideration
. Ans. The credit summations should tally with the sales turnover as it is oblig
atory on the part of the borrower to deposit all sales in the account. If there
is a discrepancy it may indicate diversion of funds and /or non-achievement of p
rojected turnover which can put the bank on alert. (h) The banker is called a pr
ivileged debtor. during stipulated public hours for business at the branch where
the account is kept or following prescribed procedure in electronic banking. Fu
rther, the banker does not provide any security against deposit kept.

Ans. Because there is a precondition for repayment of deposits. Demand must be m
ade in writing
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SECTION ITI
6. (a) How would you deal with the following cases as Branch Manager ? Give reas
ons for your answer quoting relevant sections of law, if any, applicable. ABC &
Company had deposited Rs. 20000/- in their current account on 24.01.2001 and iss
ued a cheque for Rs. 15000/- in favour of Mr. X. The bank credited this sum by m
istake into the current account of ABO & Company. So, when the cheque favouring
Mr. X was presented through clearing, it was returned with the remark “Insufficien
t Funds”. Meanwhile ABO & Co. had withdrawn the amount & Meanwhile ABO & Co. has t
hreatened the bank with legal action for loses if the amount is not credited to
their account immediately. Ans. The mistake is on the part of the bank. It shoul
d provide credit for Rs. 20000/- in the current account of ABC and company. Howe
ver, the bank has the right to recovers Rs. 20000/alongwith interest from ABO an
d company as the credit in the said account was made by mistake inadvertently. (
b) Your customer has drawn a cheque for Rs. 30/- inadvertently leaving blank spa
ce after the amount, both in words and figures. The amount was fraudulently rais
ed by the payee to Rs. 30000/- and obtained payment from the Bank. Your customer
has alleged negligence on the part of the bank which the Bank has refuted on th
e ground that the alterations were not visible. Ans. Section 89 of Negotiable In
strument Act protects the banker completely for payment in due course of materia
1ly altered cheques which do not appear to have been so altered according to app
arent tenor. Banker will get the protection in the cited case. (c) Your customer
has complained that the bank has wrongly debited his account by Rs. 10000 on 25
.06.2001. Upon enquiry, it was found that . (i) (4i) (iii) (iv) Rs. 10000/
- were debited on 25.06.2001 on the strength of a cheque presented in clearing b
y another bank B. The cheque leaf belongs to the cheque book which was issued by
your branch to a third person on production of a letter. The letter produced to
the bank for obtaining cheque book bears forged signature of the account holder
Signatures on the cheque resemble with the specimen on Bank’s record, but your c
ustomer refuses to having issued the cheque.
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(v) The beneficiary of the cheque with bank B, has withdrawn full money and has
closed the account. The beneficiary and its introducer both are not traceable at
the given address. Ans. Paying banker was negligent in not ensuring issuance of
cheque to the account holder or his authorised person as the signatures on the
authority letter were forged. Customer has also refused having issued the cheque
and the circumstances indicate that the signatures on the cheque where forged.
Hence, the paying banker will have to refund the money to the customer. On the o
ther hand, collecting banker was also negligent in not adhering to the prescribe
d procedure in regard to the opening of account. It cannot get protection under
section 131 and the paying banker can lodge a claim on the collecting banker for
recovery of the amount of cheque paid. (d) Your customer Mr. Ramesh Kumar Jain
draws a cheque for Rs. 50000 in favour of Y and writes to the bank not to pay th
e cheque because he has intentionally signed as Ramesh Kumar Jain, whereas his s
pecimen signatures are “R.K. Jain”. This letter was received by the bank after it ha
s already paid the cheque. Shri Jain claims the amount from the bank on the plea
that hi signature on the cheque does not tally with the Bank’s record. Hence, the
payment is wrong. Ans. As the customer is accepting in writing having signed th
e cheque, however, in different form, it would be treated a mandate by him to ma
ke payment and he cannot claim the amount of the cheque from the bank. (e) Your
Bank has sanctioned a cash credit limit of Rs. 25000/- to Mr. A against the guar
antee of Mr. B. After about an year B write to the Bank saying that he wishes to
terminate his guarantee on a date mentioned in the letter. A debit balance of R
s. 24000/- was outstanding in the cash credit account. The letter is received at
your bank and acknowledged, but is misplaced and hence no action is taken. Afte
r three months of the date of guarantee termination letter, you observe that the
cash credit is running irreqular and overdrawn by Rs. 2000/-. You send a notice
to the guarantor Mr. B for repaying the advance. Mr. B Calls your attention to
the letter and repudiates the liability. Ans. The guarantor has a right to termi
nate the guarantee at any time during the continuance of the limit. The guaranto
r is liable for the debit balance outstanding in the account at the time of revo
cation of the guarantee along with interest thereon till it is repaid. In this c
ase the guarantor is liable only for Rs. 24000/- and interest thereon.
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(f) A term deposit has matured on 23rd June 2001. Bank’s rate for one year was 7.5
% on that date. It was changed to 8.50% from 24th June 2001. On 15th October 20
01 (When the rate was 8% p.a. for one year), the depositor requested the Bank to
renew the overdue deposit for one year. To get the higher rate of interest, the
depositor requested the bank to renew the deposit from 24th June 2001. Ans. The
term deposit can be renewed only from 23rd June 2001 and not from 24th June 200
1.

SECTION IV
Q.7 (a)
Answer the followings : (i) (ii) “ Banks are diversifying their activities and ent

ering into insurance business”. Why it is needed. Give a brief account of the new
technologies adopted by banks for improving customer service.

Ans. Changes in Role and Functions of Commercial Banks : There has been a tremen
dous change over the years in the very meaning of Banking. Banking earlier was p
urely restricted to borrowing money as deposits, with a view to lending them as
advances. Thus the main facets were confined to the acceptance of deposits and 1
ending of loans. With the growth of Indian Economy and also as an off-shoot of r
eform measures, banks have come to take upon themselves, various other activitie
s which may not measure upto this old definition of banking. These activities in
clude - 23. 24. 25. 26. 27. 28. 29. 30. Investment Counselling Investment Banking
Mutual Fund Project Appraisal Merchant Banking Services Taxation Advisory Servic
es Executor Trustee Services Housing Finance Activities 69
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31. 32. 33. 34. 35. 36. 37. 38. 39. 40. 41. 42. 43. 44. Segment - wise specilised

branches Credit Card Services Computer Software Development Forex Consultancy Se

rvices 24 hours banking ATM Services (Automated Teller Machines) Transaction of

Government business. Securities Trading Money Market Mutual Funds Factoring Leas

ing and hire-purchase Gold / Silver / Platinum trading Venture Capital Financing
Insurance-life / general

These activities are either being pursued by separate departments of the banks o
r by separately floated independent subsidiaries formed for undertaking such act
ivities exclusively. Recently, banks have given more focus to increase and impro
ve their profits from non-fund based activities like guarantees and Letter of Cr
edits, as the revenues from increased lending activities are on the decline. And
again, the recently introduced prudential norms act as a sort of deterrence to
banks to avoid lending activity and embrace investment avenues in its place. Fur
ther, with the massive computerisation taking place in the entire industry, bank
s have been able to reduce the transaction time / cost, thus benefiting the cust
omers. Also, banks which were hitherto confining themselves with working capital

finance have embarked upon project financing activities too and in the process
face stiffer competition from financial institutions. In the days to come, banki
ng sector will witness a dramatic change. The internet banking will bring a grea
t revolution possibly ushering in “Branchless Banking”. Introduction of ATMs and Pho
nebanking is another step for improving customer service in the Banking sector.
70
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T(b) (i) (ii) (i) (a) Discuss briefly the supervisory role of the Reserve Bank o
f India. Write in brief the role of the Reserve Bank of India as a lender of the
last resort. Monopoly of Note Issue

Supervisory Functions : Under Section 22 of the Reserve Bank of India Act, the R
eserve Bank has the sole right for the issue of currency other than one rupee co
ins and notes and subsidiary coins; and as in the case of Bank of England, the R
eserve Bank maintains two departments viz., The Issue Department and The Banking
Department. The notes are a liability of the issue department alone. The assets
of the issue department which form the backing for the note issue are kept dist
inct from those of the Banking Department. According to Sec.33 of The Reserve Ba
nk of India Act, the assets of the Issue Department against which Bank loans are
issued should consist of gold coin and bullion, foreign securities, rupee coin,
Government of India securities and such Bills of Exchange and Promissory Notes
payable in India and as are eligible for purchase by the Bank. Under the origina
1 Act of 1934, not less than 2/5th of the assets of the Issue Department were to
be required to be held in gold coin, gold bullion or foreign securities, the va
lue of the gold coin and gold bullion not being below Rs. 40 crores. This was am
ended by The Reserve Bank of India Amendment Act of 1959 which bought in the fol
lowing changes : a. Revaluation of the gold reserves held by the Reserve Bank fr
om the original very low price of Rs. 21.24 per tola to Rs. 62.50 per tola, whic
h was Rupee equivalent of the price agreed to by the International Monetary Fund
. b. A shift from the proportionate to the minimum reserve system with regard to
the issue of currency. Simultaneously, with the revaluation of gold, the minimu
m reserve to be held in gold was fixed at Rs. 115 crores instead of Rs. 40 crore
s. According to the second change there would be no limit to the volume of curre
ncy that could be issued by the Reserve Bank, provided it maintained a minimum o
f Rs. 115 crores of gold and Rs. 400 crores of foreign exchange. There were some
amendments to these provision and as per the present provision the aggregate va
lue of gold bullion and foreign securities held in the Issue Department of the B
ank should not at any time be less than Rs. 200 crores of which the value of the
gold coin and gold bullion should at no time be less than Rs. 115 crores. (b) (
c) (d) Bank Rate Policy Reserve Requirements Open market operations 71
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(e) (f) (ii) Moral suasion Direct Action

Lender of the last resort: The Scheduled Banks are eligible for financial facili
ties from the Reserve Bank of India. In return they owe certain obligations to t
he Reserve Bank of India. They are required to submit to the bank a weekly state
ment showing their position in the form prescribed by the Reserve bank of India
Act. Failure in this regard will entail levy of penalty apart from prohibition o
f accepting fresh deposit during the period of default. The facilities which are
provided by the Reserve Bank of India for the financial needs of the banks are

laid in Section 17 of the Reserve Bank of India Act. The facility is generally p
rovided in the form of rediscount of eligible bills and loans and advances again
st eligible securities. The Reserve Bank of India takes into the account the gen
eral profile of any bank applying for such facilities and considered the nature

of banking transactions besides having a look into the kind of banking practices

adopted by the bank. The Reserve Bank of India has been empowered to call for a
ny information as well as to impose any restriction on the banks while consideri
ng such requests.

7 (C) What is factoring ? Explain the various types of factoring. Ans. Factoring
: Factoring is an arrangement by which a person purchases and or administers th
e receivables of a concern. It is a continuing arrangement pursuant to which a £
actor performs the following services with respect to accounts Receivables exist
ing from sale of such goods or services. a. b. c. d. e. f. Purchases all account
receivables for immediate cash. Maintains the ledgers and performs the other bo
ok keeping duties relating to such account receivables. Collect the account rece
ivables. Assumes the losses in which may arise from any customers financial inab
ility to pay. (credit losses). In addition to the cash furnished through the pur
chase of accounts receivables, further funds are available on a seasonal or term
basis, unsecured or secure. Advisory services-market surveys, management and pr
oduction counseling and data processing services. 72
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Mechanics of Factoring : 1. 2. 3. The client (seller) sells the goods to the buy
er and prepares an invoice with a notation that debts due on account of this inv
oice 1is assigned to and must be paid to Factor. He submits the invoice copy and
delivery challan evidencing delivery of goods to the factor. The factor, after s
crutiny of these papers, allow payment of 80% of invoice value. The drawing limi
t is adjusted on a continuous basis after taking into account the collection of
factored debts. 4. 5. Once the buyer of the goods/services pays the invoice valu
e in full to the factor, the balance of 20% of the invoice value is credited to
the client’s account. It is the responsibility of the factor to follow-up and obta
in payment from the buyer.

Types of Factors : The factor, besides providing finance, undertakes sales ledge
r administration, collection of debts as well as insuring against bad debts. In
this kind of factoring, the factor purchases the accounts receivable without rec
ourse from the seller of goods/services. It means, on default of payment by the
buyer, the loss is to be borne by the factor, i.e. the credit risk in the credit
sale transaction is borne by the factor and not by the seller of goods/services
. Hence, a factor before purchasing accounts receivables, will assess the debtor

(buyer) in regard to his credit worthiness and standing and fix debtor wise lim
its which along will rank as approved debts for factoring. However, it cannot be
said that recourse is totally absent in this kind of factoring because where th
e debt is disputed on account of quality of goods or services provided or there
is a dispute on account of difference in trade discounts agreed upon, the debt,
though originally purchased by the factor, will be assigned back to the seller.
Recourse Factoring : This is identical to Free Service Factoring except for one
important difference. Unlike in Free Service Factoring where there can be no rec
ourse for the factor back to the seller and the credit risk is borne by the fact
or, the recourse is available to the factor in Recourse Factoring. Hence the cre
dit risk continues to remain with the seller despite the fact the debt 73
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is factored. The loss, on account of default of payment if any, by the debtor sh
all have to be done only by the seller and not by the factor. In Recourse Factor
ing, a factor does all other services such as sales administration and collectio
n of debts etc. Invoice Factoring : This is analogous to invoice discounting. Th
is factoring is normally, with recourse. That means, the credit risk and the att
endant loss if any, is borne by the seller and not by the factor. However, in so
me special cases where the debtor is exceptionally good, factor may provide cred
it risk protection too. Under this factoring, financing against invoices is the
only service undertaken and the financing is provided not fully but only to an e
xtent of 70% to 85% of the invoice value. 7(D) Distinguish a letter of probate f
rom a letter of administration. A receiver may not necessarily be a liquidator”. E
lucidate. Ans. Executors and Administrators An Executor is a person appointed in
a Will by the maker or the testator of the Will to execute his desire in relati
on to his estate. A person named in the Will, on his approaching the court, is i
ssued a certificate which is called the ‘Letter of Probate’. A Letter of Probate is
an official copy of a Will with the certificate of it having been proved. Where
the deceased dies intestate, i.e. without a Will or where the nominated person’s i
n a Will is/are dead, the Court appoints a person to look after the estate of th
e deceased. The order appointing such a person is called the ‘Letter of Administra
tion’. An Administrator so appointed shall have full power to deal with the estate
of the deceased as per the terms of the Letter of Administration until the same
is revoked by the court. Receivers A Receiver is not necessarily a Liquidator,
though, sometimes she may be both. A Receiver is appointed by or at the request
of the debenture holders or mortgagees under powers vested in them by the docume
nt creating the security. Where a banker is approached by a Receiver for credit
facility to defray certain expenses 74
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incidental to putting the property under his charge to sale and realizing it, th
e following points should be carefully noted. a. b. A copy of the order issued b
y the court appointing him as a Receiver should be collected and kept on record
after verifying it with the original. If the Receiver is appointed by the debent
ure-holders, a copy of the debenture or trust deed should be obtained and verifi
ed to find out whether he has power to raise a loan by charging the properties u
nder his receivership. c. It should also be looked into, before grant of credit
facility to a Receiver, as to whether there is specific sanction by the Court or
by the debenture holders, as the case may, agreeing to the Receiver charging th
e property (under his receivership) in favour of the banker for the credit sough
t, which will rank in priority over the creditors’ or the debenture holder’s charge.
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INDIAN FINANCIAL SYSTEMS AND COMMERCIAL BANKING DECEMBER, 2002 SECTION I
1. (a) Write short notes on the following: Risk-based Supervision product innova
tion and complex risk phenomenon, R.B.I. has directed banks to implement Risk-ba
sed supervision w.e.f. 1st Jan. 2003. Under RBS approach , supervisory resources
would be focused on the areas of higher risk to a bank. The risk profile would
highlightboth the strengths and vulnerabilities of a bank and would provide a fo
undation from which to determine the procedures to be conducted, during an in-si
te examination. Risk profile of each bank will determine the supervisory program
me comprising: (a) (b) Off-site surveillance Targeted on-site inspection

Ans- Considering the graving diversities and complexities of banking business, t
he spate of

CAMEL approach of supervision based on financial parameter such as capital adequ
acy, asset quality, managerial aspects, earning and liquidity , would be the cor
e of risk profile compilation, but the successive ratings would be used to refle
ct trends in contrast to being used as a static annual indicator of risk. (b) Mu
ltiple Banking interest as per their PLR and risk assessment in the light of der
eqgulation process . Multiple Banking is different from consortium banking. Its m
ain features are as follows:(a) (b) (c) (d) (e) The bank with the largest loan e
xposure will assess the credit worthiness of the borrower. Banks will be free to
devise margin, limits and interest rates. Lenders must keep other informed abou
t the developments. Documentation to be done by the banks individually. Borrower
s to furnish financial details at regular intervals. For furnishing such informa
tion, the Managing Director or the Company Secretary shall be responsible. (c) C
orporate Debt Restructuring

Ans- The purpose of Multiple Banking is to provide freedom to banks in regard to
the fixing of

Ans With a view to preserve viable corporates that are affected by certain inter
nal and external 76
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factors and minimize the losses to the creditors and other stakeholders through
an orderly and co-ordinated restructuring programme, R.B.I. / Govt. based on exp
erience of other countries have issued guidelines on Corporate Debt Restructurin
g (CDR) Corporate debts above Rs.20 Crore (Standard and Sub-standard) are eligib
le for fresh financing by lenders through CDR process. CDR Mechanism is a volunt
ary system based on debtor-creditor agreement and inter-creditor agreement. The
scheme is applicable to multiple banking accounts / syndication / consortium acc
ounts only. There would be no requirement of the account / company being sick, N
PA or being in default for a specific period. (d) Universal Banking Institutions
such as I.D.B.I. and commercial banks undertake and allowing FIs and banks to u
ndertake any activity of banking or development financing or activity associated
with that, subject to compliance of statutory and other requirements prescribed
by R.B.I., Govt. and related legal acts. This will help bring harmony in the ro
le of FIs and banks, offer world class efficient services under one roof, compet
e with international banks due to their size and reap the cost benefits arising
from economies of scale. Merger of ICICI with ICICI Bank is a recent example of
Universal Banking. This concept is being adopted as per recommendations of S. H.
Khan Committee report. Such banks will accept deposits & do investment banking,
securities trading and also Insurance. (e) Education Loan Scheme for pursuing h
igher education. Indian Banks Association has also framed a model scheme and for
warded to all banks. The salient features of the scheme are as under: Maximum lo
an limit: For pursuing higher education in India -Rs 7.50 Lac For studying abroa
d - Rs. 15.00 Lac Interest rate: Margin: Repayment: Security: up to Rs 4 Lac - P
TLR, above Rs. 4 Lac - PTLR +1% up to Rs. 4 Lac- Nil above Rs 4 Lac-5% to 15%. 5
-7 years after completion of education. no collateral required upto Rs 4 Lac.

Ans- Universal Banking means removal of distinction between the activities which
the Financial

Ans—- Different banks have introduced Education Loan Schemes to enable meritoriou
s students
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2. (a) State whether true or false.

“nemo dat quod non-habet” “A bearer is always a bearer”.
Ans- False (b) Clayton’s rule deals with the appropriation of funds.

Ans- True (c) Every prior party to a negotiable instrument is liable thereon to
a holder in due course until the instrument is duly satisfied. Ans- True (d) ICI
CI was promoted as a private sector development bank at the initiative of the Wo
rld Bank in 1955. Ans- True 3. (a) Fill in the blanks. (Write full sentence in t
he answerbook given to you) The Reserve Bank of India was nationalised in the ye
ar

Ans- 1949 (b) Bhandari Committee’s recommendations relate to

Ans- Regional Rural Banks (c) Initial guidelines in regard to Local Area Banks w
ere issued in

Ans- August 1996 (d) Loan for fish rearing is advance.
Ans- Agricultural (e) The right of set off is discretion.
Ans- Bank's
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SECTION IT
4. (a) Choose the correct answer from the alternatives given under each sub-ques
tions and write the same in answer book given to you:

Section 85(1) of the Negotiable Instrument Act 1881 provides protection to the p
aying banker in respect of
(1) (ii) (iii) (iv) forged endorsement material alterations on the face of the ¢
heque forgery of drawer’s signature all of these forged endorsement

Ans- (1) (b)

By virtue of Section 140 of the Negotiable Instrument Act 1881, it shall not be

a defence in a prosecution for an offence under Section 138 of the Act that __

(i) (ii) (iii) (iv) the cheque was issued for an illegal consideration the chequ
e was not issued in discharge of a debt but merely as a donation. the drawer had
no reason to believe when he issued the cheque that the cheque may be dishonour
ed on presentment for the reasons stated in that section none of these the drawe
r had no reason to believe when he issued the cheque that the cheque may be dish
onoured on presentment for the reasons stated in that section

Ans- (iii)
(c)

Under the powers derived from Section 20, 21 and 21A of the Reserve Bank of Indi
a Act, 1934

(1) (ii) (iii) (iv) The Reserve Bank manages the public debt and issues new loan
s on behalf of the Central and State Governments The Reserve Bank provides refin
ance to NABARD in respect of agricultural advances. The Reserve Bank regulates f
low of credit to the economy by variations in the Statutory Liquidity Requiremen
t and Cash Reserve Ratio None of these The Reserve Bank manages the public debt
and issues new loans on behalf of the Central and State Governments

Ans- (i)
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(d)

In periods of boom, which leads to economic instability, Reserve Bank resorts to

(1) (ii) (iii) (iv) sale in the market of first class securities in its possessi
on to reduce the supply of money as a measure of open market operations buying o
f approved securities in the market as a measure of pen market operations hike i
n the bank rate as a measure of open market operations none of these sale in the
market of first class securities in its possession to reduce the supply of mone
y as a measure of open market operations

Ans- (i)
(e)

Under Section 17 of the Banking Regulation Act 1949, every banking company incor
porated in India is required to transfer each year to a reserve fund a sum equiv
alent to not less than

(i) (ii1) (iii) (iv) (v) 10 per cent of profit before dividends; 20 per cent of p
rofit after interest tax and dividend; 20 per cent of profit before dividends; 5
per cent of gross profit none of the above 20 per cent of profit before dividen
ds

Ans- (iii) (f)

After a customer has closed the account

(1) (ii) (iii) (iv) the banker is no more liable to observe secrecy of his accou

nt because the contractual relationship comes to an end the banker is still boun

d by his duty of secrecy the banker’s duty of secrecy comes to an end in terms of
the provisions of the Negotiable Instrument Act, 1881 none of these the banker i

s still bound by his duty of secrecy

Ans- (ii) (9)

In case a Banker fails to comply with the attachment order Section 226(3) of the
Income Tax Act, 1961

(i) (ii) The Branch Manager will be held personally liable upto the amount of th

e attachment order The Branch Manager will be liable to be prosecuted entailing

a fine up to Rs. 5,000 or imprisonment which may extend up to one year or both
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(iii) (iv) Ans- (iii) The bank shall be deemed to be an assessee in default and
amount can be recovered from it as arrears of income tax due from the Bank None
of these The bank shall be deemed to be an assessee in default and amount can be
recovered from it as arrears of income tax due from the Bank (h)

A mandate may continue to be operative even in the case of —
(1) (ii) (iii) (iv) death of the agent lunacy of the agent insolvency of the age
nt none of these insolvency of the agent

Ans- (iii) (1)

A Hindu undivided family consists of

(1) (ii) (iii) (iv) all the members of the family i.e. male, female, minors and
major; only major male members of the family; all persons lineally descended fro
m a common ancestor and included their wives none of these all persons lineally
descended from a common ancestor and included their wives

Ans- (iii) 5. (a)

Explain the underlying rationale for the following practice/procedure being foll
owed by banks in India:

A bank draft is not issued payable to a bearer.
only. Moreover, it is prohibited as per Section 31 of RBI Act and is a punishabl
e crime.

Ans- A bank draft payable to bearer is equivalent to a currency note which can b
e issued by RBI

(b)

Bank does not advance against its own shares.
prohibited as per Section 20 of the Banking Requlation Act. For depletion, permi
ssion is to be sought from Company law board (Section 100 of Companies Act)

Ans- Advancing against one's own shares means depleting one’s own capital. Moreove
r, this is

(c)

Insurance of pledged goods for the full value is insisted upon.
operate in detriment to the bank’s interest. Hence, always full value insurance is
insisted upon. 81

Ans- In the absence of full value Insurance, in case of loss or mishap the avera
ge clause would
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(d)

A bank tries to keep the cash balance to the minimum required level.
this amount had been deposited in the currency chest of RBI, it would have been
counted for computation of CRR.

Ans- Cash balance with the branch is an idle asset which will not earn any yield
to the bank. If

(e)

Bank does not provide loans against 24 carat gold.
possibilities of advancing for a hoarding purpose which is not permitted under 1
aw.

Ans- 24 carat gold is a trading commodity. Hence advances against such gold obvi
ate the

(£)

Cash a/c always shows debit balance.
shows debit balance and cash account is also a real account.

Ans- The accounting system in bank is based on double entry system wherein all r
eal account

(9)

Though contract with a minor is void, banks open the accounts in the name of min
or.
beginning. Bank runs no risk as no overdrafts are permitted in such accounts.

Ans- Such accounts are opened to inculcate the saving habits among the children
right from the

(h)

If a bank receives an intimation regarding death or insolvency of one of the joi
nt account holder or partners of a firm, the operations on such a joint account
or firm's account are stopped if it shows a debit balance

Ans- To avoid the application of Clayton’s rules so as to determine the liabilitie
s of the deceased or insolvent partner.

SECTION IIT
6. (a) Attempt the following problems by giving reasons for your answer and also
quoting sections of law, if any, applicable.

A bill is drawn payable to ‘A’ or order. ‘A’ loses the bill and X who finds it, forges ‘A’s
signature and endorses it to ‘B’ who takes it for value and in good faith. Examine t
he right of ‘B’.

Ans- Forged endorsement by ‘X’ is no endorsement and it does not confer any title to
‘B’ despite the fact that he takes it for value and in good faith because with a vi
ew to passing on a 82
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good title to the endorsee, there must be a genuine endorsement by the endorser.
Therefore, ‘B’ will not get the better title. (b)

A cheque of Rs. 10,000/- is presented by you in clearing for collection in the a
ccount of ‘X’. It was returned by the drawee bank for irregularity of endorsement. Y
ou, then confirm the endorsement and re-lodge the cheque without any information
to ‘X’. The cheque is returned for the second time for want of funds. Mr. ‘X’ refuses t
o0 get his account debited with the amount of the returned cheque. Discuss the po
sition.

Ans- On dishonour of a negotiable instrument, it is mandatory to give a notice o
f dishonour within a reasonable time to all parties. The bank has been negligent
in not informing Mr. ‘X’ the returning of cheque for the first time. On the assumpt
ion that the cheque might have been cleared, the account holder may issue cheque
. This may put the customer to an awkward position. However, the bank can recove
r the amount from X’s account if he has not changed the position or suffered any 1
0ss. (c)
Mr. ‘R’ and Mr. ‘P’ have a joint account with your bank with instructions of payment to “e
ither or survivor”. On the death of Mr. ‘P’, Mr. ‘R’ claims the balance and Mr. P’s legal he
irs also prefer a claim on the bank. How should you deal with the matter?

Ans- The very object of taking instructions “payable to either or survivor” is to fa
cilitate making payment of the amount standing to the credit of a joint account

to the survivor, on the death of the other account holder. Bank can make payment

to ‘R’ ignoring the claim of the legal heirs of ‘P’. However ‘P’s legal heirs can file a su
it against ‘R’ claiming their share, but not against the bank. (d)

M/s P. Nand Lal & Co. draws a cheque for Rs. 7,000/- on your bank favouring “Yours
elves”. A clerk of the firm presents this cheque to you and requests you to give a
draft for Rs. 7,000/- on your Ahmedabad office, in favour of Mr. Ramlal A. Shah

. What will you do ?

Ans- The bank should not accede to the request of the clerk of M/s P Nandlal and
Co. The company might have issued the cheque favouring the drawee bank itself f
or some other purpose than the issuance of the draft. The clerk has no locus sta
ndi in the cheque and he might be trying to defraud the company and appropriate
it to himself through Mr Raman Lal A.Shah for whom he wants a draft to be issued
. The cheque should bear the endorsement by the firm stating the mode of disposa
1 of the cheque.
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(e)

A loan of Rs.25,000/- has been granted to Sundarmal against the equitable mortga
ge of his house property valued at about Rs.60,000/-. The loan is also guarantee
d by a reputed third party. After a few months, Sundarmal came to you with a req

uest to have title deeds back to him temporarily for the purpose of showing it t
o his lawyer. He assures you that the title deeds will be returned to you within
an hour. Can his request be acceded to ?

Ans- Custody of title deeds with the bank is the only evidence of having created
equitable mortgage. The banker should be very careful in such cases and should
not part with the document of title in any case. If Sundermal desires to show su
ch documents to his lawyer, he should be permitted to do so in the bank premises

in the presence of bank official. (f)

A current account in the name of ‘Sports Club’ is opened with your bank. Two cheques
for Rs.1,000 and Rs.500 respectively signed by Mr. ‘A’, president of the club is pr
esented for payment. At the same time, you receive a notice of death of Mr. ‘A’ from
the Secretary of club. How will you act ?

Ans- In case of accounts of club, societies, companies, merely death of an autho
rised signatory will not suspend the obligation of the institution. As such ‘A’ has
signed the cheque, as “President” of the club and subsequent information regarding h
is death will not invalidate the instrument. 7. (a) Answer any three of the foll
owing. Discuss the promotional and developmental role of the Reserve Bank of Ind
ia. Sections 20, 21 and 21A of the Reserve Bank of India Act form the statutory
basis for these functions. In terms of the first two sections, the bank has the
obligation to transact the banking business of the Central Government, which in
turn is required to entrust the conduct of such business to the bank. Accordingl

y, the bank is required to accept money for account of the Government, to make p
ayments on its behalf up to the amount outstanding to the credit of its account

and also to carry out the Government’s exchange, remittance and other banking oper
ations including the management of the public debt. Central Government is oblige

d to deposit free of interest, all its cash balances with the Bank and to entrus

t it with all its banking, remittance and other transactions in India, the manag
ement of its public debt and issue of new loans. The Bank performs similar funct
ions on behalf of the State Governments by virtue of agreements entered into wit

h them under Section 21A. 84

Ans- (A) BANKER TO GOVERNMENT
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Apart from the above, the bank also grants ways and means advances to the govern
ment to bridge the interval between the expenditure and the flow of receipts of
revenue. These advances are meant to provide for marginal and unanticipated but
purely temporary difficulties on account of shortfall in revenue or other receip
ts for meeting the liabilities of the government. In terms of Section 17 (5) of
the Reserve Bank of India Act, the bank is authorised to make to the Central and
State Governments, ways and means advances which are repayable not later than t
hree months from date of making the advance. A ceiling for such borrowings has b
een prescribed besides stipulating that the borrowings will be at market determi
ned rates of interest as against the concessional rates of interest prevalent so
far. Public Debt: Public Debt management is concerned with the raising of finan
ce by the government. The borrowing needs of the government in any year are dete
rmined by budgetary considerations but the interest rate, timing and manner of r
aising new loans are conditioned by the state of liquidity and the expectations
of the market. The Reserve Bank operates on securities market to bring about the
changes in the size, composition and ownership distribution of marketable debt
held by investors and also to influence the prices and yields of securities in f
urtherance of the credit and interest rate policies of the Bank and Government.
However, the long term considerations in debt management is to ensure that adequ
ate finance for the government is available in the future, so that recourse to s
hort-term borrowings from the bank on Treasury Bills is kept to the minimum. Tre
asury Bills: Treasury Bills are the main instrument of short-term borrowings by
the government and serve as a convenient gilt-edged security for the money marke
t. The qualities of high liquidity, absence of risk of default and negligible ca
pital depreciation in case of sale before maturity make them an ideal form of sh
ort-term investment for banks and other financial institutions. The Reserve Bank
as the agent of the government issues Treasury Bills at a discount. These are n
egotiable securities and can be rediscounted with the bank at any time before up
on terms and conditions determined by it from time to time. Adviser to Governmen
t: The Bank has ordinary Banking relationship with the Government performing dep
osit and lending functions. It manages the public debt on behalf of the Governme
nt. Besides, the Bank is entrusted with a wide range of statutory functions such
as buying and selling of foreign exchange, administration of exchange control a
nd provision 85
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of rural credit the performance of which is attuned to the policies of the gover
nment. It maintains close co-ordination at all levels, especially with the Minis
try of Finance, both in the day to day affairs and through participation in the

various official committees. The Bank is the main channel of communication betwe
en the Government on the one hand and the banks and financial institutions on th
e other. The Bank also keeps the Government informed of the developments in the

financial markets from time to time. Through periodical statements released to t
he public such as the Annual Reports, Report on Currency and Finance, Speeches o
f the Governors and other top officials of the Reserve Bank, and Confidential Co
mmunications addressed to the Governments of the Day the Reserve Bank has consta
ntly offered advice on vital issues of economic importance confronting the natio
n from time to time. The Reserve Bank of India Bulletin provides an opportunity

for the Bank to publish each month a review of the financial and economic scene.

(B) BANKER TO BANKS

Under the Reserve Bank of India Act the Scheduled Banks are eligible for certain

financial facilities from the Reserve Bank of India. In return, they bear certa
in obligations to the Reserve Bank. They are required to submit to the bank a we
ekly statement showing their position in the form prescribed by the Reserve Bank
of India Act. Failure to submit the return involves penal measures under the Ac
t. Similarly, Banks have to maintain the required amount of reserves as prescrib
ed in the Act, failing which apart from paying penal interest, Banks are prohibi
ted from accepting fresh deposit during the period of default. (C) AGRICULTURAL
FINANCE

An important feature of the Reserve Bank of India Act was that it made agricultu

ral finance, the Bank’s special responsibility. This is indicative of the signific

ance attached to the agricultural sector which accounted for more than 50% of th

e national income. The Reserve Bank of India has been providing tremendous suppo

rtive guidance in institutionalising the flow of credit to agriculture. To start
with the attention was to provide a co-operative credit structure for agricultu

re besides prescribing credit norms. Two special funds under the captions “Nationa

1 Agricultural Credit Fund” {Long term Operations} and “National Agricultural Credit
(Stabilisation) Fund” were created with a view to strengthen the cooperative cred

it structure. 86
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To answer the felt need of providing term finance for agricultural operations Ag
ricultural Refinance Corporation was established by the Reserve Bank of India in
the year 1963. Commercial Banks and Co-operative Banks were provided medium and
long term loans by Agricultural Refinance Corporation. In order to highlight th
e promotional role being played by Agricultural Refinance Corporation the name w
as modified as Agricultural Refinance and Development Corporation in 1975. This
body subsequently in the year 1982 took the shape of National Bank for Agricultu
re and Rural Development (NABARD). NABARD has taken upon itself the responsibili
ty of providing refinance to all agricultural lending extended through Commercia
1 Banks, Regional Rural Banks and Co-operative Credit Institutions. Regional Rur
al Banks: The Reserve Bank of India came out with a new experiment to spread the
flow of credit in rural areas by establishment of Regional Rural Banks in 1975
as an organisation jointly owned by Central Government, the sponsoring Commercia
1 Banks and the State Government. The Reserve Bank of India extended several fac
ilities such as providing direct refinance, inclusion in Schedule II of the Rese
rve Bank of India Act and a lower percentage of cash reserves under the Act. (D)
INDUSTRIAL FINANCE

The Reserve Bank of India has played an active role in the field of Industrial F
inance also. Its most notable contribution has been in establishing a broad inst
itutional framework to cater to the medium and long term needs of finance for th
e industrial sector. Some of the institutions in this category for the establish
ment of which the Reserve Bank of India took the initiative were a] b] c] d] e]
Industrial Finance Corporation of India State Financial Corporations Industrial
Development Bank of India Deposit Insurance and Credit Guarantee Corporation Uni
t Trust of India

For more than a decade Industrial Development Bank of India and the Unit Trust o
f India functioned as subsidiaries of the Reserve Bank of India. They were delin
ked from the Reserve Bank of India in 1976 pursuant to enactment of Public Finan
cial Institutions Laws (Amendment) Act, 1975. The Bank however continues to prov
ide funds to the Industrial Development Bank of India and other term financing i
nstitutions through loans and advances in accordance with the provisions of the
Reserve Bank of India Act. The Bank has also set 87
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up the National Industrial Credit (Long term Operations) Fund. Annual allocation
s from its profits are made to this fund. The fund is being exclusively used to
finance the IDBI and more recently Export-Import Bank of India. The enlargement
of credit to the small scale industries sector has also been a matter of great c
oncern in view of the importance of the sector to the country’s economy. With this
end in view the Bank was administering a credit gquarantee scheme for two decade
s as agent of the Central Government for affording a measure of protection to th
e banks and other institutions lending to small scale industries etc. Further mo
re, the Deposit Insurance Credit Guarantee Corporation, a wholly owned subsidiar
y of the Reserve Bank operates Credit Guarantee schemes with the objective of pr
oviding cover against defaults in repayment of loans granted to small borrowers
including small scale industrial borrowers so that credit flow to them in enlarg
ed. Under the impetus provided by the schemes of the Corporation, there has been
a tremendous growth in advances to small scale industries by banks and financia
1 institutions. The Reserve Bank has also a major co-ordinating role in regard t
o the measures taken by the banks and term lending institutions to rehabilitate
borrowers who have subsequently turned sick. The Reserve Bank of India has stipu
lated that the flow of credit to the agricultural sector should not be less than
18% of the bank credit. (E) EXPORT FINANCE

THE Reserve Bank with the objective of increasing Bank lending to the export sec
tor and assisting the export trade in general has taken a number of measures. Th
e most important of these has been the facility of refinance to Scheduled Commer
cial Banks against their advance for exports. In fact the credit for exports is
one of the only two refinance areas, the other being food procurement, for which
the Reserve Bank refinance has always been available to the Commercial Banks al
though to a varying extent depending upon the prevailing degree of credit restra
int. The Bank also had a scheme of grant of subsidy in interest rates on advance
s made to exports. This particular scheme has since been withdrawn.
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The Bank is extending concessional rates of interest on advances extended to exp
orts. However, the rates of interest are subject to variation by the Reserve Ban
k of India depending upon the monetary and credit policy being pursued by the Ba
nk. In order to give a fillip to enlarging the export finance, the Reserve Bank
has stipulated that export credit should constitute not less than 12% of the net
credit of the commercial banks. The Bank has been instrumental in the establish
ment of Export Import Bank of India on January 1, 1982 as a wholly owned Corpora
tion of the Central Government under the Export-Import Bank of India Act, 1981.
The functions of Export-Import Bank of India are to provide financial assistance
to exporters and importers, act as the principal institution for co-ordinating
the working of other institutions engaged in the field of financing internationa
1 trade. The Bank also extends refinance to export finance. Further, the Export
Import Bank has introduced a number of services with a view to improve the expor
t of the country. The Board of Directors of EXIM Bank includes a nominee of the
Reserve Bank. The EXIM Bank of India can avail loans and advances from out of th
e National Industrial Credit (Long Term Operations) Fund in terms of Section 17
(4G) read with Section 46 C(2) (c) of the Reserve Bank of India Act. (F) STRENGTH
ENING THE COOPERATIVE STRUCTURE

THE Bank has taken a number of steps to strengthen the co-operative structure in
the country. Many societies were operating at a loss with poor management pract
ices. The Bank took the initiative to strengthen these societies by merging the

weak societies, providing necessary training in management practices and injecti
ng the required share capital in many cases. Personal contacts were also establi
shed by the Regional Offices of the Bank so as to sustain and strengthen these s
ocieties. The Bank could get tremendous support from the State Governments and C
entral Government in this regard. (G) COLLECTION OF DATA AND PUBLICATION

THE Bank has been empowered to collect on a periodical basis various information

from the banks and the financial institutions as per various provisions of the
Reserve Bank of India Act. All these information and data are compiled and made
available through publication of the following: 89
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i. ii. iii. iv. v. (H) The Reserve Bank of India Bulletin Credit information Rev
iew Annual Report of the Reserve Bank of India Report on Currency and Finance Re
port on Trends in Banking PROMOTION AND DEVELOPMENT OF INSTITUTIONS

As seen earlier the Reserve Bank of India played a vital role in the formation o
f the Industrial Development Bank of India, National Bank for Agriculture and Ru
ral Development, Deposit Insurance and Credit Guarantee Corporation, State Finan
cial Corporations, Export Import Bank of India. These apart Reserve Bank of Indi
a took initiative in the formation of several other institutions as can be seen
from the following paragraph. (b) What is factoring ? Explain the various types
of factoring. of a concern. It is a continuing arrangement pursuant to which a £
actor performs the following services with respect to accounts Receivables exist
ing from sale of such goods or services. a. b. c. d. e. f. Purchases all account

receivables for immediate cash. Maintains the ledgers and performs the other bo
ok keeping duties relating to such accounts receivables. Collect the account rec
eivables. Assumes the losses in which may arise from any customer’s financial inab
ility to pay. (Credit losses). In addition to the cash furnished through the pur
chase of accounts receivables, further funds are available on a seasonal or term
basis, unsecured or secured. Advisory services- market surveys, management and
production counselling and data processing services.

Ans- Factoring is an arrangement by which a person purchases and or administers
the receivables
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MECHANICS OF FACTORING 1. 2. 3. The client (seller) sells the goods to the buyer
and prepares an invoice with a notation that debts due on account of this invoi
ce 1s assigned to and must be paid to Factor. He submits the invoice copy and de
livery challan evidencing delivery of goods to the factor. The factor, after scr
utiny of these papers, allows payment of 80% of invoice value. The drawing limit
is adjusted on a continuous basis after taking into account the collection of f
actored debts. 4. 5. Once the buyer of the goods/services pays the invoice value
in full to the factor, the balance of 20% of the invoice value is credited to t
he client’s account. It is the responsibility of the factor to follow-up and obtai
n payment from the buyer.

TYPES OF FACTORS Full Service Factoring The factor, besides providing finance, u
ndertakes sales ledger administration, collection of debts as well as insuring a
gainst bad debts. In this kind of factoring, the factor purchases the accounts r
eceivable without recourse from the seller of goods/services. It means, on defau
1t of payment by the buyer, the loss is to be borne by the factor, i.e. the cred
it risk in the credit sale transaction is borne by the factor and not by the sel
ler of goods/ services. Hence, a factor before purchasing accounts receivables,
will assess the debtor (buyer) in regard to his credit worthiness and standing a
nd fix debtor-wise limits which along will rank as approved debts for factoring.

However, it cannot be said that recourse is totally absent in this kind of fact
oring because where the debt is disputed on account of quality of goods or servi
ces provided or there is a dispute on account of difference in trade discounts a
greed upon, the debts, though originally purchased by the factor, will be assign
ed back to the seller. Recourse Factoring This is identical to free Service Fact
oring except for one important difference. Unlike in Free Service Factoring wher
e there can be no recourse for the factor back to the seller and
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the credit risk is borne by the factor, the recourse is available to the factor
in Recourse Factoring. Hence the credit risk continues to remain with the seller
despite the fact the debt is factored. The loss, on account of default of payme
nt if any, by the debtor shall have to be borne only by the seller and not by th
e factor. In Recourse Factoring, a factor does all other services such as sales
administration and collection of debts etc. Invoice Factoring This is analogous
to invoice discounting. This factoring is normally, with recourse. That means, t
he credit risk and the attendant loss if any, is borne by the seller and not by
the factor. However, in some special cases where the debtor is exceptionally goo
d, factor may provide credit risk protection too. Under this factoring, financin
g against invoices is the only service undertaken and the financing is provided
not fully but only to an extent of 70% to 85% of the invoice value. (c) What is
registration of charge ? What should be done when limits granted to a banker are
revised upward ? What will happen if the charge on assets for a credit granted
to a company is not registered with ROC ? Ans- Whenever an advance is granted ch
arging the assets of the company, the charge has to be registered with the ROC (
who has jurisdiction over its Registered Office) within 30 days from the date of
creation, under Section 125 of the Companies Act 1956. This is created by filin
g Form No. 8 and Form No. 13 with the ROC. Normally it is the duty of the compan
y to file the charge. In case of failure or delay by the company, the creditor c
an also file the forms. If for any reason, the same could not be filed within th
e first 30 days from the date of document creating the charge, an extended time
of 30 days is available during which the charge could be created, of course, on
payment of a fine and filing reason for delay, to the ROC. A banker shall charge
the assets of the company in respect of all credit facilities extended, except
pledge. Non Registration of charge on the assets of the company shall not render
the debt invalid. The right of the creditor (banker) shall not be affected unti
1 the company is a going one. 92
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Once the company goes into liquidation, the liquidator who may be appointed, sha
11 take notice of only those debs in respect of which charge has been registered
with the ROC. As such, if the charge is not registered with the ROC, the banker
will be pushed down to the position of an unsecured creditor though, in actuali
ty he had a charge on the assets of the company. MODIFICATION OF CHARGE The char
ge registered with the ROC should be modified as and when there are changes in t
he terms of sanction which include change in the credit limits, margin, scope an
d coverage of security and addition or deletion of security. The modification ha
s to be done by filing Form No.8 and For No.13 again with columns appropriately
filed up bringing out the change in the charge already registered. Again, the ti
me available for filing modification of charge is 30 days from the date of docum
ent/modification of charge and if for any reason the modification is delayed, th
e forms could be filed within the next 30 days which will be entertained by the
ROC on the fine being paid and the reason for delay being explained. SATISFACTIO
N OF CHARGE Once the debt is repaid and the creditor (banker) wishes to release
the charge on the assets of the company, Form No.17 shall have to be filed with
the ROC. SEARCH OF RECORDS OF ROC AND REGISTER OF CHARGES AT REGISTERED OFFICE O
F THE COMPANY Before release of credit, a banker should take a search of the reg
ister of the Company’s records at the ROC and ensure for himself whether the asset
s proposed to be charged for the credit facilities are free of encumbrances or e
ncumbered only to the extent as was made known to him by the company earlier. Th
is search would keep the banker posted with regard to the extent of availability
of the assets for the proposed credit facility. This is very essential and shou
1d be taken whenever a credit facility is either sanctioned first or enhanced. L
ikewise, a search of ‘Register of Charges’ maintained by the Company at its Register
ed Office should also be conducted to verify whether there are any charges again
st the assets of the Company other than those revealed from the search of ROC’'s re
cord of the Company.
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(d) Explain in detail the activities undertaken by a Merchant Banker. structurin
g/restructuring and its mobilization, with the prescribed requlatory framework.
Thus merchant banker’s role can be institutional loan syndication, institutional p
lacements, advisory services, including mergers, alliance and primary markets. I
n primary markets, a merchant banker is one of the many important agencies retai
ned by the company to assist it in mobilization of funds. However, there is a cr
itical difference in that a merchant banker helps, select and coordinate the wor
k of other agencies. In the process, the merchant banker has to shoulder the hig
h responsibility of an elder brother and be indirectly responsible for the acts
of other agencies. MERCHANT BANKERS AND REGULATORY FRAMEWORK Merchant Banking ha
s been statutorily brought under the regqulatory frame work of the Securities and
Exchange Control Board of India (SEBI) to ensure greater transparency in the op
erations of Merchant Bankers and make them accountable. No person can act as Mer
chant Banker without obtaining a certificate of registration from SEBI. The Merc
hant Bankers have been categrised into four groups for registration according to
the nature of functions and their capital adequacy norms have also been prescri
bed. SERVICES OFFERED BY MERCHANT BANKERS The main Merchant Banking activities a
re + « Appraisal (Project Analysis and Counselling) Syndication of loan and project
financing. Merchant Banker helps/undertakes to liaise with banks/financial insti
tutions and arranges for the required amount of credit for implementation of the
project. It may also involve lying up of foreign currency loans/line of credit
etc. ¢« ¢« « « « + Lead Manager/Co Lead Manager/Co Manager to the issues brought up by Compani
es Bankers to the issue. Underwriters to the issue. Direct, Standby, & contingen
t. Advisers to the issue. Liaisory services - Permission from Government bodies
like SEBI/ROC and other institutions such as Stock Exchanges. 94

Ans- Merchant banking is an agency retained by a company to advise an assist in
capital
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+ + (e) Arrangement of working capital requirement Foreign Currency loans. Private p
lacement of bonds issued by public sector undertakings.

Evaluate the co-operative banking system in India. especially at the village lev
el. The growth of Co-operative Movement commenced with the passing of the Act of
1904, which officially launched the Movement in India. The Act provided an easy
legal framework for their formation as well as governance by making the co-oper
ative banks free from the complicated provisions of the Indian Companies Act. Th
e Act as it was originally conceived did not have provisions with respect to the
registration of the Cooperative Banks as well as any controlling aspects over t
hese banks. These lacunae were removed by the Act of 1912. Again, the Movement g
ained momentum with the enactment of Government of India Act of 1919 under which
“Co-operation” became a provincial/ state subject. The Act of 1912 has been replace
d by Provincial Acts in Mumbai and Chennai in 1925 and 1931 respectively. There
have been attempts in recent times to strengthen and consolidate the gains of th
e Co-operative Movement. Generally speaking, in many countries other than India,
Co-operative Movement arose spontaneously from the participation of the people
directly. In our country, the Government gave the lead and participated and prop
agated the co-operative Movement. The Reserve Bank of India has been playing a v
ery active role in the formation, promotion of Co-operative Banks as well as sup
port activities extended to them. The co-operative principle of managing finance
in India serves as a via media between sophisticated institutions like modern c
ommercial banks on the one hand and usurious and unscrupulous money lenders on t
he other. Despite the tremendous and vast network of the commercial banks, more
so of the nationalised sector, co-operative banking remains an effective instrum
ent of credit delivery in the case of rural borrowers even to this day. The Co-o
perative Credit system consists of a. b. c. Short-term agricultural credit insti
tutions Long-term agricultural credit institutions Non-agricultural credit insti
tutions

Ans- THE CO-OPERATIVE Banks play an important role in the Indian Financial Syste
m,

The short-term agricultural credit institutions are in three categories: i. Prim
ary Agricultural Credit Societies at the Village level 95
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ii. 1iii. Central Co-operative Banks at the District level State Co-operative Ban
ks at the State level.

The Long-term agricultural credit institutions are as under— 1. 2. Primary Land De
velopment Banks [at the base] Central Land Development Banks [at the apex]

Thus, the apex of the co-operative organisation in a state is the State Bank to
which Central Banks are affiliated. The Primary societies are mostly affiliated

to the Central Banks. Some of them are grouped into local unions for the purpose
s of supervision. All of them are forbidden to lend to non-members except with t
he sanction of the Registrar of Co-operative societies. Let us have a quick acco
unt of these individual entities in detail. EVALUATION OF PERFORMANCE OF CO-OPER
ATIVE BANKS - STRENGTHS AND WEAKNESSES There has been really a marked improvemen
t in the progress of CO-OPERATIVE credit movement in our country aided frequentl
y by the governmental support and the intervention of the Reserve Bank of India.
Co-operative Credit has been expanding over the years although it is a question

of doubt if the entire credit needs of the rural borrowers in the respective ar
eas have been catered to by the Co-operative credit. Further, the problem of ove
r dues has been posing a very serious threat to the Co-operative Credit. Further
, the problem of overdues has been posing a very serious threat to the Co-operat
ive Credit Movement and in some cases even creating problems of even sheer survi
val. The Co-operative Credit Movement despite its making inroads into rural sett
ing, has been beset by the following deficiencies: a] b] c] d] e] f] g] h] i] De
lay in sanction of loans; Provision of inadequate credit; Reducing spread betwee
n income and expenditure; Excessive control by bureaucracy; Inadequate training
to the workforce; Lack of co-ordination between commercial banks, RRBs and Co-op
erative Banks; Lack of co-ordination between agricultural and co-operative depar
tments; Ineffective audit over the operations; Improper organisational structure
; 96
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The Reserve Bank of India has been pursuing vigorously various measures based up
on the findings of different committees on rural credit with a view to strengthe
n the co-operative movement besides consolidating the gains achieved so far. Eve
n to this day, co-operative movement is playing a very significant role in the d
omain of rural credit. We shall have an overview of recent charges introduced in
this regard. RECENT CHANGES We shall now enumerate the recent changes that have
occured in the Co-operative Banking Scene, subsequent to the reform measures in
itiated by the Government. « During 1992-93 the Reserve Bank of India liberalised
the licensing policy for new Primary Urban Co-operative Banks greatly; prescribe
d the entry point viability norms and advised to follow the guidelines relating
to their operations and advised to adopt norms in respect of income recognition,
classification of assets and provisioning on the lines stipulated for commercia
1 banks. ¢ + « During 1993-94 the National Co-operative Bank of India [NCBI] was regis
tered on 5th Augqust 1993 as a Multi-State Co-operative Society. A Co-operative D
evelopment Fund was set up by NABARD to help the Co-operative Banks to improve m
anagerial systems and skills. For the first time Scheduled Urban Co-operative Ba
nks were permitted to invest their surplus funds in Certificate of Deposits and
Commercial Papers of those institutions / Corporates with credit rating P1 / Al
from CRISIL / ICRA. .« During 1994-95 with a view to improving the viability as als
0 to strengthening the credit delivery systems, the Co-operative Credit institut
ions were advised to prepare Development Action Plans [DAPs] and enter into Memo
randum of Understandings [MOUs] with NABARD and concerned State Governments for
their effective implementation. - With a view to maintaining the rural credit flow
uninterrupted from SCBs and RRBs the relaxation in the stipulation that they mu
st recover loans at least 40% of the demand for the previous year to be eligible
for refinance from NABARD was extended upto June 30, 1996. « .+ Lending and deposit
rates of all Co-operative Banks were deregulated in various phases. Effective fr
om April 24, 1995, PCBs were allowed to invest their surplus funds in equity bon
ds of all India financial institutions in addition to their investment in PSU 97
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Bonds within the ceiling of 10% of their deposits. « Effective from August 24, 199
5 State Co-operative Banks and Central Co-operative Banks were permitted to inve
st 5% of their non-SLR surplus fund, according to the discretion of the local ma
nagement. + In February 1996, PCBs were allowed to invest their surplus funds in C
ertificate of Deposits issued by banks and other financial institutions, approve
d by the Reserve Bank subject to fulfilling certain conditions. + « During 1995-96,
all Scheduled PBCs were brought under the purview of the provisions of the Banki
ng Ombudsman Scheme, 1995. In April 1996, Scheduled PCBs were allowed to underta
ke equipment leasing and hire purchase financing activities after complying with
certain prudential requirements. Non-scheduled PCBs desiring to undertake the a
bove activities were required to approach the Reserve Bank through the Regional
Offices concerned. « Consequent to allowing PCBs to extend their area of operation
, Lo the entire district of registration, including rural areas, in the context
of the credit gap in agricultural sector effective December 1996, PCBs were perm
itted to extend direct finance for agricultural activities which would be counte
d as priority sector advances. « + All scheduled and non-scheduled PCBs with deposit
s of over Rs.50 crore were required to introduce the system of concurrent audit.
The prudential accounting norms viz., income recognition, asset classification,
provisioning for bad and doubtful debts and capital adequacy were applied to St
ate Co-operative Banks and Central Co-operative Banks from the year 1996-97 in t
wo phases viz., 1996-97 and 1997-98.

98






