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Preface

Dear Friends,

Banking/Financial sector in our country is witnessing a sea change & banker’s business has
become more complex & difficult in this driven era of knowledge & technology. There are
mass retirements happening due to super annuation & many new recruits are joining the Bank.
More than 40% staff strength is newly recruited in last three to four years. An official
working in the Banking sector has to keep pace with Updated knowledge, skills & attitude, as
the same is required everywhere. There is need to issue a comprehensive book covering all
the aspects so that new recruits get updated very fast without referring many voluminous
books.

This book titled “ JAIIB MADE SIMPLE ” has many unique features to its credit & consists
of all topics/syllabus required for JAIIB examination with clear concept & simple language
with latest changes during 2015-16 (upto 31.12.2015 as per 11BF/ JAIIB exams. requirement)
also included. This Book is divided into four Modules namely A,B,C & D & Practice Teat
Papers / Teat Yourself based on latest |IBF syllabus for JAIIB examination.

The Book also covers the full syllabus ( latest ) of JAIIB examination and also recalled
guestions ( one line approach & MCQ ( based on IIBF examination Pattern ) will be helpful
to all aspirants who are taking up JAIIB examination

During preparation of this book, | have received tremendous support from many friends &
colleagues especially my wife Mrs Renu, who is also a banker, my son Master Ritwiz Aryan
& our clerk Mr Sanjeev V Karamchandani. Special thanks to Sri B P Desai Sir (Our Ex. AGM
& now Faculty on Contract at RSTC, Mumbai ) for vetting & compilation of this book.

As any work will have scope for some improvement, | shall be grateful if any feedback is
provided for improvement in contents of the book.

| wish you all the best for the written test & hope the study material will help in achieving the
goal.

Place : Mumbai SANJAY KUMAR TRIVEDY
Date : 16.05.2016 Divisional Manager, Government Link Cell, Nagpur
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ABOUT JAIIB EXAMINATION

OBJECTIVE: JAIIB aims at providing required level of basic knowledge in banking and financial services,
banking technology, customer relations, basic accountancy and legal aspects necessary for carrying out day
to day banking operations.

MEDIUM OF EXAMINATION : Either in Hindi or English

Cut-off Date of Guidelines / Important Developments for Examinations

In respect of the exams to be conducted by the Institute during May / June of a calendar year, instructions /
guidelines issued by the regulator(s) and important developments in banking and finance up to 31st
December of the previous year will only be considered for the purpose of inclusion in the question papers.
In respect of the exams to be conducted by the Institute during November / December of a calendar year,
instructions / guidelines issued by the regulator(s) and important developments in banking and finance up
to 30 June of that year will only be the considered for the purpose of inclusion in the question papers.
Reference: IIBF Monthly Magazine : VISION.
PATTERN OF EXAMINATION : Each Question Paper will contain approximately 120 objective type
multiple choice questions, carrying 100 marks including questions based on case study / case lets. The
Institute may, however, vary the number of questions to be asked for a subject. There will NOT be negative
marking for wrong answers.

TYPES OF QUESTIONS
120 Objective Type Multiple Choice Questions - carrying 100 marks - 120 minutes and question will be
based on Knowledge Testing, Conceptual Grasp, Analytical / Logical Exposition, Problem Solving & Case
Analysis.

Type of Questions — Basically four types of Multiple Choice Questions asked in Exam of
Which Type - A : Concept based Straight Questions ( 70-71 QUES - 0.5 MARKS EACH );
Type — B : Problems & Solutions (20-25 QUES - 1.0 MARKS EACH); Type — C: Applied
theory based Questions (10-15 QUES - 2.0 MARKS EACH) ; Type — D : Case Study & Case-
lets based Questions ( 10-15 QUES - 2.0 MARKS EACH )

QUESTIONS MODELS : TYPES OF QUESTIONS

Type - A: MULTIPLE CHOICE - QUESTIONS & ANSWERS

The Best Method for assessing working capital limit used by the bank for seasonal Industries is :

1. Operating Cycle Method, 2. Projected Networking Method, 3. Projected Turn over Method & 4. Cash
Budget Method

Type - B: MULTIPLE CHOICE - PROBLEMS & SOLUTIONS

Mr. Ram Kumar is having overdraft account with Canara bank upto Rs.100,000. The present Debit Balance
in the account was Rs. 80550.00. The bank has received attachment order from Income tax deptt. For Rs.
16,200.00. What can the bank do in this situation ?

- Unless the bank is a debtor, there can be no attachment and an unutilized overdraft account does
not render the bank a debtor ( but creditor ) & hence can not attach.

Type - C: MULTIPLE CHOICE - APPLIED THEORY - QUES. & ANS

Financial Institution wish to have the money lent by them repaid in time. Secured advances sanctioned by
banks possess what kind of security ?

- Secured Advances have impersonal security i.e. Tangible Security

Type -D: MULTIPLE CHOICE - CASE STUDIES & CASE LETS (PROBLEMS & SOLUTIONS )

Economic development of a country to a large extent depends upon Agril. & Industrial sectors.
Development of agril. Depends upon irrigation facilities while industrial development on availability of
power,good transport and fast communication facilities. All these are called infrastructure. Read the caselet
& explain which industries constitute infrastructure ?

a. Energy, Transport & Communication
b. Irrigation, construction of bridges & dams over Rivers & stable govt. at Centre.
C. Availability of Funds for PMEGP, SJSRY & Indira Awas Yojana
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DURATION OF EXAMINATION: The duration of the examination will be of 2 hours.

JAIIB EXAMINATION —May 2016
(Last datefor applying for examination : 15.03.2016 )

ONLINE MODE

Examination DATE TIME SUBJECTS

15.05.2016 Sunday ONLINE - Will be given in the admit Letter Principles & Practices of Banking
22.05.2016 Sunday ONLINE - Will be given in the admit Letter Accounting & Finance for Bankers
29.05.2016 Sunday ONLINE - Will be given in the admit Letter Legal & Regulatory Aspects of Banking

Last Date for receipt of Change of Centre Requests at the respective Zonal Offices for the JAIIB Examination scheduled for
May 2016 : 31.03.2016

( Examination fee Inclusive Service Tax @14.50% wef 15.11.2015 - Eligible for Members Only )

Sr. No. Name of the Exam Attempts Fee (Rs)
1 JAIIB First Block of 2 attempts 2748
Second Block of 2 attempts 2748

PERIODICITY AND EXAMINATION CENTRES ; The examination will be conducted normally twice a
year in May / June and November / December on Sundays.

Pass : Minimum marKks for pass in every subject - 50 out of 100 marks.

Candidate securing at least 45 marks in each subject with an aggregate of 50% marks in all
subjects of JAIIB examination in a single attempt will also be declared as having passed JAIIB
Examination.Candidates will be allowed to retain credits for the subject/s they have passed in one attempt
till the expiry of the time limit for passing the examination as mentioned bellow.

TIME LIMIT FOR PASSING THE EXAMINATION

Candidates will be required to pass JAIIB examination within a time limit of 2 years (i.e. 4 consecutive
attempts). Initially a candidate will have to pay examination fee for a block of one year i.e. for two attempts.
In case a candidate is not able to pass JAIIB examination within 1st block of 2 attempts, he / she can appear
for a further period of 1 year (2nd block) i.e. 2 attempts on payment of requisite fee. Candidates who have
exhausted the first block of 2 attempts, should necessarily submit the examination application form for the
next attempt, without any gap. If they do not submit the examination form immediately after exhausting
the first block, the examination conducted will be counted as attempts of the second block for the purpose
of time limit for passing.

Candidates not able to pass JAIIB examination within the stipulated time period of two years are required to
re-enroll themselves afresh by submitting fresh Examination Application Form. Such candidates will not be
granted credit/s for subject/s passed, if any, earlier. Attempts will be counted from the date of
application irrespective of whether a candidate appears at any examination or otherwise.

“CLASS OF PASS” CRITERIA

The Institute will consider the FIRST PHYSICAL ATTEMPT of the candidate at the examination as first
attempt for awarding class. In other words, the candidate should not have attempted any of the subject/s
pertaining to the concerned examination any time in the past and has to pass all the subjects as per the
passing criteria and secure prescribed marks for awarding class. Candidate re-enrolling for the examination
after exhausting all permissible attempts as per the time limit rule will not be considered for awarding class.

First Class : 60% or more marks in aggregate and pass in all the subjects in the FIRST PHYSICAL
ATTEMPT.

First Class with Distinction : 70% or more marks in aggregate and 60 or more marks in each subject
in the FIRST PHYSICAL ATTEMPT. Candidate who have been granted exemption in the subject/s will
be given "Pass Class" only.
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Module: A

Regulations and Compliance

Syllabus

1) Legal Framework of Regulation of Banks - Business of Banking; Constitution of
Banks; RBI Act, 1934; Banking Regulation Act, 1949; Role of RBI; Govt. asa
Regulator of Banks; Control over Cooperative Banks; Regulation by other Authorities.

2) Control Over Organization of Banks - Licensing of Banking Companies,; Branch
Licensing; Paid up Capital and Reserves; Shareholding in Banking Companies,
Subsidiaries of Banking Companies; Board of Directors; Chairman of Banking
Company; Appointment of Additional Directors; Restrictions on Employment; Control
over Management; Corporate Governance; Directors and Corporate Governance.

3) Regulation of Banking Business - Power of RBI to Issue Directions; Acceptance of
Deposits; Nomination; Loans and Advances; Regulation of Interest Rate; Regulation of
Payment Systems; Internet Banking Guidelines Regulation of Money Market
Instruments; Banking Ombudsman; Reserve Funds; Maintenance of CRR, SLR; Assets
inIndia

4) ReturnsInspection, Winding up, Mergers & Acquisitions - Annua Accounts &
Balance Sheet; Audit & Auditors; Submission of Returns; Preservation of Records and
Return of Paid Instruments; Inspection and Scrutiny; Board for Financial Supervision;
Acquisition of Undertakings, Amalgamation of Banks; Winding up of Banks; Penalties
for offences.

5) Public Sector Banks and Cooperative Banks - SBI and its Subsidiaries; Regional
Rura Banks; Nationalized Banks; Application of BR Act to Public Sector Banks;
Disinvestment of Shares by Govt.; Cooperative Banks

6) Financial Sector L egislative Reforms - Need, Approach for Financial Sector
L egislative Reforms; Important Reforms

7) Recent L egislative Changesin RBI Act - Recent Legidative Changesin RBI Act,
Need thereof

8) Financial Sector Development Council - Role and Functions of Financial Sector
Development Council
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LEGAL FRAMEWORK OF REGULATION OF BANKS

What is banking : (Section 5-b of Banking Regulation Act 1949) Banking means the accepting, for
the purpose of lending or investment, of deposits of money from the public, repayable on demand or
otherwise, and withdrawable by cheque, draft, order or otherwise. As per Section 7, no firm,
individual or group of individuals and no company other than a banking company shall use, as part of
its name or, in connection with its business, any of the words "bank", "banker" or "banking" and no
company shall carry on the business of banking in India unless it uses as part of its name, at least
one of such words.

What is a banking Company : (Section 5-c BR Act ) It means any company which transacts the business
of banking in India. Any company which is engaged in the manufacture of goods or carries on any trade
and which accepts deposits of money from the public merely for the purpose of financing its business as
such manufacturer or trader, shall not be deemed to transact the business of banking.

Corresponding new bank : (Section 5-da BR Act): It means a corresponding new bank constituted
under section 3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970, or
under section 3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980.

Demand liabilities : (Section 5-f BR Act) : The liabilities which must be met on demand, and "time
liabilities” means liabilities which are not demand liabilities;

Secured loan or advances : (Section 5-n BR Act) A loan or advance made on the security of
assets the market value of which is not at any time less than the amount of such loan or advance.
Unsecured loan or advance means a loan or advance not so secured;

Business Of Banking Companies (Section 6 — BR Act)

No banking company shall engage in any form of business other than those referred to as business
of banking and any one or more of the following forms of business, hamely- (a) the borrowing, raising,
or taking up of money; the lending or advancing of money either upon or without security; and
drawing, making, accepting, discounting, buying, selling, collecting and dealing in bills of exchange,
hundies, promissory notes, coupons, drafts, bill of lading, railway receipts, warrants, debentures,
certificates, scrips and other instruments, and securities whether transferable or negotiable or not; the
granting and issuing of letters of credit, travellers' cheques and circular notes; the buying, selling and
dealing in bullion and specie the buying and selling of foreign exchange including foreign bank notes; the
acquiring, holding, issuing on commission, underwriting and dealing in stock, funds, shares, debentures,
debenture stock, bonds, obligations, securities and investments of all kinds; the purchasing and selling of
bonds, scrips or other forms of securities on behalf of constituents or others; the negotiating of loan and
advances; the receiving of all kinds of bonds, scrips or valuables on deposit or for safe custody or
otherwise; the providing of safe deposit vaults; the collecting and transmitting of money and securities;

(b) acting as agents for any government or local authority or any other person or persons; the

carrying on of agency business of any description including the clearing and forwarding of goods,

giving of receipts and discharges and otherwise acting as an attorney on behalf of customers, but

excluding the business of a Managing Agent or Secretary and Treasurer of a company;

(c) contracting for public and private loans and negotiating and issuing the same;

(d) the effecting, insuring, guaranteeing, underwriting, participating in managing and carrying out of any
issue, public or private, of State, municipal or other loans or of shares, stock, debentures or

debenture stock of any company, corporation or association and the lending of money for the
purpose of any such issue;

(e) carrying on and transacting every kind of guarantee and indemnity business;

(f) managing, selling and realising any property which may come into the possession of the company in
satisfaction or part satisfaction of any of its claims;

(9) acquiring and holding and generally dealing with any property or any right, title or interest in any such
property which may form the security or part of the security for any loans or advances or which may
be connected with any such security;

(h) undertaking and executing trusts;
(i) undertaking the administration of estates as executor, trustee or otherwise;
() establishing and supporting or aiding in the establishment and support of associations, institutions,
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funds, trusts, and conveniences calculated to benefit employees or ex-employees of the company
or the dependents or connections of such persons; granting pension and allowances and making.
payments towards insurance; subscribing to or guaranteeing moneys for charitable or benevolent
object or for any exhibition or for any public, general or useful object;

(k) the acquisition, construction, maintenance and alteration of any building or works necessary or
convenient for the purpose of the company;
(1) selling, improving, managing, developing, exchanging, leasing, mortgaging, disposing of or turning
into account or otherwise dealing with all or any part of the property and rights of the company;
(m) doing all such other things as are incidental or conducive to the promotion or advancement of the
business of the company;

(o) any other form of business which the Central Government may, by notification in the Official Gazette,
specify as a form of business in which it is lawful for a banking company to engage. Prohibition of
business (Section 8 — BR Act)

No banking company shall directly or indirectly deal in the buying or selling or bartering of goods, except
in connection with the realization of security given to or held by it, or engage in any trade, or buy, sell or
barter goods for others otherwise than in connection with bills of exchange received for collection or
negotiation or with such of its business. For this purposes, "goods" means every kind of movable
property, other than actionable claims, stock, shares, money, bullion and specie and all instruments.

Non-banking assets (Section 9)

No banking company can hold any immovable property howsoever acquired, except such as is required
for its own use, for any period exceeding 7 years from the acquisition thereof or from the,
commencement of this Act, whichever is later or any' extension of such period as in this section provided,
and such property shall be disposed of within such period or extended period, as the case may be:

The banking company may, within the period of 7 years as aforesaid, deal or trade in any such property
for the purpose of facilitating the disposal thereof:

Reserve Bank may in any particular case extend the aforesaid period of 7 years by such period not
exceeding 5 years where it is satisfied that such extension would be in the interests of the depositors of

the banking company.
BOARD OF DIRECTORS

Composition of Board of Directors (Section 10A)

Not less than 51% of the total number of members of the Board of Directors of a banking company shall
consist of persons, who shall have special knowledge or practical experience in respect of one or more,
namely, accountancy, agriculture and rural economy, banking, co-operation, economics, finance, law,
small-scale industry, any other matter the special knowledge of, and practical experience, which would,
in the opinion of the Reserve Bank, be useful to the banking company:

Out of the aforesaid number of Directors, not less than 2 shall be persons having special knowledge or
practical experience in respect of agriculture and rural economy, co-operation or small-scale industry;
Term of director : No Director of a banking company, other than its Chairman or whole-time Director, by
whatever name called, shall hold office continuously for a period exceeding 8 years. A Chairman or
other whole-time Director of a banking company who has been removed from office as such Chairman,
or whole-time Director shall also not be eligible to be appointed as a Director of such banking company,
whether by election or co-option or otherwise, for a period of 4 years from the date of his ceasing to be
the Chairman or whole-time Director.

If, in respect of any banking company, the above requirements are not fulfilled at any time, the Board of
Directors of such banking company shall re-constitute such Board so as to ensure that the said
requirements are fulfilled.

RBI's role in case of Board of Directors : Where the Reserve Bank is of opinion that the composition
of the Board of Directors of a banking company is such that it does not fulfil the above requirements, it
may, after giving a reasonable opportunity, direct the banking company to re-constitute its Board of
Directors to ensure that the requirements are fulfilled and, if within 2 months from the date of receipt of
that order, the banking company does not comply with the directions, remove such person from the
office of the Director and appoint a suitable person as a member of the Board of Directors in the place of
the person so removed.Every Director elected or, as the case may be, appointed under this section shall
Eo:g office until the date up to which his predecessor would have held office, if the election had not been

eld.
Whole-time Chairman ( Section 10B)

Every banking company shall have one of its Directors, who may be appointed on a whole-time or a
part-time basis as Chairman of its Board of Directors. Where he is appointed on a whole-time basis as
Chairman of its Board of Directors, he shall be entrusted with the management of the whole of the affairs
of the banking company:

Where a Chairman is appointed on a part-time basis such appointment shall be with the previous
approval of the Reserve Bank and be subject to such conditions as the Reserve Bank may specify while
giving such approval:
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Terms of office of Chairman : Every Chairman of the Board of Directors and Managing Director shall
be in the whole-time employment and shall hold office for maximum period of not exceeding five years,
but shall subject to the provision of this section, be eligible for reelection or re-appointment.

Power of-Reserve Bank to appoint Chairman of a banking company (Section 10 BB)

Where the office of the Chairman or the Managing Director is vacant, the Reserve Bank may, appoint a
person eligible to be the Chairman of the Board of Directors or a Managing Director. Where the person
so appointed is not a director of such banking company, he shall, so long as he holds the office of the
Chairman of the Board of Directors appointed on a whole-time basis or a Managing Director, be deemed
to be a Director of the banking company. The Chairman and Managing Director so appointed by the Reserve Bank shall
be in the whole-time employment of the banking company and shall hold office for such period not exceeding three years, as
the Reserve Bank may specify, but shall, be eligible for reappointment.

Chairman, certain Directors & qualification shares (Section 10C)

A Chairman of the Board of Directors who is appointed on a whole-time basis or a Managing Director
of a banking company (by whomsoever appointed) and a director of a banking company (appointed by
the Reserve Bank under section LOA) shall not be required to hold qualification shares in the banking
company.

Election of new Directors (Section 12A)

(1) The Reserve Bank may, by order, require any banking company to call a general meeting of the
shareholders of the company within such time, not less than 2 months from the date of the order, as
may be specified in the order or within such further time as the Reserve Bank may allow in this behalf,
to elect fresh Directors, and the banking company shall be bound to comply with the order.

(2) Every Director elected as above shall hold office until the date up to which his predecessor would have
held office, if the.election had not been held.

Prohibition of common Directors (Section 16)

No banking company incorporated in India shall have as a Director in its Board of Directors any
person who is a Director of any other banking company. Further such banking company shall not have
Directors more than 3 Directors who are Directors of companies which among themselves are entitled
to exercise voting rights in excess of 20% of the total voting rights of all the shareholders of that
banking company. Nothing shall apply to, or in relation to, any Director appointed by the Reserve
Bank.

Restrictions on certain forms of employment (Section 10)

No banking company shall employ or be managed by a Managing Agent; or shall employ or continue
the employment of any person who is, or at any time has been, adjudicated insolvent, or has
suspended payment or has compounded, with his creditors, or who, is or has been, convicted by a
criminal court of an offence involving moral turpitude; or whose remuneration or part of whose
remuneration takes the form of commission or of a share in the profits of the company, whose
remuneration is, in the opinion of the Reserve Bank, excessive;

MINIMUM PAID-UP CAPITAL AND RESERVES (Section 11)

No banking company in existence on the commencement of this Act, shall, after the expiry of 3
years from such commencement or of such further period not exceeding one year as the Reserve
Bank, having regard to the interests of the depositors of the company, may think fit in any
particular case to allow, carry on business in India, and no other banking company shall, after the
commencement of this Act, commence or carry on business in India, unless it complies with such of the
requirements of this section as are applicable to it.

Capital of Banking company incorporated outside India (Foreign Banks)

(@) the aggregate value of its paid-up capital and reserves shall not be less than Rs.15 lac and if it has a
place or places of business in the city of Bombay or Calcutta or both, Rs.20 lac; and

(o) the banking company shall deposit and keep deposited with the Reserve Bank either in cash or in
the form of unencumbered approved securities, or partly in cash and partly in the form of such securities
an amount which shall not be less than the minimum required by clause (a); and an amount calculated at
20% of its profit for that year in respect of all business transacted through its branches in India, as
disclosed in the profit and loss account. It can at any time replace any securities so deposited by cash or
by any other unencumbered approved securities or partly by cash and partly by other such securities, so
however, that the total amount deposited is not affected; OR any cash so deposited by unencumbered
approved securities of an equal value.

Central Government 'May, on the recommendation of the Reserve Bank, and having regard to the
adequacy of the amounts already deposited and kept deposited by a banking company, in relation to
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its deposit liabilities in India declare by order in writing that the above provisions shall not apply to
such banking company for such period as may be specified in the order.

Other Banking Companies (Indian Banks)
For other banks, the aggregate value of its paid-up capital and reserves shall not be less than -

(i) if it has places of business in more than one State, Rs.5 lac, and if any such place or places of
business is or are situated in the city of Bombay or Calcutta or both, Rs.10 lac;

(i) if it has all its places of business in one State none of which is situated in the city of Bombay or
Calcutta, Rs.1 lac in respect of its principal place of business, plus Rs.10000 in respect of each of
its other places of business, situated in the same district in which it has its principal place of
business, plus Rs.20000 in respect of each place of business situated elsewhere in the State
otherwise than in the same district:

No banking company to which this applies shall be required to have paid-up capital and reserves
exceeding an aggregate value of five lakhs of rupees. FURTHER no banking company to which this
clause applies and which has only one place of business, shall be required to have paid-up capital
and reserves exceeding an aggregate value of Rs.50000: In case of every banking company to which
this clause applies and which commences banking business for the first time after the commencement of
the Banking Companies (Amendment) Act, 1962 (36 of 1962), the value of its paid-up capital shall not be
less than Rs.5 lac

(iii) if it has all its places of business in one State, or more of which is or are situated in the city of
Bombay or Calcutta, Rs.5 lac, plus Rs.25000 in respect of each place of business situated
outside the city of Bombay or Calcutta, as the case may be:

No banking company to which this clause applies shall be required to have paid-up capital and

reserves exceeding an aggregate value of Rs.10 lac.

Regulation of paid-up, subscribed and authorised capital and voting rights of shareholders
(Section 12)

(1) No banking company shall carry on business in India, unless it satisfies that the subscribed
capital of the company is not less than one-half of the authorised capital and the paid-up capital is
not less than one-half of the subscribed capital. Further, that the capital of the company consists of
ordinary shares only or of ordinary shares or equity shares and such preferential shares as may
have been issued prior to theist day of July, 1944

(2) No person holding shares in a banking company shall, in respect of any shares held by him,
exercise voting rights in excess of 10% of the total voting rights of all the shareholders of the
banking company.

SUMMARY OF MINIMUM PAID UP CAPITAL

Foreign Indian Indian Indian Indian
Bank Banks Banks Banks Banks
Aggregate Business Business in Business in Business in
of paid upn in more one State one State one State
canital and than one and no and no and place
reserves: State place of place of of business
Normal= Nomal =5 business in business in in Mumbai
15 lac lac Mumbai or Mumbai or or Kolkata
If branch in Business Kolkata Kolkata Nomal =5

Mumbai or place in Nomal =1 Noma! =1 We
Kolkata = Mumbai or lac lac + For each
20 lac Kolkata = + For each + For each place of
+ Rs.10 lac place of place of business
20% of In business in business in =25000
profit .f aoareaate same other In
that vear to max: Rs.5 district district aoareoate
Be lac =10000 =25000 max: Rs.10
deposited In In lac
with RBI aggregate aggregate
max: Rs.5 max: Rs.5
lac lac
If one place of if one place of
business max business max
Rs.50000 Rs.50000
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Return : Every Chairman, Managing Director or Chief Executive Officer by whatever name called of a
banking company shall furnish to the Reserve Bank returns containing full particulars of the extent
and value of his holding of shares, whether directly or indirectly, in the banking company and of any
change in the extent of such holding or any variation in the rights attaching thereto and such other
information relating to those shares as the Reserve Bank may, by order, require

Restriction on nature of subsidiary companies (Section 19)

A banking company shall not form any subsidiary company except for undertaking of any business
which, under clause (a) to (o) of sub-section (1) of section 6, is permissible for a banking company to
undertake, or with RBI permission, the carrying on of the business of banking exclusively outside
India, or such other business, which the Reserve Bank may, with the prior approval of the Central
Government, consider to be conducive to the spread of banking in India or to be otherwise useful or
necessary in the public interest.

Shareholding in other companies {Section 19(2)} No banking company shall hold shares in any
company, whether as pledgee, mortgagee or absolute owner, of an amount exceeding 30% of the paid-
up share capital of that company or 30% of its own paid-up share capital and reserves, whichever is

less. Further a banking company shall not, hold shares, whether as pledge, mortgagee or absolute
owner, in any company in the management of which any Managing Director or Manager of the banking
company is in any manner concerned or interested.

CONTROL OVER MANAGEMENT

Power of Reserve Bank to remove managerial and other persons from office (Section 36AA)
Where the Reserve Bank is satisfied that it is necessary so to do, the Reserve Bank may, for reasons
to be recorded in writing, by order, remove from office, with effect from such date as may be specified
in the order, any Chairman, Director, Chief Executive Officer (by whatever name called) or other
officer or employee of the banking company. Such person, within 30 days from the date of
communication to him of the order, prefer an appeal to the Central Government. The decision of the
Central Government on such appeal, and subject thereto, the order made by the Reserve Bank, shall
be final and shall not be called into question in any court. Where an order has been made for removal,
the Reserve Bank may, by order in writing, appoint a suitable person in place of the Chairman or
Director or Chief Executive Officer or other officer or employee who has been removed from his office,
with effect from such date as may be specified in the order.

Any person appointed as Chairman, Director or Chief Executive Officer or other officer or employee
under this section, shall hold office during the pleasure of the Reserve Bank and subject thereto for a
period not exceeding 3 years or such further periods not exceeding three years at a time as the
Reserve Bank may specify;

Power of Reserve Bank to appoint additional Directors (Section 36AB)

If the Reserve Bank is of opinion that in the interest of banking policy or in the public interest or in
the interests of the banking company or its depositors it is necessary so to do, it may, from time to
time by order in writing, appoint, with effect from such date as may be specified in the order, one or
more persons to hold office as additional Directors of the banking company.

Any person appointed as additional Director in pursuance of this section shall hold office
during the pleasure of the Reserve Bank and subject thereto for a period not exceeding 3 years or such
further periods not exceeding 3 years at a time as the Reserve Bank may specify and shall not be
required to hold qualification-shares in the banking company.

BANK LICENCING Licensing of banking companies (Section 22)

No company shall carry on banking business in India unless it holds a licence issued in that behalf by the

Reserve Bank and any such licence may be issued subject to such conditions as the Reserve Bank may

think fit to impose.

Before granting any licence, the Reserve Bank may require to be satisfied by an inspection of the books

of the company or otherwise that the following conditions are fulfilled, namely:-

(a) that the company is or will be in a position to pay its present or future depositors in full as their claims
accrue;

(b) that the affairs of the company are not being, or are not likely to be, conducted in a manner detrimental
to the interests of its present or future depositors;]

(c) that the general character of the: proposed management of the company will not be prejudicial to
the public interest of its present or future depositors;
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(d) that the company has adequate capital structure and earning prospects;

(e) that the public interest will be served by the grant of a licence to the company to carry on banking
business in India;

(f) that having regard to the banking facilities available in the proposed principal area of operations of the
company, the potential scope for expansion of banks already in existence in the area and other

relevant factors the grant of the licence would not be prejudicial to the operation and consolidation of
the banking system consistent with monetary stability and economic growth;

(9) any other condition, the fulfillment of which would, in the opinion of the Reserve Bank, be necessary to
ensure that the carrying on of banking business in India by the company will not be prejudicial to the
public interest or the interests of the depositors.]

Further, before granting any licence to a company incorporated outside India, the Reserve Bank may
require to be satisfied by an inspection of the books of the company or otherwise that the conditions
specified above are fulfilled and that the carrying on of banking business by such company in India will be
in the public interest and that the government or law of the country in which it is incorporated does not
discriminate in any way against banking companies registered in India and that the company complies
with all the provisions of this Act applicable to banking companies incorporated outside India.

Cancellation of licences: The Reserve Bank may cancel a licence granted to a banking company

under this section:

(@) if the company ceases to carry on banking business in India; or

(o) if the company at any time fails to comply with any of the conditions imposed upon it; or

(c) if at any time, any of the conditions referred to above is not fulfilled:

Before cancelling a licence on the ground that the banking company has failed to comply with or has

failed to fulfil any of the conditions referred to therein, the Reserve Bank, unless it is of opinion that

the delay will be prejudicial to the interests of the company's depositors or the public, shall grant to
the company on such terms as it may specify, and opportunity of taking the necessary steps for
complying with or fulfilling such condition.

Appeal: Any banking company aggrieved by the decision of the Reserve Bank cancelling a licence

under this section may, within 30 days from the date on which such decision is communicated to it,

appeal to the Central Government. The decision of the Central Government where an appeal has
been preferred to it or of the Reserve Bank where no such appeal has been preferred shall be final.

Restrictions on opening of new, and transfer of existing, places of business (Section 23)
Without obtaining the prior permissions of the Reserve Bank:
1. no banking company shall open a new place of business (i.e. sub-office, pay office, sub-pay office and
any place of business at which deposits are received, cheques cashed or moneys lent) in India or
2. change otherwise than within the same city, town or village, the location of an existing place of
business situated in India; and
3. no banking company incorporated in India shall open
a new place of business outside India or change, otherwise than within the same city, town or village
in any country or area outside India, the location of an existing place of business situated in that
country or area:
Exception : The above condition would not apply to the opening for a period not .exceeding one
month of a temporary place of business within a city, town or village or the environs thereof within
which the banking company already has a place of business, for the purpose of affording banking
facilities to the public on the occasion of an exhibition, a conference or a mela or any other like
occasion.
Withdrawal of permission for branch : Where, in the opinion of the Reserve Bank, a banking
company has, at any time, failed to comply with any of the conditions imposed on it under this
section, the Reserve Bank may, by order in writing and after affording reasonable opportunity to
the banking company for showing cause against the action proposed to be taken against it, revoke
any permission granted under this section.
Branches by RRBs : Any Regional Rural Bank requiring the permission of the Reserve Bank under
this section shall forward its application to the Reserve Bank through the National Bank which shall
give its comments on the merits of the application and send it to the Reserve Bank. Regional Rural
Bank shall also send an advance copy of the application directly to the Reserve Bank.
Reserve Bank of India Act, 1934

Reserve Bank of India Act, 1934 extends to the whole of India. It was constituted for the purposes of
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taking over the management of the currency from the Central Government and of carrying on the
business of banking in accordance with the provisions of this Act. RBI is a body corporate by the name
of the Reserve Bank of India, having perpetual succession and a common seal.

Capital of the Bank : The capital of the bank shall be five crores of rupees.

Offices, branches and agencies : The Bank shall as soon as may be, establish offices in Bombay,
Calcutta, Delhi and Madras and may establish branches or agencies in any other place in India or,

with the previous sanction of the Central Government elsewhere.

Management : The Central Government may from time to time give such directions to the Bank as it
may, after consultation with the Governor of the Bank, consider necessary in the public interests. The
general superintendence and direction of the affairs and business of the Bank are entrusted to a
Central Board of Directors which may exercise all powers and do all acts and things which may be
exercised or done by the Bank.

The Governor and in his absence the Deputy Governor nominated by him in his behalf, shall also
have powers of general superintendence and direction of the affairs and the business of the Bank,
and may exercise all powers and do all acts and things which may be exercised or done by the
Bank.

Composition of the Central Board, and term of office of directors

The Central Board shall consist of the, a Governor and not more than four Deputy Governors to be
appointed by the Central Government, four Directors to be nhominated by the Central Government, one
from each of the four Local Boards; ten Directors to be nominated by the Central Government; and one
Government official to be nominated by the Central Government.

The Governor and a Deputy Governor shall hold office for such term not exceeding 5 years as the
Central Government may fix when appointing them, and shall be eligible for re-appointment. A Director
shall hold office for a period of four years and thereafter until his successor shall have been nominated.
Local Boards, their constitution and functions

A Local Board shall be constituted for each of the four areas specified in Schedule | and shall consist
of five members to be appointed by the Central Government to represent, as far as possible,
territorial and economic interests and the interests of co-operative and indigenous banks. The
members of the Local Board shall elect from amongst themselves one person to be the Chairman of
the Board. Every member of a Local Board shall hold office for a term of four years and thereafter
until his successor shall have been appointed and shall be eligible for re-appointment.

Business which the Bank may transact (Section 17)

The Bank shall be authorised to carry on and transact the several kinds of business hereinafter
specified, namely:-

(1) the accepting of money on deposit without interest from, and the collection of money for, the Central
Government, the State Governments, local authorities, banks and any other persons;

(2) (a) the purchase, sale and rediscount of bills of exchange and promissory notes, drawn on and
payable in India and arising out of bona fide commercial or trade transactions bearing two or more good
signatures, one of which shall be that of a scheduled bank or a State cooperative bank or any financial
institution, which is predominantly engaged in the acceptance or discounting of bills of exchange and
promissory notes and which .is.. approved by the Bank in this behalf and maturing-

(i) in the case of bills of exchange and promissory notes arising out of any such transaction relating to
the export of goods from India, within one hundred and eighty days, and (ii) in any other case, within
ninety days, from the date of such purchase or rediscount exclusive of days of grace;

(b) the purchase, sale and rediscount of bills of exchange and promissory notes, drawn and payable in
India and bearing two or more good signatures, one of which shall be that of a scheduled bank or a
State cooperative bank or any financial institution, which is predominantly engaged in the acceptance
or discounting of bills of exchange and promissory notes and which is approved by the Bank in this
behalf and drawn or issued for the purpose of financing agricultural operations or the marketing of
crops, and maturing within fifteen months from the date of such purchase or rediscount, exclusive of
days of grace;

(bb) the purchase, sale and rediscount of bills of exchange and promissory notes drawn and
payable in India and bearing two or more good signatures, one of which shall be that of a State co-
operative bank or a State financial corporation or any financial institution, which is predominantly
engaged in the acceptance or discounting of bills of exchange and promissory notes and which is
approved by the Bank in this behalf, and drawn or issued for the purpose of financing the
production or marketing activities of cottage and small scale industries approved by the Bank and
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maturing within twelve months from the date of such purchase or rediscount, exclusive of days of
grace, provided that the payment of the principal and interest of such bills of

exchange or promissory notes is fully guaranteed by the State Government; (c) the purchase, sale and
rediscount of bills of exchange and promissory notes drawn and payable in India and bearing the
signature of a scheduled bank, and issued or drawn for the purpose of holding or trading in
securities of the Central Government or a State Government, and maturing within ninety days from
the date of such purchase or rediscount, exclusive of days of grace;

(3) (a) the purchase from and sale to scheduled banks of foreign exchange;

(b) the purchase, sale and rediscount of bills of exchange (including treasury bills) drawn in or on any
place in any country outside India which is a member of the International Monetary Fund and
maturing,- (i) in the case of bills of exchange arising out of any bona fide transaction relating to the
export of goods from India, within one hundred and eighty days, and (ii) in any other case, within
ninety days, from the date of such purchase or rediscount:

(11) acting as agent for the Central Government or any State Government or any local authority or the
Industrial Finance -Corporation of India or any other body corporate which is established or constituted
by or under any other law or the government of any such country outside India or any such person or
authority as may be approved in this behalf by the Central Government in the transaction or any of the
following kinds of business, namely:-

(@) the purchase and sale of gold or silver or foreign exchange;

(o) the purchase, sale, transfer and custody of bills of exchange, securities or shares in any company;
(c) the collection of the proceeds, whether principal, interest or dividends, of any securities or shares;
(d) the remittance of such proceeds, at the risk of the principal, by bills of exchange payable either in
India or elsewhere;

(e) the management of public debt;

(f) theissue and management of bonds and debentures;

Business which the bank may not transact (Section 19) ; The bank may not-

(1) engage in trade or otherwise have a direct interest in any commercial, industrial, or other undertaking
except such interest as it may in any way acquire in the course of the satisfaction of any of its claims:
PROVIDED that all such interests shall be disposed of at the earliest possible moment;

(2) purchase the shares of any banking company or of any other company, or grant loans upon the
security of any such shares;
advance money on mortgage of, or otherwise on the security of, immovable property or documents of title
relating thereto, or become the owner of immovable property, except so far as is necessary for its own
business premises and residences for its officers and servants;

(3) make loans or advances;

(4) draw or accept bills payable otherwise than on demand;

(5) allow interest on deposits or current amounts.

CENTRAL BANKING FUNCTIONS
Obligation to transact government business (Section 20)
The Bank shall undertake to accept monies for account of the Central Government and to make
payments up to the amount standing to the credit of its account, and to carry out its exchange,
remittance and other banking operations, including the management of the public debt of the Union.
Right to transact government business in India (Section 21)
Central Government shall entrust the Bank, on such conditions as may be agreed upon, with all its
money, remittance, exchange and banking transactions in India, and, in particular, shall deposit free
of interest all its cash balances with the Bank. Nothing shall prevent the Central Government from
carrying on money transactions at places where the Bank has no branches or agencies, and the
Central Government may hold at such places such balances as it may require.
Bank to transact government business of States on agreement (Section 21A)
RBI may by agreement with the government of any state undertake all its money, remittance, exchange
and banking transactions in India, including in particular, the deposit, free of interest, of all its cash
balances with the Bank; and the management of the public debt of, and the issue of any new loans by,
that State.
Right to issue bank notes (Section 22)
RBI shall have the sole right to issue bank notes in India, and may, for a period which shall be fixed by
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the Central Government on the recommendation of the Central Board, issue currency notes of the
Government of India supplied to it by the Central Government, and the provisions of this Act applicable to
bank notes shall, unless a contrary intention appears, apply to all currency notes of the Government of
India issued either by the Central Government or by the Bank in like manner as if such currency notes
were bank notes, and references in this Act to bank notes shall be construed accordingly.
Denominations of notes (Section 24) Bank notes shall be of the denominational values of two rupees,
five rupees, ten rupees, twenty rupees, fifty rupees, one hundred rupees, five hundred rupees, one
thousand rupees, five thousand rupees and ten thousand rupees or of such other denominational
values, not exceeding ten thousand rupees, as the Central Government may, on the recommendation of
the Central Board, specify in this behalf. The Central Government may, on the recommendation of

the Central Board, direct the non-issue or the discontinuance of issue of bank notes of such
denominational values as it may specify in this behalf.

Legal tender character of notes (Section 26)

Every bank note shall be legal tender at any place in India in payment or on account for the amount
expressed therein, and shall be guaranteed by the Central Government. On recommendation of the
Central Board, the Central Government may, declare that, any series of bank notes of any
denomination shall cease to be legal tender save at such office or agency of the Bank and to such
extent as may be specified in the notification.

Recovery of notes lost, stolen, Mutilated or imperfect (Section 28)

No person shall of right be entitled to recover from the Central Government or the Bank, the value of
any lost, stolen, mutilated or imperfect currency note of the Government of India or bank note. RBI with
the previous sanction of the Central Government, may prescribe the circumstances in and the
conditions and limitations subject to which the value of such currency notes or bank notes may be
refunded as of grace.

Bank exempt from stamp duty on bank notes (Section 29)

The Bank shall not be liable to the payment of any stamp duty under the Indian Stamp Act, 1899 (2 of
1899), in respect of bank notes issued by it.

Issue of demand bills and notes (Section 31)

No person in India other than the Bank, or, as expressly authorised by this Act the Central
Government shall draw, accept, make or issue any bill of exchange, hundi, promissory note or
engagement for the payment of money payable to bearer on demand, or borrow, owe or take up any
sum or sums of money on the bills, hundis or notes payable to bearer on demand of any such person:

Cheques or drafts, including hundis, payable to bearer on demand or otherwise may be drawn on a
person's account with a banker, shroff or agent. Notwithstanding anything contained in the Negotiable
Instrument Act, 1881 (26 of 1881), no person in India other than the Bank or, as expressly authorised by
this Act, the Central Government shall make or issue any promissory note expressed to be payable to the
bearer of the instrument.

Assets of the issue department (Section 33) : The assets of the issue department shall consist of
gold coin, gold bullion, foreign securities, rupee coin and rupee securities to such aggregate amount
as is not less than the total of the liabilities of the issue department. The aggregate value of the gold
coin, gold bullion and foreign securities held as assets and the aggregate value of the gold coin and
gold bullion so held shall not at any time be less than Rs.200 cr and Rs.115 cr, respectively.
Transactions in foreign exchange (Section 40)

RBI shall self to or buy from any authorised person who makes a demand in that behalf at its office in
Bombay, Calcutta, Delhi or Madras or at such of its branches as the Central Government may, by order,
determine, foreign exchange at such rates of exchange and on such conditions as the Central
Government may from time to time by general or special order determine, having regard so far as rates
of exchange are concerned to its obligations to the International Monetary Fund. No person shall be
entitled to demand to buy or sell foreign exchange of a value less than two lakhs of rupees.

Cash reserves of scheduled banks to be kept with the Bank (Section 42)

Every bank included in Scheduled Il shall maintain with the Bank an average daily balance the amount
of which shall not be less than three per cent of the total of the demand and time liabilities in India of
such bank. RBI may, by notification in the Gazette of India, increase the said rate to such higher rate as
may be specified in the notification so however that the rate shall not be more than twenty per cent of
the total of the demand and time liabilities.

For the purposes of this section liabilities shall not include-

() the paid-up capital or the reserves or any credit balance in the profit and loss account of the bank;
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(i) the amount of any loan taken from the bank or from the Develop’her’it Bank or from the Exim Bank
or from the Reconstruction Bank or from the National Housing Bank or from the National Bank or from
the Small Industries Bank;

(i) in the case of a State co-operative bank, also any loan taken by such bank from a State
Government or from the National Co-operative Development Corporation established under the
National Co-operative Development Corporation Act, 1962 (26 of 1962) and any deposit of money with
such bank representing the reserve fund or any part thereof maintained with it by any co-

operative society within its area of operation;

(iv) in the case of a State co-operative bank, which has granted an advance against any balance
maintained with it, such balance to the extent of the amount outstanding in respect of such advance,;

(v) inthe case of a Regional Rural Bank, also any loan taken by such bank from its Sponsor Bank;

COLLECTION AND FURNISHING OF CREDIT INFORMATION Collection of credit information
(Section 45B) : RBI may collect, in such manner as it may think fit, credit information from banking
companies; and furnish such information to any banking company in accordance with the provisions of
section 45D.
Power to call for returns containing credit information (Section 45C)
(1) For the purpose of enabling the bank to discharge its functions under this chapter, it may at any
time direct any banking company to submit to it such statements relating to such credit information
and in such form and within such time as may be specified by the Bank from time to time.
(2) A banking company shall, notwithstanding anything to the contrary contained in any law for time
being in force or in any instrument regulating the constitution thereof or in any agreement executed by
it, relating to the secrecy of its dealings with its constituents, be bound to comply with any direction
issued under sub-section (1).
REGULATION OF BANKING BUSINESS RESERVE FUND (Section 17)

Banks in India are to create a reserve fund out of the balance of profit of each year, before any
dividend is declared by transfer to the reserve fund, not less than 20% of such profit. Central
Government on the recommendation of the Reserve Bank (after ascertaining adequacy of the paid-up,
capital and reserves in relation to its deposit liabilities), allow a bank that these provisions shall not
apply. In that case the amount in the reserve fund together with the amount in the share premium
account should not be less than the paid-up capital of the banking company.
Appropriate from reserve fund : Where a banking company appropriates any sum from the reserve
fund or the share premium account, it shall, within 21 days from the date of such appropriation, report
the fact, to the Reserve Bank, explaining the circumstances leading to such appropriation. Reserve
Bank may extend the period of 21 days by such period as it thinks fit or condone any delay in the
making the report.
Cash reserve for Non-scheduled banks (Section 18) Every banking company, not being a scheduled
bank, shall maintain in India, by way of cash reserve with itself OR by way of balance in a current
account with the Reserve Bank OR by way of net balance in current accounts or in one or more of the
aforesaid ways, minimum 3% of the total of its demand and time liabilities in India as on the last Friday
of the second preceding fortnight.
Submission of return : Bank shall submit to the Reserve Bank, before the 20" day of every month, a
return showing the amount so held on alternate Fridays during a month with particulars of its demand
and time liabilities in India on such Friday. If any such Friday is a public holiday under the Negotiable
Instruments Act, 1881 , then; at the close of business on the preceding working day.

Maintenance of a percentage of assets (Statutory Liquidity Ratio) (Section 24)

A scheduled bank, in addition to the average daily balance which it is, or may be, required to maintain

under section 42 of the Reserve Bank of India Act, 1934 (i.e. CRR), shall maintain in India an amount

which shall not, at the close of business on any day, be less than 25% or such other percentage not

exceeding 40% as the Reserve Bank may, from time to time, by notification in the Official Gazette,

specify, of the total of its demand and time liabilities in India, as on the last Friday of the second

preceding fortnight. RBI can change the stipulation of SLR (within 25% and 40%).

Components of SLR.The following assets are included:

Cash would include:

(i) the deposit required under section 11 to be made with RBI by a banking company incorporated

outside India;
(i) any cash or balances maintained in India by a
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banking company other than a scheduled bank with itself or with the RBI or by way of net balance in
current account in excess of the cash or balance or net balance required to be maintained under
section 18;
(i) any balance maintained by a scheduled bank with the Reserve Bank in excess for the balance
required to be maintained by it under section 42 of the Reserve Bank of India Act, 1934 (i.e. CRR)
(iv) the net balance in current accounts maintained in India by a scheduled bank;
(v) any balance maintained by a Regional Rural Bank in call or fixed deposit with its sponsor bank,
Others would include:
Gold valued at a price not exceeding the current market price or
Unencumbered approved securities valued with reference to cost price, market price, book value or
face value, as may be specified by the Reserve Bank from time to time,
Classification of demand/time liabilities Demand and time liabilities for SLR purpose are same as in
case of CRR. When it is to be maintained ?
SLR is to be maintained as at the close of business on every day i.e. on daily basis based on the
DTLs as obtaining on the last Friday of the 2nd preceding Fortnight.
Penalties

If a bank fails to maintain the required amount of SLR, it shall be liable to pay to RBI in respect of that
default, the penal interest for that day at the rate of 3 per cent per annum above the bank rate on the
shortfall and if the default continues on the next succeeding working day, the penal interest may be
increased to a rate of 5 percent per annum above Bank Rate for concerned days of default on
shortfall. The penalty shall be paid within a period of fourteen days from the date on which a notice
issued by the Reserve Bank demanding payment of the same is served. In the event of failure to pay
the same within such period, the penalty may be levied by a direction of the civil court only upon an
application made by the Reserve Bank in this behalf to the court;
Further if after payment of penalty, the amount required to be maintained is still below, the
prescribed minimum, every Director, Manager or Secretary of the banking company, who is
knowingly and wilfully a party to the default, shall be punishable with fine which may extend to
Rs.500 and with a further fine which may extend to Rs.500 for each subsequent alternate Friday or the
preceding working day, as the case may be, on which the default continues.
Return in Form VIl : A return in form VIII showing the amounts of SLR held on alternate Fridays
during immediate preceding month with particulars of their DTL in India held on such Fridays is to be
submitted to RBI before 20th day of every month. In addition, a statement as annexure to form VIl
giving daily position of (a) value of securities held for the purpose of compliance with SLR and (b) the
excess cash balances maintained by them with RBI is to be submitted.
CASH RESERVE RATIO
CRR refers to the ratio of bank's cash reserve balances with RBI with reference to the bank's net
demand and time liabilities to ensure the liquidity and solvency of the scheduled banks.
Extent of CRR
Under RBI Act 1934 (Section 42 (1) all scheduled banks are required to keep certain minimum cash
reserves with RBI. There is no minimum or maximum percentage as per the Act and RBI is
empowered to vary CRR as per its discretion. It is to be maintained at fortnightly average basis
(Saturday to following Friday- 14 days) on reporting Friday (advised by RBI ...to, .banks at the
commence of the year). On a daily basis it should be minimum 70% of the average balance wef Dec
28, 2002. Wef January 12, 2002, RRBs also to maintain same CRR as applicable for SCBs.
Demand liabilities
mean Current deposits, Demand liabilities portion of saving fund deposits, margins held against
LC/LG, Balances in overdue FD, cash certificate and RD, Outstanding TTs, MTs and DDs, Unclaimed
deposits, Credit balances in CC accounts and Deposits held as security for advances which are
payable on demand.
Time liabilities mean Fixed deposits, cash certificate, cumulative and RDs, time liabilities portion of saving
bank deposits, staff security deposits, margins against LC not payable on demand, deposit held as
securities for advances and India Dev Bonds.
Other demand and time liabilities include interest accrued on deposits, bills payable, unpaid dividends,
sundries account balances, participation certificates issued to other banks, net credit balance in branch
adjustment account, margin held on bills purchased or discounted.
Liabilities not to be included for DTL / NDTL computation
a. Paid up capital, reserves, any credit balance in the Profit & Loss Account , amount availed of as
refinance from RBI, and apex institutions like Exim Bank, OBI, NABARD, NHB, SIDBI etc.
b. Provision for income tax in excess of actual estimated liabilities.
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c. Amount received from DICGC pending adjustments thereof.

d. Amount received from ECGC by invoking the guarantee.

e. Amount received from insurance company on ad-hoc settlement of claims pending Judgment of the
Court.

f. Amount received from the Court Receiver.

Interest payment : RBI does not pay any interest on cash balance kept with RBI.
Penalties.The interest payable is reduced by an amount calculated at the rate of 25 % p.a. on the amount
of shortfall. In a situation where shortfall exceeds the level at which no interest becomes payable on
eligible balances held by a bank on net basis i.e. (after interest deduction on the amount of CRR shortfall)
the penal interest under subsection (3) of Section 42 of the RBI Act, 1934 is made applicable.
Fortnightly return in Form 'A'

Under section 42 (2) of RBI Act, 1934, SCBs are to submit to RBI a provisional return in Form 'A" within

7 days and final Form 'A" within 20 days from expiry of the relevant fortnight.

CRR & SLR AT A GLANCE

CRR SLR
In terms of which Act |Sec 42 (1) RBI Act 1934 Sec 24 (2-a) Banking Regulation Act 1949
Min & Max RBI discretion RBI discretion -40%
Present 4% 21.50%
Kept as Cash balance with RBI Cash in Hand, gold and investment in
approved securities
Basis As % of NDTL At fortnightly As % of NDTLs. On daily basis on NDTL
average basis on last Friday of 2" preceding fortnight.
Interest Nil AS per investment made in
different securities.
Penalty Intt.  Payable reduced by |Penalintt. for the day on  which not
an amount calculated at maintained at 3% p.a. above bank rate. For
25% p.a. on amount of shortfall.  jnext day 5%.
Return to Form A Form VII (20" of
.RBI (fortnightly) every month)

Assets in India (Section 25)

The assets in India of every banking company at the close of business on the last Friday of every

guarter shall not be less than 75% of its demand and time liabilities in India.

Return of such assets:  Every banking company

shall, within one month from the end of every quarter, submit to the Reserve Bank a return of the assets

and liabilities as at the close of business on the last Friday of the previous quarter, or, if that Friday is a

public holiday, at the close of business on the preceding working day.
Unclaimed deposits (Section 26) : Every banking company shall, within 30 days after the close of
each calendar year, submit a return to the Reserve Bank as at the end of such calendar year of all
accounts in India which have not been operated upon for ten years. In the case of money deposited for a
fixed period the said term of ten years shall be reckoned from the date of the expiry of such fixed period.
Preservation of records (Section 45Y)

The Central Government may, after consultation with the Reserve Bank and by notification in the Official
Gazette, make rules specifying the periods for which a banking company shall preserve its books,
accounts and other documents; and a banking company shall preserve and keep with itself different
instruments paid by it.

Return of paid instruments (Section 45Z) Where a banking company is required by its customer to
return to him a paid instrument before the expiry of the period specified by rules made under section
45Y, the banking company shall not return the instrument except after making and keeping in its
possession a true copy of all relevant parts of such instrument. The banking company shall be entitled
to recover from the customer the cost of making such copies of the instrument.
NOMINATION : Nomination came into force by a notification dated 29th March 1985 as per new Sections
457 A to 457 F of the Banking Regulations Act, 1949 with following rovisions
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Particulars Acceptance Noticeof claim of other persons is not
of nomination receivablei.e. payment to nominee only.

Deposits Section 45 ZA Section 45 ZB

Safe custody Section 45 zZC Section 45 ZD

Lockers Section 45 ZE Section 45 ZF

DEPOSIT ACCOUNTS
Types of account - Nomination is available only for deposit accounts in individual capacity
irrespective of their nomenclature. It is not available for representative capacity accounts including
partnership, trust, limited company, club etc. or loan accounts.
Proprietorship accounts - Available if the sole proprietor is an individual.
Joint accounts - Available for joint account of individuals.
Minor accounts — Nomination by guardian in account operated by guardian.
Pension accounts: This nomination facility is distinct from the Pension (Nomination) Rules 1983.
Nomination under Pension will not be valid for the deposit accounts for which a separate
nomination will have to be taken. Non-Resident accounts - Available in respect of both
residents as well as non-residents.
Time for nomination - At any time during which the deposit is held with the bank including for old
accounts.
Renewal of deposits - Continues on renewal of term deposit unless cancelled or changed.
Who can be nominee - Nominee has to be an individual only including a minor or NRI. A firm, club,
company, trust, etc., cannot act as nominee.
How to nominate - By getting form DA-I signed from the depositor (withessed by two, in case of
illiterate). Minor as nominee - A third person is appointed to act on behalf of the minor for receiving
money, who may be anybody. After attaining majority, the minor himself can receive the money.
Status of nominee - The nominee is treated as an Trustee for receiving money after death. He is
not the owner. He is duty-bound to pass on the money to the legal heir. So the legal heir can claim
money from the nominee but the bank, on payment to nominee, is fully discharged. Premature
payment to the nominee before due date is a valid discharge to bank in case of deceased account.
By granting loan to the nominee before maturity of deposits against deposit, bank does not get valid
discharge.
Variation recancellation in nomination - Nomination can be changed any number of times. In case
of a deposit held in name of more than one depositor, the cancellation (form No. DA2) or. variation
(form No. DA3) will be valid only if signed by all. This is applicable to deposits having instructions
Either or Survivor.
More than one accounts - Separate nomination for each term deposit having separate account
opening form should be taken.
Change in style of accounts — Where the changes in the style of account is made due to
addition/deletion etc., the nomination stands cancelled.
Procedure on death of depositor - On death of a person, if 6 months lapse and no person turns up,
the bank has to inform the nominee about nomination in case of deposit accounts. This information is
to be given within three months in case of locker account.
Safe custody :Nomination is available where articles are held in single name (not available for joint
name) of individual accounts. Only one person can be appointed to receive the articles. Separate
nomination form is to be obtained for each lodgement.
Safe deposit lockers : There could be more than one nominee in case of joint locker accounts (one for
each holder). Contents are deliverable to nominee along with the surviving joint hirer in case of joint hirer.
Other issues in nomination — Nomination facility is obligatory for banks.
Mentioning of number, date and registration of nomination is obligatory, but mentioning the name of
nominee is optional.
Summary of Nomination Provisions

Type of a/c Nature of a/c No. of Nominees
Deposit Single/joint One only

Safe Only single One only
custody
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Lockers Single / Joint ; E or S One only / One only
Lockers
Lockers Joint- For S One only

Lockers Joint operation More than one (as per IBA Max 2)

Nomination Forms

Account Registration Cancellati Variation

DEPOSIT DA-1 DA-2 DA-3

SAFE CUSTODY |SC-1 SC-2 SC-3

LOCKERS SL-2 SL-3 OR
SL-1 OR SL1A JOINT SL3A JOINT

Restrictions on loans and advances (Section 20)

No banking company shall grant any loans or advances on the security of its own shares, or enter into any
commitment for granting any loan or advance to or on behalf of-

@iy any of its Directors,
(i) any firm in which any of its Directors is interested as Partner, Manager, Employee or Guarantor, or

(i) any company of which any of the Directors of the banking company is a Director, Managing Agent,
Manager, Employee or Guarantor or in which he holds substantial interest, or

(iv) any individual in respect of whom any of its Directors is a partner or guarantor.
Non-repayment of loan by the director : Where any loan or advance payable by any person, has not been
repaid to the banking company within the period specified in that sub-section, then, such person shall, if he
is a Director of such banking company on the date of the expiry of the said period, be deemed to have
vacated his office as such on the said date.
Restrictions on power to remit debts (Section 20A)
A banking company shall not, except with the prior approval of the Reserve Bank, remit in whole or in part
any debt due to it by any of its Directors, or any firm or company in which any of its Directors is interested as
Director, Partner, Managing Agent or Guarantor, or any individual if any of its Directors, is his Partner or
Guarantor. Any remission made in contravention of the above shall be void and of no affect.
Restriction on commission, brokerage, discount, etc., on sale of shares (Section 13)
No banking company shall pay out directly or indirectly by way of commission, brokerage, discount or
remuneration in any form in respect of any shares issued by it, any amount exceeding in the aggregate
2.5% of the paid-up value of the said shares. Prohibition of charge on unpaid capital (Section 14) No
banking company shall create any charge upon any unpaid capital of the company, and any such charge
shall be invalid. Further, no banking company shall create a floating charge on the undertaking or any
property of the company or any part thereof, unless the creation of such floating charge is certified in writing
by the Reserve Bank as not being detrimental to the interests of the depositors of such company. Any such
charge created without obtaining the certificate of the Reserve Bank shall be invalid.
Any banking company aggrieved by the refusal of certificate may, within 90 days from the date on which such
refusal is communicated to it, appeal to the Central Government. The decision of the Central Government
where an appeal has been preferred or of the Reserve Bank where no such appeal has been preferred shall
be final. Restrictions as to payment of dividend (Section 15) No banking company shall pay any dividend
on its shares until all its capitalised expenses (including preliminary expenses, organisation expenses,
share Gelling commission, brokerage, amounts of losses incurred and any other item of expenditure not
represented by tangible assets) have been completely written off.
CONTROL OVER ADVANCES
Powers of Reserve Bank to control advances by banking companies (Section 21)

Reserve Bank, in the public interest or in the interests of depositors or banking policy, may determine the
policy in relation to advances to be followed by banking companies generally or by any banking company in
particular, and when the policy has been so determined, all banking companies shall be bound to follow the
policy. Reserve Bank may give directions to banking companies, either generally or to any banking
company or group of banking companies in particulars, with regard to

(a) the purposes for which advances may or may not be made;
(b) the margins to be maintained in respect of secured advances;
(c) the maximum amount of advances or other
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financial accommaodation which, having regard to the paid-up capital, reserves and deposits of a banking
company and other relevant considerations, may be made by that banking company to any one company,
firm, association to persons or individual;
(d) the maximum amount up to which, guarantees
may be given (having regard to the considerations referred to in clause (c)), by a banking company on
behalf of any one company, firm, association of persons or individual; and
the rate of interest and other terms and conditions on which advances or other financial
accommodation may be made or guarantees may be given.
Rate of interest & scrutiny by courts (Section 21A) A transaction between a banking company and its
debtor shall not be reopened by any court on the ground that the rate of interest charged by the banking
company in respect of such transaction is excessive.
DIFFERENT KINDS OF BANKS AND THEIR REGULATION

Banks in India fall in 3 categories that include:
1. Banks being body corporates constituted under special Acts the Parliament such as SBI

2. Banks being companies registered under Companies Act 1956 or a foreign company such as UT1
Bank Limited

3. Banks registered as Cooperative Societies under Central or State Act

Public Sector Banks: These banks include:

(a) Nationalised Bank : Constituted under Banking Companies (Acquisition and Transfer of
Undertakings) Act 1970 or Banking Companies (Acquisition and Transfer of Undertakings) Act
1980, which were took over by Central Govt. in 1969 (14 banks) and in 1980 (6 banks). There are
19 such banks (New Bank of India

merged with PNB) - -

(b) State Bank group banks : Constituted under SBI Act 1955 and State Bank (Subsidiary Banks) Act
1959.There are 6 such banks including SBI.

(c) RRBs : Constituted under Regional Rural Banks Act 1976. There are 196 banks as on Sept 30,
2005. The no. of such banks came down subsequent to Sept 30, 2005 as a result of merger of few
banks with other RRBs.

Banking Companies : The banks constituted under section 3 of Companies Act 1956 and foreign
company as per Section 591 of Companies Act, are the private banks which are governed by various
provision of Companies Act as far as their constitution is concerned. But for their banking business,
RBI Act and Banking Regulation Act is applicable_

Cooperative Banks: Constituted as Cooperative Societies registered under Central Act (in case of
Multistate cooperative Banks) and State Acts (in case of single state banks). Banking Laws
(Application to Cooperative Societies) Act 1965 extended certain provisions of Banking Regulation
Act and RBI Act to cooperative banks. After Supreme Court judgement of 2004 in case of Apex
Coop Bank (that multi-state coop societies cannot be licensed as coop banks), Banking Regulation
(Amendment) and Misc. Provision Act 2004 was passed to permit licensing of multi-state cooperative
banks. Under the provisions of the Act, a multi-state cooperative bank means a multi-state
cooperative society.

FUNCTIONS OF RESERVE BANK OF INDIA (RBI) RBI established on April 1, 1935 under RBI Act

1934 {on the recommendations of John Hilton Young Commission 1926 — called Royal Commission

on Indian Currency and Finance), is the central bank of the country and was nationalised wef Jan

01,1949. Prior to its existence, Imperial Bank of India from SBI was conducting the Central Bank's

functions. Originally it was a shareholders' bank which was taken over by the Central Govt. under

Reserve Bank (Transfer of Public Ownership) Act 1948 (paid up capital Rs.5 cr). RBI's central office

is in Mumbai.

2 RBI is managed by a Central Board of Directors. It has four local board at Mumbai, Delhi, Calcutta
and Chennai. It has one Governor, provision for 4 Dy. Governors and 15 other directors.

3 It performs following functions:

a Issuance of currency : U/s 22 of RBI Act 1934, RBI has the sole agency/authority in India to issue
currency notes (called bank notes) under signatures of Governor, except for one rupee note or coins
(which is issued by the Central Govt. - signed by Finance Secretary). (more details available on
Indian currency in the later part of this Chapter).

Issue Deptt is responsible for issue of fresh notes against security which consists of gold coins,
bullion, rupee coins foreign securities, eligible promiSsory notes and other approved securities
(aggregate value of gold and foreign exchange reserves should not be less than Rs.200 crore out
of which, gold (coins and bullion) should not be less than Rs.115 crore) (Sec 33). The Banking
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Department undertakes all banking activities and holds stock of currency, which is distributed with
the help of currency chests spread all over the country.

b Banker to the Govt

U/s 20 for (Central Govt) and u/s 21-A (for State Govt), Central Bank transacts govt. business and
manages public debt. Where it does not have office, SBI or any other public sector bank is
appointed its Agent for this purposes. It advises Govt. on all monetary matters and also provides
Ways & Means advances (Section 17(5).

c Bankers' bank

It keeps deposits of commercial banks and acts as lender of last resort by providing financial
assistance in various ways. Section 17 (2) and {3) enable banks to approach RBI for rediscounting,
refinance etc. It provides export refinance to the extent of 15% of outstanding export credit eligible
for refinance as at the end of 2™ preceding fortnight (wef May 05, 2001) and also Liquidity
Adjustment Facility wef June 05, 2000 (details provided in the | ' Chapter).

d Controller of Banks

Every bank which wants to conduct banking business in India has to obtain licence from RBI. RBI also
acts as controller of banks by including the banks in India in 2nd Schedule of the Act (such banks
which are incorporated under Companies Act or under any other law in force in India or outside
including State Coop Banks and which are included in 2nd Schedule of RBI Act 1934 are called
scheduled banks). It grants licences to carry on banking business. It issues directions, carries
inspection (on-site as well as off-site) and exercises management control.

e Controller of credit
U/s 21 and 35A, RBI can fix interest rates (including Bank Rate) and also exercise selective credit
controls in order to control inflation and money supply for ensuring growth of the economy &
ensuring price stability. Various methods such as change in cash reserve ratio, stipulation of
margin on securities, directed credit guidelines etc. are used for this purpose. These are also
called quantitative and qualitative methods. It also carries sale and purchase of securities which
are known as open market operations.

f. Statutory ReservesBanks also maintain certain %age of their assets in liquid/cash form under
SLR/CRR requirements (details of given in the Chapter Credit Opn).

g: Collection of information RBI collects credit information (U/s 45-C) information on borrowers
enjoying credit limits up to Rs.10 lac on secured basis and Rs.5. lac on unsecured basis) and can
share this information with other banks (Sec 45-0). Besides, RBI obtains information on suit-filed
accounts and BSR returns.

h. Maintenance of external value : RBI is responsible also for maintaining external value of Indian
currency as well as the internal value. Foreign exchange reserves are held by RBI and it has
wide powers to regulate foreign exchange transactions under Foreign Exchange Management
Act (FEMA).

i. Other functions include acting as promoter of financial institutions, as policy maker, collection and
publication of data etc. Instruments of monetary control used by RBI are variable CRR and SLR,
bank rate, open market operations, refinance policy changes, selective credit control and moral
suasion.

BOARD FOR FINANCIAL SUPERVISION

BFS came into existence under RBI's (US) Regulations 1994 u/s 58 of RBI Act, wef Nov. 16, 1994 with
RBI Governor being its ex-officio Chairman. Narasimham Committee had recommended formation of
BFS which has jurisdiction over banks/banking companies. It exercises powers of supervision and
inspection under RBI Act and Banking Regulation Act. It is assisted by Deptt. of Supervision in RBI.

Its functions include empanelment and selection of Statutory Auditors for banks and exercise integrated
supervision over commercial banks, Fls and NBFCs and other para-banking financial institutions. The
supervision is both the on-site (through inspection) and off-site (through DSB returns). DSB returns were
introduced wef April 01, 1996, which are submitted on a quarterly basis.

GOVT. ROLE AS REGULATOR OF BANKS

Banks are not directly regulated by Govt. but under RBI Act and Banking Regulation Act, Central Gowvt.
has been conferred vast powers. Details of some of them are as under:

» Entire share capital of RBI is held by Central Govt. It can appoint and remove the members of Central
Board of RBI. It also appoints Governor RBI.

o Central Govt. can issue directions to RBI and indirectly influence the decision making.
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o Central Govt. is appellate authority in a no. of cases, concerning RBI powers with regard to banks
such as removal of managerial personnel, cancellation of banking licence etc.

o Central Govt. can suspend the operation of Banking Regulation Act and can give exemption from any
provisions of Banking Regulation Act, on RBI's recommendations.

o Central Govt. notifies the forms of banking business u/s 6(1)(0).

o Central Govt. has the authority under Section 45Y to make rules regarding preservation of records
and Section 52 regarding making of rules under of Banking Regulation Act.

o Central Govt. approves formation of subsidiary for certain business u/s 19 of B R Act.

» Central Govt. issues notification regarding purpose of maintenance of assets u/s 24(2) and with
regard to accounts and balance sheet u/s 29.

» Central Govt. can issue direction to RBI for inspection of Banks u/s 35 of B R Act
e U/s 36 AE of B R Act, the Central Govt. can acquire undertakings of banks.

It can also suspend the business and amalgamation of banks u/s 45 of B R Act.
SUMMARY OF RBI ROLE AS REGULATOR OF BANKS

Banks are directly regulated by RBI mainly under Banking Regulation Act. Besides there are few
provisions in RBI Act (CRR) under which RBI exercises regulatory control over banks. Summary of
some of them are-as under:

» RBI has the authority to give licence to the banks (u/s 22 of B R Act), without which no banks can
undertaking banking functions.

o RBI can also cancel the licence subject to fulfillment of certain requirements.

o RBI can appoint and remove certain personnel and Directors including Chairman and Managing
Director.

o RBI can regulate the business of banks that include deposits, advances etc.
o RBI can give directions to Banks u/s 35 A of B R Act
e RBI can conduct inspection of banks u/s 35 of B R Act.
RBI can conduct scrutiny and also order audit and special audit under B R Act.
e RBI can collect credit information and also disseminate the collected information.

o RBI can initiate the process of moratorium, amalgamation and winding up
e RBI can impose penalties undercertain circumstances.

RETURNS, INPSECTION AND WINDING-UP
ANNUAL ACCOUNTS - Accounts and balance-sheet (Section 29)
On expiration of each calendar years or at the expiration of a period of 12 months ending with such
date as the Central Government may specify (at present being March 31 every year wef March 1989),
every banking company shall prepare a balance-sheet and profit and loss account as on the last
working day of the year or the period, in the Forms set out in the Third Schedule (it is Form A for
balance sheet and Form B for profit and loss account) or as near thereto as circumstances admit.
Central Government after giving not less than 3 months' notice, may from time to time, amend the
Forms.
Who is to sign the balance sheet : The balance-sheet and profit and loss account shall be signed,
in the case of a banking company incorporated in India, by the manager or « the principal officer of
the company and where there are more than three Directors of the company, by at least three of
those Directors, or where there are not more than three Directors, by all the Directors, and in the
case of a banking company incorporated outside India by the Manager or Agent of the principal
office of the company in India.
Audit of accounts (Section 30)
The balance-sheet and profit and loss account prepared in accordance with section 29 shall be
audited by a person duly qualified under any law for the time being in force to be an Auditor of
companies. Every banking company shall, before appointing, reappointing or removing any Auditor or
Auditors, obtain the previous approval of the Reserve Bank.
Special audit : Where the Reserve Bank is of opinion that it is necessary so to do, it may direct that
the special audit of the banking company's accounts, for any such transaction or class of
transactions or for such period or periods, shall be conducted. It may appoint a person duly qualified,
to be an Auditor of companies or direct the Auditor of the banking company himself to conduct such
special audit. The Auditor shall comply with such directions and make a report of such audit to the
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Reserve Bank and forward a copy thereof to the company.
Submission of annual accounts (balance sheet and profit and loss account (Section 31)

The accounts and balance-sheet together with the Auditor's report shall be published in
the prescribed manner and three copies thereof shall be furnished as returns to the
Reserve Bank within three months from the end of the period to which they refer. Reserve
Bank may in any case extend the said period of 3 months by a further period not exceeding 3
months. Copies of balance-sheets and accounts to Registrar of Companies ( Section 32)

Where a banking company in any year furnished its accounts and balance-sheet in accordance with the
provisions of section 31, it shall at the same time send to the RoC, 3 copies of such accounts and
balance-sheet and of the Auditor's report.

Display of audited balance-sheet by companies incorporated outside India (Foreign Banks) (Sec
33) Every banking company, incorporated outside India shall, not later than the first Monday in
August of any year in which it carries on business, display in a conspicuous place in its principal
office and in every branch office in India a copy of its last audited balance-sheet and profit and loss
account prepared under section 29. It shall keep the copy so displayed until replaced by a copy of the
subsequent balance-sheet and profit and loss account.

Monthly returns and powers to call for other returns and information (Section 27)

Statement of Assets and liabilities : Every banking company shall, before the close of the month
succeeding that to which it relates, submit to the Reserve Bank a return showing its assets and
liabilities in India as at the close of business on the last Friday of every month or if that Friday is a
public holiday, at the close of business on the preceding working day. Statement of Investments and
classification of advances : Reserve Bank may direct a banking company to furnish it within such
time as may be specified by the Reserve Bank, information every half-year regarding the
investments of a banking company and the classification of its advances in respect of industry,
commerce and agriculture.

Power to publish information (Section 28) : Reserve Bank or the NABARD, or both, may publish any
information obtained by them under this Act in such consolidated form as they think fit.

INSPECTION OF BANKS (Section 35) :Reserve Bank by itself or on being directed by the Central

Government can, conduct an inspection by its officers, of any banking company and books and

accounts. Reserve Bank shall supply to the banking . company, a copy of its report on such

inspection. Reserve Bank, may also conduct a scrutiny by its officers, of the affairs of any banking

company and its books and accounts. A copy of the report of the scrutiny shall be furnished to the

banking company if the banking company makes a request OR if any adverse action is contemplated

against the banking company on the basis of the scrutiny.

Duty to make available books and accounts : It shall be the duty of the banking company to produce

to the officer making an inspection or a scrutiny, all such books, accounts and other documents and to

furnish him with any statements and information relating to the affairs of the banking company as the

said officer may require.

Inspection on direction of Central Govt.: Reserve Bank shall, if it has been directed by the Central

Government to conduct an inspection shall report to the Central Government in relation to inspection

or scrutiny made. Central Government, if it is of opinion after considering the report that, the affairs of

the company are being conducted to the detriment of the interests of its depositors, may, after giving

such opportunity to the banking company to make a representation by order in writing-

(@) prohibit the banking company from receiving fresh deposits;

(b) direct the Reserve Bank to apply under section 38 for the winding up of the banking company:

Power of the Reserve Bank to give directions (Section 35 A)

Where the Reserve Bank is satisfied that it is necessary to issue direction (to banking companies

generally or to any banking company in particular):

e in the public interest or

e in the interest of banking policy; OR

o to prevent the affairs of any banking company being conducted in a manner detrimental to the
interests of the depositor OR

e in a manner prejudicial to the interests of the banking company; OR

o to secure the proper management of any banking company generally;

it may issue directions and the banking company shall be bound to comply with such directions.

Reserve Bank may modify or cancel any direction issued, and impose conditions subject to which
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the modification or cancellation shall have effect.

RBI has issued directives relating to Ombudsman, Know Your Customer (KYC) and clean note policy,

under these provisions.

Further powers and functions of Reserve Bank (Section 36)

(a) Reserve Bank may caution or prohibit banking
companies generally or any banking company in particular against entering into any particular
transaction or class of transactions, and generally give advice to any banking company;

(b) Reserve Bank may on a request by the companies
concerned and subject to the provisions of section 44A, assist, as intermediary or otherwise, in
proposals for the amalgamation of such banking companies;

(c¢) Reserve Bank may give assistance to any banking company by means of the grant of a loan or
advance under section 18 of the Reserve Bank of India Act, 1934.

(d) Reserve Bank may require the banking company to
call a meeting of its Directors for the purpose, of considering any matter relating to or arising out
of the affairs of the banking company, or require an officer of the banking company to discuss
any such matter with an officer of the Reserve Bank.

(e) Reserve Bank may depute one or more of its officers to watch the proceedings at any meeting
of the Board of Directors of the banking company or of any committee or of any other body
constituted by it; require the banking company to give an opportunity to the officers so deputed
to be heard at such meetings and also require such officers to send a report of such
proceedings to the Reserve Bank;

(fH) Reserve Bank may require the Board of Directors of the banking company or any committee or any
other body constituted by it to give in writing to any officer specified by the Reserve Bank in this
behalf at his usual address all notices of, and other communications relating to, any meeting of the
Board, committee or other body constituted by it;

(9) Reserve Bank may appoint one or more of its officers to observe the manner in which the affairs
of the banking company or of its officers or branches are being conducted and make a report
thereon;

(h) Reserve Bank may require the banking company to make, within such time as may be specified in
the order, such changes in the management as the Reserve Bank may consider necessary

ACQUISITION, AMALGAMATION & LIQUIDATION Power of Central Government to acquire
banking undertakings (Section 36 AE)

If, upon receipt of a report from the Reserve Bank, the Central Government is satisfied that a

banking company has, on more than one occasion, failed to comply with the directions given to it in

writing under section 21 or section 35A, or is being managed in a manner detrimental to the interests
of its depositors and it is necessary to acquire such banking company, the Central Government may,
after consultation with the Reserve Bank, acquire the undertaking of such company with effect from
such date as may be specified in this behalf by the Central Government.

Such acquiring shall be after banking company has been given a reasonable opportunity of showing

cause against the proposed action.

Power of the Central Government to make scheme (Section 36 AF)
The Central Government may, after consultation with the Reserve Bank, make a scheme in relation
to any acquired bank. The scheme may provide for the following matters namely:-

(a) the corporation, or the company incorporated for
the purpose, to which the undertaking including the property, assets and liabilities of the acquired
bank may be transferred, and the capital, constitution, name and office thereof;

(b) the constitution of the first board of management
(by whatever name called) of the transferee bank, and all such matters in connection therewith or
incidental thereto as the Central Government may consider to be necessary or expedient;

(c) the continuance of the services of all the employees of the acquired bank (excepting such of them
as, not being workmen within the meaning of the Industrial Disputes Act, 1947 (14 of 1947), are
specifically mentioned in the scheme) in the Central Government or in the transferee bank, as the
case may be, on the same terms and conditions so far as may be, as are specified in clause (i)
and (j) of sub-section (5) of section 45;

(d) the continuance of the right of any person who, on the appointed day, is entitled to or is in receipt
of, a pension or other superannuation or compassionate allowance or benefit, from the acquired
bank or any provident, pension or other fund or any authority administering such fund, to be paid
by, and to receive from the Central Government or the transferee bank, as the case may be, or
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any provident, pension or other fund or any authority administering such fund, the same pension,
allowance or benefit so long as he observes the conditions on which the pension, allowance or
benefit was granted, and if any question arises whether he has so observed such conditions, the
guestion shall be determined by the Central Government and the decision of the Central
Government thereon shall be final,

(e) the manner of payment of the compensation payable in accordance with the provisions of this
Part to the shareholders of the acquired bank, or where the acquired bank is a banking company
incorporated outside India, to the acquired bank in full satisfaction of their, or as the case may
be, its, claims;

(f) the provision, if any, for completing the effectual transfer to the Central Government or the
transferee bank of any asset or any liability which forms part of the undertaking of the acquired
bank in any country outside India;

(9) such incidental, consequential and supplemental matters as may be necessary to secure that the
transfer of the business, property, assets and liabilities of the acquired bank to the Central
Government or transferee bank, as the case may be, is effectual and complete.

The Central Government may, after consultation with the Reserve Bank, add to, amend or vary any
scheme made - under this section. Every scheme, shall be published in the Official Gazette.

Compensation to be given to shareholders of the acquired bank (Section 36 AG)
Every person who, is registered as a holder of shares, shall be given by the Central Government, or
the transferee bank, such compensation as is determined in accordance with the principles contained
in the Fifth Schedule. If the amount of compensation offered is not acceptable to any person to whom
the compensation is payable, such person may, before such date as may be notified by the Central
Government in the Official Gazette, request the Central Government in writing, to have the matter
referred to the Tribunal.

Constitution of the Tribunal (Section 36 AH)

(1) The Central Government may, constitute a Tribunal which shall consist of a Chairman and two
other members.

(2) The Chairman shall be a person who is, or has been, a Judge of a High Court or of the Supreme
Court, and, of the two other members, one shall be a person, who, in the opinion of the Central
Government, has had experience of commercial banking and the other shall be a person who is a
chartered accountant within the meaning of the Chartered Accountants' Act, 1949.

(3) The Tribunal may, choose one or more persons having special knowledge or experience of any
relevant matter to assist it in the determination of such compensation.

Powers of the Tribunal : (Section 36A1) : The Tribunal shall have the powers of a civil court, while trying
a suit, under the Code of Civil Procedure, 1908 in respect of summoning and enforcing the attendance of
any person and examining him on oath; requiring the discovery and production of documents; receiving
evidence on affidavits; issuing commissions for the examination of witnesses or documents.

SUSPENSION OF BUSINESS AND WINDING UP OF BANKING COMPANIES

Suspension of business (Section 37) The High Court may on the application of a banking company
which is temporarily unable to meet its obligations, make an order (a copy of which it shall forward to
the Reserve Bank staying the commencement or continuance of all actions and proceedings against
the company for a fixed period of time, and may from time to time extend the period. The total period
of moratorium shall not exceed 6 months.

Application shall be maintainable only when it is accompanied by a report of the Reserve Bank indicating
that in the opinion of the Reserve Bank the banking company will be able to pay its debts if the
application is granted.

Role of RBI : Where the Reserve Bank is satisfied that the affairs of a banking company, in respect of
which an order has been made by High Court, are being conducted in manner detrimental to the
interests of the depositors, may make an application to the High Court for the winding up of the
company. Where any such application is made, the High Court shall not make any order extending the
period.

Winding up by High Court (Section 38) High Court shall order the winding up of a banking
company if the banking company is unable to pay its debts; or if an application for its winding up
has been made by the Reserve Bank under section 37 or this section. Reserve Bank may make an
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application under this section for the winding up of a banking company:
(a) if the banking company-
(i)  has failed to comply with the requirements
specified in section 11; or
(i) has by reason of the provisions of section
22become disentitled to carry on banking business in India; or
(iii)  has been prohibited from receiving fresh deposits by an order section 35 or section 42 of the
Reserve Bank of India, Act, 1934 or
(iv) having failed to comply with any requirement of this Act other than the requirements laid down in
section 11, has continued such failure, or, has continued contravention beyond specified period
(b) if in the opinion of the Reserve Bank-
(iy acompromise or arrangement. sanctioned by a court in respect of the banking company cannot be worked
satisfactorily with or without modifications; or
(i) the returns, statements or information furnished to it under or in pursuance of the provisions of this Act
disclose that the banking company is unable to pay its debts; or
(i) the continuance of the banking company is prejudicial to the interest of its depositors.
When a banking company is deemed to be unable to pay its debts
A banking company shall be deemed to be unable to pay its debts
« if it has refused to meet any lawful demand made at any of its offices or branches within 2 working days if
such demand is made at a place where there is an office, branch or agency of the Reserve Bank, or
« within 5 working days if such demand is made elsewhere, and
« if the Reserve Bank certifies in writing that the banking company is unable to pay its debts.
Court liguidator (Section 38A)
There shall be attached to every High Court a court liquidator to be appointed by the Central Government for
the purpose of conducting all proceedings for the winding up of banking companies and performing such other
duties in reference thereto as the High Court may impose.
Reserve Bank as official liquidator (Section 39)
Where in any proceeding for the winding up by the High Court of a banking company, an application is made by
the Reserve Bank, the Reserve Bank, the State Bank of India or any other bank notified by the Central
Government or any individual shall be appointed as the official liquidator of the banking company and the
liquidator, functioning in such proceeding shall vacate office upon such appointment.
Application of Companies Act to liquidators (se 39A) All the provisions of the Companies Act, 1956, relating
to a liquidator, in so far as they are not inconsistent with this Act, shall apply to or in relation to a liquidator
appointed under section 38A or Section 39.
Stay of proceedings (Section 40) : High Court shaft make an order staying the proceedings of winding up
where it is satisfied that an arrangement has been made whereby the company can pay its depositors in
full as their claims accrue.
Preferential payments to depositors (Section 43A)
« within 3 months from the date of the winding up order, the preferential payments shall be made by the official
liquidator or adequate provision for such payments shall be made by him u/s 530 of Companies Act
« after preferential payments, depositors of saving bank account up to Rs.250
« then other depositors up to Rs.250 (maximum amount to be paid to one person when he is saving bank
& other deposit account holder with balance up to Rs.250, would be Rs.250).
« the balance would be utilized to pay to general creditors
« then to the due amount to other depositors.
Where full payment cannot be made, every depositor would be paid on a pro rata basis.
Deposits covered with D1ICGC insurance cover are not covered under these rules.

Voluntary winding up (Section 44) : No banking company may be voluntarily wound up unless the Reserve
Bank certifies in writing that the company is able to pay in full all its debts to its creditors as they accrue. High
Court, may, make an order that the voluntary winding up shall continue, but subject to the supervision of the
court.

Amalgamation of banking companies (Section 44A) No banking company shall be amalgamated with another
banking company, unless a scheme containing the terms of such amalgamation has been placed in draft, before
the shareholders of each banking company separately, and approved by the resolution passed by a majority in
number representing two-thirds in value of the shareholders of each company, present either in person or by
proxy at a meeting called for the purpose.

If the scheme is approved, it shall be submitted to the Reserve Bank for sanction. If sanctioned by the
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Reserve Bank it will be binding on the banking companies concerned and also on all the shareholders thereof.
Any shareholder, who has voted against the scheme or has given notice that he dissents from the
scheme, he shall be entitled, to claim from the banking company concerned their value as determined by
the Reserve Bank when sanctioning the scheme.
Sanction of scheme : On the sanctioning of a scheme by the Reserve Bank, the property of the
amalgamated banking company shall, be transferred to and the liabilities of the company shall become the
liabilities of the banking company.
Where a scheme is sanctioned by the Reserve Bank, it may, direct that the amalgamated banking
company will cease to function, shall stand dissolved wef a particular date.
Restriction on compromise or arrangement between banking company and creditors (Section 44B) No
High Court shall sanction a compromise or arrangement between a banking company and its creditors
and its members only when the compromise or arrangement unless the compromise or arrangement or
modification, is certified by the Reserve Bank in writing as not being incapable of being worked and as
not being detrimental to the interests of the depositors of such banking company.
Power of Reserve Bank to apply to Central Government for suspension of business by a
banking company and to prepare scheme of reconstitution or amalgamation (Section 45): Where it
appears to the Reserve Bank that there is good reason so to do, it may apply to the Central Government
for an order of moratorium in respect of a banking company. The Central Government may make an
order of moratorium for a fixed period of time and may extend the period. Maximum total period of
moratorium shall not exceed six months. The banking company shall not during the period of moratorium
make any payment to any depositors or discharge any liabilities or obligations to any other creditors.
During the period of moratorium, if the Reserve Bank is satisfied it may prepare a scheme for the
reconstruction of the banking company, or for the amalgamation of the banking company with any other
banking institution. Status of the employees: The scheme, inter alia, provide for the continuance of the
services of all the employees of the banking company in the transferee bank at the same remuneration
and on the same terms and conditions of service, which they were getting or, as the case may be, by
which they were being governed, immediately before the date of the order of moratorium:

PENALTIES (Section 46) : False statement : Whoever in any return, balance- sheet or other document
or on any information required or furnished under this Act, wilfully makes a statement, which is false in
any or wilfully omits to make a material statement, shall be punishable with imprisonment for a term which
may extend to 3 years and shall also be liable to fine.

Failure to produce books : If any person fails to produce any book, account or other documents or to
furnish any statement or information which is his duty to produce or furnish, or to answer any question
relating to the business of a banking company which he is asked by an officer making inspection or
scrutiny under that section, he shall be punishable with fine which may extend to Rs.250 in respect of
each offence, and if he persists in such refusal, to further fine which may extend to Rs.100 for every
day during which the offence continues.

Acceptance of deposits : If any deposits are received by a banking company in contravention of an
order under section 35, every Director or other officer of the banking company, unless he proves that
the contravention took place without his knowledge or that he exercised all due diligence to prevent it,
shall be deemed to be guilty of such contravention and shall be punishable with a fine which may

extend to twice the amount of the deposits so received. Contravention of provisions of the Act : If any
other provision of this Act is contravened or if any default is made in complying with any requirement of
this Act or of any order, rule or direction made or condition imposed there-under,

such person shall be punishable with fine which may extend to Rs.50000 or twice the amount involved in
such contravention or default where such amount is quantifiable, whichever is more, and where a
contravention or default is a continuing one, with a further fine which may extend to Rs.2500 for every
day, during which the contravention or default continues.

Power to exempt in certain cases (Section 53) : The Central Government may, on the
recommendation of the Reserve Bank, that any or all of the provisions of this Act shall not apply to any
banking company or institution or to any class of banking companies either generally or for such period
as may be specified.

CORPORATE GOVERNANCE : Corporate Governance is a dynamic concept. It involves promotion
of corporate fairness, transparency and accountability in the interest of shareholders, employees,
customers and other stakeholders. First major study on Corporate Governance was done by Cadbury
Committee in 1992. It can be seen as the way in which boards oversee the running of a company by its
managers, and how board members are in turn accountable to shareholders and the company and it
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has implications for company behaviour towards employees, shareholders, customers, banks and other
stakeholders. It also plays a role in ensuring integrity and efficiency of financial markets.
OECD Principles of Corporate Governance, 2004

1. Ensuring the basis for an effective corporate governance framework: The corporate governance
framework should promote transparent and efficient markets, be consistent with the rule of law and
clearly articulate the division of responsibilities among different supervisory, regulatory and enforcement
authorities.

2. The rights of shareholders and key ownership functions: The corporate governance framework
should protect and facilitate the exercise of shareholders' rights.
3. The equitable treatment of shareholders: The corporate governance framework should ensure the

equitable treatment of all shareholders, including minority and foreign shareholders. All shareholders
should have the opportunity to obtain effective redress for violation of their rights.

4. The role of stakeholders in corporate governance: The corporate governance framework should
recognise the rights of stakeholders established by law or through mutual agreements and encourage
active co-operation between corporations and stakeholders in creating wealth, jobs, and the
sustainability of financially sound enterprises.

Disclosure and transparency: The corporate governance framework should ensure that timely and
accurate disclosure is made on all material matters regarding the corporation, including the financial
situation, performance, ownership, and governance of the company.

6_ The responsibilities of the board: The corporate governance framework should ensure the strategic
guidance of the company, the effective monitoring of management by the board, and the board's
accountability to the company and the shareholders.

Corporate Governance and Banks : The Basel Committee on Banking Supervision has issued
guidelines in 2006 for promoting the sound practices of Corporate Governance by banks. These
guidelines highlight importance of :

Role of Board of Directors and Senior Management

Effective Management of Conflict of interest

Role of internal and external auditors

Governing in a transparent manner

Role of supervisors in promoting sound corporate governance practices.

abrwdE

Reserve Bank's Approach Committees set up include —A.S. Ganguly Committee in Nov 2001,
Advisory Group on corporate governance headed by R.I-1, Patil in March 2001, Advisory group on
banking supervision headed by M S Verma in Jan 2003. RBI guidelines on ownership and governance
in private sector banks released on Feb 28, 2005 provide as under: Shareholding

1. The RBI guidelines on acknowledgement for acquisition or transfer of shares issued on February 3,
2004 will be applicable for any acquisition of shares of 5 per cent and above of the paid up capital of
the private sector bank.

2. In the interest of diversified ownership of banks, the objective will be to ensure that no single entity
or group of related entities has shareholding or control, directly or indirectly, in any bank in excess
of 10 per cent of the paid up capital of the private sector bank. Any higher level of acquisition will
be with the prior approval of RBI and in accordance with the guidelines of February 3, 2004 for
grant of acknowledgement for acquisition of shares.

3. Where ownership is that of a corporate entity, the objective will be to ensure that no single
individual/entity has ownership and control in excess of 10 per cent of that entity. Where the
ownership is that of a financial entity the objective will be to ensure that it is a well established
regulated entity, widely held, publicly listed and enjoys good standing in the financial community.

4. Banks (including foreign banks having branch presence in India)/Fls should not acquire any fresh
stake in a bank's equity shares, if by such acquisition, the investing bank's/FI's holding exceeds 5 per
cent of the investee bank's equity capital as indicated in RBI circular dated July 6, 2004.

5. As per existing policy, large industrial houses will be allowed to acquire, by way of strategic
investment, shares not exceeding 10 per cent of the paid up capital of the bank subject to RBI's prior
approval. Furthermore, such a limitation will also be considered if appropriate, in regard to important
shareholders with other commercial affiliations.

6. In case of restructuring of problem/weak banks or in the interest of consolidation in the banking
sector, RBI may permit a higher level of shareholding, including by a bank.

Directors and Corporate Governance
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1. The Board of Directors should ensure that the responsibilities of directors are well defined and the
banks should arrange need-based training for the directors in this regard. While the respective
entities should perform the roles envisaged for them, private sector banks will be required to
ensure that the directors on their Boards representing specific sectors as provided tinder the B.R.
Act, are indeed representatives of those sectors in a demonstrable fashion, they fulfil the
criteria under corporate
governance norms provided by the Ganguly Committee and they also fulfil the criteria
applicable for determining 'fit and proper' status of Important Shareholders (i.e., shareholding of 5 per
cent and above).-as laid down in RBI Circular dated June 25, 2004.

2. As a matter of desirable practice, not more than one member of a family or a close relative (as defined
under Section 6 of the Companies Act, 1956) or an associate (partner, employee, director, etc.)
should be on the Board of a bank.

3. Guidelines have been provided in respect of 'Fit and Proper' criteria for directors of banks by RBI
circular dated June 25, 2004 in accordance with the recommendations of the Ganguly Committee
on Corporate Governance. For this purpose a declaration and undertaking is required to be
obtained from the proposed / existing directors.

4. Being a Director, the CEO should satisfy the requirements of the ‘fit and proper’' criteria applicable
for directors. In addition, RBI may apply any additional requirements for the Chairman and CEO. The
banks will be required to provide all information that may be required while making an application to
RBI for approval of appointment of Chairman/CEO.

For public sector banks, principles of corporate governance have been recognized by Banking

Companies (Acquisition and Transfer of Undertakings) Act and as per Act, the shareholder directors

should be a person having 'fit and proper’ status.

PUBLIC SECTOR BANKS AND CO-OPERATIVE BANKS

Introduction: The Public Sector Banks, namely State Bank of India and its subsidiaries, Nationalised
Banks, Regional Rural Banks are established by special statutes and these statutes provide the powers,
functions and management of these Banks and the BR Act* is applicable to them in a limited way. Co-
operative Banks are created and governed by laws relating to co-operative societies, if they operate in
one state only, the state act and in different states, Central act applies. BR Act* is applicable in a
Modified manner.

SBl and its Subsidiaries: SBI was formed in 1955 by the 5131 act taking over imperial Bank and carry on the business. It
is a body corporate with perpetual succession and common seal. Majority of shares are

held by Govt of India, no other share holder other than GOI can exercise voting right above ten percent. SBI has its
central office at Mumbai and local head office at Mumbai, Kolkata, Chennai and other places. The powers are vested
with Central Board. Central Gowvt gives directions on matters of policy after

consultation with RBI Governor and SBI chairman.

Board: Consists of Chairman, Vice Chairman not more than two MDs appointed by Central Gowt, Presidents of Local
Boards and other Directors. Chairman and MDs are appointed for a period of 5 years. Local Boards are set up at each
place where there is a local head office to exercise all powers and perform functions and duties of the Bank.

Business of SBI: SBI act as an agent of Reserve Bank for transacting Govt business and other business
entrusted to it by RBI. The State Bank may transact the work through its subsidiaries or as an agent
approved by Reserve Bank.

Accounts and Audit: SBI has to close its accounts and prepare Balance Sheet and P & L account as on

31% March every year and should be submitted to RBI.

Subsidiary Banks: The Subsidiary Banks of the State Bank of India were established by different

statutes. Every subsidiary Bank is a body corporate with perpetual succession and common seal. The majority of the
issued Share Capital of the Subsidiary Banks is held by SBI. The shares of the subsidiary

Banks are freely transferable. However, the SBI is not entitled to transfer the shares if such transfer would

result in reducing its share holding to less than 50% of the issued capital.

Management: Vests in its board of directors, Board consists of Chairman, MD and other Directors.
SBI appoints the MD with approval of RBI.

Business: A subsidiary Bank has to act as an agent of SBI. A subsidiary Bank has also to act as an
agent of RBI to transact Govt business and other works entrusted by RBI. A subsidiary Bank shall also
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transact the business of general banking as well. SBI is empowered under Sec.47 to inspect the
subsidiary Banks.

Regional Rural Banks (RRBs): RRBs are public sector institutions, regionally based, rural oriented and
engaged in commercial Banking. They were first formed by an ordinance in 1975 and later ordinance was

and attitude of the existing public sector Banks were not fully conducive to meet the credit needs of the replaced by RRB
act 1976. The formation of RRBs was the result of the growing realisation that the ethos

rural people. The object of setting up of RRBs is to development of agriculture, trade, commerce, industry and other
productive activities in rural areas.

Sponsor Bank: is a Bank by which an RRB is sponsored and it holds 35% of the issued capital of RRB
while the central Govt holds 50% and the state Govt holds the remaining 15% of the issued capital. Every
RRB is a body corporate with perpetual succession and common seal with power to acquire hold or
dispose of property. Generally an RRB is allotted a compact area of operation comprising a few districts
with homogeneous agro-climatic conditions and rural clientele. These Banks may accept all types of
deposits from public and engage in the business of Banking.

Management: Consists of chairman appointed by Sponsor Bank. The power vests in the board of

directors.

Business: All Banking business as per BR Act*. However the main thrust of the business would be
granting of loans and advances to small and marginal farmers in rural areas.

Nationalised Banks: 14 Private Banks were nationalised in 1969 another 6 Banks in 1980. The Bank
nationalization act 1970 transferred the undertakings of the existing private Banks to the corresponding
new Banks called as Nationalised Banks. Originally the entire paid up capital of the Nationalised Banks
were held by Central Govt. Some of these Banks have recently made public issues of shares but central
Gouvt still holds the majority of shares of not less than 51%. Every Nationalised Bank is a body corporate
having perpetual succession and common seal and power to acquire, hold and dispose of property and
enter into contracts. They can carry all Banking business; they also act as agents of Reserve Bank.

Management: vests in the Board of Directors. The Central Govt issues directions to the Bank in the
discharge of its functions on matters of policy.

Directors: are nominated by the Central Govt or elected from the share holders. RBI may appoint one
or more additional directors on the board.

Accounts and audit: close its accounts as on 31* March every year. Balance sheet and P&L account to
be audited and the audited balance sheet to be submitted to RBI.
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Module: B

L egal aspects of Banking Operations
Syllabus

1) Different Typesof Borrowers - Types of Borrowers; Limited Liability Partnership

2) Types of Credit Facilities - Cash Credit, Overdraft, Demand Loans, Term Loans, Bill
Finance

3) Secured and Unsecured Loans, Registration of Firms and Incorporation of Companies -
Definition of Secured and Unsecured loans; Need for Secured Loans; Registration of Firms;
Consequences of Non-registration of Firms; Incorporation of a Company

4)  Indemnities - Definition of Contract of Indemnity; Features of Indemnity Contract &
Guarantee; Scope and Application of Indemnity Contracts to Banks, Obligations of a
Banker; Precaution & Rights of an Indemnity Holder

5) Bank Guarantees - Definition and Types of Bank Guarantees; Banker's Duty to Honor
Guarantee; Precautions to be taken for Issuance of Bank Guarantee; Precautions to be taken
for Payment under Bank Guarantee; Invocation & Enforcement.

6) Letters of Credit - Generad Considerations of Letters of credit; Parties to a Letter of
credit; Types of Letters of credit; Documents under a Letter of credit; UCPDC 600; Banks
obligation for payment of Letter of credit.

7) Deferred Payment Guarantees - Purpose of DPGs; Methods of Payment

8) LawsRelating to Bill Finance - Class of Bills and Laws Governing Bills, Classification
of Bills, Categories of Bill Finance; Bill Finance and Legal Position of Banker

9) Various Types of Securities - Types of Securities; Escrow Arrangements; Trust and
Retention Arrangements.

10) Laws Relating to Securities and Modes of Charging — | - Mortgage; Types of
Mortgage; Enforcement of Mortgages

11) LawsRelating to Securities and Modes of Charging — |1 - Lien; Pledge; Hypothecation;
etc.

12) Regidtration and Satisfaction of Charges - Definition of Charge; Procedure for
Registration of Charge; Effect of Non-registration of Charges; Provisions of Law relating to
Registration of Charges

13) Case Laws on Responsibility of Paying Bank - Negotiable Instruments Act and Paying
Banks; Liability of Paying Banker; Payment in due course; Payment in Good Faith; Whether
Payment under Mistake Recoverable

14) Case Laws on Responsibility of Collecting Bank - Statutory protection to Collecting
Bank; Duties of Collecting Bank
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LEGAL ASPECTS OF BANKING OPERATIONS

DIFFERENT TYPES OF BORROWERS

The bank grants loans and advances to different types of borrowers, individuals, partnership firms,
HUF, companies and other Corporates.

IndIndividual: An individual borrower is one of the constituents of a bank. When banks lend to an individual,

the banker should see whether he has the capacity to contract.

A minor is not competent to contract. Therefore, if a banker lends money to a minor, then the same
cannot be recovered, if the minor fails to repay.

Exceptions: if a bank lends money to a minor to meet the expenses for purchasing necessities of life, the bank
can recover the money from the estate of the minor. Likewise banks should not lend money to

individuals not of sound mind, persons declared as insolvent under the insolvency law.

Partnership firm: A partnership is the relation between persons who have agreed to share the profits of a
business, carried on by all or any of them acting for all. The relationship between the partners is governed by
partnership deed.

Registration of partnership firm: Though registration of partnership firm is not mandatory, it is prudent

on the bank's part to those firms which are registered. The acts of a partner shall be binding on the firm if they
are done in the usual business of the partnership and were done as a partner, i.e., on behalf of the

firm and not solely on his behalf.

Business of Partnership firm: The rights and duties of the partners are determined by the deed of
partnership, like opening of bank accounts, borrowing powers, signing cheques etc. Generally the
managing partner may be doing the business on behalf of the firm as per the partnership deed.

Transaction in immovable property: A banker taking a mortgage security of firm's immovable property should
ensure that the partner creating the charge has the authority to do so, if not, all the partners have to jointly create
the mortgage.

Insolvency of the firm: The banker on receiving notice of insolvency of the firm must immediately stop any
further transactions in the account irrespective of whether it is in debit or credit. If one of the partners become
insolvent, and in case the account is in debit, then further transactions in the account should be stopped so
that the rule in Clayton's case does not apply (i.e., the first credit will go to wipe of the first debit)

Death of the partner: Since the death of a partner dissolves the partnership firm, banks should stop further
transactions in a running account like Cash Credit, Overdraft to crystallize the liability of the deceased partner
and make his estate liable for its dues. Banks allow transactions in a separate account so that the business of
the firm is not adversely affected.

Hindu Undivided Family (HUF) is creation of Customary Law among Hindus. A joint Hindu Family consists of
male members from a common male ancestor together with their mothers, wives, widows and unmarried
daughters bound together. It is purely a creature of law and cannot be created by an act of parties.

In a joint Hindu Family, the senior most male member of the family is entitled to manage the family properties.
He is called 'Manager' or 'Karta' of the joint family. The Karts looks after the whole business; the position of
Karta comes to a person by birth and not by the consent of the other Co-parceners. The Karta has unlimited
powers to manage or sell the property, account for the income for the benefit of the family. The application to
open an account must be signed by all the members, and all adult members should be made jointly and
severally liable for any borrowings, if the account gets overdrawn.

Companies: A Company is a juristic person created by law, having a perpetual succession and common seal
distinct from its members. As per the Companies Act, 1956 all companies are to be registered. An association of
more than ten persons in the case of banking business and more than twenty in case of other business shall be
registered under the companies act. It not registered, it will be illegal.

For forming a Company two important documents called 'Memorandum of Association' and ‘Articles of
Association' (AOA) are necessatry.

MOA: It is the charter of the company. It enables the shareholders, creditors to know permitted range of
business. MOA contains, name of the company, registered office of the company, objects of the company,
liability of its members and share capital and its division.

AOA: Rules and regulations governing the internal management of the company, define powers of the officers,
number of directors, borrowing powers of the company, Board of Directors, officers of the company and other
details.

Private Company: A private company is one which has following provisions in its AOA

a) Restrictions on the right to transfer its shares
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b) Limitation on number of members to 200.

C) Prohibition as to participation by general public in its capital requirements

Public Company: is one which is not a private company,
a) Shares are freely transferable
b)  No restriction on number of members

¢) Public can participate in its share capital.
Limited Company: Liability of the members is limited to their contribution of capital.
Unlimited Company: Liability of members is not limited.
Govt. Company: Central Government or State Government or both have more than 51% of the share
capital.
Satutory Corporations are formed by an Act of Parliament Eg., SBI formed under the SBI Act 1955,
Nationalized Banks are established under the Banking Companies Act, 1970. Likewise, clubs, Societies,
Co-op societies, Trusts, Wakf Board etc. are formed under various acts of State or Central Government

(For additional study please go through Module — B of Jaiib Paper First pp 68 —73)

TYPES OF CREDIT FACILITIES

Lending is the principal activity of a Bank. Banks are offering various credit facilities to its clientele. These
credit facilities are classified into: a) Fund based credit facilities; b) Non fund based credit facilities.

Fund based credit facilities. Involve the outflow of funds, ie. direct money is going out, lending out to
customers like:- a) Cash Credit/ Overdraft; b) Term Loans/ Working Capital; c) Bill Finance

Non fund based credit facilities. In this, the bank's funds are not directly lent to the customers:- a)
Bank Guarantee ,b) Letter of Credit, c) Acceptance Facility

Rulein Clayton's case: The Cash Credit/ Overdraft account is a running account. Whenever the
customer withdraws money, the account being debited and whenever he remits to his account, the
account being credited. Under the law, each item of debit is a separate loan and each credit as a
repayment of the earliest debits. This aspect was enunciated in a case called the "Clayton's case". In that
case, the Court held that the first sum of money paid into the account, is deemed to repay the first item
recorded on the debit side of the account. Inancther words, "thefirst credit will go to wipe of the first debit".

Bank not to terminate OD facilitieswithout notice: Once a bank grants an Overdraft facility, then there
is a contract between the bank and the customer that it is not to be cancelled unilaterally.

Term Loan/ Demand Loan: Are granted to customers to meet the capital expenditure needs of the
business. Term loans are granted in one lump sum and are allowed to be repaid over a period in
installments as per the repayment schedule.
Demand loans are those which are repayable on demand through a repayment schedule as agreed upon
by the Bank. Term loans are further classified into :- 1. Short term loans, 2.Medium term loans ;3.Long term
loans. Short term loans — repayable within one year , Medium term loans — repayable within one to seven
years , Long time loans — repayable above seven year
The limitation period for filing a suit in case of term loans is 3 years from the date of default of a particular
installment. In the case of demand loan the time limit is 3 years from the date of default.

Bill Finance: Bill Financing is conducted through discounting of Bills of Exchange drawn by the borrower on
the customers of borrower. Bill Financing is classified into 3 categories :- a Bill discounting and bill
purchase; b. Drawee bill acceptance, ¢ Bills Co-acceptance
In all these cases, Bank undertakes an obligation. The first two are fund based and the third is a non fund
based facility.

Non fund based facility: NFBF do not involve an immediate outflow of funds. The banker undertakes a risk
to pay the amounts on happening of a contingency. They are :-

a) Guarantee b) Letter of Credit ¢) Underwriting and Guarantee

a) Guarantee: In the event of the principal debtor defaults, the bank undertakes to make the payment

b) Letter of credit: the banker undertakes to pay on presentation of documents of title to goods subject to
terms of LC.

c) Underwriting and Credit Guarantee: Now this facility is on the decline.
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Other Credit Facilities: Many banks are extending Housing loans, Car loans and other Consumer loans.
These are called consumer credit which contributes significantly to increase the profit of banks.

SECURED AND UNSECURED LOANS

Secured Loans: These loans are given by a banker not merely based on his confidence on the
borrower's future financial strength, but based on his net worth. The Banker accepts securities such as

LIC bond, fixed deposit receipts, shares, mortgage of land and building etc.

Unsecured Loans: The loans which are given without any tangible security or assets but merely on the
strength of the integrity or the "credit worthiness" of the borrower. In other words credit worthiness is the
confidence of a Banker on the future solvency of a person. They are also called clean loans.

Why secured loans: The recovery of the loan is mostly depended on the economic success of the borrower.
Success or failure of an economic activity depends on various macro and micro economic factors. The banker
cannot predict success or failure of the activity. So the bank asks for further security in the form of charge on
property of the borrower. This charge acts as a cushion to absorb the shocks of economic failure of the borrower,
and the bank can sell the properties and recover the money.

Registration of firms: It is in the interest of the partners to get their partnership firm registered. For registration,
the prescribed application along with all details such as name of firm, principal place of business, names and
addresses of partners etc. to be sent to Registrar of firms remitting the prescribed fees. The registration of firm
is optional and not compulsory. So a mere non-registration would not affect in carrying on business. The
Partnership Act contemplates the registration of firms, not the partnership deed.For making any alterations
in the name of firm, shifting of place of business etc, for that also application in the prescribed format to be
sent to the Registrar. The Registrar has power to make any rectification entry in the Register of firms in conformity
with the documents relating to that firm already filed

with him.

Effect of non-registration: Sec 69 of Indian Partnership Act, 1932 sets out the effect of non-registration.

Suits by Partners in between themselves: If the firm is not registered the partners can not file a suit
against any other partner or against the firm in the event of any problem arises.

Suit by the firm against third parties: The firm cannot file a suit against any third parties to settle any claim
or recovering any dues from third parties.

Filing of suit by third parties against the firm: Whether the firm is registered or not, third parties are not
restricted from filing suit against the firm or any other partner(s). That is, even if the firm is not registered,

third parties have no bar in filing suit against the firm. It is not the look out of third parties whether the firm is
registered or not. But for the firm, if it want to file a suit against the partners or against Third parties it is
mandatory that the firm should be a registered one. In other words, it is in the interest of the firm or its partners
to.have the firm registered. This is the most important part to be reckoned with.

Incorporation of a Company

Company: A company is an artificial person, since it is created by law. It is clothed with many of the rights,
liabilities, powers and duties prescribed by law. Among the two important characteristics of a company, one is
its separate individuality and the other is perpetuity within the limits prescribed by law. It can do all acts as a
natural person may do.

A company has a 'corporate personality' separate from all the members who have formed it unlike a
partnership firm. Because of this, a company incurs all the liabilities and possesses all rights of a natural person
subject to the registration of law.
The main characteristics of a company are summed up as under:-
a) Company is a voluntary association of persons who have come together to carry on some business for
profit.
b) It has a perpetual existence and though members may come and members may go, the company
continues forever. Change in its members or in their identity does not affect the legal existence or its
identity. Only law can dissolve it, since it is a creation of law.

The shares of joint stock companies are freely transferable unlike a private limited company. As a corporate
person, a company is entitled to own and hold property in its own hame. A company being a

body corporate can sue and be sued in its own name. In brief, the most striking features of a company are its
distinct legal personality, the easy transferability of its shares, and the limited liability of its members.
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Name of company: A company is known by its name. So before registration, the Registrar of Companies

will see whether there is any company identical with or too nearly resembles the name of an existing
company. conclusive evidence that everything is in order as regards registration and that the company has
come.

Certificate of Incorporation: The certificate of incorporation issued by the Registrar of Companies is into
existence.

Certificate of commencement of business. Private Companies and a company having no share capital can start
the business activity after the obtention of certificate of incorporation. But for a Public Company, another
certificate called Certificate of Commencement of Business is to be obtained from the Registrar of Companies.
(ROC) but now changed as per company act 2013 and now all company hasto file compliance certificate.

REGISTRATION AND SATISFACTION OF CHARGES

What is a charge: the word ‘charge’ is used to mean any form of security or debt. Sec 125(4) of the Companies
Act, 1956 provides the following charges of a Company are to be registered with Registrar of Companies:-

a) A charge for the purpose of security debentures, b) A charge on uncalled Capital of the Company, c) A
charge on immovable property ; d) A charge on book debts €) Charge on asset in or outside India

Fixed charge: Also called 'specific charge'. It extends over a specific property of the company. It gives
right to the creditor to sell the property and claim the proceeds towards the dues payable by the Company.
Floating char ge: Means a charge that is genera and not specific.

a) Floats over the present and future property of the Company, and it do not attach any specific property.

b) On happening of an event or contingency, crystallizes as a fixed charge. A floating charge is an equitable

charge which does not attach on any specific property but covers the whole of the company's property.

Effect of floating charge becoming fixed charge: When afloating charge becomes fixed charge, it constitutes
acharge upon all the property or assets then belonging to the company.

Registration of charge: All the charge created by the Company shall be filed with the ROC within 30 days of
its creation. It can be extended by Registrar of Company for another 270 days.

The registration, modification and satisfaction of charge are to be filed in form No CHG — 1& CHG-4 in
MOC21. Recently Government of India has introduced electronic filing of returns.

Effect of non-registration: If the charge created is not registered with ROC, the charge would not be valid
against the liquidator and any other creditor of the Company in the event of winding up of the company, as
against the company itself. So long as the company does not go into liquidation, the mortgage or charge is
good and may be enforced.

Sec 142 empower s ROC to impose penalty on the Company if it fails to comply with the provisions relating to
registration of charge.

Sec 144 provides that any creditor or member of company can inspect the books relating to charges created
by the Company and it is the duty of the Company to keep the register of charges open to inspection.

INDEMNITIES

Indemnity: The word indemnity means "to save from loss". The loss could be either due to the act of the party
giving the indemnity or due to the act of a third party. Sec. 124 & 125 of Indian Contracts Act deals with the
laws of indemnity. A contract of indemnity is a contingent contract, i.e. its performance is made dependent
upon the happening or non happening of some event.

Sec 124 defines: A contract by which one party promises to save the other from loss caused to him by the
conduct of the promisor himself, or by the conduct of any other person is called a contract of indemnity.

The person giving the promise is called the 'indemnifier' and the person to whom the promise is
made is called the 'indemnified' or the indemnity holder.

A contract of indemnity though similar to a contract of guarantee differs on various counts.
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INDEMNITY : 1) Two parties — Indemnifier & the indemnified ; 2) Risk is contingent ; 3) Indemnifiers liability is
primary; Only one contract between two parties , 5 ) Purpose is for the reimbursement of a loss

GUARANTEE

Three parties — debtor, creditor & surety Liability is subsisting. Surety's liability is secondary
Three contract : 1. Debtor and creditor 2. Creditor and Surety, 3. Surety and debtor
Guarantee is for the security of the creditor

Scope of indemnity in banks: Customers when they have lost demand draft, traveler's cheque etc.
approach the bank for duplicate. They are required to give an indemnity before issuance of duplicate DD. In
some cases over and above the indemnity, banks will ask for surety especially when the amount is huge.
Indemnity bonds are insisted while issuing duplicate FDR's, settling death claims etc.

In_the indemnity taken by the bank, the customer undertakes to protect the bank from any loss or damage and
for costs incurred. These indemnities are stamped as an agreement, and if they are witnessed, they would be
treated as indemnity bond being liable for payment of ad valorem stamp duty.

Rights of an indemnity holder when sued:The indemnity holder can recover all damages, all costs, and all
sums he may have paid under the terms of any compromise of any such suit, provided he has to prove that he
has not acted beyond the scope of this authority and he did not contravene the specific directions of the
promisor.

BAILMENT

As per Section 148 of Indian Contract Act 1872, bailment is the delivery of goods by one person to
another for some purpose. When the purpose is accomplished, the goods are returned or otherwise
disposed of according to the directions of the person delivering them. The person delivering the goods
is called the "bailor". The person to whom they are delivered is called the "bailee".

Further, if a person already in possession of the goods of another person to hold them as a bailee, he
thereby becomes the bailee, and the owner becomes the bailor of such goods, although they may not
have been delivered by way of bailment.

Faults in goods (Section 150) : The bailor is bound to disclose to the bailee, the faults in the bailed
goods, of which the bailor is aware, and which materially interfere with the use of them, or expose the
bailee to extraordinary risk. If he does not make such disclosure, he is responsible for damage arising to
the bailee directly from such faults. For instance, A lends a horse, which he knows to be vicious, to B and
does not disclose the fact that the horse is vicious. The horse runs away. B is thrown and injured, A is
responsible to B for damage sustained. Similarly, A hires a carriage of B which is unsafe, though B is not
aware of it. If A is injured, B is responsible to A for the injury.

Duties of the bailee (Section 151) : Bailee is bound to take as much care of the goods, as a man of
ordinary prudence would, under similar circumstances, take of his own goods of the same bulk, quantity
and value as the goods bailed.

Termination of bailment by bailee's act inconsistent with conditions (Section 153) : A contract of
bailment is voidable at the option of the bailor, if the bailee does any act, inconsistent with the conditions of
the bailment. For instance, A lets to B, for hire, a horse of his own riding B drives the horse in his carriage.
This is, at the option of A, a termination of the bailment.

Liability of bailee making unauthorised use of goods bailed (Section 154): If the bailee makes any
use of the goods bailed which is not according to the conditions of the. bailment, he is liable to make
compensation to the bailor for any damage arising to the goods from or during such use of them. For
instance, A lends a horse to B for his own riding only. B allows C, a member of his family, to ride the
horse. C rides with care, but the horse accidentally falls and is injured. B is liable to make compensation
to A for the injury done to the horse.

Repayment of expenses (Section 158): Where the goods are to be kept or to be carried, or to have
work done upon them by the bailee for the bailor, and the bailee is to receive no remuneration, the
bailors shall repay to the bailee the necessary expenses incurred by him for the purpose of the bailment.
Expiration of time or accomplishment of purpose (Section 160): It is the duty of the bailee to return, or
deliver according to the bailor's directions, the goods bailed, without demand, as soon as the time for which
they were bailed has expired, or the purpose for which they were bailed has been accomplished.

When goods are not returned (Section 161): If by the fault of the bailee, the goods are not returned,
delivered or tendered at the proper time, he is responsible to the bailor for any loss, destruction or
deterioration of the goods from that time.

Defective title of the Bailor (Section 164): The bailor is responsible to the bailee for any loss which the
bailee may sustain by reason that the bailor was not entitled to make the bailment, or to receive back the
goods, or to give directions, respecting them.
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Right of third person claiming goods (Section 167): If a person, other than the bailor, claims goods
bailed, he may apply to the court to stop delivery of the goods to the bailor, and to decide the title to
the goods.

When finder of thing commonly on sale may sell it (Section 169): When a thing which is commonly
the subject of sale is lost, if the owner cannot with reasonable diligence be found, or if he refuses upon
demand, to pay the charges of the finder, the finder my sell it-

D) when the thing is in danger of perishing or of losing the greater part of its value, or
¥3) when the lawful charges of the finder, in respect of the thing found, amount to two-thirds of its

value.
PLEDGE

U/s 172 of Indian Contracts Act, pledge is bailment or delivery of goods as security for payment of a debt
or performance of a promise. It may be remembered that only goods (movable assets excluding actionable
claims (Sec 2(7) of Sales of Goods Act) can be pledged. The bailor in this case is called the "pawnor or
pledger". The bailee is called "pawnee or pledgee". Pledge is different from bailment. Bailment is
delivery of goods by one person to another for some purpose while the purpose in pledge is
performance of a specific promise or security for a debt. The pledgee can sell the goods pledged after
giving notice to the pledger while in bailment the goods can be retained or bailer can be sued for
charges.

Who can pledge ?

The owner of goods, the agent of the owner, the joint owner with the consent of other co-owner and a
person having limited interest in the goods (to the extent of his interest), can pledge the securities.

Pledge by mercantile agent : U/s 178, where a mercantile agent is, with the consent of the owner, in
possession of goods or the documents of title to goods, any pledge made by him, when acting in the
ordinary course of business of a mercantile agent, shall be as valid as if he were expressly authorised
by the owner of the goods to make the same; provided that the pawnee acts in good faith and has not at
the time of the pledge notice that the pawnor has no authority to pledge.

Pledge by person in possession under voidable contract : When the pawnor has obtained possession
of other goods pledged by him under a contract voidable, but the contract has not been rescinded at the
time of the pledge, the pawnee acquires a good title to the goods, provided he acts in good faith and
without notice of the pawnor's defect of title.

Pledge where pawnor has only a limited interest : As per Section 179, where person pledges goods in
which he has only a limited interest, the pledge is valid to the extent of that interest.

Rights of pledgee

The pledgee gets the rights of a bailee which include:

Right to retain (Section 173) : The pawnee may retain the goods pledged, not only for payment of the
debt or the performance of the promise, but for the interests of the debt, and all necessary expenses
incurred by him in respect of the possession or for the preservation of the goods pledged.

U/s 174, the pawnee shall not (in the absence of a contract to that effect), retain the goods pledged for any
debt or promise of other than the debt or promise for which they are pledged.

Right as to extraordinary expenses incurred : U/s 175, the pawnee is entitled to receive from the
pawnor extraordinary expenses incurred by him for the preservation of the goods pledged.

Right where pawnor makes default : As per Section 175, if the pawnor makes default in payment of
the debt, or performance, at the stipulated time, the pawnee may:

e bring a suit against the pawnor upon the debt or promise and retain the goods pledged as a
collateral security; or

e he may sell the thing pledged, on giving the pawnor reasonable notice of the sale.

o If the proceeds of such sale are less than the amount due in respect of the debt or promise, the
pawnor is still liable to pay the balance. If the proceeds of the sale are greater than the amount so due, the
pawnee shall pay over the surplus to the pawnor.

Law of limitation : The rights of pledgee are not limited by Law of Limitation.

Banker's right and other dues : Bank's right of pledge prevails over any other dues including Govt.
dues (Supreme Court State of Bihar vs Bank of Bihar)"except workers' wages.

Duties of the pledgee

a to return the goods (along with accretion to goods if any) once the money is paid back by the pledger.

b to take that much care of the goods, which he would have been taking, had the goods belonged to him.

HYPOTHECATION/PLEDGE - DISTINCTION

Hypothecation Pledge
Defined in SRFAES! Act 2002 (Sec 2 n) Indian Contract Act 1872 (Section 172)
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Definition Charge on movable  property Bailment of goods as security for payment
in favour of secured creditor without | of adebt or performance of promise
delivery of possession
Parties: -Borrower -
Bank Hypothecator Hypothecatee Pledger/pawnor Pledgee/pawnee
Nature of securities | Movable assets such as stocks, Goods (consisting of movable
machinery, vehicles assets as in case of
hypothecation) Legal  fixed charge
Nature of Equitable charge
charge
Ownership Borrower Borrower
Possession Borrower (in .trust for bank).. —Bank Possession with bank till repayment of
cannot take possession without consent of  {the loan. Bank hasto preserve the
the borrower. On taking possession goods carefully and return the same,
bank gets rights of pledgee and can sell the if loan is repaid.
assets without intervention of court.
Delivery of Borrower to deliver Possession can
goods The securities if demanded by the bank Be actual or constructive.
Right of sale Available through courtonly.  Under Available by giving notice, through
SARFAESI Act, saleispossible public auction.
after possession.
Registration of charge [U/S 77 of Companies Act 2013 No  registration required
with ROC
Limitation 3 years Not applicable
General lien Not available Available u/s 171 of Indian Contract Act.
Obligations Borrower'sduty is to  keep  the Bank's duty isto keep the goodsin
securities in good condition and proper condition and return back, when
Handover the same to bank loan isfully repaid.
when demanded

AGENCY & AGENTS : As per Section 182, an "agent" is a person employed to do any act for another
person, while dealings with third persons. The person (who employs and agent) for whom such act is done,
or represented, is called the "principal". As per Section 185 no consideration is necessary to create an
agency. Who may employ agent (Section 183) : Any person who is of the age of majority and who is of
sound mind, may employ an agent.

Who may be an agent (Section 184) : As between the. principal and third persons, any person may
be_zcgme an agent. If the agent is to be liable to the principal, he should of the age of majority and sound
mind.

Agent's authority (Section 186) : The authority of an agent may be express or implied.

Express authority : An authority is said to be express when it is given by words spoken or written.

Implied authority: An authority is said to be implied when it is to be inferred from the circumstances

of the case; and things spoken or written, or the ordinary course of dealing, may be accounted
circumstances of the case.

For example A owns a shop in Serampur, living himself in Calcutta, and visiting the shop occasionally.
The shop is managed by B, and he is in the habit of ordering goods from C in the name of A for the
purposes of the shop, and of paying for them out of A's funds with A's knowledge. B has an implied
authority from A to order goods from C in the name of A for the purpose of the shop.

Extent of authority (Section 188) : An agent, having an authority to do an act, has authority to do
every lawful thing which is necessary in order to do such act. An agent having an authority to carry on
a business, has authority to do every lawful thing necessary for the purpose, or usually done in the
course, of conducting such business.

For instance, A is employed by B, residing in London, to recover at Bombay a debt due to B. A may adopt
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any legal process necessary for the purpose of recovering the debt, and may give a valid discharge for the
same.

Authority in an emergency (Section 189) : An agent has authority, in an emergency, to do all such
acts for the purpose of protecting his principal from loss and would be done by a person or ordinary
prudence, in his own case, under similar circumstances.

For example, A consigns goods to be at Calcutta, with direction to send them immediately to C, at Cuttack.
may sell the goods at Calcutta, if they will not bear the journey to Cuttack without spoiling.

Delegation by the agent (Section 190): An agent cannot lawfully employ another person to perform
acts which he has undertaken to perform personally, unless by the ordinary custom of trade a sub-
agent must, be employed.

Sub-agent : A "sub-agent" is a person employed by, and acting under the control of, the original agent in
the business of the agency.

Sub-agent appointed without authority (Section 193) : Where an agent, without having authority to do
S0, has appointed a person to act as a sub-agent, the agent is responsible for his acts both to the principal
and to third person. The principal is not responsible for the acts of the person so employed, nor is that
person responsible to the principal.

Acts without his authority and effect of ratification : U/s 196, where acts are done by one person on
behalf of another, but without his knowledge or authority, he may elect to ratify or to disown such acts. If he
ratifies them, the same effects will follow as if they had been performed by his authority. Ratification may be
express or may be implied in the conduct of the person on whose behalf the acts are done. Further, as per
Section 199, a person ratifying any unauthorised act done on his behalf, ratifies the whole of the
transaction.

Termination of agency : U/s 201 an agency is terminated by the principal revoking his authority, or by
the agent renouncing the business of the agency; or by the business of the agency being completed; or
by either the principal or agent dying or becoming of unsound mind; or by the principal being adjudicated
an insolvent.

Where agency cannotbe terminated : U/s 202 where the agent has himself an interest in the property
which forms the subject-matter of the agency, the agency cannot, in the absence of an express contract,
be terminated to the prejudice of such interest.

For example, A consigns 1,000 bales of cotton to B, who has made advances to him on such cotton, and
desires B to sell the cotton, and to repay himself out of the price the amount of his own advances. A cannot
revoke this authority, nor is it terminated by his insanity or death.

Revocation where authority has been partly exercised : As per Section 204, the principal cannot
revoke the authority given to his agent after the authority has been partly exercised, liability of principal
arise from acts already done in the agency.

For example A authorises B to buy 1,000 bales of cotton on account of A, and to pay for it out of A's
money remaining in B' s hands. B buys 1,000 bales of cotton in A’ s name. A can not revoke B's authority
to pay for the cotton.

Termination of sub-agent's authority : As per Section 210, the termination of the authority of an agent
automatically terminates the authority of all sub-agents appointed by the agent..

Agent's duty in conducting principal's business : As per Section 211, an agent is bound- to conduct
the business of his principal according to the directions given by the principal. In the absence of any such
directions, it is to be conducted according to the customs which prevails in doing business of the same
kind at the place where the agent conducts such business. When the agent acts otherwise, he must make
good the loss to his principal and if any profit accrues, he must account for it.

Agent dealing on his own account, in business of agency without principal's consent : If an agent
deals on his own account in the business of the agency, without first obtaining the consent of his
principal and acquainting him with all material circumstances which have come to his own knowledge on
the subject, u/s 215, the principal may repudiate the transaction. Further u/s 216, where an agent,
without the knowledge of his principal, deals in the business of the agency on his own account instead
of on account to his principal, the principal is entitled to claim from the agent any benefit which may
have resulted to him from the transaction.

Remuneration for business misconducted : As per Section 220, an agent who is guilty of
misconduct in the business of the agency, is not entitled to any remuneration in respect of that part of
the business which he has rnisconducted.

Agent to be indemnified against consequences of acts done in good faith : U/s 223, where the
agent does the act in good faith, the employer is liable to indemnify the agent against the consequences
of that act. For example, A, a decree-holder and entitled to execution of B's goods requires the officer of
the court to seize certain goods, representing them to be the goods of B. The officer seizes the goods,
and is sued by C, the true owner of the goods. A is liable to indemnify the officer for the sum which he is
compelled to pay to C, in consequence of obeying A's directions.

Enforcement and consequences of agent's contract with 3rd parties: As per Section 226, the
contracts entered into through an agent, and obligations arising from acts done by an agent, may be
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enforced in the same manner, and will have the same legal consequences as if the contracts had been
entered into the acts done by the principal in person.

When agent exceeds authority : U/s 227, when an agent does more than he is authorised to do, and
when the part of what he does, is within his authority and can be separated from the part which is
beyond his authority, the principal is bound for that portion what he does within his authority.

Effect, on agreement, of misrepresentation or fraud by agent : As per Section 238, the
misrepresentation made or fraud committed, by agent have the same effect on agreements made by such
agents as if such frauds had been committed by the principals.

For example, A, being B's agent for the sale of goods, induces C to buy them by a misrepresentation, which
he was not authorised by B to make. The contract is voidable, as between B and C, at the option of C.

HYPOTHECATION
As per Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Act
2002 (Sec 2 (n)), hypothecation has been defined as 'a charge in or upon any movable property,
existing or future, created by a borrower in favour of a secured creditor without delivery of possession
of the movable property to such creditor, as security for financial assistance and includes floating
charge and crystallization of such charge into fixed on movable property'. A cash credit account like an
overdraft account, is a running account but with a fixed drawing limit within the sanctioned limit.
Drawing limit is fixed periodically, on the basis of value of the security. In such advances the ownership
as well as possession of the security remains with the borrower. A cash credit account is very
convenient for the borrowers.
Advantages
a the customer can deposit and withdraw money as per his convenience unlike a demand loan account,
where money can be withdrawn only once.
b being a running account, documents are obtained only once, unlike a demand loan where on
adjustment of the account, fresh documents have to be taken if the loan is to raised again.
¢ interest in the account is charged on the actual debit balance on day to day basis and is debited on a
quarterly basis which becomes payable immediately. Banks are also entitled to charge commitment
charge for unutilized amount of cash credit limits.
Securities : Cash credit accounts may be against hypothecation of stocks of raw material, stock in process
or finished goods or stores, spares etc.
These loans are sanctioned by the banks generally to those customer who are actually involved in some
economic activity of a continuous basis, such as traders, manufacturers etc.
Stock statement and margins
The borrowers are required to submit to the bank a statement of stocks and other securities charged
to the bank on pre-fixed intervals, say fortnightly or monthly.
The banks maintain margin on the security which differs from case to case depending upon the nature of
security and other considerations.
Documents
In order to secure themselves, the banks obtain cash credit agreement which create charge on the
goods and other securities against which the loans are granted.
Renewals
Cash credit limits are sanctioned by the banks for a period of one year where after it can be extended for
further period also on review.
Precautions

a firm is not enjoying similar facilities with other banks on the security of same goods.

b borrower enjoys facilities from one bank only and an undertaking in writing should be obtained from
him.

¢ bank name board should be displayed where the securities are located stating that bank has charge

over such goods.

d recurring inspection should be conducted by the bank to see that the level of goods being maintained
is same as the one declared by the borrower and as per his books.

e borrower should submit a stock statement periodically,

f such stocks should be insured for fire and other risks. Legal aspects in Hypothecation

Possession & sale : Hypothecation is an equitable charge, where the borrower keeps the possession
of the security on behalf of the creditor. If the borrower fails to return the advance against the
hypothecation of securities, the bank can take possession of the securities with consent of the
borrower and becomes a pledgee. On becoming pledgee, the bank get all the rights of a pledge
including right to sell without intervention of the court. Under Securitisation Act, the bank also has got
the right to sell the hypothecated securities without intervention of the court, subject to compliance of
certain legal formalities.

MORTGAGE : What is a mortgage :As per section 58 of Transfer of Property Act 1882, mortgage is
transfer of interest in specific immovable property for the purpose of securing the payment of money
advanced or to be.advanced by way of loan, an existing or future debt or the performance of