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7.1

LEARNING OBJECTIVES
After going through this unit, you will be able to:

z discuss the meaning of Banking
z explain the recent development in Banking sector in India
z describe corporate banking and retail banking
z describe international banking and
z describe rural banking

5.2

INTRODUCTION
In this unit we are going to discuss about Banking and its

development in India. There is no agreement among the economists as to
the origin of the word ‘Bank’. Now, in the following sections we are going to
discuss the meaning of ‘Bank’ and then after our discussion on the different
aspects of banking in the end of this we will get as fair idea on the concept
of different banking types i.e. corporate banking, retail banking, international
banking and rural banking.
1

7.3

EVOLUTION AND MEANING OF BANKING
The origin of the word ‘Bank’ can be trace to a German word “Banck”

which means joint stock fund. And from this word an Italian word “Banco”
which means Heap of Money was coined.
But some believe that, the word “bank” is derived from a French
word “Bancus” or “Banque” which means ‘bench’ where valuables are kept.
But now-a-days the common people use the word “Bank” which is an English
word that it means an institution accepting money as deposit for lending.
In India, the various banks are regulated by Reserve Bank of India and under
the Banking Regulation Act, 1949, “banking company” may be defined as a
company which transacts the business of banking in India [Section 5(c)].
So, from the above, we can say that, a bank is an institution which deals in
money and credit.
According to Section 5 (1) (b) of Banking Regulation Act, 1949,
“Banking means accepting for the purpose of lending or investment, of deposit
of money from the public, repayable on demand or otherwise and withdrawal
by cheques, draft, order or otherwise”.
According to Section 5 (1) (c) of Banking Regulation Act, 1949
defines banking company as, “any company which transacts the business
of banking in India”.
We will understand banking in a better way by the following features:
a.

Deals in Money: A bank is an institution that accepts deposits in terms
of money from the public and helps them by offering loan in terms of
money to the needy people.

b.

Deposits must be withdrawable: The deposits (except fixed deposits)
made by the public must be withdrawable by cheques, draft etc.

c.

Creation of credit: The bank can create additional money and can
lend loan to the needy people.

These are some of the features of banking.

2

CHECK YOUR PROGRESS
Q 1:

Define ‘Banking Company’

.............................................................................
.................................................................................
....................................................................................................
....................................................................................................
Q 2: Fill in the blanks:
a. A bank is an institution that accepts ................ in terms
of money.
b. The bank create additional ..................... and can lend
................. to the needy people.
c. The deposits made by the public must be withdrawable by
............................

7.4

DEVELOPMENT OF BANKING IN INDIA
Banking in India is a very old institution and it originated in the last

decades of the 18th century. The oldest bank in existence in India is the
State Bank of India, a government-owned bank that traces its origins back
to June 1806 and that is the largest commercial bank in the country. . But
the functions of banking had taken place effectively after the first decade of
20th century. “English Agency Houses” established by East India Company
which was basically a trading firm, first dealt with carrying out with banking
business as a part of their main business but because of their dual function
and lack of capital they failed during the third decade of 18th century.
Then, East India Company in the first half of 19th century established
the following three banks and these banks are known as “presidency Banks”:
a.

Bank of Bengal in 1809

b.

Bank of Bombay in 1840

c.

Bank of Madras in 1843
After India’s independence in 1947, the Reserve Bank was

nationalized and given broader powers. In 1969 the government nationalized
the 14 largest commercial banks; the government nationalized another six
in 1980.
3

Currently, India has 96 scheduled commercial banks (SCBs), 27
public sector banks, 31 private banks (these banks are with Government
stakes); and 38 foreign banks. They have a combined network of over 53,000
branches and 17,000 ATMs. According to a report by ICRA Limited, a rating
agency, the public sector banks hold over 75 percent of total assets of the
banking industry, with the private and foreign banks holding 18.2% and 6.5%
respectively.
The partition of India in 1947 had an adverse impact on the
economies of Punjab and West Bengal, paralyzing banking activities these
for months. The Government of India initiated measures to play an active
role in the economic life of the nation, and the Industrial Policy Resolution
adopted by the government in 1948 conceived of an economy in which the
state had some. This resulted into greater involvement of the state in different
segments of the economy including banking and finance. The major steps
to regulate banking included:

z

In 1948, the Reserve Bank of India, India’s central banking authority,
was nationalized, and it became an institution owned by the
Government of India.

z

In 1949, the Banking Regulation Act was enacted which empowered
the Reserve Bank of India (RBI) “to regulate, control, and inspect the
banks in India.”

z

The Banking Regulation Act also provided that no new bank or branch
of an existing bank could be opened without a license from the RBI,
and no two banks could have common directors.
However, despite these provisions, control and regulations, banks

in India except the State Bank of India, continued to be owned and operated
by private persons. This changed with the nationalization of major banks in
India on 19 July 1969.
In the early 1990s, the then Narasimha Rao government embarked
on a policy of liberalization, licensing a small number of private banks. These
came to be known as New Generation tech-savvy banks, and included
Global Trust Bank (the first of such new generation banks to be set up),
which later amalgamated with Oriental Bank of Commerce, Axis Bank (earlier
4

as UTI Bank), ICICI Bank and HDFC Bank. This move, along with the rapid
growth in the economy of India, revitalized the banking sector in India, which
has seen rapid growth with strong contribution from all the three sectors of
banks, namely, government banks, private banks, and foreign banks.

7.5

CORPORATE BANKING
Corporate banking normally helps and gives financial assistance to

the large corporate houses, both domestic and multinational and public
sectors and government sector houses.
The following are the features of Corporate Banking:
a.

They offer business current accounts

b.

They make commercial loans

c.

They participate in syndicated lending

d.

They provide capital market services and corporate solutions.

e.

They deal with very fewer borrowers and the account size is normally
large.

The following are some of the services rendered by Corporate Banking:
a.

They deal in working capital and term loans, project financing.

b.

Cash management both short term and long term holdings of cash.

c.

Financing export and import

d.

Handling foreign currency

CHECK YOUR PROGRESS
Q 3: State True or False:
a. Corporate banking does not give financial
assistance to the large corporate
houses.(True or False)
b. “English Agency Houses” was established by East India
Company.(True or False)
c. In 1979, the Banking Regulation Act was enacted which
empowered the Reserve Bank of India (RBI) .(True or False)
d. SCBs stands for scheduled commercial banks.(True or False)
5

7.6

RETAIL BANKING
It is the part of a bank’s operations providing services at its branches

for small account holders. It is a major form of commercial banking that
mainly targets the consumers rather than corporate clients. Retail
banking refers to banking in which it carries out transactions directly with
consumers, rather than corporations or other banks. Services offered by
retail banking include are savings and checking mortgages , accounts,
personal loans, housing loans, consumption loans, educational loans, fixed
deposit accounts, debit/credit cards and certificates of deposit (CDs). It is
more of domestic than international. The bank accepts deposits and makes
small loans.
The following are some of the characteristics of retail banking:
1.

It targets large number of small customers

2.

Its Various products

3.

Use of different channels
So, from the above we got to know that, in retail banking large number

of transactions is made with small values. Review committee

7.7

INTERNATIONAL BANKING
International banks are those which are operated in different countries.

Their services are delivered for the benefit of the non-resident Indians,
exporters, importers, tourists, foreign peoples etc. their registered office is
situated in one country but they operate through branches in other countries.
Their services include providing short term finance in foreign currency,
handling letters of credit, arranging foreign currency credits, etc.
The following are some of the characteristics of International Banking:
1.

It covers different geographical area

2.

Risk both financial and political

The following are some of the services rendered by International Banking:
a.

Remittance: Normally we understand remittance as “a payment of
money sent to a person in another place”. But in this sense, remittance
is the service by which the bank makes funds from it customer at one

6

place to him and authorized by him at another place in India or abroad.
b.

Export Credit: A credit opened by an importer with a bank in an
exporter’s country to finance an export operation (Credit means money
available for a client to borrow)

c.

International letter of Credit: A letter of credit is a commercial
document of assured payment by which the applicant (buyer/importer)
bank undertakes to make payment to the sellers on production of the
document specified in the credit. And international letter of credit means
it facilitates global commerce through the banking channels all over
the world.

d.

Beneficiary: The recipient of funds or other benefits

Bank Guarantee: There are two types of guarantee under bank guarantee
they are finance guarantee and performance guarantee. Finance guarantee
is where the bank guarantees the beneficiary certain amount on behalf of its
customer who has a commercial relationship with the beneficiary. And
performance guarantee is where the bank guarantees the performance of a
contract of goods /service supplied under contract by its customer.

7.8

RURAL BANKING
In India, rural sector is the backbone of the Indian economy which

gives over 40 % of the Gross National Product. But, it was felt that though
65% of India’s population lives in villages, its banking penetration remain
low. The banking reach in rural areas in India is uneven, and till 1955 “Sate
Bank of India” came with Rs. 5 crores of rural credit and only 0.9 percent of
total credit was provided by the banks. And due to which the farmers were
not able to get equipped with fertilizers and modern machineries and
equipment.
But then SBI settled this problem by setting a target of 400 branches
in 5 years in different districts and sub-districts. In the year 1975, the
Government of India constituted a “Working Group on rural Banks” headed
by Mr. M Narasimhan. Its main aim was to provide institutional credit to rural
people and they recommended the establishment of Regional Rural Banks.
The Government of India then after some modification established the
7

Regional Rural Banks (RRB) under the “Regional Rural Bank ordinance
1975”.
The operations of RRBs are limited to one to five districts with
homogeneity in agro-climatic condition. The basic objectives of RRB are as
follows:
a.

To provide cheap credit facilities to the farmers , small entrepreneurs,
artisans etc

b.

To speed up the growth of economic development of a particular region.

c.

To educate them about the banking transactions and the various
facilities offered by the banks

d.

To increase employment opportunities by offering them with various
credit facilities

e.

To promote the entrepreneurs in the rural areas

f.

To save the farmers and the poor people from the moneylenders

CHECK YOUR PROGRESS
Q 4: What do you mean by retail banking?
....................................................................
.....................................................................
.....................................................................................................
.....................................................................................................
Q 5: Name three services rendered by International Banking.
a. .................................................................................................
b. .................................................................................................
c. .................................................................................................

7.9

LET US SUM UP

In this unit, we have discussed the concept and evolution of Bank. A
bank is an institution which deals in money and credit. We have also got a
fair idea on the development of bank in India. The oldest bank in existence in
India is the State Bank of India, a government-owned bank that traces its
origins back to June 1806 and that is the largest commercial bank in the
8

country. We also discussed the corporate banking, retail banking,
international banking and rural banking. Corporate banking normally helps
and gives financial assistance to the large corporate houses, both domestic
and multinational, and public sectors and government sector houses. Retail
banking refers to banking in which it carries out transactions directly with
consumers, rather than corporations or other banks.

7.10 FURTHER READING

1)

Pathak V. Bharati (2008). The Indian financial system: Markets,
institutions and services (2nd Ed.). New Delhi, Pearson Education.

2)

Khubchandani B.S. (2007). Practice and law of banking. New Delhi,
Macmillan India Ltd.

3)

Natarajan S. & Parameswaran R. (2006). Indian banking. New Delhi,
S. chand & Co. Ltd.

4)

Paul R.R. (2007). Money banking & international trade. , New Delhi,
Kalyani Publishers

7.11 ANSWERS
PROGRESS

TO

CHECK

YOUR

Ans to Q No 1: “Banking Company” may be defined as a company which
transacts the business of banking in India.
Ans to Q No 2: a. deposits b. money, loan
Ans to Q No 3: a. False

b. True

c. cheques
c. False

d. True

Ans to Q No 4: Retail banking refers to banking in which it carries out
transactions directly with consumers, rather than corporations or other
banks.
Ans to Q No 5: The three services rendered by international banking are
as follows:
a.

Bank Guarantee

c.

Export Credit

b. International letter of Credit
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7.12

MODEL QUESTIONS

Q 1: Discuss the evolution and development of banking in India?
Q 2: What o you mean by ‘Banking’?
Q 3: What do you mean by Corporate Banking and also its features?
Q 4: Write short notes on:
a. Retail Banking
b. International Banking
Q 5: Define Rural Banks.

*** ***** ***
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8.1
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8.8

Introduction

8.3
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8.4

Commercial Banks

8.5

Regional Rural Banks (RRBs)

8.6

Investment Banks

8.7

Development Banks

8.8

Land Development Banks

8.9

Exchange Bank
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8.14
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8.1

LEARNING OBJECTIVES
After going through this unit, you will be able to:

z discuss about savings bank and commercial banks
z explain the Regional Rural Banks and its features
z explain the Investment Bank and Development Bank
z discuss the Land Development Bank and Exchange Bank
z explain the Co-operative Bank and Export Import Bank of India

8.2

INTRODUCTION
In the previous unit we have discussed about the meaning and

development of banking sector in India.In this unit we will discuss about
different types of banks that are operating in India. In present situation banking
institutions has become an important part of the society. While walking or
traveling you might have seen different banks like State Bank of India, Reserve
Bank of India, IDBI Bank, ICICI Bank, NABARD, EXIM Bank, Assam Gramin
11

Vikash Bank etc. Though these all are bank, depending upon nature and
functions they are different and classified into different categories. In this
unit we will discuss about different types of banks operating in India.

8.3

SAVINGS BANK
Saving banks collect savings from poor and middle income people

of the society. These banks are established to promote saving habit among
the common public. All commercial banks in our country carry on the
functions of savings bank. Indian Post also perform functions of savings
bank. Depositors are allowed to withdraw money from their account. But,
there are restrictions on the number of withdrawals to be made in a month.

8.4

COMMERCIAL BANKS
Commercial banks are those banks which perform all kinds of

banking functions such as accepting deposits, advancing loan, providing
agency services and general utility services . Among the functions rendered
by commercial banks accepting deposit and lending money are the primary
functions. Deposits mobilized by commercial banks are repayable on
demand and commercial banks provide loans and advances for short period.
Agency services provided by commercial banks include collection of bills,
cheques, dividend, payment of bill, rent, premium etc. General utility services
include issue of letter of credit, travelers’ cheque, accepting valuables for
safe custody etc. Besides all banking activities commercial banks perform
the function of credit creation.
Commercial banks are profit making business firm dealing in money
and credit. A commercial bank is like a reservoir in which surplus money of
the households flow as savings. Money collected in the form of savings is
given as loan against interest to businessmen and others who need them
for investment or other productive uses.
Commercial banks in India are regulated by the Reserve Bank of
India. For undertaking commercial banking business in India, whether it is
Indian or foreign, public or private, a license from the Reserve Bank of India
is required. RBI also supervises the commercial banks in order to ensure
compliance of the regulatory policy framework.
12

8.5

REGIONAL RURAL BANKS (RRBs )
India is a vast country with large population living in rural areas. But,

Indian banking system is not yet able to reach the rural areas in the country.
With a view to extend banking service in rural areas of India, the government
of India set up a new category of bank known as Regional Rural Banks in
the year 1975. These banks have been established under the Regional Rural
Bank Act of 1976. Prathama Bank is the first RRB, established on 2nd October
1975. RRBs came in to existence with the joint effort of the central
government, state governments and commercial banks. Share capital of a
Regional Rural Bank is contributed by the central government, state
government and sponsored bank in the ratio of 50:15:35 respectively.
RRBs were established on the recommendation of the Narasimham
Committee in order to provide access to low cost banking facility to the rural
masses. RRBs operate in a much localized manner, the area of operation
of the RRBs is limited to few districts in a state. The RRBs mobilise deposits
primarily from rural or semi-urban areas and provide loans and advances
mostly to small and marginal farmers, agricultural laborers, rural artisans
and other segments of priority sector.
Besides doing primary banking business the RRBs give emphasis
in providing credit to small and marginal farmers and agricultural labourers,
whether individually or groups and to co-operative societies. The RRBs also
grants loans and advances to artisans, small entrepreneurs, petty traders,
commerce and industry or other productive activities.
In the year 1991 total numbers of RRBs stood at 196 operating in
518 districts across the country. But, after initiating the process of
consolidation in the year 2005 the numbers of RRBs reduce to 61 as on
31st March 2013.
Features of RRBs
Though RRBs operates in a similar way as commercial banks,
following features make it distinct from other banks. These features are:
a)

The area of operation of a RRB is limited to a specific region comprising
one or more districts in any state.

b)

RRBs grant loans and advances to the economically weak section of
13

the society, particularly to the farmers, agricultural labourers, artisans,
small entrepreneurs, petty traders etc.
c)

The RRBs are allowed to pay interest 0.5 per cent more than other
financial institutions on their term deposits.

CHECK YOUR PROGRESS
Q 1: Name two functions of a commercial bank.
....................................................................
...................................................................
Q 2: Write two features of RRBs.
................................................................................................
................................................................................................

8.6

INVESTMENT BANKS
Investment banks are organizations which assist business

corporations and government bodies in raising capital through sales of
shares, debentures, bonds and other securities. Nature of investment bank
is completely different from other banks. They primarily act as middlemen
between business corporations and investors.
Investment banks are classified as ‘originators’, ‘underwriters’ and
‘retailers’. As originators they bring out new securities; as underwriters they
underwrite the issues; and as retailers they sell the securities to the ultimate
investors. Investment banks render highly useful services to the business
world by providing long-term capital. Investment banks also give advice to
the business corporations on issues relating to financing and mergers.

8.7

DEVELOPMENT BANKS
Development banks are specialized financial institutions. Such banks

are generally established to cater the needs of a specific sector like
agriculture, industry etc. Like other banking institutions these banks never
accept deposit from public. They provide medium term and long term finance
to the industrial houses. Besides providing financial assistance development
banks provide consultancy services to corporate houses.
14

Development banks play a very important role in the process of industrial
development. In India development banks are classified into following
categories:

z

Industrial Development Banks: These institutions cater the needs
of industrial sector of the country by providing financial and technical
services to various industrial houses. Examples of such institutions
are Industrial Finance Corporation of India (IFCI), Industrial
Development Bank of India (IDBI), and Small Industries Development
Bank of India (SIDBI) etc.

z

Agricultural Development Banks: These institutions are helping the
growth and development of agriculture sector by providing refinance
and technical support to various institutions engaged with agricultural
finance. National Bank for Agriculture & Rural Development (NABARD)
is an example of such institution.

z

Export-Import Development Bank: Export-Import Bank of India (EXIM
Bank) is an example of Export-Import Development Bank. This bank
work for promotion of Export-Import business in India.

z

Housing Development Banks: These institutions cater housing need
of the society by providing credit facility for purchasing of land and
construction of houses. There are such institutions at national and
state level. National Housing Bank (NHB) is a national level institution
working for the development of housing sector in India.

Again, according to level of operation these banks can be classified
as All India Development Banks and State Level Development Banks.
Industrial Finance Corporation of India (IFCI), Industrial Development Bank
of India (IDBI), and Small Industries Development Bank of India (SIDBI),
National Bank for Agriculture & Rural Development (NABARD), Export-Import
Bank of India (EXIM Bank), National Housing Bank (NHB) etc. are the
examples of All India Development Bank. These institutions operate
throughout the country.
State Level Financial Corporation’s (SFCs), State Industrial
Development Corporations (SIDCs) are the examples of state level
development organisations. These institutions operate all over the state in
which they have been established.
15

CHECK YOUR PROGRESS
Q 3: What do you mean by a investment bank?
..................................................................
................................................................................................
Q 4: Give two examples of development banks.
................................................................................................
................................................................................................

8.8

LAND DEVELOPMENT BANKS
Agriculturists need long term credit for making permanent

improvement in land, for purchasing tools and equipments, repaying old
debts etc. Land Development Banks fulfills the requirements of such long
term credit need of farmers. The long term loans are granted against the
security of immovable property such as land. Traditionally long term credit
needs of farmers were met by money lenders who use to exploit the farmers.
The Land Development Bank now known as Co-operative and Rural
Development Banks (CARDBs) was established to help the Indian farmers.
In India, the first cooperative land mortgage bank was established at Jhang
in Punjab in 1920. But, effective beginning was made in Madras with the
establishment of a Central Land Development Bank in 1929. Assam State
Cooperative Agricultural & Rural Development Bank (ASCARD Bank) is also
an example of Land Development Bank.

8.9

EXCHANGE BANK
Exchange banks are financial institutions, primarily associated with

financing foreign trade. Exchange bank supply necessary foreign exchange
for settlement of transactions in foreign trade. Now a days most of the
commercial banks undertake the business of foreign trade. So, there is no
such bank called exchange bank. Following are the various functions of an
Exchange Bank:-

16

1.

Remitting money from one country to another country,

2.

Discounting of foreign bills,

3.

Buying and selling of gold and silver, and

4.

Helping import and export trade.

8.10 CO-OPERATIVE BANKS
Co-operative banks are established on the principle of co-operation.
These banks provide short-term credit to farmers, artisans, petty traders
and small business man. Co-operative banks accept all kinds of deposit
from the public and make advances. We will discuss about Co-operative
banks in Unit four.

8.11 EXPORT IMPORT (EXIM) BANK OF INDIA
The Export Import Bank of India was established on 1st January,
1982 under a separate Act of Parliament. In India it is the apex institution in
the field of financing foreign trade. Primary function of EXIM bank is to assist
and support development of such financial institutions which are associated
with financing export and import. Following are the objectives of EXIM Bank
of India:

z

To ensure integrated and co-ordinate approach in solving the allied
problems encountered by exporters in India.

z

To pay specific attention on the exports of capital goods;

z

Export projection;

z

To facilitate and encourage joint ventures and export of technical
services;

z

To extend buyers’ credit;

z

To tap domestic and foreign markets for undertaking development and
financial activities in the export sector.

Following are the functions performed by EXIM Bank of India
(a)

Planning, promoting and developing exports and imports;

(b)

Providing technical, administrative and managerial assistance for
promotion, management and expansion of exports; and

(c)

Undertaking market and investment surveys and techno-economic
studies related to development of exports of goods and services.

17

CHECK YOUR PROGRESS
Q 5: Mention two functions of exchange bank.
..................................................................
................................................................................................
Q 6: Write two objectives of establishing EXIM Bank of India.
................................................................................................
................................................................................................

8.12 LET US SUM UP

In this unit we have discused the following:

z

Saving banks are established to promote saving habit among the
common public.

z

Accepting deposit and lending money are the primary functions
performed by commercial banks.

z

Regional Rural Banks were set up by the Government of India with a
view to extend banking service in rural areas.

z

Development banks are established to cater the needs of a specific
sector like agriculture, industry etc.

z

Primary function of EXIM Bank of India is to assist and support
development of such financial institutions which are associated with
financing of export and import.

8.13 FURTHER READING
1) Mishra, M. N., Mishra, S. B. (2005); Insurance Principles and
Practice; S. Chand Publisher.
2) Tripathy, Nalini Prava, Pal, Prabir (2009); Insurance : Theory And
Practice, Phi Learning Pvt. Ltd.
3) Tripathy, Manas, Mishra, Simita, Mishra, K. C. (2009); General
Insurance Business Operations and Decision Making; Cengage
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8.14

ANSWERS
PROGRESS

TO

CHECK

YOUR

Ans to Q No 1: Accepting deposit and lending money are the two important
functions performed by a commercial bank.
Ans to Q No 2: a) The area of operation of a RRB is limited to a specific
region comprising one or more districts in a state.
b) RRBs grant loans and advances to the economically weak section
of the society, particularly to the farmers, agricultural labourers,
artisans, small entrepreneurs, petty traders etc.
Ans to Q No 3: Investment banks are organizations which assist business
corporations and government bodies in raising capital through sales
of shares, debentures, bonds.
Ans to Q No 4: Two examples of development banks are Industrial
Development Bank of India(IDBI), National Bank for Agriculture and
Rural Development (NABARD)
Ans to Q No 5: Following are the two functions of Exchange Banks:1. Remitting money from one country to another country,
2. Discounting of foreign bills.
Ans to Q No 6: Following are the two objectives of EXIM Bank of India:
1. To ensure integrated and co-ordinate approach in solving the
allied problems encountered by exporters in India.
2. To pay specific attention on the exports of capital goods.

8.15 MODEL QUESTIONS

Q 1: What is a commercial bank?
Q 2: Write a note on Development Banks.
Q 3: What are the objectives of EXIM Bank of India?
Q 4: Discuss briefly about different types of banks.

*** ***** ***
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UNIT 9: BANKER CUSTOMER RELATIONSHIPS
UNIT STRUCTURE
9.1

Learning Objectives

9.2

Introduction

9.3

Definition of Banker and Customer

9.4

Relationships between Banker and Customer
9.4.1 Relationship of Debtor and Creditor
9.4.2 Relationship of Creditor and Debtor
9.4.3 Relationship of Trustee and Beneficiary
9.4.4 Relationship of Bailee and Bailor
9.4.5 Relationship of Agent and Principal

9.5

Rights of Banker

9.6

Obligations of Banker

9.7

Duties of Paying Banker

9.8

Duties of Collecting Banker

9.9

Know Your Customer (KYC) Guidelines

9.10

Let Us Sum Up

9.11

Further Reading

9.12

Answers To Check Your Progress

9.13

Model Questions

9.1 LEARNING OBJECTIVES
After going through this unit, you will be able to :

x
x

define banker and customer
describe the various kinds of relationship between banker and the
customer

x
x

discuss the duties of the paying banker
explain the duties of the collecting banker.

9.2 INTRODUCTION
As soon as we open an account in a bank or the banker issues a
draft or we deposit our valuables in a bank, a relationship is created
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with the bank at that moment. However, the relationships are not the
same in all the cases. It means that for the different functions of banks,
the nature of relationship between the banker and the customer varies.
In this unit, we will discuss the relationships between the banker and the
customer. This unit focuses on the relationship that exists between the
banker and the customer in providing the different services to the
customers.
Our primary concern in this unit will be to analyse the relationship
that is created between a banker and a customer on different occasions.
This unit will be interesting as you are going to learn the different aspects
of the relationships between the banker and the customer.

9.3 DEFINITION OF BANKER AND CUSTOMER
Banker
Let us discuss the term ‘banker’ first. In general, bank or banker
means a financial institution that accepts deposits and lends money to
the needy people. It deals in money.
In this respect let us see some of the definitions of the term “banker”.
According to Sir John Paget, “No person or body corporate or
otherwise can be a banker who does not take deposit accounts, take
current accounts, issue and pay cheques and collect cheques crossed
and uncrossed for his customers.”
In the Indian context, the term “banker” has been defined by the
Banking Regulation Act, 1949 as “Any company which transacts the
business of banking in India.”
Section 6 of the Act states the various functions which a banking
company can undertake. Some of these functions are-

x

The borrowing, raising or taking up of money in the form of deposits
in time, current or savings accounts.

x

The drawing, making, ,accepting, discounting, buying, selling,
collecting and dealing in bills of exchange, promissory notes, bill of
lading etc.

x
22

Issuing letters of credit, travellers’ cheques etc.

From the above discussion, it is clear that the scope of activities of a
banking company is very wide. Now, it is important to discuss the
essential conditions that must be fulfilled by a banker or banking company.
They are-

x

No individual is permitted to act as bank. Only a firm or a company
is permitted to act as bank.

x

The banker must accept deposits from the public for the purpose
of lending or investment. Joint stock companies accepting public
deposits for financing their business activities are not banking.
Nidhis or societies which accept deposits from its members are
not bankers.

x

The deposits may be fixed, current, or savings and the current
accounts must be operated through cheques.

x

The deposits are withdrawable by cheque, draft, order or otherwise.
The banker must refund the money when demanded by the
customer.

x

The word “Bank” or “Banking Company” must be added with the
name of the bank to identify itself as the banking company.

Customer
Now, we will discuss the term “customer”.
‘Customer’ is defined in various ways by various experts.
According to Sir John Paget, “To constitute a customer, there must be
some recognizable course or habit of dealing in the nature of regular
banking business…..”.
This definition has been rejected in various court cases. Therefore, to
ascertain the meaning of “customer”, we have to discuss some court
cases where the judgements have thrown light on the term “customer”-

x

In the case of Commissioner of Taxation Vs English, Scottish and
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Australian Bank (1920), the Court observed that “the word
‘customer’ signifies a relationship in which “duration” is not the
essence…..a customer of the bank in the sense of the statute
irrespective of whether his connection is of long or short standing.”

x

In the case of The Central Bank of India Ltd., Bombay Vs
Gopinathan Nair and others, while defining the customer, the Court
observed that “So far as banking business is concerned, he is a
person whose money has been accepted by the banker on the
footing that the banker will honour upto the amount standing to his
credit, irrespective of his connection being of short or long standing.”

Therefore, to become a customer, one must satisfy the condition of
opening an account. The account may be a savings account or current
account or fixed deposit account. The moment an account is opened,
the person becomes the customer of the bank. The frequency with
which the account is operated is immaterial in constituting the customer.
In case of purchasing a draft or travellers’ cheques etc., where opening
of account is not compulsory, the person purchasing the draft or travelers’
cheque does not become the customer of the bank. However, in
Consumer Protection Act the term ‘customer’ is more liberal as it is
defined by the Act as ‘someone who receives a service which is paid
for.’

CHECK YOUR PROGRESS
Q.1 State whether the following statements are true
or falsei. A banker cannot issue travellers’ cheques.
ii. An individual can act as bank.
iii. A customer must open an account to become the customer of
the bank.
iv. To consider the accountholder as customer of the bank, the
accountholder must operate the account very frequently.
v. A customer can withdraw money by cheque.
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9.4 RELATIONSHIPS BETWEEN BANKER AND
CUSTOMER
In this section we will discuss the relationships between the banker
and the customer. It has already been stated that the relationship between
the banker and the customer depends on the nature of services provided
by the banker. For example, when an account is opened in a bank, the
relationship created is that of debtor (banker) and creditor (customer).
When some valuables are deposited in the safe custody of the banker,
the relationship created is that of trustee (banker) and beneficiary
(customer). Let us discuss the different relationships between the banker
and the customer in detail.

9.4.1 Relationship of Debtor and Creditor
You are aware that as a primary function, banks accept deposits
from the public. The deposits may be fixed, current or savings
deposits. Bank accepts the deposits for lending money to others
or to invest in some profitable avenues. Whenever customer
deposits money in a bank, the banker takes a responsibility to
return the money as and when demanded by the customer along
with interest. Of course, the customer must fulfill the necessary
conditions in demanding the money.
When customer deposits money, in a way he lends it to the
banker and the banker can use it according to his discretion to
earn profit as much as he can. Moreover, at the time of returning
the money, the banker can return the money in any denominations,
not the same coins and notes as deposited by the customer. In
this case, the relationship that is created between the banker and
the customer is that of debtor and creditor. The banker is the
debtor and the customer is the creditor.
Features of debtor- creditor relationship:
Though the relationship between the banker and the customer is
that of debtor and creditor, it is not the general debtor and creditor
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relationship. This relationship has certain special features, which
we are going to discuss now-

x

The demand for repayment of money must be made by the
customer (creditor). The customer must make the demand
in proper form i.e. the customer must make the demand for
repayment through withdrawable forms, cheques, drafts,
order or otherwise and not verbally or through telephone.

x

The customer must make the demand for repayment at a
particular branch i.e. the branch where the customer has
the account. However, in case of bank drafts, travellers’
cheques, ATM Cards etc., the bank can pay the money to
the customer at some other branch.

x

The customer must make the demand for repayment only
during the working days and working hours of the bank.

9.4.2 Relationship of Creditor and Debtor
The relationship between the banker and the customer as debtor
and creditor reverses whenx

the customer overdraws the account; and

x

the banker lends money to the customer.

Overdrawing the account: In earlier units, you have come across
that that the current accountholders get overdraft facility from the
bank. Under this facility the accountholder can overdraw his account
i.e. withdraw more money than the balance available in the account.
In case the accountholder overdraws the account, the relationship
between the banker and the customer gets the shape of creditor
and debtor relationship- the banker is the creditor and the
accountholder (customer) is the debtor. Till the overdrawn amount
is returned by the customer, the relationship between the two
continues to be of creditor and debtor. As soon as the overdrawn
amount is returned by the customer, the relationship gets its original
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shape i.e. the banker becomes the debtor and the accountholder
becomes the creditor.
Lending money to the customer: When a bank sanctions a
loan to a customer, the relationship between the two is that of the
creditor and the debtor. The creditor (banker) charges interest on
the loan till it is paid back by the customer. When the loan is paid
back fully, the relationship reverses and gets the original shape of
debtor (banker) and creditor (customer).

9.4.3 Relationship of Trustee and Beneficiary
Besides the debtor- creditor relationship between the banker and
the customer, some other types of relationships also exist between
the two, depending on the services provided by the bank. One of
such relationships is that of trustee and beneficiary.
Perhaps you are aware that banks provide some services under
which the customers can keep their valuables like jewellery, share
certificate etc. in safe custody of the bank. The customer remains
the owner of such valuables though they are in the custody of the
banker. In this case, the banker acts as trustee and the customer
is the beneficiary.

Beneficiary —
The person for whom
the

trustee

holds

money or assets and
performs the functions
for the benefit of the
beneficiary.

9.4.4 Relationship of Bailee and Bailor
When the customer keeps his valuable in the safe custody of the
banker, the banker besides acting as trustee also acts as bailee.
In that case the customer becomes the bailor. If the customer
(bailor) suffers any loss due to the negligence of duty on the part
of the banker (bailee), the customer can file a case in the court
of law for the recovery of such loss.

9.4.5 Relationship of Agent and Principal
From our discussion on the agency functions of banks, you have
come to know that banks as agents collect cheques, bills, drafts
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etc. on behalf of the customer. The bank also makes payments
of regular nature like, insurance premium, rent etc. on behalf of
the customer. While performing these functions the bank acts as
the agent of the customer and the customer is the principal. The
banker (agent) performs the functions according to the instructions
of the customer (principal) and for this the banker is entitled to get
commission from his principal.

CHECK YOUR PROGRESS
Q2:. Identify the relationship between banker and
customeri.

Depositing cheques in the bank for
collection: Bank … …………. Customer
… ………..

ii.

Keeping important document in the safe deposit of bank:
Bank … …………. Customer … ………..

iii. Depositing money in the bank account:
Bank … …………. Customer … ………..
iv. Loan availed by the customer from bank:
Bank ……………. Customer … ………..
v.

Customer instructed the bank for payment of insurance
premium:
Bank … ………. Customer … ……….

9.5 RIGHTS OF BANKER
You are now familiar with the various relationships of banker and
customer. A banker has certain obligations to the customers. At the
same time banks enjoy certain rights also. Now, we will discuss some
rights of the banker in relation to the bank accounts maintained in a
bank.

x

Banker’s lien: In sub section 9.4.2 we have discussed the creditor
and debtor relationship between the banker and the customer, where
the banker is the creditor and the customer is the debtor. This
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relationship arises when an amount remains due by the customer
(debtor) to the banker (creditor). The banker can exercise his right
of general lien by retaining the properties of the customer till all the
dues are paid by the customer. In the absence of any agreement
to the contrary, the banker can retain any goods and securities for
general balance of accounts. However, the banker cannot exercise
this right over the goods or securities which he has received in the
capacity of agent or trustee of the customer.

x

Rights of set- off: The right of set-off is a right to adjust the
accounts between two parties- creditor and the debtor. On the
basis of right of set- off, the banker can adjust the credit balance
in the customer’s account against the amount due to the banker
i.e. any debit balance in the customer’s account. When a customer
maintains two accounts in the same capacity, the right of set- off
enables the banker to combine the two accounts and adjust the
amount due from the customer. The banker can exercise this right
if there is no agreement to the contrary between them. In exercising
this right, the banker must serve a notice to the customer.

x

Right of appropriation: When a debtor (customer) makes payment
to a creditor (banker), the debtor can instruct the creditor to adjust
the amount for discharge of a particular debt. If the debtor does
not give any instruction to the creditor regarding the adjustment,
the creditor has the right to appropriate the amount against any
debt. The creditor must inform the debtor regarding such
appropriation.

x

Rights under Garnishee Order: Generally a banker has the
obligation to honour the cheques of his customer. But in case a
garnishee order is issued by the court, the banker cannot make
any payment from the account of the customer. The obligation of
the banker to honour the cheques stand suspended in that case.
Let us see how a garnishee order can affect the relationship between

Garnishee Order —
An order issued by the
court on the banker
restricting the banker
not to make any payment

from

his

customer’s account.
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the banker and the customer. Suppose Mr. A is the customer of SBI. He
has taken a loan from his friend Mr. B. But Mr. A fails to repay the loan
to Mr. B and as a result Mr. B files a case against Mr. A. Now Mr. B
requests the court to issue an order on the bank of Mr. A directing the
banker (SBI) not to make any payment from the available balance in the
account of Mr. A. If the court issues such an order, it is known as
‘Garnishee Order’. Here, Mr. A (debtor) is known as ‘judgement debtor’,
Mr. B (creditor) is known as ‘judgement creditor’ and the SBI is known
as ‘garnishee’.
The garnishee order is issued in two phases. First, ‘order nisi’ is
issued directing the garnishee (banker) not to make any payment from
the account of the garnishee debtor. The garnishee is asked to give his
reply in the court whether the funds in the account of the garnishee
debtor can be appropriated towards the payment of the particular debt
in question. If the garnishee has no objection then in the second phase
the court issues the ‘order absolute’ i.e. the garnishee order, to make
the payment to garnishee creditor to satisfy the debt from the account
of the judgement debtor. Then the banker’s obligation to the customer
(garnishee debtor) is discharged to that extent.

9.6 OBLIGATIONS OF BANKER
As a consequence of banker- customer relationship, the banker
enjoys some rights, which we have discussed in the above section.
Now, we will discuss the obligations of the banker which arises because
of the banker- customer relationship. They are-

x

Obligations to honour the cheques: You know that the banker
is required to make payment to the customer when the customer
makes a demand. The banker is under legal obligations to honour
the cheques of the customer as and when they are presented for
payment. If the banker fails to meet his obligation, he will be
responsible for any loss suffered by the customer due to nonpayment of cheque. However, this obligation of the banker arises
on the fulfillment of certain conditions like,
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x

¾

the customer must have sufficient funds in the account;

¾

the funds should be free from any lien;

¾

the cheque should fulfill all the legal requirements, etc.

Obligation to maintain secrecy of account: Another obligation of
the banker is that he should maintain the secrecy of his customer’s
account. If the information of customer’s account is disclosed, he
may suffer loss. But the banker can disclose the state of affairs
of customer’s account under certain circumstances like, when:
¾

the law demands the disclosure of the account information;

¾

the customer gives consent for such disclosure;

¾

disclosure of account information is necessary in the public
interest, etc.

CHECK YOUR PROGRESS
Q3:

Fill in the blanks-

i.

Lien is a right of the ………….

ii.

A garnishee order is issued by the ………

iii. Right of set off is a right to adjust the accounts between the
…… and the ……..
iv. Honouring of cheques of customers is the ………obligation of
the banker.

9.7 DUTIES OF PAYING BANKER
You know that a banker has the obligation to return the money to
the customer, when it is demanded by the customer. The banker receives
the money from the customer as deposit. Therefore, the banker must
make the payment of the cheques drawn by the customer. The banker,
who is under obligation to pay customers’ cheques, is known as paying
banker.
While making payment, the paying banker must be cautious. This
is because he is legally liable if he pays a cheque when the customer
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has insufficient fund in his account. At the same time, if he does not pay
a cheque when the customer has sufficient funds in the account, he will
be held responsible for any loss suffered by the customer for the wrongful
act of the banker. Thus, the paying banker must be careful in honouring
the cheques of the customer.
In this connection, let us discuss the duties of the paying banker. The
duties include the precautions that the paying banker must take at the
time of honouring the customers’ cheques.
Duties or precautions of paying banker-

x

On receiving the cheque, the paying banker must see that the
cheque must be in the proper form as supplied by the banker. The
cheque should not be torn or mutilated.

x

The paying banker must see that the account against which the
cheque has been drawn is maintained in the same branch. If the
cheque is drawn against an account which is maintained in some
other branch of the bank, the paying banker should refuse to pay
the amount.

x

The paying banker must be cautious regarding the time of
presentation and payment date of the cheque. A cheque must be
presented for payment within the normal business hours of the
bank. Moreover, the banker must see the date for payment. Because
a cheque can be honoured only on the date of payment as
mentioned on the cheque or within six months from that date. At
the same time, a cheque without date or a post- dated cheque
before the due date can not be paid.

x

Another aspect that the paying banker must observe is that the
amount of the cheque must be written both in figures and in words
and they must be similar.

x

The paying banker must be cautious about the material alteration
of the cheque. Material alteration means altering the contents of
the cheque to make it invalid. If such material alteration is visible,
the banker can make the payment of the cheque only after getting
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full signature of the customer at the places of material alteration.

x

Signature of the customer is another important aspect where the
banker must exercise due care. The signature of the customer on
the cheque must be similar with the specimen signature that he
has given at the time of opening the account.

x

The paying banker must also see whether the cheque is an open
cheque or a crossed cheque and accordingly make the payment.
The paying banker must also be careful about the validity of the
endorsement, if any, on the cheque.

CHECK YOUR PROGRESS
Q4: State two duties of the paying banker.
i. .....................................................................
.......................................................................
ii. .........................................................................................................
...........................................................................................................

9.8 DUTIES OF THE COLLECTING BANKER
After discussing the duties of the paying banker, now we are going
to explain the duties of the collecting banker. You are aware that banks
act as agent of customers. In this respect, the bankers provide a very
useful service to the customers by collecting the cheques, bills,
promissory notes etc. on behalf of the customer. The banker who collects
the cheques, bills etc. is called the collecting banker.
Let us discuss the duties of the collecting bankerDuties of the collecting banker-

x
x

Only genuine cheques should be accepted by the collecting banker.
The collecting banker should obtain proper information from the
accountholders who open accounts only for getting the cheques
collected.

x

The collecting banker should exercise due care in collecting the
cheques which are issued by any partnership firms or trust or
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body corporate and presented through the private accounts of the
partner or trustee or director.

x
x

The collecting banker should collect only the crossed cheques.
Before accepting any cheque for collection, the collecting banker
should verify the validity of the endorsement, if any.

CHECK YOUR PROGRESS
Q5: State two duties of the collecting banker.
i. ....................................................................
....................................................................
ii. .........................................................................................................
...........................................................................................................

9.9 KNOW YOUR CUSTOMER (KYC) GUIDELINES
Let us discuss another important aspect of banker- customer relation
i.e. certain guidelines that the banker has to follow when a customer
opens accounts in the bank. In earlier sections we have discussed the
various relationships between the customer and the banker as well as
the rights and obligations of the banker. You are aware that the relationship
between the banker and the customer is created as soon as the
customer opens an account in the bank.
The RBI has issued certain guidelines for the management of the
commercial banks. These guidelines that bankers follow are known as
Know Your Customer (KYC) Guidelines.
The Reserve Bank of India has issued these guidelines with the
objectives of

x
x
x
x
x
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Identifying depositors;
controlling financial frauds;
identifying money laundering and suspicious activities;
monitoring of large value cash transactions; and
preventing misuse of banking system for committing frauds.

The RBI has issued KYC guidelines for various aspects like,
guidelines for new accounts, existing customers, risk management and
monitoring procedures, record keeping etc. In this unit we will discuss
the KYC Guidelines in respect of new customers and existing customers.
KYC Guidelines for new accountsThe banker must comply with these guidelines when an individual or a
corporation applies for opening account in the bank-

x

The banker must verify the identity of a customer while opening an
account. The new customer while opening an account in a bank
may give reference of an existing accountholder or the person
known to the bank as reference for his identification.

x

The banker can also verify the identity of the customer on the
basis of the documents, such as – passport, driving license etc.
supplied by the new customer.

x

The Board of Directors of the banks should establish proper
procedure to verify the identification of the new customer and to
monitor the suspicious nature of transactions in accounts.

KYC Guidelines for existing accountsIn case of existing customers, it is expected that bank had adopted
appropriate KYC norms while opening the accounts. In case of any
default, the required norms should be completed at the earliest.

CHECK YOUR PROGRESS
Q6: State two objectives of ‘Know Your Customer
Guidelines’?
i. ..................................................................
..................................................................
ii. .........................................................................................................
...........................................................................................................
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9.10 LET US SUM UP

In this unit we have discussed the following-

x
x
x

No individual can start banking business.
A firm or a joint stock company can start banking business.
The banker must accept deposits from the public for the purpose
of lending or investment.

x

To become a customer of the bank, one must open an account in
the bank.

x

The different relationships between the banker and the customer
like, debtor and creditor; creditor and debtor; bailor and bailee;
trustee and beneficiary etc.

x
x

Duties of paying banker and collecting banker.
KYC guidelines are issued by RBI with various objectives like,
identification of depositors, identifying money laundering and
suspicious activities etc.
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Ans to Q No 1: i. False
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TO

CHECK

ii. False iii. True iv. False

YOUR

v. True

Ans to Q No 2:i.Bank- Agent: Customer- Principal
ii. Bank- Bailee and Trustee: Customer- Bailor and Beneficiary
iii. Bank- Debtor: Customer- Creditor
iv. Bank- Creditor: Customer - Debtor
v. Bank- Agent: Customer- Principal
Ans to Q No 3:i banker
ii. court
iii. banker; customer
iv. legal
Ans to Q No 4:
i. The paying banker must see that the cheque is in proper form.
ii. the paying banker must observe that the amount of the cheque
must be written both in figures and in words and they must
be similar.
Ans to Q No 5:
i. The collecting banker should collect only crossedcheques.
ii. The collecting banker should exercise due care in collecting
the cheques which are issued by partnership firms or trust or
body corporate and presented through the private accounts
of the partner or trustee or director.
Ans to Q No 6: i. Identification of depositors; and
ii. Controlling financial frauds.

9.13 MODEL QUESTIONS

1.

Define the ‘banker’.

2.

Define the ‘customer’.

3.

Discuss the features of debtor creditor relationship between the
banker and the customer.

4.

Discuss the duties of the paying banker.
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5.

Discuss the duties of the collecting banker.

6.

Write short notesi. Bailee- Bailor relationship between banker and customer
ii.KYC Guidelines.
_________
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10.1 LEARNING OBJECTIVES
After going through this unit, you will be able to:

z explain the principles for sound lending by a bank;
z know the various form of loans and advances;
z explain about secured and unsecured advances; and
z point out the nature of security provided for loan.

10.2 INTRODUCTION
Granting loans and advances is one of the primary functions of
commercial banks (we will discuss about commercial loan in unit 14). The
major part of the deposits received by banks is lent out as loans and
advances. Bank earns a large part of their income from interest on such
lending. Banks act as financial intermediary by mobilizing its deposit to trade,
commerce and industry for their business activities. Operation and
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expansion of business and commercial activities of a commercial bank
largely depend upon the ability of the bank to lend money. However lending
money is not a risk free task and therefore a banker must be cautious and
should take proper precautions before granting a loan. In this unit we will
discuss some of the important considerations which a bank should keep in
mind at the time of granting loans and advances.

10.3 CONSIDERATIONS FOR SOUND LENDING
While advancing money the banker should consider the following
pointsa)

Safety – ‘Safety’ is the main principle of lending. Safety means that
the borrower is in a position to repay the loan, along with interest. In
order to ensure safety the banker should advance loans and advances
only against tangible securities. Further, the character of the borrower,
his capacity to repay and his financial strength should also be
considered before a loan is sanctioned.

b)

Liquidity – Liquidity means ability to convert an investment in to cash
quickly with little or no loss in value. Liquidity is the important principle
of bank lending. The banker should ensure that the borrower is able to
repay the loan, along with interest according to the terms of the loan
contract. A banker should see that while granting loan fund is not going
to be locked up for a long time. Otherwise, banker may fail to meet the
claim of depositors. As far as possible the banker should grant loans
and advances for shorter duration to their customer which will ensure
liquidity of funds lent.

c)

Profitability – The ultimate objective of lending is to earn profit. Main
source of profit for banks is interest from loans and advances. Bank
must employ their funds profitably so as to earn sufficient income to
pay interest on deposit, salaries to the staff and to meet various other
establishment expenses and to ensure a fair return to the owner of
the bank that is shareholders.

d)

Diversification of risk - Granting loans and advances involve a lot of
risks. In order to safeguard bank’s interest against unforeseen
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contingencies, the banker follow the principle of diversification of risks
and should invest in different areas. According to this principle banker
should grant loans and advances to a wide section of borrowers. Loan
should be small and given for a shorter period. Loan involving huge
amount should not be granted to a single party, because in case of
failure by borrower to repay the loan, the bank shall have to bear heavy
loss and it will adversely affect profitability and productivity.
e)

Purpose of the loan – Bank does not grant loan for each and every
purpose, they ensure the safety and liquidity of their funds by granting
loan for productive purpose. Before granting loan banker should enquire
about purpose for which the loan is needed. Loan applied for productive
purposes, is given more priority becaus such loan have significant
impact on the borrower’s earning capacity as well as welfare of the
society. Loans are not advanced for speculative and unproductive
purposes like social functions and ceremonies or for the repayment
of a prior loan etc. Section 21 of the Banking Regulation Act empowers
RBI to specify the activities for which loans and advances may or may
not be given.

CHECK YOUR PROGRESS
Q 1: Mention any three principles of sound
lending.
i) ...................................................................................................
ii) .............................................................................................
iii) .............................................................................................

10.4 DIFFERENT FORMS OF ADVANCES
Commercial banks lend money in four different forms. They are (a)
direct loans, (b) cash credit, (c) overdraft and (d) bill discounting. These are
discussed below:
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10.4.1 Loan
Loan is the amount of advances made by bank to its
customer. It may be with or without security. In case of loan, the
bank directly makes a lump sum payment to the borrower/customer
or credits his deposit account with the amount of money advanced.
Loan is given for a fixed period at an agreed rate of interest.
Repayment of loan may be made in installments or after a fixed
period of time. Interest on loan is charged at the full amount of loan
sanctioned whether the loan amount is withdrawn by customers
from his account or not.
Loan system is simple as compared to cash credit and
overdraft. Moreover it encourage financial discipline on the borrower
as the time and repayment of installments is fixed in advance.
However, loan system is inflexible and causes inconvenience as it
involves more paper work. Loan may be of two types a)

Demand Loan: Demand loans are repayable on demand of
the bank. These are short term loan repayable within a period
of 36 months but bank can recall the amount at any time. Such
loan are raised normally for meeting working capital need, like
purchase of raw materials, making payment of short-term
liabilities etc.

b)

Term loan: Medium and long term loan are called term loan.
Term loans are granted for more than a year and repayment of
such loans is spread over a longer period. Term loan is given
for the purpose of starting a new business activity, renovation,
modernization, expansion of existing units and for financing
fixed assets.

Advantages of Loan
Following are the advantages of loan
Simple and Profitable: Loan system is simple compared to other
credit system. It is profitable for banks becaus bank charge interest
on the total amount sanctioned not on the ctual amount withdrawn
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by the borrowers.
Review of Loan Account: Banker can review the loan account of
the borrower as and when a loan is granted or renewed. If the banker
is not satisfied, the account may be discontinued.
Financil Discipline: In loan system the time and the amount of
instalment for repayment is fixed in advance. This bring a great degree
of financial discipline.
However, loan system is suffers from some limitations such
as inflexability in nature, requires more documentation, frequent
renewal etc.

CHECK YOUR PROGRESS
Q 2: What are the types of loan?
i) .................................................................
ii) ..............................................................................................
Q 3: Write ‘true’ or ‘false’
(i)

‘Loan’ is an amount borrowed from bank.

(ii) Loan is always repaid in lump-sum.

10.4.2 Cash Credit
Cash credit is a flexible system of lending under which the
borrower has the option to withdraw the funds from bank as and
when required and to the extent of his needs. It is an arrangement
under which the customer is allowed to borrow money up to a certain
limit. Cash credit is granted on the pledge or hypothecation of goods.
‘Pledge’ means goods given as a security for payment of
debt. Its primary purpose is to put the goods pledged in the
possession of the lender. It ensures recovery of loan in case of failure
of the borrower to repay the borrowed amount. In ‘Hypothecation’,
goods remain in the possession of the borrower. Bank can access
the goods whenever it requires. Customer prefers hypothecation to
pledge because pledge is considered to lower his prestige.
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Cash credit is the most favorite mode of borrowing by the
Indian business community. It is flexible in nature. Under this
arrangement the banker specify a limit of loan for the customer
up to which the customer is allowed to draw. Against the limit of
cash credit the borrower is permitted to withdraw as and when
he needs money subject to the limit sanctioned. Interest is
charged on the amount actually drawn at any time and not on the
full amount of credit allowed. In case of cash credit system, bank
pays more emphasis on security offered than the purpose of the
loan. As a result funds are diverted for other purpose or misutilised
without banker’s knowledge.

CHECK YOUR PROGRESS
Q 4: Find out two differences between loan and
cash credit
i) ...................................................................................................
ii) ..................................................................................................

10.4.3 Overdraft
Overdraft is a short term financial assistance provided by a
bank to its current account holders. It is an agreement with the bank
where current account holder is allowed to draw more than the credit
balance in his/her account up to an agreed amount. Customer will
repay the amount as and when he will have surplus fund. In order to
avail overdraft facility the customer has to make a written application
to the bank and he has to open a current account with the bank.
Overdraft may be granted against collateral security or against
personal security of the customer to ensure safety of amount
withdrawn by the customer. Interest is charged by the bank on the
actual amount overdrawn by the customer and not on the maximum
limit granted by the bank.
Overdraft facility is more or less similar to ‘cash credit’.
Cash credit and overdraft allow flexibility of borrowing, which
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depends upon the need of the borrower. However cash credit is
more temporary in nature. In case of overdraft customer need to
open a current account but in case of cash credit separate loan
account is opened in the name of the customer. Both cash credit
and overdraft facility are simple and meets the short term financial
needs of the customer.

CHECK YOUR PROGRESS
Q 5: Under which forms of borrowings the
borrower has the option to withdraw the
amount as and when required?
........................................................................................................

10.4.4 Bill Discounting
Bank grants short term advances by discounting Bills of
Exchange. Banks invest a good percentage of their funds in
discounting bills of exchange. This method is very much popular in
developed countries.
A Bills of exchange arise out of commercial transactions.
Under this method the bank discounts the bill before realization that
means the bank pays the amount to the customer before the due
date. The net amount after deducting the amount of interest which
is called discount is credited to the account of the customer. The bill
so discounted is retained by the bank till its due date and is presented
to the drawee on the date of maturity. While granting advances by
discounting bill, the banker must satisfy himself about the honesty,
integrity and credit worthiness of the drawer as well as drawee of
the bill. The greatest security for a bank is that, in case the bill is
dishonored on due date the amount due on bill together with interest
and other charges is debited by the bank to the customer’s account.
It differs from collection of bill on the ground that in case of
discounting of bill the bank credits the amount of the bill in the
customer’s account before the actual realization of the bill. But in
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case of collection of bill, the bank first collects the amount of the bill
and then credits the account of the customer.
Purchasing of bill is another method of granting short term
financial assistance to the customer. The bank grants loan or cash
credit to the customer on the security of the bill.

10.5 CONSORTIUM ADVANCES
Commercial banks in India have recently started granting advances
on consortium basis. In case of consortium advances several banks join
together according to their capacities for meeting credit need of large
borrowers. Such a practice is also known as ‘participation financing’ or ‘joint
financing’. A consortium advance is granted to fund a specific project.
Limited resources are one of the advantages of consortium advance.
The source of bank is limited, so it may not be possible for a single bank to
meet the credit need of a large borrower. Moreover banks can also diversify
their risk by participating in large advances sanctioned to a particular
borrower.
Consortium banks originated in the early 1960s and are
predominantly found in Europe. Those were originally created to enable
smaller banks to participate in international banking activities. Consortium
banks are not as active as in the past; however, examples can still be found
both in the U.S. and overseas.

10.6 SECURED AND UNSECURED ADVANCES
Loans and advances may be divided into two broad categories on
the basis of security offered against loan. It may be secured advance or
unsecured advance.
Secured advances are given on the security of some tangible assets
like goods, building, securities etc. According to sec. 5(i) (n) of Banking
Regulation Act, “secured advance means advance made on the security of
assets the market value of which is not at any time less than the amount of
such loan. Secured loans are usually the best way to obtain large amounts
of money. An unsecured loan or advance means a loan or advance which is
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not secured.” It includes things like credit card purchases, education loans,
or personal (signature) loans. Lenders take more of a risk by making such
a loan, with no property or assets to recover in case of default. That is why
the interest rates are considerably higher.
There are various types of securities which may be offered against
loans granted, but all of those are not acceptable to the banks. The types of
securities generally accepted by the bank are the following:
i)

Tangible assets such as plant and machinery, motor-van, etc.

ii)

Documents of title to goods, like Railway Receipt (R/R), Bills of
exchange, etc.

iii)

Financial Securities (Shares and Debentures)

iv)

Life-Insurance Policy

v)

Real estates (Land, building, etc).

vi)

Fixed Deposit Receipt (FDR)

vii)

Gold ornaments, jwellery etc.
Both in case of secured and unsecured advances the bank gives

emphasis on credit worthiness of the borrower. But in case of unsecured
advances customer is judged based on the five (5) C’s of credit — character,
capacity, capital, collateral, and conditions which are used to assess a
borrower’s/ customer’s creditworthiness.

CHECK YOUR PROGRESS
Q 6: Name three securities which may be offered
against loans.
.......................................................................................................
.......................................................................................................

ACTIVITY
Practical work:
(a)

Visit the nearest bank and enquire about the
prevailing rates of interest on different accounts
and loans and advances.
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(b) Familiarise yourself with the important documents, like application
form for loan, including procedure involved in getting Short term
and Term loan.

10.7 LET US SUM UP

In this unit we have discussed the following:

z

The main activities of a commercial bank include acceptance of
deposits and mobilization of funds.

z

Main considerations for sound landing are Safety, Liquidity, Profitability
and Diversification of risk.

z

Bank grant advances to its customers in various forms like direct loans,
cash credit, overdraft and bill discounting.

z

Under Consortium advances several banks join together to meet the
credit need of large borrower.

z

Advances may be secured or unsecured. A secured advance is granted
on the security of tangible assets. Unsecured advance is granted on
the basis of personal security of the borrower.

10.8
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10.9 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q No 1: i) Safety

ii) Liquidity

iii) Profitability

Ans to Q No 2: i) Demand loan
ii) Term loan - Medium term loan and long term loan
Ans to Q No 3: i) True ii) False
Ans to Q No 4: i) In case of loan, bank advances a lump - sum amount
which is onetime payment. But in case of cash credit, bank fixes a
limit and customer can withdraw the amount in installments.
ii) Interest is charged on the total amount of loan granted irrespective
of the use of loan amount by the customer or not. But in cash credit
system, interest is charged on the actual amount withdrawn by the
customer.
Ans to Q No 5: Cash credit
Ans to Q No 6: i) Tangible assets such as plant and machinery, motor-van,
etc.
ii) Documents of title to goods like Railway Receipt, etc.
iii) Financial Securities like Shares and Debentures.

10.10 MODEL QUESTIONS

Q 1: What are the various considerations a banker should keep in mind
before granting advances to its borrower?
Q 2: Discuss in brief the different ways of lending money by commercial
banks.
Q 3: Is there any difference between ‘Demand loan’ and ‘Term loan’? If yes,
write in brief.
Q 4: What is meant by ‘Secured loans’? Enumerate the types of securities
generally required by banks for such loans.
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Q 5: Enumerate the advantages of loans and advances raised from banks
by business firms.
Q 6: What do you mean by ‘cash-credit’ and ‘overdraft’? How do banks
extend the facility of ‘overdraft’?
Q 7: What do you mean by discounting and purchasing of bill. How do banks
make funds available to their customers through ‘discounting of bills’?
Q 8: State the meaning of:
(a) Term Loan (b) Cash Credit c) consortium advances.

*** ***** ***
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UNIT 11: NEGOTIABLE INSTRUMENTS
UNIT STRUCTURE
11.1

Learning Objectives

11.2

Introduction

11.3

Meaning of Negotiable Instruments

11.4

Meaning and Features of a Promissory Note

11.5

Meaning and Features of a Bill of Exchange

11.6

Meaning and Features of a Cheque

11.7

Types of Cheques
11.7.1

Open Cheques

11.7.2

Crossed Cheque

11.8

Meaning and Kinds of Endorsement

11.9

Let Us Sum Up

11.10 Further Reading
11.11 Answers To Check Your Progress
11.12 Model Questions

11.1 LEARNING OBJECTIVES
After going through this unit, you will able to-

z explain the meaning and types of negotiable instruments
z discuss the meaning and features of promissory note, bill of
exchange and cheque

z differentiate among promissory note, bill of exchange and cheque
z explain the different types of cheques
z discuss the meaning of crossing a cheque and the various types of
crossing

z discuss the meaning of endorsement and the types of endorsement.

11.2 INTRODUCTION
Individuals, businessmen and firms use various instruments to
facilitate transfer of money and settlement of transactions. Perhaps you
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have heard the word ‘cheque’ and if you have an account in a bank, probably
you know the uses of a cheque. A cheque is used to transfer money from
one person to another. There are some other documents which are used in
business transactions to facilitate the transfer of money. These documents
are called negotiable instruments. In this unit, we will discuss the meaning
and different types of negotiable instruments. We will also discuss the parties
involved in these negotiable instruments.

11.3 MEANING OF NEGOTIABLE INSTRMENTS
You know that a business firm can purchase and sale goods in cash
or on credit. In case of cash transactions, they are immediately settled by
paying cash (cash purchases) or by receiving cash (cash sales) and
generally the parties have no further obligations in respect of payments. But
it is not so in case of credit transactions. The purchaser who purchases
goods on credit have to make payment at some later date though not
immediately. The seller, in that case, writes an order (a written document)
to the purchaser that he has to make payment after a specified period of
time. That order has to be signed by the purchaser indicating that he has
accepted the order and will make payment on the specified date. The seller
retains the order with him till the specified date when the purchaser makes
the payment.
But the seller instead of waiting to collect the amount on the specified
date can transfer the document to some other person to meet his own
business obligation. The seller can transfer the document by writing the
name of the person on the back of the document and thereby instructing the
purchaser to pay the amount to that person on due date. The seller must
sign on the back of the document to transfer the document. At the end of the
specified period, the person can collect the amount from the purchaser.
From the above discussion, it can be said that there are certain
documents which facilitates the payments in business and thereby reduce
the physical handling of cash. These documents are called negotiable
instruments.
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Hence, negotiable instruments may be defined as written documents
which can be transferred from one person to another to make payments
until the final payment is made. In India, the Negotiable Instruments Act,
1881 contains the rules relating to negotiable instruments. According to
Section, 13 of this Act, a negotiable instrument means “a promissory note,
bill of exchange or cheque, payable either to order or to bearer whether the
words “order” or “bearer” appear on the instrument or not.”
According to this definition, there are only three types of negotiable
instruments i.e. promissory note, bill of exchange and cheque. But some
other documents like, dividend warrants, railway receipts, hundies etc. are
also considered as negotiable instruments if they satisfy the conditions of a
valid negotiable instrument.
Now, let us know something more about these negotiable instruments.

11.4 MEANING AND FEATURES OF A PROMISSORY
NOTE
A promissory note is a negotiable instrument which contains an
unconditional promise to pay a certain sum of money to a certain person or
to the bearer of the instrument. Let us take an example. Suppose Shri Ram
has taken a loan of Rs. 10, 000 from Shri Amal. Now, Shri Ram can write a
promissory note stating “I promise to pay Shri Amal or order a sum of Rs.
10, 000, value received.” Shri Ram must put his signature and it must be
properly stamped to make it a valid promissory note.
Section 4, of the Negotiable Instrument Act, 1881 define a promissory
note as “an instrument in writing (not being a bank note or a currency note)
containing an unconditional undertaking, signed by the maker, to pay a certain
sum of money only to or to the order of, certain person, or to the bearer of
the instrument.”
Thus, a promissory note contains an unconditional promise to pay a
certain sum of money only to a certain person or to his order, on a specified
future date. This instrument must bear the signature of the person who
promises to make payment.
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Parties to a promissory note:
The main parties involved in a promissory note arei.

Maker or Drawer: The person, who draws or makes the instrument,
is called the maker of the promissory note. The maker promises to
pay the amount specified in the promissory note. He must sign the
note.

ii.

Payee: The person to whom the amount will be paid is called the
payee.
The payee may transfer the instrument before the due date to meet

his business obligations. In that case, the parties will be-

z

Endorser: The person, (the payee) who transfers the document to
some other person to meet his financial obligation, is called the
endorser.

z

Endorsee: The person in whose favour the instrument is transferred
is called the endorsee.

Now, let us discuss the features of a promissory note-

z

A written document: To be a valid promissory note, it must be in
writing. A verbal promise to pay is not a promissory note.

z

Unconditional promise to pay: The promissory note must contain
an unconditional promise to pay. A conditional promise to pay is not a
promissory note. For example, if it is written as “I promise to pay Rs.
5, 000 to Hari, if he comes to my home”, is not a promissory note.

z

The parties must be certain: The maker and the payee of a
promissory note must be certain.

z

The amount payable must be certain: The amount of money which
is payable as promised by the maker of the promissory note, must be
certain. Money means the legal tender money. If any other things other
than money are promised by the maker, it is not a promissory note.

z

It must be signed by the maker: The maker of the promissory note
must put his signature on the instrument. The note may be signed by
the agent of the maker but the agent must clearly state as to on whose
behalf he is signing the note. The promissory note must be properly
dated and stamped as per Indian Stamp Act.
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z

Time of payment: A promissory note may be payable on demand or
after a fixed period of time. The promissory note which is payable on
demand is called demand promissory note and those payable after a
fixed period of time is called time promissory note.

The specimen of a promissory note is given belowRs. 10, 000

Guwahati
June 12, 2009

I, Shri Ram promise to Shri Amal or order a sum of Rupees Ten
Thousand, value received.
To

Sd/- Ram
Shri Amal,

Stamp

Nalbari

CHECK YOUR PROGRESS
Q 1: State whether the following statements
are true or falsei.

Negotiable instruments can be transferred from one person
to another.

ii.

Promissory note is not a negotiable instrument.

iii.

Promissory note contains a conditional promise to pay.

iv.

A promissory note need not be signed by its maker.

v.

A promissory note contains a verbal promise to pay.

11.5 MEANING AND FEATURES OF A BILL OF
EXCHANGE
Let us discuss another negotiable instrument i.e. bill of exchange.
Section 5 of Negotiable Instruments Act, 1881 defines a bill of exchange as
“an instrument in writing containing an unconditional order, signed by the
maker, directing a certain person to pay a certain sum of money only to, or
to the order of a certain person or to the bearer of the instrument.”
A bill of exchange contains an unconditional order as opposed to
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unconditional promise in a promissory note. The bill must be signed by the
maker, usually a creditor, who directs the debtor, to make the payment at a
specified future date.
Let us take another example. Suppose, Amar has purchased goods
from Hari for Rs. 5, 000 on credit. Amar is the debtor and he have to pay Rs.
5, 000 to Hari (creditor). Now, Hari can write a bill of exchange on Amar
stating that Amar will pay him a sum of Rs. 5, 000 at a fixed future date. The
bill must be accepted by Amar recognizing the fact that he will pay the money
at the specified time. Suppose, Hari is indebted to Rakesh for Rs. 5, 000.
Now, Hari can transfer the document to Rakesh, who will collect the amount
from Amar on due date.
In a bill of exchange, the main parties involved are-

z

Drawer: The person, who draws or writes the bill, is called the drawer.

z

Drawee or Acceptor: The person, on whom the bill is drawn, is called
the drawee.

z

Payee: The person, to whom the bill will be paid, is called the payee.
The drawer may himself be the payee.

Now, let us go through the features of a bill of exchange-

z

The bill of exchange must be in writing.

z

The bill of exchange must contain an unconditional order to pay.

z

The drawer, drawee and the payee of a bill of exchange must be
certain.

z

The amount of money which is payable through the bill must be certain.
Money means the legal tender money.

z

The drawer must sign the bill. It must be properly dated and stamped
as per the Indian Stamp Act.

z

The drawee must accept the bill by putting his signature on the bill.

z

A bill may be payable on demand or after the expiry of a fixed period of
time.

The specimen of a bill of exchange is given below-
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Rs. 10, 000

Guwahati
June 12, 2009

Three months after date pay Mr. ……. or order a sum of Rs. 10, 000,
value received.
To
Mr. ……,

Sd/- ……

Barpeta.

Stamp

Differences between Promissory Note and Bill of Exchange
We know that both the promissory note and the bill of exchange are
negotiable instruments. We have discussed the features of both these
instruments. Now, let us discuss the differences between these twoPoints

Promissory Note

Bill of Exchange

1. Number

There are mainly two parties-

There are mainly three parties- drawer,

of parties

maker and the payee.

drawee and the payee. The drawer
may be the payee and in that case the
number of parties will be two.

2. Promise/

It contains an unconditional

It contains an unconditional order to

Order

promise to pay.

pay.

3. Acceptance

Acceptance of the payee is

The drawee must accept the bill.

not required.
4. Debtor/

The maker is the debtor.

The drawer is the creditor.

5. Liability of

The liability of the maker is

The liability of the drawer is secondary

the Maker/

primary and absolute.

and conditional in the event of failure

Creditor

Drawer

of the drawee.

6. Relationship The maker stands in

The drawer stands in immediate

of Maker/

immediate relationship with

relationship with the drawee.

Drawer

the payee.
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CHECK YOUR PROGRESS
Q 2: Fill in the blanksi) The person who draws the bill is called
the ……....…..
ii) The person on whom the bill is drawn is called the ……….
iii) A bill contains an unconditional ………. to pay.
iv) The ……… must accept the bill.
Q 3: State two differences between a promissory note and a bill of
exchange.
i)

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

ii) ....................................................................

LET US KNOW
A promissory note and a bill of exchange can be made
payable on demand or after the expiry of a fixed period of
time.

11.6 MEANING AND FEATURES OF A CHEQUE
You have already come across that the Negotiable Instruments Act,
1881 recognizes three instruments as negotiable instruments. They are
promissory note, bill of exchange and cheque. By now you have learnt the
two negotiable instruments- promissory note and bill of exchange. In this
section, we will deal with the third negotiable instrument i.e. cheque. Perhaps
you have seen a cheque. A cheque is made available by a bank to the
accountholders to facilitate the transfer of money from one person to another.
The cheque has been defined by Section 6 of Negotiable Instrument
Act as “a bill of exchange drawn on a specified banker and not expressed to
be payable otherwise than on demand.”
The cheque is an unconditional order given to a banker by its
customer to pay a certain amount of money to a person or the bearer of the
cheque or a person authorized by the person on whose name the cheque is
issued. Only an accountholder can issue a cheque to its bank. The cheque
is handed over to the payee and the payee collects the money in person or
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through his bank.
The main parties to a cheque are-

z

Drawer: The person who draws the cheque is called the drawer of
the cheque. The drawer is the accountholder of the bank.

z

Drawee: The bank on whom the cheque is drawn is called the drawee.
In case of cheques, the drawee is always a bank.

z

Payee: The person on whom the cheque is payable is called the payee.

Features of a cheque:
A cheque is a negotiable instrument. But it has some special features. They
are-

z

A cheque must be in writing.

z

The cheque must be dated.

z

It contains an unconditional order to pay.

z

The drawer must sign the cheque. The signature of the drawer must
match with the specimen signature given by the drawer (accountholder)
to the bank at the time of opening the account.

z

The cheque is always payable on demand. It means the banker must
pay the cheque as and when presented for payment, if all other legal
conditions are fulfilled like, availability of funds in the account of the
accountholder, the amount of the cheque written in words must tally
with the amount written in words etc.

z

A cheque is always drawn on a specified banker.

z

The parties to the cheque must be certain.

z

The amount of money to be payable must be certain.

The specimen of a cheque is given belowDate …….20……….
Pay…………………………………………………………………or
Bearer Rupees…………………………..... ………………………Rs.
………………………………………………………………
A/c No.
State Bank of India
Dispur
Guwahati
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Let us go through the differences between cheque and bill of exchangePoints

Cheque

Bill of Exchange

1. Drawee

A cheque is always

A bill can be drawn on any person

drawn on a banker.

including a banker.

A cheque does not require

A bill must be accepted by the drawee.

2. Acceptance

acceptance of the drawee.
3. Payment

A cheque is always payable A bill may be payable on demand or

4. Stamp

on demand.

after the expiry of a fixed period.

A cheque does not require

A bill must be properly stamped.

any stamp.
5. Crossing

A cheque can be crossed.

A bill can not be crossed.

CHECK YOUR PROGRESS
Q 4: State whether the following statements are
true or falsei.

The drawer must sign the cheque.

ii.

A cheque is drawn on the creditor.

iii. A cheque is payable on demand.
iv. A cheque is not a negotiable instrument.
v.

There are only two parties in a cheque.

11.7 TYPES OF CHEQUES
In the above specimen of the cheque, the word ‘Bearer’ has been
written. It has a special significance so far as a cheque is concerned. If the
word ‘Bearer’ is written on the cheque, it means the cheque can be paid to
the person whose name is written on the cheque or to any person who
presents the cheque to the banker for payment.
Based on this characteristic, cheques can be classified into two
main groups. They are-
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z

Open cheques; and

z

Crossed cheques

11.7.1 Open Cheques
In case of open cheques, the amount of such cheques can
be collected by the payee over the counter of the bank. These
cheques are of two types-

z

Bearer cheque: The cheque which is payable to the bearer
or the possessor, is called the bearer cheque. Such cheque
can be transferred by mere delivery without any endorsement.
For example, “Pay Ram or bearer” is a bearer cheque, where
Ram or any other person who possess the cheque, can collect
the amount of the cheque.

z

Order cheque: The cheque which is payable only to a certain
person (whose name appears on the cheque) or to his order,
is called the order cheque. The word ‘Order’ is written instead
of the word ‘Bearer’ on the cheque. The drawer can strick off
the word ‘bearer’ and can write the word ‘order’ to make it an
order cheque. An order cheque can not be transferred without
endorsement and the paying banker takes reasonable care
before making the payment of such cheque. For example, “Pay
Ram or order” is an order cheque, where payment will be made
only to Ram or to the person to whom Ram has endorsed the
cheque.

11.7.2 Crossed Cheques
In case of crossed cheques, the amount of such cheques
can not be collected over the counter of the bank. The amount of
such a cheque is paid through the bank account of the payee. Hence,
they are safer as compared to the open cheques.
A cheque can be crossed by drawing two parallel transverse
lines across the face of the cheque with or without the words “and
company” or “not negotiable” or “account payee” between the parallel
transverse lines. Crossing of a cheque means paying the money to
the specified person only by transferring the money to his account
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and not directly (cash).
A cheque can be crossed by the-

z

Drawer; or

z

The holder; when the cheque is open; or

z

The collecting banker.

Let us discuss the types of crossing:

z

General crossing: Section 123 of the Negotiable Instruments
Act, 1881 defines general crossing as “where a cheque bears
across its face, an addition of the word “and company” or any
abbreviation thereof between two parallel transverse lines
simply, either with or without the words “not negotiable”, that
addition shall be deemed a crossing and the cheque shall be
deemed to be crossed generally.”
It means a cheque can be crossed generally by simply

drawing two parallel transverse lines. The parallel lines are generally
drawn on the left hand top corner of the cheque. The words “and
company” or “not negotiable” may or may not be written in between
the parallel lines.
Date …….20……….
Pay…………………………………………………………………or
Bearer Rupees…………………………..... ……………………… Rs.
………………………………………………………………
A/c No.
State Bank of India
Dispur
Guwahati
Figure: General crossing of a cheque

z

Special crossing: Section 124 of the Negotiable Instruments
Act, 1881 defines special crossing as “where a cheque bears
across its face, an addition of the name of a banker with or
without the words “not negotiable”, that addition shall be
deemed a crossing and the cheque shall be deemed to be
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crossed specially and to be crossed to that banker.”
Thus, in case of special crossing, the name of a particular
bank is written in between the parallel lines. The main implication of
this type of crossing is that the amount of the cheque will be paid to
the specified banker whose name is written in between the lines.
Date …….20……….
Pay…………………………………………………………………or
Bearer Rupees…………………………..... ……………………... Rs.
………………………………………………………………
A/c No.
State Bank of India
Dispur
Guwahati
Figure: Special crossing of a cheque

z

Account payee crossing: This type of crossing is done by
adding the words ‘Account Payee’. This can be made both in
general crossing and special crossing. The implication of this
type of crossing is that the collecting banker has to collect the
amount of the cheque only for the payee. If he wrongly credits
the amount of the cheque to another account, he will be held
responsible for the same.

z

Not negotiable crossing: When the words ‘not negotiable’ is
added in generally or specially crossed cheques, it is called
not negotiable crossing. If a cheque bearing ‘Not negotiable
crossing’ is transferred, the transferee can not get a better title
than that of the transferor.

11.8 MEANING AND KINDS OF ENDORSEMENT
In the above discussion, we have come to know that a negotiable
instrument (promissory note, bill of exchange, cheque) can be transferred
from one person to another. At this point of time, it is important to discuss
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some important aspects relating to transferring of negotiable instruments.
Let us start with the meaning and objective of transferring negotiable
instruments.
At the first instance, a negotiable instrument is drawn by the maker
or drawer. The payee of a promissory note or bill of exchange or a cheque,
can transfer the instrument to settle his account with some other person
instead of paying cash. Transferring a negotiable instrument implies that
the person holding the instrument, transfer it with the objective of transferring
the ownership of the instrument and subsequently the transferee becomes
the owner of the instrument.
The negotiable instruments can be transferred through negotiation.
Negotiation means transferring the ownership right in an instrument from
one person to another so as to constitute that person the holder of the
instrument.
A negotiable instrument which is payable to bearer can be negotiated
by mere delivery. But a negotiable instrument which is payable to order can
be negotiated by endorsement and delivery.
Now, what the term ‘endorsement’ mean? The term ‘endorsement’
means writing the name of the person on the back of the instrument to
negotiate the instrument in favour of that person. Let us take an example.
Mr. A wants to transfer a cheque to Mr. B. Now, Mr. A will write the name of
Mr. B on the back of the cheque and put his signature to negotiate the cheque
and then he delivered the cheque to Mr. B. This act is called endorsement.
Mr. A is the endorser and Mr. B is the endorsee.
Kinds of endorsement
Let us discuss the different kinds of endorsements-

z

General endorsement: In general endorsement, the endorser put
his signature on the back of the instrument without specifying the name
of the endorsee. This type of endorsement makes an order instrument
payable to the bearer. General endorsement is also known as blank
endorsement.

z

Special endorsement: In this type of endorsement, the endorser
adds a direction to pay the amount of the instrument to, or to the order
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of, a certain person. Therefore, the bearer is not entitled to get the
amount of the instrument. Special endorsement is also known as full
endorsement.

z

Restrictive endorsement: This type of endorsement restricts the
right of the endorsee as regards further negotiation of the instrument.
For example, Mr. A negotiate a bill as “Pay Mr. B only”, is a restrictive
endorsement.

z

Conditional endorsement: If any condition is added while endorsing
the instrument, it is called conditional endorsement or qualified
endorsement. This type of endorsement restricts the liability of the
endorser. Conditional endorsement are of the following types-

¾

Sans recourse endorsement: When the words “sans recourse”
are added as a part of endorsement, it becomes conditional
endorsement. The implication of this endorsement is that the
endorser is not liable to the endorsee or any subsequent holder,
for the dishonour of the instrument.

¾

Facultative endorsement: In this type of endorsement, the
endorser is liable in the event of dishonour of the instrument,
though the notice of dishonour is not served on the endorser as
a result of facultative endorsement.

¾

Sans frias endorsement: Sans frias means without
expenses.Through sans frias endorsement, the endorser makes
it clear that the endorsee or any subsequent holder need not
incur any expense on his account in respect of the negotiated
instrument.

¾

Liability of endorser depends upon a contingency: In this
type of endorsement, the liability of the endorser depends upon
the happening of an event. If the event does not take place, the
liability of the endorser does not arise. For example, if Mr. A makes
an endorsement as “Pay Mr. B on his arrival”
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CHECK YOUR PROGRESS
Q 5: Identify the parties in the following casei. Mr. X, the customer of ABC Bank draws a
cheque in favour of Mr. Y, who in turn, endorses the cheque to
Mr. Z.
Q 6: State whether the following statements are true or falsei.

A cheque can be negotiated by drawing two parallel lines on
the cheque. (True/False)

ii. An order cheque can be paid to bearer. (True/False)
iii. In general endorsement, the endorser is not required to put
his signature. (True/False)
iv. In restrictive endorsement the right of the endorser is
restricted. (True/False)
v. The amount of a specially crossed cheque must be paid to
the specified banker. (True/False)

11.9

LET US SUM UP

In this unit we have discussed the following-

z

Negotiable instruments facilitate the transfer of money from one person
to another.

z

In India, the rules relating to negotiable instruments are contained in
the Negotiable Instruments Act, 1881.

z

According to Negotiable Instruments Act, 1881, promissory note, bill
of exchange and cheque are the negotiable instruments.

z

A promissory note contains an unconditional promise to pay a certain
sum of money to a certain person. It must be signed by the maker.

z

A bill of exchange contains an unconditional order to pay a certain
sum of money. A bill must be accepted by the drawee.

z

A cheque is always drawn on a specified banker and it is payable on
demand.
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z

Open cheques are of two types- bearer cheques and order cheques.

z

A cheque can be crossed by drawing two parallel transverse lines on
the face of the cheque.

z

Different types of crossing are – general crossing, special crossing,
not negotiable crossing and account payee crossing.

z

Endorsement means writing the name of the person on the back of
the instrument to transfer the ownership right in favour of that person.

z

The person who endorses a negotiable instrument is called the
endorser and the person to whom the instrument is endorsed is called
the endorsee.

11.8
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11.10 ANSWERS TO CHECK YOUR
PROGRESS

Ans to Q No 1: i. True

ii. False

iii. False

iv. False

ii. drawee

iii. order

iv. drawee

v. False
Ans to Q No 2: i. drawer

Ans to Q No 3: i. There are mainly two parties in a promissory note.
There are mainly three parties in a bill of exchange.
ii. Promissory note contains an unconditional promise to pay.
Bill of exchange contains an unconditional order to pay.
Ans to Q No 4: i. True

ii. False

iii. True

iv. False

v. False.
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Ans to Q No 5: i. Mr. X- Drawer
ABC Bank- Drawee
Mr. Y- Payee and Endorser
Mr. Z – Endorsee
Ans to Q No 6: i. False

ii. False

iii. False

iv. False

v. True.

11.11 MODEL QUESTIONS

Q 1: Define bill of exchange. Mention the parties to a bill of exchange.
Q 2: Define cheque.
Q 3: Differentiate between promissory note and bill of exchange.
Q 4: What do you mean by crossing of a cheque?
Q 5: Write short notesi. General crossing.
ii. Special endorsement.

*** ***** ***
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