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13.0 OBJECTIVES

After studying this unit, you should beable to:
¢ explainthe meaning of abank

® describe thetypes of banks

® explainthe relationship between banker and customer

® |ist thedutiesand rights of banks

* describethetypesof accountsand their operations

® enumeratethe methods of making paymentsthrough banks
¢ explainthe methods of advance and loans

® describetherole of credit cards.

131 INTRODUCTION

You haveaready studied that al those activitieswhich facilitatethe trade are called 'aids to

trade’ or "auxiliariesto trade'. Aidsto trade eliminatethe hindrancesand facilitatethe flow of

goods from producer to consumers. They areclassified into fivecategories: (1) advertising,

(2) banking, (3) insurance, (4) transportation,and (5) warehousing. Y ou have aready studied

about advertisingin Block 3. Y ou will study the remaining four aids to tradein thisblock.

Thisunit is devoted for banking. In thisunit, you will learn the meaning and classificationof

banks, the different typesof accountsthat can be opened in abank and their operations,

varioustypes of bank and various methods of payments through banks. Y ou will aso learn 5
about electronic banking and credit cards.
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13.2 WHAT ISA BANK

Insimplewords, bank is an institutionwhich dealsin money. Banks accept surplus money
from those who are not needing it immediately and lend it to those who need it. L et us see the
variousdefinitionsaf bank given by different authors and understand the main featuresof a
bank.

"A banker isonewhoin the ordinary course of his businesshonours cheques drawn upon him

'by personsfrom andfor whom herecelvesmoney on current accounts™
- HerbertL. Hart

"The function of receiving money from his customers and repayingit by honouring their
cheques as and when required isthe function aboveall other functions which distinguishesa
banking business from any other kind of business™. - H. P. Seldon

""Banking meansthe accepting, for the purpose of lending or investment of depositsof money
from the public, repayable on demand or otherwise and withdrawableby cheque, draft, order
or otherwise". - Banking Regulation Act [Sec.5(1)(p)]

"No personorbody corporateor otherwise, can be a banker who doesnot take deposit
accounts, take current accounts, issue and pay chequesand collect cheques, crossed and
uncrossed, for his customers”. - Sir John Paget

If you go through the above definitions of a bank, you will noticethat abank must perform
tvo essential functions: 1) acceptance of deposits from public, and (2) lending or investing
the same. It isalso provided that the bank is under the obligation of repaying money on
demand to respective depositors. You should note that the banker does not refund the money
on his own accord, even if the period for which it was deposited expires. Thus, the depositor
must makea proper demand for refund of money.

Acceptancedf deposits,of money is an essential function no doubt, but simply because a
company is accepting deposits of money from the public, does not makeit a banker. It is
necessary that the deposits accepted should be used for lending or investment. The banks
mobilise the resources by accepting depositsand utilise such funds by employing them
profitably. The banker is, thus, an intermediary and dealswith the money belonging to the
public.

I'n the modern days, industrial unitsand commercial undertakings al so accept deposits of
money from the public with the facility to withdraw them when required or after the expiry of
acertain agreed period. But such institutions cannot be termed as bankers because acceptance
of depositsistheir subsidiary business, whilethe main function is manufacturing or trading.

Besides receiving depositsand lending or investing funds, the banks also perform various
subsidiary servicessuch as collectionof cheques, draftsand hills, collection of interests and
dividendson securities, making payment on behaf of hiscustomers, remittanceof funds,
discounting the bills of exchange, acceptance of valuablesfor safe custody, etc.

From the above discussion, you identify the distinguishingfeatures of abank as follows:
Acceptanceof depostsof money from the public
Profitableemployment of suchfunds
Obligationto refund depositsan demand

* Lending or investing money

e Bankingasthe main business.

Thus, if a concern carrieson banking businessonly as an ancillary to some other main
business, it cannot be considered as a bank.

133 TYPESOF BANKS

There are different institutions who conduct their operationsin a different manner. On the
basis of their functions, we can classify banksasfollows:




Commercial Banks: Commercia banks are the oldest institutions having a wide network .
of branches throughout the country. A commercia bank isamonetary ingtitutionwhich Banking
servestheinterest of its depositorsby utilising their fundsin profitableventuresand
provideavariety of servicesto its customers. Commercial banks may either be owned by
the Governmentor may be run in the privatesector. Besidesdeposit mobilisation, the
commercia banks provide not only short-termloans but also medium and long term
loan to trade and industry.

2, Co-operative Banks: Cooperativebanks are private sector banks. A cooperativebank isa
voluntary association of membersfor salf help and catersto their financial needson a
mutual basis. These banks are also subject to control and inspection by the Reserve Bank
of India. Such banksget their resourcesfrom their shares, public depositsand also loans
from the state cooperativebanks. They also get short and medium term loansfrom the
Reserve Bank of India. To enhance public confidencein cooperativebanks, the Reserve
Bank of India has extended the Credit Guarantee Scheme to cooperativebanks.

3. Land Development Banks: These banks providelong term credit to agriculturefor
purposessuch as pump sets, tractors, digging up wells, land improvement, etc. These
banksraise their resources mainly by flotationof debentures, subscribed by the State
Bank Group, commercial banks, L1C and by RBI. These banksgrant loansto farmers
against the security of their land. The land devel opment bankscannot be strictly called
bankinginstitutionsbecause they are not required to mobilise depositsand not to
maintain cash reserveratio.

4. Regiona Rural Banks: The main objectivefor setting up of theRRB’s wasto provide
credit and other facilities, especially tosmall and marginal farmers, agricultural labourers,
artisansand small entrepreneursin rural aress. The RRB’s are sponsored by scheduled
banks, usually a nationalised commercial bank.

5. Industrial Banks: These bankshave come up to promoterapid industria development.
Such banks provide medium and long term loans to industrial sector. They aso do
underwriting of public issues by corporate sector and guarantee. They render other
serviceslike identificationof suitableprojects, preparation of project reports, providing
technical advice and managerial services, raising standards of management, etc. We have
anumber of such banks in India, namely, Industria Development Bank of India(IDB),
Industrial Finance Corporation of India (IFCI), Industrid Credit and Investment
Corporation of India Ltd. (ICICI), Industrial Reconstruction Bank of India (IRBI), etc.

6. Central Bank: Every country hasa Central Bank of itsown. It is called a Central Bank
becauseit occupiesa central position in the monetary and banking system of the country
and isthe highest financial authority. It i sthe apex bank and the statutory ingtitutionin the
money market of acountry. InIndia, Reserve Bank of Indiaisthe centrd bank. The man
function of this bank isto regulate and supervisethe whole banking systemin the
country. It isa banker's bank and controller of credit in the country. It has the soleright
of noteissue. It isalender of last resort and custodian of foreign exchange of the country.

134 | ROLE OF COMMERCIAL BANKS

Commercia banks play a very important role in the economic devel opment of the country.
Banksare the nerve centre of trade, commerceand businessin any country. We can discuss
the role of commercial banks by examining the services provided by them as under: /

1. Collection of Deposits. Accepting depositsfrom the customersis one of the main
function of the banks, By mobiling depositsthe commercial banks helpin the
developinent of savings habit in the public. Bank depositsare not only safe but bank also
earn interest on it.

2. Facilitate Payments: Banksfacilitate Payments through chequeswhich isavery
convenient and safe mode of making payments. Chegquesserveas aready proof of the
fact that the payment has been made. When payments are made by cheques, thereisno
need of carrying large amountsof cash and the trouble of counting is avoided.




Business Services

3. ProvideLoansand Advances. Commercia banks grant loansand credit facilitiesto the
public. Banks dso allow overdraftfacilitiesto its customers, thus providing them instant
credit. Banks issue letters of credit, thusenabling businessmen to deal with strangers
because payment is guaranteed.

4. Provide Credit Information: Commercial banks provide vital information relating to the
credit worthinessof their customers. Whenever a businessman deal s with another
businessman for the first time, he would like to know the financial position of the other
person. In such caseif he refersit to hisbanker, who providesthe necessary information.

5. Discounting of Bills: The bankslend money by discounting bills. Discounting abill of
exchangemeans the advancing of aloan againstapromiseto pay in future. Thisisavery
popular method of lending as the loans areself liquidating.

6. Collection of Cheques, ec.. Banksalso undertake to collect the amount of cheques,
drafts, bills of exchange etc. on behaf of itscustomers.

7. Safety of Vauables: The banks provide safe deposit vaults (lockers) wherein valuables
such as jewellery, ornaments, documents, etc., can be kept safely.

8. Remittance of Money: If money isto beremitted to any other place, it can be done
quickly through banks, Now some of the banks provide 24 hours service, wherein by
giving your persond identity number, you can withdraw money at any hour of the day.

From the above you must have noted that the commercia banks play a very importantrolein
the businessworld. We cannot think of a modern society without banks. The banks are
playing apioneering rolein lending, particularly to the priority sector, constituting
agriculture, small scale industriesand smdl business. The emerging environment offer ample
opportunitiesto banks to venture into new and profitableareas.

135 BANKER AND CUSTOMER

Y ou have learnt the meaning and functionsof abank. Now let usdiscuss the meaning of a
customer of abank.

135.1 Whoisa Customer 2 .

Ordinarily, the customer of a bank means a person who has an accpunt with & bank.
According toSir John Paget, ""To constitute a customer there must be some r{ecognisable
course or hahit of dedling in the natureof regular banking business. It is difficult to reconcile
the idea of asingletransactionwith that of a customer™. According to this view, to constitute
acustomer of abank it is necessary to satisfy two conditions, (i) there must beregular
transactions or that the customer must have the habit of dealing with the bank, and (ii) the
transaction betweenthemmust beof abanking nature.

The first condition means that a single banking transaction will not make a person a customer
of abank. He must maintain hisaccount with the bank for areasonable duration, and must
deal with the bank quitefrequently. But now this view has been discarded. In Ladbroke

vs. Todd, it washeld, *'the relationship of banker and customer begins as soon asthefirst
cheque ispaid in and accepted for collection'. According to this decision, a person becomesa
customer of abank as soon asthebank account is opened. In the case of Conmi ssi oner s o
Taxati on vs. Engli sh, Sattish and Austral i an Bank, it washeld, “ duration is not the essence
to signify the relationship between a banker and customer.™ In arecent case of The Central
Bank of Indiavs. Gopinathan Nair & Others the KeralaHigh Court observed', " broadly
speaking, acustomer isaperson who has the habit of resorting to the same place or person to
do business. So far as banking transactionsare concerned, he isa person whose money has
been accepted by the banker on the footing thet the banker will honour drawings uptoe the
amount standing to his credit, irrespection of his connectionbeing of short or long standing.”
From the above, it should be clear to you that as soon as an account is opened in a bank and
thefirst transactiontakes place, the person becomes acustonier of that bank. Y ou should
remember that casual transactionscarried on through a bank, without having a bank account,
will not makea person acustomer of the bank, even if they are carried on for along duration.



13.5.2 Relationship between Banker and Customer

Y ou have learnt what is a bank and who is acustomer. Now let us understand the relationship
between the two. The relationship between abanker and acustomeris as follows:

1. Contractual Relationship: The primary relationship between a banker and a customer
arises from'a contract between the two, so it isa contractua relationship. The contract
takes place the moment an account is opened by acustomer with a bank and this contract
remainsvalid till the customer operates his account as per the terms and conditionsagreed
between them.

2. Debtor and Creditor Relationship: Therelationof a banker and customer is primarily
that of adebtor and creditor. When a customer opens an account with a bank and
maintainsa credit balance, the banker assumes the position of a debtor and the customer
assumesthe role of acreditor. Money deposited with the bank becomes a debt due from
him to the customer. The banker can use the money deposited with him by the customers
in any manner according to hisdiscretion, hisonly obligation being to repay the debt as
and when demanded by the customer.

3. Bailee and Bailor Relationship: When a bank acceptsdepositsof money, he doesnot act
asabailee. Thisis so because a bailee accepts the bailment of goods on the condition that
the thingsbailed will not be utilised by him and theidentical goods will be returned. But a
bank does not accept money from customer on the condition that it will not utilisethe
money and that the identical money (the same currency notesor coins deposited by
customer) will be returned.

A banker provides for safe deposit vaults and accepts documentsand valuablesfor safe
custody. Here the bank is acting as a bailee and the relationship is that of baileeand
bailor.

4, Trustee Beneficiary Relationship: Banksalso act as trustees and executorsof will of
customers. A trusteeis requiredto hold pi-operty and money and usethe trust money in
accordancewith the trust deed and useit for the benefit of some other person known as
beneficiary. A customer may deposit some money with the bank for aspecific purpose
with specific instructions to the bank regardingits use. In such cases, the banker is the
trustee of the customer's money, and the banker cannot employ them for any other
purpose other than the purpose specified by the customer. Y ou should note here that the
money held under trust is different from the money received as deposits.

Thelega position of a banker as atrusteeis different from that of adebtor to the
customer. Therelationship isdetermined by the particular circumstancesin each case.
For instance, when a bank receives a cheque from the customer for collection from
another bank, the bank becomesa trusteetill the amount of chequeis realised. Once the
amount is credited to the customer's account, the banker assumes the position of adebtor.

5. Principal-Agent Relationship: Banksperform many agency functions such as collection
of cheques or drafts or bills, collection of interest and dividendson securities, arranging
for remittances and payment of insurance premiums, etc., as per theinstructions of the
customers. In all such cases, the bank is acting as an agent of the customer. In these cases
the position of acustomer is that of the principal and the position of the banker is that of
the agent. Here the bank has to act accordingto the instructionsof the customer.

13.5.3 Dutiesof a Bank

The relationship between the banker and customer creates some obligations on the part of a
bank. The main obligations of the banker towards the customer are asfollows:

1. ObligationtoHonour Cheques. Y ou know that a bank is the debtor of his customer. The.

bank has a statutory obligation to honour the cheques of its customersupto the amount
standing to the credit of the customer's account. If a bank wrongfully refuses to honour
the cheque of its customer, the bank shall be liable to compensatethe customer. This
obligation issubject to some conditions, namely:

Banking
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a) There must be sufficient funds of the customer in the hands of the bank.

b) The funds must be properly applicable for the payment of the customer's cheque.

¢) The cheque must be properly drawn up i.e., it should be complete inall respects.

d) The cheque must be presented for payment within a reasonable time.

e) There must be nolegal bar preventing the payment of such cheques. If the bank has
received any order from acourt or any other competent authority prohibiting
payment, it iS the duty of the bank to obey such orders.

2. Obligation to Maintain Secrecy: The relationship between the banker and customer is of
a confidential nature. The bank must not disclose to any outsider the details concerning

the customer’s account, as such disclosures may adversely affect the credit and business
of the customer. However, a disclosure can be made under the following two situations :
() when the law requires such disclosuresto be made, and (b) when the practices
amongst the banks permit such disclosure.

3. Obligation to Follow Customer's Instructions: The banker is under a legal obligation to
follow the instructions of the customer. Thisis so because there is the contractual
rel ationship between the bank and the customer.

4. Obligation toMaintain Proper Records: The banker is under an obligation to maintain
accurate record of all the transactions of the customers made with the bank.

5. Obligation to give Notice before Closing the Account: If a bank wishesto close the
account of a customer, it must give areasonable notice to this effect to the customer.
Thus, abank cannot close the account of a customer on its own, because it may have
serious consequencesto the customer.

1354 Rightsof aBank
For fulfilling the obligationstowards the customers, bankers enjoy the following rights:

I. Right of General Lien: One of the most important rights enjoyed by a bank is the right of
general lien. Lienisaright of a person to retain goods belonging to another, until the
demands of the person in possession are satisfied. Section 171 of the Indian Contract Act
conferstheright of general lien on the bankers. General lien entitles the banker in
possession to retain goods and securitiestill al its claims against the customer are
satisfied. You should note that the banker can exercise his right of general lien only asa
banker and not asa bailee. Banker's lien is an implied pledge in the sense that if a default
is made by the debtor, the banker can, after giving a reasonable notice to the customer,
sell thegoodsin hispossession and recover the amount. If some valuables are deposited
with abank for safe custody, then it is bailment and the bank cannot exercise the right of
general lien.

Y ou should note thet the right of general lien cannot be exercised in the following cases:

a) When vauablesare deposited for safe custody,
b) When money or documents are deposited for a specific purpose,
¢) When somesecuritiesare left with the bank by mistake,
d) When the property is held by the customer as trustee and the bonk has the notice of
trust, and
€) Whenthereisan express agreement that the bank shall not exercise the right of
generd lien.

2. TheRight of Set-off: Right of set-off is the right of a debtor to adjust the amount due to
him from a creditor against the amount payable by him to the creditor to determine the net
balancepayable by one to another, Likeany other debtor, a bank also hasa right of set-
off. When a customer has two or niore accounts in the same name and capacity in a bank,
the bank has the right to adjust the amount standing to the credit of the customer against
the debit balancein the other account. The bank has a right to combine the two accounts.
For example, Mt X has overdrawn his current account to the extent of Rs.10,000 and he
has a credit balanceof Rs.8,600 in hissavings account. The bank can combine these two
accounts and ctaim the balance of Rs.2,000 after adjusting the credit balance of savings
account ggainst the debit balance of current account.



3. Right of Appropriation: A customer may owe several distinct debts to the bank. When
the customer deposits some money in the bank without specificinstructionsand the
amount is not sufficient to discharge al debts, then the problemarisesas towardswhich
debt this amount should be adjusted. In the absence of any specific instructions, the bank
has theright to appropriate the deposited amount to any loan, even to a time barred debt.
But the banker must inform the customer about the appropriation.

4, Right to ChargeInterest and Commission: The bank hastheimplied right to charge
intereston loans and advances, and aso to charge commission for servicesrendered by
the bank. The bank can debit such chargesto the customer's account.

5. Right to Close the Account: If the bank isof the opinion that an account is not being
operated properly, it may close the account by sending awritten intimation to the

customer.

13.6 TYPESOF BANK ACCOUNTS

Y ou have studied that one of the main function of a commercia bank isto accept deposits of
money from the public. The deposits accepted by abank may be classifiedinto two broad
categories: (a) time depositsand (b) demand deposits. Time deposits are repayable on the
expiry of afixed period of time, while demand deposits are repayable on demand. Therefore,
as shownin Figure 13.1 the main type of accountsin abank are fixed deposit account and
recurring account (for time deposits), savings bank account and current account (for demand
deposits). Let us now see how these accounts are opened in abank and how are they
operated.

Figure131 : Classification of Bank Accounts

Bank Accounts
| : l
Time Deposits Demand Deposits
I I 1 A —
.Recurring | ]Fixed Deposit| | Savings Fund Current Deposit
Account Account Account Account

136.1 Fixed Deposit Account

Thefixed depositsare the most popular form of depositsraised for thebanks. This type of
account ismost suitable for personswho have spare money to invest for long duration but do
not want to invest in risky securities.

Theterm 'fixed deposit' means themoney or deposit is made for afixed period of timeat a
fixed rate of interest. This period may vary from forty five daysto several years. Thisperiod
isdecided by the customer accordingto his convenience. The rate of interest is usually
higher than other types of deposits. The reasonis very clear, because the bank knows that the
deposit money isrepayable only after a certain period. So the bank need not keep cash
reserves more than the statutory requirement against these, thus, the bank can utilisethis
money more profitably. The rate of interest on fixed deposit depends on the period of
deposit, the longer isthe period of deposit, the higher will be the interest rate. The interest
rate is decided by the Reserve Bank of India from time to time and all banks have to follow
that rate structure.

Opening the account: For opening afixed deposit account, the depositor hasto fill inan
applicationform available with the bank. The form contains particulars such as name of
depositor, the amount of deposit, the period of deposit and the specimensignature. The bank
recordsthe rate of interest payable and the due date of repayment, As chequesare not drawn
against a fixed deposit account, the banker need not ask for any introduction or referenceas
to the integrity and respectability of the depositor. After the depositis received by the bank,
an account is opened in the name of depositor in the ledger of thebank and the bank issuesa

Banking
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fixed deposit receipt to the depositor. The receipt is an acknowledgment of the receipt of
deposit by thebank. A deposit receipt is not anegotiableinstrument and cannot be treated as
acheque.

Operation of the Account: Since the money is deposited for a fixed period of time, the
amount cannot be withdrawn before the due date. In this type of account no chegque book and
pass books areissued. The bank issuesonly a deposit receipt.

In practice, the banksallow the depositorsto withdraw their deposit before the due date. In
such casesinterestis paid at the rate applicable to the period for which the deposit has
already run with the bank less oneper cent penalty for premature withdrawal. The depositor
can borrow money against the security of fixed deposit receipt.

Thefixed deposit receiptsare marked 'Not Transferabl€e'. So they cannot be transferred by
endorsement. However, it can beassigned in favour of a third party and such an assignee can
receive the amount provided the receipt is duly discharged and a proper letter of assignmentis
given to suchperson asking the bank to pay the deposit to the assignee on the due date.

When the depositor does not take repayment on the due date, the interest ceasesto incur from
that date, but the banks may, at their discretion, allow interest thereafter if the deposit is
renewed from the date of its maturity till some future date.

If the depositor loses his fixed deposit receipt, he can ask thebank to obtain anindemnity
bond from the customer and a noteto this effect should be madein the ledger.

13.6.2 Current Account

Current accountsare intendedfor businessmen, joint stock companies, public institutions,

etc., whose banking transactionshappen to be numerouson every working day. A current
account is a running and active account which may be operated upon any number of times
during aworking day. Thereis no restrictionon the number and the amount of deposits or
withdrawals from this account. Since theamount from this account i s repayable on demand,
the banks are required to keep sufficient cash to meet such demands. Therefore, the banks pay
no interest on current account deposits. The banks charge incidental chargeson an
unremunerativecurrent account for the work and expensesinvolved in its maintenance.

The main advantageof current account isthat the customersare relieved from the botheration
of handling cash. Third party cheques with endorsementscan be deposited in the current
account for collection and credit to customer's account. Overdraft facilitiesare given in this
type of account and loans and advancesare granted by the bank.

Opening of a Current Account

Whenever any person or agrNotoup of personsor afirm wantsto open a current account
with abank, they have to make awritten request in the prescribed form. The forms contain
the particulars about his name, his address, his tradeor profession, his specimen signature and
references etc. Before opening acurrent account in the name of a person, the bank should
satisfy itself regarding the customer's character, integrity and respectability. For this purpose,
the applicant must be introduced either by a respectable person known to the bank or known
to the staff of the branch. If an account is opened without proper introduction, cases of fraud
or misrepresentationmay occur and thebank and the general public may suffer losses. After
all theabove formalities are over, the bank should receivetheinitial or first deposit from the
customer. When an account is opened, the bank suppliesto the customer a 'Pay-in slips
book’, achegue book and a passbook. Now in place of the passbook, the banks send to their
customers every month astatement of account showing therein the transactions that have
taken place during the month. f

Operation of the Account

A customer can deposit money or chequesin his account by filling up the requisite pay-in
dip. Whenever he wantsto withdraw money or wants to make payment to some one, it is
done by issuing a cheque. The customer should check up the entries in the pass book or
statement of account with the counterfoilsin his possession.



13.6.3 Savings Bank Account

A savings bank account is opened and operated by people who wish to save a part of their
income for his future needs and also earn some interest on his deposits. This type of account
isintended to promote the habit of saving among depositors, therefore, some restrictionshave
been imposed on the number and the amount of withdrawalsfrom this account. The banks
allow interest on the minimum balance standing to the credit of an account during the period
from the 10th day of the month to the last day of every month.

Opening a SavingsBank Account

The procedure of opening a savings bank account is similar to the procedure of opening a
current account. For opening a savings bank account, the customer has to fill up the
prescribed form, giving details about his name, address, occupation, etc. Before opening the
account, the bank should seek proper introduction to satisfy himself about the integrity and
respectability of the applicant. The bank should obtain specimen signatureof the applicant.
Thisaccount can be opened by depositing a minimum balance prescribed by the bank. The
bank then opens an account in his ledger and provides the customer with apay-in slip book, a
cheque book (if customer wants) and a Pass Book.

Operatingthe SavingsBank Account

A customer operates thisaccount through these documents - apay-in slip (for depositing
money in the account), a cheque or withdrawal form (for withdrawingor payment to others)
and a pass book. When a chegue book is issued to a customer, heisrequired to maintain a
minimum balance in his account. Interest is payable on the minimum balance accordingto the
rates prescribed by Reserve Bank of Indiafrom time to time.

13.6.4 RecurringDeposit Account

Recurring deposit accounts are meant for people who have regular monthly incomes. This
type of account is intended to encourage the habit of savings among depositors on a regular
basis.

In this account, the depositor deposits a fixed sum of money every month for an agreed
period and at the end of the specified period, he gets back the amount deposited together with
the interest accrued thereon. The amount deposited in this account are in the multiplesof
Rs.10. The period for which arecurring account is opened variesfrom one year to ten years.

Asthereisaregular deposit of money into thisaccount and as thereis no withdrawal from
this account before the expiry of the fixed period, the banks can utilise this money profitably.
Therate of interest is higher than in asavings bank account,

The pass book isto be presented to the bank every month when adeposit is made, so asto
enable the bank to record the deposit therein.

If adepositor isin need of money before the due date, the bank can on his discretion, repay
the amount. Generaly, instead of repaying the deposit amount, the bank grant aloan to the
depositor against the security of his recurring deposit account. The bank chargesinterest on
such loan at a rate which is one per cent. higher than the rate of interest applicableto the
particular recurring deposit.
N

Check Your Progress A

1. Whatis a Bank ?

..................................................................................................................................................

...................................................................................................................................................

...................................................................................................................................................
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3. Definethe term 'Customer'.

...................................................................................................................................................
---------------------------------------------------------------------------------------------------------------------------------------------------

4. What istheposition of the bank in the following cases:

(a) B depositsa bar of gold for safe custody.
(b) B depositsRs.10,000 with the bank, directing the bank to buy Unitsfor him.
(c¢) B depositsRs.10,000 with the bank in fixed deposit account for one year.

5, Enumeratethe important dutiesof a bank.

--------------------------------------------------------------------------------------------------------------------------------------------------
...................................................................................................................................................

...................................................................................................................................................
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...................................................................................................................................................

...................................................................................................................................................

8. State whether the following statements are True or False:

1) Banksaccept depositsfor the purpose of lending or investment.
i) A company accepting depositsfrom the public to raise resources for its own use can
also becalleda bank.
iii) The bank hasan obligation to refund deposits on demand.
iv) ReserveBank of Indiahasthe soleright of note issue.
V) The relationship between abanker and customer isprimarily that of debtor and creditor.
vi) Introductionis necessary for opening a savingsbank account.
vii) A bank can disclosethe positionof acustomer's account to any one.
viii) Therateof interest is the maximum in the case of current account deposits.

13.7MODES OF MAKING PAYMENTS

Y ou have learnt that money deposited in an account is repayable on demand. The bank shall
make the payment only when a demand is made. A demand can be made by writing acheque
on the bank. Similarly bank drafts are also useful for payments. Banks perform another
importantfunction of remitting money from one place to another. Let us now study the
meaning and rulesrelating to variousinstruments used for payments through banks.

1371 Cheques

According to Section 6 of Negotiable InstrumentsAct, 1881, A cheque is a bill of exchange
drawn on a specified banker and not expressed to be payabl e otherwise than on demand'.
From thisdefmition itis clear that acheque is an instrument in writing, containing an
unconditional order to a bank to pay a certain sum of money on demand to a specific person
or according to his order or it may be made payableto the bearer of the instrument. There are
three partiesto a cheque - drawer, draweeand the payee. A drawer is the person who has an
account in the bank and who is writing the cheque. A draweeis one on whom the chequeis
drawn, heisliable to make the payment. In case of a cheque paying bank is the drawee. A
payee isthe person to whom the amount of chequeisto bepaid, If the chegue is made
payableto “self”, the drawer himsalf becomesthe payee. ‘

A cheque may either be a bearer chequeor an order cheque. A bearer cheque isone where the
payment can be had by the personwho is presenting the cheque to the bank for payment. A
bearer cheque can be transferred from one person to another by mere delivery only i.e., just
like cash payments. On the other hand an order chequeisone which is payableto a certain
person or hisorder. In an order cheque, the payee must be named. An order cheque cannot be
transferred from one person to another by meredelivery. It requiresthe endorsement of the



A cheque is not meant for indefinite circulation. It must be presented for payment within six
months of the date appearing on the cheque. If a cheque remains in circulation for a period
exceeding six months from the date of issue, it istermed as a" stale cheque'™ and the bank
must dishonour such chegues.

If acheque bears adate which isyet to come is termed as a post-dated cheque'. A post dated
cheque does not become invalid. It isvalid and negotiable. But it is not payable until the
arrival of the date written on it. The banks do not make the payment of a post date cheque
because the written order isto be honoured on or after the date mentioned on the cheque.

In order to ensure the payment by cheque absolutely safe, the cheques are crossed. Crossing
of a cheque means drawing across the face of the cheque two parallel transverse lines with or
without the words ™ And Company"* between the lines. Crossing can be hand written or
stamped. When a chegue is crossed, its payment cannot be received at the counter but it is
always deposited in the account of the payee.

The paying banker should make the payment of acheque according to the instructions
mentioned on the cheque. The paying banker should not deviate from those instructions. If
the bank pays a stale cheque or pays a post dated cheque before the due date, the bank shall
not receive the statutory protection. The paying banker should always make the payment in
good faith and without negligence.

13.7.2 Drafts

Commercial banksare very useful for remittance of funds from one place to another through
the network of their branches spread over the entire country. For remitting money from one
place to another, banks issue demand drafts on their branches &t the place where payment isto
be made. It isissued on the request of a customer who has to make a guaranteed payment.

Section 85A of the Negotiable Instruments Act defines abank draft as ' an order to pay
money drawn by one office of abank upon another office of the same bank for asum of
money payable to order on demand”. A bank draft is, thus, a payment instruction similar toa
chegue and is always drawn by one branch on another to pay a specified sum of money to the
person named therein or his order. Y ou must note that a draft is always payable on demand
and it cannot be made payable to bearer. It can be crossed like a cheque.

A bank issues a draft for consideration received in advance. The person who intends to remit
money has to make an application on the bank's prescribed form showing the necessary
particulars such as the name of the payee, name of the place on which draft is required,
amount in words and figure, signature and full name of the applicant with address. The
issuing bank charges a commission for rendering this service and theamount of commission
depends upon the amount to be remitted. The purchaser then sends the draft to the payee by
whom the draft is presented to the drawee branch for payment.

Y ou must have noticed that there are three partiesto abank draft: (a) the issuing branch or
drawer, (b) paying branch or drawee, and (c) the payee. It means that the purchaser of the
draft is not a party to the instrument. It isto be noted that this service is extended by banksto
public in general and the purchaser of the draft need not necessarily be a" customer” i.e., an
account holder of the bank.

Stopping payment of Bank Dr aft

A bank draft isthe issuing bank's commitment infavour of the payee to pay a certain sum of
money. Though the bank gives the undertaking at the instance of the purchaser of the draft,
who gives due consideration for the same, but a bank draft is equivalent to the bank's
promissory note and is accepted because of the credit and faith in the bank which isissuing
the draft. The bank should not, therefore, comply with 'stop payment' instructions of the
purchaser of the draft asreadily as that of the drawer of a chegue.

If the bank draft is passed on to the payee, he acquires aright in the instrument which cannot
be set aside by 'stop payment' instructions of the purchaser. Thus, it is clear that the
purchaser of the draft can ask the bank from which he has purchased it to cancel the draft and
pay back the money to him at any time before the draft has been delivered to the payee.

Banking
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Business Services 13.7.3 StandingInstructions

Sometimesa customer givesinstructionsto his bank to make some payments on his behal f
regularly and such instructionsare to be carried out till a notice to the contrary is given by the
customer. Such ingtructions are called standing I nstructions. Some of the standing instructions
are - payment of insurance premiumto LIC, membership subscription to clubs, transfer of
funds from one account to another, collectionof pensionon behalf of account holder,
collection of intereston Government Securitiesheld in safe custody, collection of dividends
on behalf of the customer, etc.

Such ingtructions which are obtained from the customer in writing, must be clearly and
unambiguously worded. The bank is free not to accept standing instructions which are
difficult to comply with, but once they are accepted, it istheduty of the bank to carry out the
instructionscarefully and promptly. Once the standing order mandate has been accepted, no
further action is required by the customer except that he must keep sufficient funds in his
account. It isthe bank's duty to pay only on thedue date. If funds were insufficient to makea
payment on the due date, there is no obligationto the customer in respect of that month's
payment.

Check Your ProgressB
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5. State whether the following statements are True or False:
i) A chequeisdways payableon demand.
i) Anorder cheque can be transferred by meredelivery.
iii) A chequebecomesstal e after eight months.
iv) A chegue bearing Account Payee crossing canbe negotiated.
V) A bank draft is drawn by one bank uponanother bank.
vi) The purchaser of the draft is not a party to the instrument
vii) The bank shal not be liablefor not following standing instructions.
viii) A bank draft cannot be drawn payable to the bearer.

13.8 ADVANCES

Y ou learnt that oneof thebasicfunctionsof a bank isto lend money. The mgjor portion of
the funds mobilised by banks through depositsis employed by way of loansand advances.
Advances form the main source of income for a bank. Asyou know, bank advances enable

: ” trade, commerce, industry and agricultureto meet their financial requirements. The banks




follow a cautious policy in advancing loans. Primary concern of abank asa lender should be
'safety’ and 'liquidity’ of advances. Besides, banksalso need a good return from the
employment of their fundsto meet their expenses. Thisis known as'profitability’. Banks
have to maintain a balance between liquidity and profitability in such away that they should
be ableto meet the demand of depositorsfor cash and at the same time eamn sufficient profit
from the advances.

Naturally the banks should not lock up thefundsin few investmentsfor along period of time
Thisisrisky from the point of view of safety of investments. There is common saying that
oneshould not put al eggs in one basket. Banks provide varioustypesof advancesto its
customersaccording to their needs and repaying capacity. The advances may bein any of the
following four forms: (1) loans, (2) overdrafts, (3) cash credits, and (4) discounting of bills.
Let us briefly discuss about them one by one.”

13.8.1 Loans

A loan isafinancial arrangement under which an advanceis granted by the bank to the
borrower on a separate account called theloan account. When aloan is granted against
security or otherwise, the entire amount of loan is paid to the borrower in lump sum either in
cash or by transferring the amount to his account in the bank. Whenever borrower repays
some money, the loan account is credited by that amount and the loan account is debited with
the amount of interest and incidental charges. Interestis charged on the whole amount of loan
sanctioned, irrespective of the amount actually withdrawn by the borrower. However, the rate
of interest on loan is dlightly lower than that charged on an overdraft and a cash credit.

Loans are sanctioned for short, medium and long periods. Loans repayable within a period of
oneyear are called short term loans. They are suitable to meet the working capital needs of
the businessfirms. Loans repayable within a period ranging from one to five years are termed
as medium term loans and such loans are granted to finance expansionand devel opment
plans. Commercia banks normally grant short term and medium term loans only. When a
loanis given for more than five years, it is called along term loan.

Theloansto individuals are granted on the basis of personal security and guarantee by
another person. Loans to trade, industry or agricultureare granted against tangible and
intangiblesecurities. A secured loan or an advancesmeansaloan or an advance madeon
the security of assets, the market value of whichis not at any time less than the amount of
such loan or advance.

Thebanks prefer to grant loans because of the following three reasons: (1) the bank can
collect interest on the entire amount of loan sanctioned, (2) it involvesvery little accounting
work, (3) the bank can review the loan account periodically. The main drawback of theloan
systemisthat every timealoan is needed, it isto be negotiated afresh. Further, the banks
have no control over the use of funds borrowed by the customer.

From the point of view of the borrower, the big advantage of taking aloan isthat money will
alwaysbe available over the agreed period and cannot be recaled as a result of restrictions
imposed on bank lending. However, the main disadvantageto the borrower is that he is
required to pay interest on the entire amount of loan, whether he has actually withdrawn the
amount or not.

13.8.2 Overdraft

An overdraftis afinancial arrangement under which a current account holder is permitted by
the bank to withdraw more than the credit balance in his account, upto an agreed limit. Thus,
by nature, it is atemporary financial accommodation to be made use the customer
occasionally. The overdraft facility is given to those who have a current account with the
bank and whose business relations with the bank continue to be good. Besidesthat, bank aso
considersthe business of the customer, his reputation, how far'the arrangementwill help the
customer to improve hisbusiness, and ability to repay the money to the bank.

An overdraftis granted either against collateral securities or against the personal security of
the borrower. An overdraft arrangement is very advantageousto the borrower as interest is
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charged on the amount actually overdrawn by him. But it is not advantageous to the bank
because, while he can charge interest on the amount actually overdrawn, he is required to
keep at the disposal of the customer the full amount of overdraft sanctioned. In order to
protect the interest of the banker agreementa minimuminterest clause isincluded in the
agreement, which requires the customer to pay aminimum rate of interest on the sanctioned
amount of overdraft, if the overdraftisnot utilised fully.

Bank should bevery careful whilegranting overdraft facility to a customer, because in case
of default by the customer to repay the overdraft, the bank hasto go through long legal
formalities. In order to be safe, the banks generally obtaina promissory note from the
customer.

13.8.3 Cash Credit

Cash creditis themain method of lending by banksin India. Cash Credit is a financial
arrangement between the bank and the customer under which a bank allows his
customer to borrow money upto acertain limit against the security of tangible assets or
guarantees. Theamount is credited to a separate account and the customer is allowed to
operate the account.

Inthe case of cash credit, the borrower need not withdraw the whole amount at once. He can
withdraw the amount in instalments as and when needed. Further, ke can deposit intothe
account any surplusamount which he has in his hands. Thus, you note that it isan active
running account to which deposits and withdrawals may be effected frequently. However, the
debit balancein a cash credit account on any day should not exceed the cash credit limit. A
cash credit is usually amore permanent financial arrangement than an overdraft.

Inthe case of cash credit, interest is charged not on the amount of cash credit sanctioned to
him, but on theamount actually utilised by him for the actual period of utilisation.

Though the cash credit arrangement is very popular with borrowers, it is disadvantageous to
the bank. While bank can chargeinterestonly on the actual amount utilised by the borrower,
but he has to keep at the disposal of the borrower the entire amount of cash credit sanctioned.
For thisreason, there isa provision of charging commitment charge on the unutilised portion
of the cash credit limit. Normally, the minimum interest clauseis includedin the cash credit
arrangement. However, it isvery difficult for the bank to verify the end-use of the loan.

13.8.4 Discountingof Bills

Discounting of bills of exchangeisanotherimportant form of lending. Under this system
the bank takes a bill of exchange maturing within a shert time, say 60 daysor 90 days
and credits the customer's account with theamount of the bill after some discount. The
bank waits upto the date of maturity of the bill and presents it on the date of maturity to the
drawee for payment. Since the bank has to wait till the date of maturity, the banks charge
interest for the remaining duration of the bill and thisamount is known as 'discount’. For
example, abill of Rs.5,000 payable after 3 monthsisdiscounted @6 per cent, the bank will
credit the customersaccount with Rs.4,925 only.

Banks normally accept only such bills which are considered eligible for discount under the
directions of Reserve Bank of India. The billsmostly discounted are documentary billsi.e., a
bill of exchangeaccompaniedby documentsof title to goods. In case the bill is dishonoured
on the due date, the bank recoversthe amount of the bill together with interest and other
charges from the customer. The bank hasto take care that the dishonoured bills are
immediately sent to the customer to enable him to take the necessary legal action.

The main advantage of discounting of hillsis that, though the bank has no tangible assetswith
it as security, the bank can recover the full amount of the bill from the customer by debiting
hisaccount. Itisamethod of short-termfinancing. The bank is certain that after the stated
period, the amount will be realised, so the bank can utilise its funds mwre profitably.

Y ou notice from the abovethat discounting of billsisamethod of financial accommodation
by the bank to the customer. It helpsthe customer to carry on hisbusiness smoothly without
bothering about the problem of money.




139 M ODES OF CREATING CHARGE Banking

Whilelending money, the bank has to keep three principlesin mind viz., liquidity, safety and
profitability. In order to minimise risksin advancing money, banks usually insist on good
security and would like to create a charge on the tangible assets of the borrower infavour of
thebank. When a chargeis created, the bank gets certain rights on the tangible assets. In case
the borrower fails to repay the advance, the bank can recover itsmoney by disposing of those
assets in the market. The important methods of creating acharge are: (1) pledge, (2)
hypothecation, and (3) mortgage. Let us now study them briefly.

139.1 Pledge

Section 172 of the Indian Contract Act defines pledge as “a bailment of goods assecurity
for payment of a debt or performance of a promise™. So, a pledge isa contract whereby
aborrower delivers hismovable property to thelender as asecurity for theloan on the
understanding that the property pledged will be returned to the borrower on repayment
of the debt. The borrower who pledges the property iscalled the'pledged’ or '‘pawner’ and
the person with whom the property is pledged is known as'pledgee’ or 'pawnee'.

From the above, you must have understood that delivery of goods and return of goods are the |
two essential features of pledge. Delivery of goods may be either physical delivery or :
constructive (symbolic) deliveiy. When the pledgee puts his own lock on the godown or ';
when the keys of thelock are handed over to the bank, it amountsto delivery of goods. !
Similarly, handing over the duly endorsed documents of title to goods like railway receipt,
bill of lading, etc., amount to delivery of goods.

While accepting a pledge as a charge, the bank should ensure that the contract isin writing to
minimise the misunderstanding of the terms. The contract should be completein all respects
and should incorporate al the usual clauses of pledge. It is advisablefor the bank to get a
declaration from the borrower to the effect the goods deposited with the bank are left asa g
security for the advance. The bank should see that the borrower has avalid title to the
property pledged. The bank should ensure that the goods are kept safely in the godown. It is
desirablethat the bank should ensure goods against theft, fire, riot, etc.

Y ou must remember that when goods are pledged, only the possession over the goodsis
given and not the ownership. The pledger or the borrower continues to be the owner of ihe

property.

If the borrower failed to repay theloan in time, the bank has aright to file asuit against the
borrower for the recovery of the amount, and retain the goods as collateral security. But since
thisis alengthy process, the banks are given the right to sell the pledged goods and recover
their money. But before selling the goods, the bank must give areasonable notice to the
borrower about his intention to sell the goods.

If the proceeds of sale are less than the amount due, the borrower is still liableto pay the
balance. But if the proceeds of sdeisin excess of the amount due, the bank has to pay the
surplusamount to the borrower. In case the goods are sold without giving a reasonable notice
to the borrower, the sale cannot be set aside, but the bank will become liableto the borrower
for damages.

From the above, it must be clear to you that for securing a charge on the property, the
method of pledgingis very simple and therefore, itis very popular. It should also be noted
that theright to retain the goods pledged is applicable only in case of aparticular debt for
which the goods are pledged. The bank has no right to retain the security, as security for other
debts owned by the borrower.

13.9.2 Hypothecation

Hypothecation is amode of creating charge on goods or related documents without the
surrender of possession of goods. According to Prof. Herbert Hart, "' Hypothecationis alegal
transaction whereby goods may be made availableas security for a debt without transferring
"ither the property or the possession to the lender".
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Hypothecation isresorted to such caseswheretransfer of possession of the property from the
borrower to the creditor iseither impracticable or inconvenient. For example, if the borrower
wantsto borrow on the security of motor vehicle, whichis being used as a taxi, it shall not be
advisable to pledge the vehicle with the bank, as it will deprive him of his livelihood. In the
case of hypothecation, an equitablechargeis created on the goodsfor the amount of debt but
the hypothecated goods actually remain in the physical possession of the borrower. The
borrower who hypothecatesthe goodsisknown as 'hypothecator' and the lender is termed as
'hypoihecatee’.

Generally, hypothecationis done by the borrower by executing a document called a 'letter of
hypothecation' in favour of the lender. In thisletter it is stated that the said goods or property
are at the order and disposition of the lender until the debt is cleared. It also empowers the

lender to sell the hypothecated property in the event of default or repayment by the borrower.

As the hypothecated goodsremain in the possession of the borrower, thereisconsiderable
scope for fraud. The samegoods may be hypothecated with another person. It isa risky
method no doubt. That iswhy thisfacility is granted to parties of unquestionable integrity and
honesty. Even then the banker should obtain adeclarationfrom the borrower to the effect
that the goodsare not hypothecated earlier with some other lender and that the borrower hasa
clear title to the property hypothecated. The bank should carry out regular inspection and
physical verification of the hypothecated goods.

13.9.3 Mortgage

When immovable property like land and building is offered as security for debt, a charge is
created thereon by meansof a mortgage. A mortgageisthe transfer of the interest in a
specificimmovabl e property by one person to another for the purpose of securing an
advance of money. Thetransferoriscaled ‘'mortgagor’ and the transferee isknown as
'mortgagee’.  The advanceof money in respect of which the mortgage is effected is called
the *mortgage money' and the instrument by which the mortgageis effected iscalled the
'mortgage deed'.

In a mortgage, the possession of the property need not always be transferred to the
mortgagee. Usudly, it remains with the mortgagor. Since the mortgagee gets theinterest in
the property, he has aright to sell of the property and recover his loan. When the borrower
repays the amount of loan together withinterest, the interest in the property isre-conveyedto
the mortgagor.

While acceptinga mortgageas a charge, the bank should ensure that the borrower has avalid
title to the property and this can be doneby examining the original title deeds. The bank must
not part with thetitle deedsto the borrower when the mortgageispending. If the advance
against mortgage isgivento ajoint stock company, then the charge should be registered with
the Registrar of Companieswithin 30 days of the creation of the charge. The mortgaged
property should be inspected periodicaly to ensurethat it isin good condition. If the property
mortgaged is building, the bank should ensure that it is insured against fire, riot etc.

There are severa forms of mortgage. They are (i) simple mortgage; (ii) Usufructuary
mortgage; (iii) English mortgage; (iv) Mortgageby conditional sale; (v) Equitable mortgage
or mortgage by deposit of title deeds and (vi) anomalous mortgage.

1310 OTHER BANK SERVICES

Apart from performing the main functions of accepting deposits and granting advances, the
banks have started performing various other servicesto the customers. Such other services are
asfollows:

1. Collection of money on behalf of customers: A bank undertakes the responsibility to
collect money on behdf of hiscustomers,Banks collect cheques and bank drafts, and
credit the proceedsto the customers accounts. Banks also collecthills of exchange,
promissory notes, postal orders, interest and dividend warrantson behalf of the
customers. Bankseven collect thesalaries of hiscustomersfrom their employers, when



they are away from their place of employment or are on leave. They often collect pension
of the customersfrom their fonner employers and credit it in their account. At times, the
banks collect even the rent due to the customer from his tenantsand credit the amount to
their accounts.

2. Leasing: A leaseisthe use of an asset which belongsto some other person. In alease
contract, the possession and use of asset vests with the user called the 'lessee, whereas
the ownership remains with the provider called the'lessor’. In simplewords, leasing isa
system by which a person gets theright to use an asset by paying a predetermined
amount of money called 'rental’ periodically over a period of time.

The banks have undertaken this businessin a big way. The main advantage of leasing to a
businessis that, although the legal title of the asset remainswith the leasing company,
oncethe first rental has been paid, the business firm gets the physical possessionof the
asset to put it on operation. has complete use of the asset without having to finance its
acquisition out of its own valuable resourcesor to seek aloan to cover the cost. In this
arrangement business firm need not spare the financia resources a atime to acquire the
asset or seek a loan to cover the cost.

3. Tax Consultancy: Thisservice is of arecent origin and provides advice on income tax
and other personal taxes such as capital gains tax, wealth tax, etc. The bank's tax
department offers advice on tax matters which consist of preparingthe customer's annua
statement of income and expenditure, claiming allowancesas permitted, claiming the
rebates, etc. The tax department also advises tlie customersas to how to arrangetheir
affairsto the best advantage to themselves. The bank advisesthe customer regarding life
insurance and other investments so as to reduce the tax burden.

4. Merchant Banking Services: Until afew yearsback this service was confirmed to few
larger banks. But now it has become part and parcel of business of almost every bank.
Thisservice comes under rendering non-banking services to industrial and business
houses. For this purpose banks have set up merchant bankingdivisions.

Merchant banking division of a bank offersto industrial and businesshouses, under one
roof, awide range of non-banking services such as conducting of economic, technical and
financial feasibility studies. It helpsin undertaking market surveys, It helpsits clientsto
obtain from the Government and other departments|etters of intent, licences and
permission required for setting up theindustrial projects. Thisservice also includes
advising the clients as to the methodsand terms of raising capital, organisingthe public
issue arranging for the underwriting, etc.

5. lIssuing of Credit Cards: Credit cardsareissued by banksas amethod of making
payment without using a cheque. Credit cards providesinstantaneous credit facilitiesto
the card holder, The card holder can buy goods and servicesimmediately but paying for
themlater. A specially designed plastic card is issued to the card holder on which the
name of the holder, name of theissuing bank, card number and hisor her signaturesare
inscribed.

Each card holder isgiven a credit limit on his credit card account. Payment for goods and
servicesthrough credit cards be made at establishmentswhich are members. Such shops,

' hotels, travel agencies, railwaysairlines, etc., usually display the signs of tlie credit cards
accepted by them.

Wl|1en acard holder makes purchases against tlie credit card, heis required to sign the sales
vouchei. The shop-keeper prepares the sales voucher which containsal detailssuch as name
of the credit card holder, credit card number, date of transaction, value of sales made or
servicesrendered. Then the shop keeper compares the signature of thecredit card holder in
the sales voucher with specimen signature on the card. On being satisfied with its authenticity
of the signature, he gives a copy of the voucher to the card holder and hands back the card.
The retailer sends his copy of the sales voucher to the issuing bank for payment and receives
the payment. After the payment is made the bank debits the account of the credit card holder.
Each month a statement is sent to the card holder giving details about the transactions made
by him. The card holder can make the full payment or he can pay a certain minimum amount
and can carry forward the remaining balance to the next month, for which bank chargesa
certain amount of interest. Thus, tlie card holder getsthe facility of credit.
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The credit card systemis advantageousto the businessestablishmentsin terms of increased
sales turnover, assured payment, less bad debts, etc. Credit card businessis also profitable
for the issuing bank, as it gets commissionupto 4% on each transaction.

Business Services,

The credit card holder isinsured by the bank upto certain limits. Banks also permit the card
holder to withdraw money fromt any of it branchesall over the country. In the case of the
banks which have automaticmoney withdrawal counters called 'Any Time Money (ATM)’
card holders can withdraw money, round the day. Whenever the card holder wants to
withdraw cash through ATM, he hasto feed in his persona identity number alongwith the
card, and can get cash. However, at present thefacility of ATM isavailable only in major
citieslike Delhi, Calcutta, Bombay, Madras, Banga ore, etc.

Now most of the banks have introduced computers to facilitatethe customers. For speedy
cheque clearing, Magnetic Ink Character Recognition (MICR) cheques are used. Under this
system cheques are processedat high speed on machines. So 'with computerisation the work
isdone quickly. The energies of the bank staff can be utilised towards more productive,
innovative and developmental areas. All this put together will contribute towards greater
business devel opment, higher productivity and much greater customer efficiency.

Check Your ProgressC

1 What isthedifferencebetween Overdraft and Cash Credit ?
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6. State whether the following statementsare True or False.

i) Loansaresanctionedfor short term only.
ii) The borrower hasto pay interest on the entire amount of loan.
iii) The raeof intereston loanis slightly lower than that charged on an overdraft.
iv) Cash credit isan active running account.
v) Discountingd billsisamethod of long-term financing.
vi) Incaseof pledge only possession isgiven not the ownership.

vii) In caseof Hypothecationthe goodsare handed over to the bank.

viii) Movable goods can be mortgaged to the banks.
iX) Credit cardsareissued by retalers.

13.11 LET US SUM UP

Bank isan ingtitution which accepts deposits from public which are repayable, and lends the
money to thosewho need it. Banksmay be commercial banks, co-operative banks, Land
Development Banks, Rura Banks, Industrial Banksand Central Bank.
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Banks play avery important role in the economic development of the country. They
encourage habit of savings among people. We can make paymentseasily and safely through
banks. Banks provide different types of credit facilitiesto its customers. Money can be
remitted to a far of places with the help of banks.

A customer is one who has an account with a bank. The relationship between the banker and
the customer is of acontractual nature whereby the banker is the debtor and the customer is
the creditor. When bank accepts goodsfor safe custody, then the relationship is thet of the
bailor and bailee. Banks perform many agency functionson behalf of its customerssuch as
collection of cheques and drafts, payment of insurance premiums, tc.

The bank has some obligations towards its customers. The most important obligation is to
honour the cheques of its customers. The bank is under an obligation to maintain utmost
secrecy about the position of the customer's account. But under certain circumstancesthe
bank can disclose the position. The bank must follow the instructionsof its customer. It is the
duty of the bank to maintain accurate records of al transactionsof the customer with the
bank.

The Indian contract Act has given the right of general lien to the banks. The banks can retain
any property of itscustomer till its claims are satisfied. The bank has the right to combine the
two accountsof acustomer to determine the net amount outstanding. Though banks allow
interest on the credit balance, it has theright to chargeinterest on loans, overdrafts, etc.

Broadly, three types of accounts can be opened ina bank viz., fixed deposit account, current
account and savings bank account. Fixed deposit account is meant for those who have spare
money and who wants to earn without taking any risk. The amount of depositisrepaid by the
bank with interest on the expiry of pre-deteimined period. A current account is suitable for
businessmen who can deposit and withdraw money from their account as many timesas they
like, provided they have credit balance in their account. A savingsbank account is meant to
encourage the habit of savings.

The banks advance money in the form of loans, overdrafts, cash credits and discounting of
bills. The banks lend money for short term, medium term and long-term. While advancing a,
loan, the banks have to ensure that it will be paid back. the banks keep in mind the three
pointswhile lending money - liquidity, safety and profitability. The banks generally create
some charge on the tangible assets of the borrower. It ensures that in case the borrower makes
adefault it can recover money by selling the property. The different methodsof creatinga
chargeare - pledge, hypothecatfon and mortgage.

In case of pledge of goods, the goods remain in the possession of the bank. The bank gets the
right to recover the money by selling the pledged goods in the market. But before selling the
goods, a reasonable notice hasto be given to the borrower. In case of hypothecationaf goods,
the goods are allowed to remain in the possession of the borrower, only an equitable chargeis
created on them. The practice of mortgage is adopted when immovable property is offered as
asecurity. In case of mortgage, the possession isnot transferred but the bank gets the general
interestin the property and so the bank can sell the property to recover the money.

Besides providing |oans and advances, banks also render some other useful services. They
collect money on behalf of customers and make payments accordingto their instructions.
Banks have entered into the leasing business al so. The banks provide merchant banking
services to itsbig customers. The banks have introduced the credit card facility for its
customers whereby the customer can make purchases without paying cash immediately.

13.12 KEY WORDS

Bank: An institution which accepts deposits from public repayable on demand and invests or
lendsthe money. It aso provides various other services to its customers.

Customer: A person who has an account with the bank.

General Lien: Right to retain any property belonging to the other till all duesare cleared.
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Cheque: An instrument used for withdrawing money from bank. It isan unconditional order in
writing on the specified barnk by its customer, instructingthe bank to pay the amount specified
therein to the person named therein or to hisorder. \

Pass Book: A book supplied by the bank to its customers showing his transactions with the
bank. '

Standing Instructions: Instructions to the bank for making certain payments and collections
regularly on behdf of the customer.

Bank Draft: Aningrument drawn by one branch of a bank upon ancther branch of the same
bank, directing the other branch to pay the amount mentioned therein to the person named or to
his order.

Overdraft: Anarrangement betweenthebank and itscustomer where the customer can withdraw
framthe bank more money thanis availablein hisaccount.

13.13 ANSWERSTO CHECK YOUR PROGRESS

A. 4)(a) bailee (b) anagent (c) debtor
8) i) True ii) False iii) True iv) True v) True vi) True vii)False viii) False

B. 5)i) True ii) False iii) Fdse iv)Fdse v) Fdse vi) True vii) Falseviii) True

C. 6)i) Fdseii) True iii) True iv) True v) Fsevi) True vii) False viii) Falseix) False

13.14 TERMINAL QUESTIONS

Define theterm " Banker. Explain briefly the functions of a modem commercial bank.
Who is acustomer ? When does a person become the customer of abank ?
Explain briefly the varioustypesdf banks.
What isthe relationship between abanker and hiscustomer ?
"The rel ation between a banker and customer isprimarily that of adebtor and creditor".
Discuss.
Explain the nature of banker's right of lien.
Explaintherightsand obligetionsd abank.
Discuss variouswaysin which acommercia bank rendersfinanciad assistanceto
business.
9. "Discussthe various modesdf creating charges.
10. Distinguish between:
i) Pledge and Hypothecation
ii) Hypothecationand Mortgage.
iii) Loanand Overdraft
iv) Cash Credit and Overdraft

S AN

Note: Thee queﬂiohswill hdp you to understand the unit better. Try to write
answersfor them. But do not submit your answersto the University for
assesament. Thesearefor your practiceonly.
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140 OBJECTIVES

After studying this unit, you should be able to:

definebusinessrisk and explain the pervasivenessof risksin business

identify varioustypes of businessrisksand state the process of risk
management

defineinsuranceand identify insurableand non-insurable businessrisks
state the components of an insurance contract and the legal aspectsof insurance

explain variouskinds of insuranceand identify their suitability for different
purposesin business.

141 INTRODUCTION

Asyou know that all human activitieswhich eliminatethe hindrancesand facilitate
the flow of goods from producersto consumers come under 'aids-to-trade’ or
'auxiliaries to trade'. The wholerange of activitiescoming under aids-to-tradeare
classified under five categories viz., transportation, warehousing, insurance,
advertising and banking. Y ou have already studied about advertising in Block 3and
about transportationand warehousingin the previous unitsin this block. Inthis unit
you will study about insurance. This unit discussesin detail the meaning and types of
businessrisks, and variousaspects of insurance such as meaning, contract, legal

aspects, and types.

142  WHAT ISA BUSINESSRISK

Theterm'risk’ has been defined by different peoplein differentways. For this
reason there is no single standard definition of thisterm which isuniversally used.
Thetermis used to refer to (a) an insured object such asahomeor acar, (b) a peril
suchasfire or earthquake, (c) the probability of an event which may causeloss, (d)
the lossitself, (€) the hazardous condition, (f) the variationin the outcome that could
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