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him to withdraw the balance standing to his credit. This notice should give sufficient time to the
customer to make alternative arrangements. The banker should not, on his own, close the account
without such notice or transfer the same to any other branch.

(b) If the customer does not close the account on receipt of the aforesaid notice, the banker should give
another notice intimating the exact date by which the account be closed otherwise the banker himself
will close the account. During this notice period the banker can safely refuse to accept further credits
from the customer and can also refuse to issue fresh cheque book to him. Such steps will not make
him liable to the customer and will be in consonance with the intention of the notice to close account
by a specified date.

The banker should, however, not refuse to honour the cheques issued by the customer, so long as his
account has a credit balance that will suffice to pay the cheque. If the banker dishonours any cheque
without sufficient reasons, he will be held liable to pay damages to his customer under Section 31 of the
Negotiable Instruments Act, 1881. In case of default by the customer to close the account, the banker
should close the account and send the money by draft to the customer. He will not be liable for dishonouring
cheques presented for payment subsequently.

3. Termination by Law: The relationship of a banker-customer can also be terminated by the process of
law and by the occurrence of the following events:

(a) Death of customer: On receiving notice or information of the death of a customer, the bank stops all
debit transactions in the account. However, credits to the account can be permitted. The balance in
the account is given to the legal representative of the deceased after obtaining the letters of
administration, or succession certificate, or indemnity bond as per the prescribed procedure, and
only then, the account is closed.

(b) Bankruptcy of customer: An individual customer may be declared bankrupt, or a company may be
wound up under the provisions of law. In such an event, no drawings would be permitted in the
account of the individual/company. The balance is given to the Receiver or Liquidator or the Official
Assignee and the account is closed thereafter.

(c) Garnishee Order: After receiving a garnishee order from a court or attachment order from income
tax authority, the account can be closed as one of the options after taking the required steps.

(d) Insanity of the customer: A lunatic/person of unsound mind is not competent to contract under
Section 11 of the Indian Contract Act, 1872. Since banker-customer relationship is contractual, the
bank will not honour cheques and can close the account after receiving notice about the insanity of
the customer and receiving a confirmation about it through medical reports.

VARIOUS DEPOSIT SCHEMES

Deposits - General
Deposits of banks are classified into three categories:
(1) Demand deposits are repayable on customers’ demand. These comprise of;:
— Current account deposits
— Savings bank deposits
— Call deposits

(2) Term deposits are repayable on maturity dates as agreed between the customers and the banker. These
comprise of:
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— Fixed deposits
— Recurring deposits

(3) Hybrid deposits or flexi deposits combine the features of demand and term deposits. These deposits
have been lately introduced in by some banks to better meet customers’ financial needs and convenience
and are known by different names in different banks.

The demand and time deposits of a bank constitute its demand and time liabilities that the bank reports every
week (on every Friday) to the RBI.

Demand Deposits
(a) Current account:

A current account is a running and active account that may be operated upon any number of times during a working
day. There is no restriction on the number and the amount of withdrawals from a current account. Current accounts
can be opened by individuals, business entities (firms, company), institutions, Government bodies / departments,
societies, liquidators, receivers, trusts, etc. The other main features of current account are as under:

— Current accounts are non-interest bearing and banks are not allowed to pay any interest or brokerage to
the current account holders.

— Overdraft facility for a short period or on a regular basis up to specified limits — are permitted in current
accounts. Regular overdraft facility is granted as per prior arrangements made by the account holder
with the bank. In such cases, the bank would honour cheques drawn in excess of the credit balance but
not exceeding the overdraft limit. Prescribed interest is charged on overdraft portion of drawings.

— Cheques/ bills collection and purchase facilities may also be granted to the current account holders.
— The account holder periodically receives statement of accounts from the Bank.

— Normally, banks levy charges for handling such account in the shape of “Ledger Folio charges”. Some
banks make no charge for maintenance of current account provided the balance maintained is sufficient
to compensate the Bank for the work involved.

— Third party cheques and cheques with endorsements may be deposited in the current account for collection
and credit.

(b) Current Deposits Premium Scheme:

This is a deposit product which combines Current & Short deposit account with * sweep-in’ and ‘sweep-out’ facility
to take care of withdrawals, if any. Besides containing all features of a current account, the product is aimed at
offering current account customers convenient opportunity to earn extra returns on surplus funds lying in account
which may not normally be utilized in the near future or are likely to remain unutilized. The automated nature of
facility for “Sweep In or Sweep Out” of more than a specified limit of balance to be maintained and creating fixed
deposits for desired period, would save lot of operational hassles and add-on value in such accounts. Thus, with
this facility the customer shall be able to deploy his funds which in ordinary current account were not attracting
any interest.

Sweep out from current to short deposits may be automatically when balance in the account is more than a
specified limit or weekly or on specific days which may be on 1st & 16th of every month or once within a month as
prescribed by an individual bank.

(c) Savings Account

Savings bank accounts are meant for individuals and a group of persons like Clubs, Trusts, Associations, Self
Help Groups (SHGs) to keep their savings for meeting their future monetary needs and intend to earn income
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from their savings. Banks give interest on these accounts with a view to encourage saving habits. Everyone
wants to save for something in the future and their savings should be safe and accessible anytime, anyplace to
help meet their needs. This account helps an individual to plan and save for his future financial requirements. In
this account savings are completely liquid.

Main features of savings bank accounts are as follows:

Withdrawals are permitted to the account-holder on demand, on presentation of cheques or withdrawal
form/letter. However, cash withdrawals in excess of the specified amount per transaction/day (the amount
varies from bank to bank) require prior notice to the bank branch.

Banks put certain restrictions on the number of withdrawals per month/quarter, amount of withdrawal per
day, minimum balance to be maintained in the account on all days, etc. Afee/penalty is levied if these are
violated. These rules differ from bank to bank, as decided by their Boards. The rationale of these restrictions
is that the Savings Bank account should not be used like a current account since it is primarily intended
for attracting and accumulating savings.

The Bank pays interest on the products of balances outstanding on daily basis. Rate of interest is decided
by bank from time to time.

No overdraft in excess of the credit balance in savings bank account is permitted as there cannot be any
debit balance in savings account.

Most banks provide a passbook to the account-holder wherein date-wise debit credit transactions and
credit balances are shown as per the customer’s ledger account maintained by the Bank.

Cheque Book Facility Accounts in which withdrawals are permitted by cheques drawn in favour of self or
other parties. The payees of the cheque can receive payment in cash at the drawee bank branch or
through their bank account via clearing or collection. The account holder may also withdraw cash by
submitting a withdrawal form along with Pass Book, if issued.

Non-cheque Book Facility accounts where account holders are permitted to withdraw only at the drawee
bank branch by submitting a withdrawal form or a letter accompanied with the account passbook requesting
permission for withdrawal. In such cases third parties cannot receive payments.

Almost all banks which provide ATM facility, give ATM cards to their accounts holder, so that they avail
withdrawal facility 24 hours and all days at any place.

(d) Basic Savings Bank Deposit Account

With a view to making the basic banking facilities available in a more uniform manner across banking system,
RBI has modified the guidelines on opening of basic banking ‘no-frills’ accounts’. Such accounts are now known
as “Basic Savings Bank Deposit” Account which offers the minimum common facilities as under:-

The account should be considered as a normal banking service available to all;
No requirement of minimum balance;
Facilitate deposit and withdrawal of cash at bank branch as well as ATMs;

Receipt/credit of money through electronic payment channels or by means of cheques/ collection of
cheques drawn by Central/State Government Agencies and departments;

Account holders are permitted a maximum of four withdrawals in a month including ATM withdrawals;
Facility of ATM card or ATM-cum Debit Card

Facilities are free of charge and no charge would be levied for non-operation/activation of in-operative
‘Basic Savings Bank Deposit Account’;
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— Holders of ‘Basic Savings Bank Deposit Account’ are not eligible for opening of any other savings bank
accounts and existing such accounts should be closed down within a period of 30 days from the date of
opening of ‘Basic Savings Bank Deposit Account’.

— Existing ‘no frills’ accounts can be converted to ‘Basic Savings Bank Deposit Account’
(e) Premium or Savings Bank Plus Account:

Premium Savings Account provides an enriched version of Savings Bank account consisting of various concessions
and add-ons. It is suitable for High Net worth Individual/ Mass Affluent customers. The account will be linked to
Multi Option Deposit (MOD) account, for auto sweep, for issue of Term Deposits and unitized break-up facilities.
Any surplus funds in the account exceeding the threshold limit, for a minimum amount of ¥10,000/- and in
multiple of ¥1000/- in any one instance, are transferred as Term Deposit and earns interest as applicable to Term
Deposits. The account is useful to those persons who have surplus funds for an uncertain period and by keeping
the fund in this Savings Bank account, they may get interest of term deposit. This account provides a customer
the convenience of a Savings Bank Account along with higher return of Term Deposit.

(f) Deposit at Call Accounts:

Call deposits or deposit at call accounts are maintained by fellow banks with another bank which are payable on
demand only. Some banks have put restriction of giving advance notice of a week or less than that when depositor
requires payment of call deposits. These accounts may or may not fetch interest, as per the rules framed by the
RBI or Indian Banks Association (IBA) from time- to-time.

Term Deposits
(a) Recurring Deposits or Cumulative Deposits :

In Recurring Deposits accounts, a certain amount of savings are required to be compulsorily deposited at specified
intervals for a specific period. These are intended to inculcate regular and compulsory savings habit among the
low/middle income group of people for meeting their specific future needs e.g. higher education or marriage of
children, purchase of vehicles etc. The main features of these deposits are:

— The customer deposits a fixed sum in the account at pre-fixed frequency (generally monthly/quarterly)
for a specific period (12 months to 120 months).

— The interest rate payable on recurring deposit is normally the applicable rate of fixed deposits for the
same period.

— The total amount deposited is repaid along with interest on the date of maturity.

— The depositor can take advance against the deposits up to 75% of the balance in the account as on the
date of advance or have the deposits pre-paid before the maturity, for meeting emergent expenses. In
the case of pre-mature withdrawals, the rate of interest would be lower than the contracted rate and
some penalty would also be charged. Similarly, interest is charged on advance against the deposits,
which is normally one or two per cent higher than the applicable rate of interest on deposits.

(b) Monthly-Plus Deposit Scheme / Recurring Deposit Premium account

It is a recurring deposit scheme with flexibility of “Step-up and Step-down” options of monthly instalments. The
scheme is available to individuals, institutions, corporate, proprietorship or partnership firms, trusts, HUF, etc.
Under the scheme, the customer selects the “core amount” at the time of opening the account and deposits the
same initially. Minimum core amount may be ¥100 and maximum ¥1,00,000. Period of deposit will be pre-decided
by the customer himself. The depositor can deposit instalment in excess of the minimum core amount (but not
exceeding ten times of the core amount) in the multiples of ¥100 in any month. Like stepping up the instalment
amount, a customer can also reduce the same (Step-down) in any subsequent months but no below the core
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amount. The interest on this scheme will be as per the term deposit rate applicable for the fixed period. Interest
will be calculated on the monthly product basis, for the minimum balance between the 10" and the last day of the
month and will be credited quarterly.

(c) Fixed Deposits

Fixed deposits are repayable on the fixed maturity date along with the principal and agreed interest rate for the
period and no operations are allowed to be performed by the customer against the deposit, as is permitted in
demand deposits. The depositor foregoes liquidity on the deposit and the bank can freely deploy such funds for
loans/advances and earn interest.

Hence, banks pay higher interest rates on fixed deposits as compared to savings bank deposits from which he
can withdraw, requiring banks to keep some portion of deposits always at the disposal of the depositors. Another
reason for banks paying higher interest on fixed deposits is that the administrative cost in the maintenance of
these accounts is very small as compared to savings bank accounts where several transactions take place in
cash, transfer or clearing, thus increasing the administrative cost. Main Features of Fixed Deposits are as follows:

— Fixed deposits are accepted for specific periods at specified interest rates as mutually agreed between
the depositor and the banker at the time of opening the account. Since the interest rate on the deposit is
contractual, it cannot be altered even if the interest rate fluctuates - upward or downward - during the
period of the deposit.

— Theinterest rates on fixed deposits, which were earlier regulated by the RBI, have been deregulated
and banks offer varying interest rates for different maturities as decided by their boards. The maturity-
wise interest rates in a bank will, however, be uniform for all customers subject to two exceptions -
high value deposits above certain cut-off value and deposits of senior citizens (above the specified
age normally 60 years); these may be offered higher interest rate as per specified Basis Points.
However, specific directions are issued by the bank’s board with regard to the differential rate and
the authority vested to allow such differential rate of interest, to prevent discrimination and misuse at
branch level.

— Minimum period of fixed deposit is 7 days, as per the directive of the RBI. The maximum term and
band of term maturities are deter- mined by each bank along with the respective interest rates for
each band.

— Adeposit receipt is issued by the bank branch accepting the fixed deposit- mentioning the depositor’s
name, principal amount, maturity period and interest rate, dates of the deposit and its maturity etc.
The deposit receipt is not a negotiable instrument, nor is it transferable, like a cheque. However, a
term deposit receipt evidences contract for the deposit on the specified terms.

— On maturity of a deposit, the principal and interest can be renewed for another term at an interest
rate prevalent at that time and a fresh deposit receipt is issued to the customer, evidencing a fresh
contract. Alternatively, the deposit can be paid up by obtaining the discharge of the depositor on the
reverse of the receipt.

— Many banks prepay fixed deposits, at their discretion, to accommodate customers’ request for meeting
emergent expenses. In such cases, interest is paid for the period actually elapsed and at a rate
generally1 per cent lower than that applicable to the period elapsed. Banks also may grant overdraft/
loan against the security of their fixed deposits to meet emergent liquidity requirements of the
customers. The interest on such facility will be 1 per cent - 2 per cent higher than the interest rate on
the fixed deposit.

(d) Special Term Deposits

Special Term Deposit carries all features of Fixed Deposit. In addition to these, interest gets compounded every
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quarter resulting higher returns to the depositors. Now-a-days, 80% of the term deposits in banks is under this
scheme.

Higher Interest payable to Senior Citizens:

Persons who have attained the age of 60 years are “Senior Citizens” in regard to the payment of higher interest
not exceeding 1% over and above the normal rates of term deposits. Each bank has prepared its own scheme of
term deposits for senior citizens.

(e) Certificate of Deposit:

Banks also offer deposits to attract funds from corporate companies and banks and other institutions. One such
important deposit product offered by banks is called as Certificate of Deposit (CD) . Special features of a Certificate
of Deposit (CD):

1. Certificate of Deposit is issued at a discount to mature for the face value at maturity
2. Minimum amount for a CD is ¥ 100,000.00 (X One lakh only) and multiples thereof
3. Minimum and maximum period a CD with banks are 7 days and 365 days respectively

4. CDs differs from Banks’ Fixed Deposits (FDs) in respect of (i) prepayment and (ii) loans. While banks
allows the fixed deposit holder the facility to withdraw before maturity (prepayment) and if required allows
the fixed deposit holder to avail of a loan, both of them are not permissible in case of certificate of
deposits. i.e., In case of Certificate of Deposits prepayment of CDs and loans against CDs are not
allowed.

Hybrid Deposits or Flexi Deposits or MULTI OPTION DEPOSIT SCHEME (MODS)

These deposits are a combination of demand and fixed deposits, invented for meeting customer’s financial
needs in a flexible manner. Many banks had introduced this new deposit product some years ago to attract the
bulk deposits from individuals with high net- worth. The increasing competition and computerization of banking
has facilitated the proliferation of this product in several other banks in the recent past. Banks have given their
own brand names to such deposits e.g. Quantum Deposit Scheme of ICICI Bank, Multi Option Deposit Scheme
(MODS) of SBI.

The flexi deposits show a fusion of demand and fixed deposits as reflected from the following features of the
product:

— Only one savings/current account (Current Premium account or Savings Bank Premium a/c as already
discussed above) is opened and the term deposits issued under the scheme are recorded only on the
bank’s books as no term deposit receipts are issued to the customer. However, the term deposits issuance
and payment particulars would be reflected in the statement of the savings/current account for customer’s
information/record.

— Once the quantum of deposits in savings/current account crosses a pre-agreed level, such surplus
amount is automatically transferred to the term deposit account of a pre-determined maturity (usually
one- year) in the customer’s name for increasing the interest earning.

— Inthe event of a shortfall in the current/savings account, the cheques drawn on the account are honoured
by automatically transferring back the required amount to the savings/current account from the fixed
deposit account (reverse sweep). In such a case, the term deposit is broken and the amount of the
reverse sweep earns lower interest rate due to the pre-mature payment of that portion of the term deposit.
However, the remaining amount of the term deposit continues to earn the original interest rate.

Main Advantages of Flexi-Deposits to a Customer Are:
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— Advantage of Convenience: The customer opens only one account (savings or current) under the scheme
and need not come to the bank branch each time for opening term deposit accounts or for pre- paying/
breaking term deposit for meeting the shortfall in the savings /current account.

— Advantage of Higher Interest Earning: The customer earns higher interest on his surplus funds than is
possible when he opens two separate accounts: savings and term deposits.

— Withdrawals through ATMs can also be conveniently made.

Exclusive Features:

Complete Liquidity.

Convenience of Overdraft.

Earns a higher rate of interest on deposit, without the dilemma of locking it for a long period.

At the time of need for funds, withdrawals can be made in units of “1,000/- from the Deposits by issuing
a cheque from Savings Bank Account or through overdraft facility from Current account.

Flexibility in period of Term Deposit from 1 year to 5 years.

Tailor-made Deposit Schemes

Almost all banks have designed different schemes with different names which have a combination of two or three
deposit schemes as mentioned above. These schemes are prepared as per the requirements of a particular
customer. For example: One person approaches the bank and says that yesterday he has been blessed with a
girl/boy baby and he wants to save for his/her educational and marriage expenses. Looking to the amount required
for education and marriage after a certain period as per the normal age of marriage, the Bank will suggest him a
scheme of Recurring Deposit plus Special Term Deposit. Afew schemes are enumerated below:

(a) Advantage Deposit

Advantage Deposit is a combination of fixed deposit and mutual fund investment, offering you the safety of a fixed
deposit and the returns of an equity fund. Advantage Deposit counters equity-market fluctuations through Systematic
Investment Plans

— Combination of a Fixed Deposit (with monthly interest payout) and Systematic Investment Plan (SIP) of
a Mutual Fund.

— Re-investment of monthly interest payout of Fixed Deposit into systematic investment plan of Mutual
Fund.

— Automatic debits to account through Standing Instruction / ECS debit mandate
(b) Child Education Plan
“Child Education Plan”, is a unique way to save for child’s future.

To fulfill child’s dream & aspirations, begin by making small investments in a Recurring Deposit for a short tenure
and receive regular payouts for the rest of the tenure in child’s school/college life.

If a child is in kindergarten, a person can invest regularly for the next 5 years and this investment plan will take
care of his primary education.

If a child is in secondary school, just invest ¥ 3,500 (per month) for the first 6 years, in a plan of 10 years’
tenure. Get an annual payout of more than %1 lac (depending upon the prevailing interest rates) for the next 4
years and fulfill the dream of seeing the child graduate from a great college.
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Eligibility

Child Education Plan can be opened for only minors (1 day to 18 years) under a Guardian (natural / court
appointed). The minor needs to have a Savings Account with a bank

(c) Insurance-linked Deposit Schemes

Some banks have designed certain schemes which provide personal accidental insurance to the savings bank
depositors free of cost or at a nominal rate under group insurance scheme. These marketing strategies are
adopted for a limited period during a special deposit mobilization campaign so as to have an edge over in the
competitive position. This gives an attraction to the new depositors and a few people tend to shift their accounts
from one bank to another. For example : HDFC is giving free personal accidental insurance to its depositors with
certain conditions. One Regional Rural Bank is providing free accidental insurance to a new depositor during the
first year and, thereafter, the bank charges 35 for 50000 personal accident insurance. Recently, Standard Chartered
Bank launched a savings account with cricket as the theme. Account-holders will score ‘runs’ for the transactions,
which can then be redeemed for gifts such as tickets for cricket matches played in India, autographed cricketing
merchandise or sporting equipment from Nike.

(d) Deposit Schemes for a particular type of Segment clients:

Banks have special deposit schemes for senior citizens, school going children and women. Some banks pay
more interest if the term deposit is in the name of a woman. Some concessions in regard to minimum balance
requirements and service charges are given to a particular segment client like salaried persons, army personnel.

Special Schemes for Non-Resident Indians (NRlIs)

Non-resident deposits are mobilized from the persons of Indian nationality, or Indian origin living abroad (NRIs)
and Overseas’ Corporate Bodies (OCBs) predominantly owned by such persons.

1. Non-Resident Indians (NRIs) These fall into two categories:

(a) Indian citizens who stay abroad for employment/business/ vacation or for any other purpose in the
circumstances indicating an intention to stay abroad for an uncertain period. Income Tax Act has prescribed
minimum residence period abroad in a year or block of years for determining income tax liability of such
persons in India.

(b) Persons of Indian Origin (PIOs) other than Pakistan or Bangladesh, who had held Indian Passport at any
time, or whose parents or grand- parents were citizens of India, or the person is a spouse of an Indian citizen.

2. Overseas Corporate Bodies (OCBs): These refer to a company, partnership firm, society or other corporate
body owned directly or indirectly to the extent of at least 60 per cent by NRIs.

NRIs can maintain the following types of accounts with banks in India, which are designated as Authorized
Dealers (ADs) by the RBI.

(NRI accounts are exempt from income tax, wealth tax, gift tax. Loans against the security of these deposits can
also be granted by banks in India.)

(a) Ordinary Non-Resident (NRO)

NRIs can open Non-Resident Ordinary (NRO) deposit accounts for collecting their funds from local bona fide
transactions. NRO accounts being Rupee accounts, the exchange rate risk on such deposits is borne by the
depositors themselves. When a resident becomes a NRI, his existing Rupee accounts are designated as NRO.
Such accounts also serve the requirements of foreign nationals resident in India. NRO accounts can be maintained
as current, saving, recurring or term deposits. While the principal of NRO deposits is non-repatriable, current
income and interest earning is repatriable. Further NRI/PIO may remit an amount, not exceeding US $ 1 million
per financial year, out of the balances held in NRO accounts/ sale proceeds of assets /the assets in India
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acquired by him by way of inheritance/legacy, on production of documentary evidence in support of acquisition,
inheritance or legacy of assets by the remitter, and an undertaking by the remitter and certificate by a Chartered
Accountant in the formats prescribed by the Central Board of Direct Taxes vide their Circular No. 10/2002 dated
October 9, 2002.

(b) Non-Resident (External) (NRE) Accounts

The Non-Resident (External) Rupee Account NR(E)RA scheme, also known as the NRE scheme, was introduced
in 1970. Any NRI can open an NRE account with funds remitted to India through a bank abroad. This is a
repatriable account and transfer from another NRE account or FCNR(B) account is also permitted. ANRE rupee
account may be opened as current, savings or term deposit. Local payments can be freely made from NRE
accounts. Since this account is maintained in Rupees, the depositor is exposed to exchange risk. NRIs / PIOs
have the option to credit the current income to their Non-Resident (External) Rupee accounts, provided the
authorized dealer is satisfied that the credit represents current income of the non-resident account holders and
income tax thereon has been deducted / provided for.

(c) FCNR (B) Scheme

Non-Resident Indians can open accounts under this scheme. The account should be opened by the non-resident
account holder himself and not by the holder of power of attorney in India.

— These deposits can be maintained in any fully convertible currency.

— These accounts can only be maintained in the form of term deposits for maturities of minimum 1 year to
maximum 5 years.

— These deposits can be opened with funds remitted from abroad in convertible foreign currency through
normal banking channel, which are of repatriable nature in terms of general or special permission granted
by Reserve Bank of India.

— These accounts can be maintained with branches, of banks which are authorized for handling foreign
exchange business/nominated for accepting FCNR(B) deposits..

— Funds for opening accounts under Global Foreign Currency Deposit Scheme or for credit to such accounts
should be received from: -

— Remittance from outside India or

— Traveller Cheques/Currency Notes tendered on visit to India. International Postal Orders cannot be
accepted for opening or credit to FCNR accounts.

— Transfer of funds from existing NRE/FCNR accounts.

— Rupee balances in the existing NRE accounts can also be converted into one of the designated
currencies at the prevailing TT selling rate of that currency for opening of account or for credit to such
accounts.

Advantages of FCNR (B) Deposits
— Principal along with interest freely repatriable in the currency of the choice of the depositor.
— No Exchange Risk as the deposit is maintained in foreign currency.

Loans/overdrafts in rupees can be availed by NRI depositors or 3rd parties against the security of these
deposits. However, loans in foreign currency against FCNR (B) deposits in India can be availed outside
India through correspondent Banks.

— No Wealth Tax & Income Tax is applicable on these deposits.

— Gifts made to close resident relatives are free from Gift Tax.
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— Facility for automatic renewal of deposits on maturity and safe custody of Deposit Receipt is also available.
Payment of Interest

Interest on FCNR (B) deposits is being paid on the basis of 360 days to a year. However, depositor is eligible to
earn interest applicable for a period of one year if the deposit has completed a period of 365 days.

For deposits up to one year, interest at the applicable rate will be paid without any compounding effect. In respect
of deposits for more than one year, interest can be paid at intervals of 180 days each and thereafter for remaining
actual number of days. However, depositor will have the option to receive the interest on maturity with compounding
effect in case of deposits of over one year.

No bank should:
(i) accept or renew a deposit over five years;

(ii) discriminate in the matter of rate of interest paid on the deposits, between one deposit and another
accepted on the same date and for the same maturity, whether such deposits are accepted at the same
office or at different offices of the bank, except on the size group basis. The permission to offer varying
rates of interest based on size of the deposits will be subject to the following conditions:

(a) Banks should, at their discretion, decide the currency-wise minimum quantum on which differential
rates of interest may be offered. For term deposits below the prescribed quantum with the same
maturity, the same rate should apply.

(b) The differential rates of interest so offered should be subject to the overall ceiling prescribed.

(c) Interestrates paid by the bank should be as per the schedule and not subject to negotiation between
the depositor and the bank.

(iii) pay brokerage, commission or incentives on deposits mobilized under FCNR(B) Scheme in any form to
any individual, firm, company, association, institution or any other person.

(iv) employ/ engage any individual, firm, company, association, institution or any other person for collection
of deposit or for selling any other deposit linked products on payment of remuneration or fees or commission
in any form or manner.

(v) accept interest-free deposit or pay compensation indirectly.
Other aspects of deposit accounts

(a) A person who wants to open a deposit account has to fill up and sign the prescribed account opening
application form and furnish:

— acceptable proof of his/her identity and residential address,
— his/her photographs, and

— initial deposit not less than the prescribed minimum balance prescribed by the bank.

‘KNOW YOUR CUSTOMER’ (KYC) GUIDELINES OF THE RBI

KYC establishes the identity and residential address of the customers by specified documentary evidences. One
of the main objectives of KYC procedure is to prevent misuse of the banking system for money laundering and
financing of terrorist activities. The ‘KYC’ guidelines also reinforce the existing practices of some banks and
make them compulsory, to be adhered to by all the banks with regard to all their customers who maintain domestic
or non-resident rupee or foreign currency accounts with them. All religious trust accounts and non-religious trust
accounts are also subjected to KYC procedure. RBI had advised banks that :
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(a) No account is opened in anonymous or fictitious/benami name (s)

(b) Bank will not open an account or close an existing account if the bank is unable to verify the identity or
obtain documents required by it due to non-cooperation of the customer

Customer ldentification Procedure

Customer identification means identifying the customer and verifying his/her identity by using reliable, independent
source documents, data or information. Banks need to obtain sufficient information necessary to establish, to
their satisfaction, the identity of each new customer, whether regular or occasional, and the purpose of the
intended nature of banking relationship. Being satisfied means that the bank must be able to satisfy the competent
authorities that due diligence was observed based on the risk profile of the customer in compliance with the
extant guidelines in place. Such risk based approach is considered necessary to avoid disproportionate cost to
banks and a burdensome regime for the customers. Besides risk perception, the nature of information/documents
required would also depend on the type of customer (individual, corporate etc.). For customers that are natural
persons, the banks should obtain sufficient identification data to verify the identity of the customer, his address/
location, and also his recent photograph. For customers that are legal persons or entities, the bank should (i)
verify the legal status of the legal person/entity through proper and relevant documents; (ii) verify that any person
purporting to act on behalf of the legal person/entity is so authorized and identify and verify the identity of that
person; (iii) understand the ownership and control structure of the customer and determine who are the natural
persons who ultimately control the legal person.

Customer ldentification Requirements
(i) Trust/Nominee or Fiduciary Accounts

There exists the possibility that trust/nominee or fiduciary accounts can be used to circumvent the customer
identification procedures. Banks should determine whether the customer is acting on behalf of another person as
trustee/nominee or any other intermediary. If so, banks should insist on receipt of satisfactory evidence of the
identity of the intermediaries and of the persons on whose behalf they are acting, as also obtain details of the
nature of the trust or other arrangements in place. While opening an account for a trust, banks should take
reasonable precautions to verify the identity of the trustees and the settlers of trust (including any person settling
assets into the trust), grantors, protectors, beneficiaries and signatories. Beneficiaries should be identified when
they are defined. In the case of a ‘foundation’, steps should be taken to verify the founder managers/ directors
and the beneficiaries, if defined.

(ii) Accounts of companies and firms

Banks need to be vigilant against business entities being used by individuals as a ‘front’ for maintaining accounts
with banks. Banks should examine the control structure of the entity, determine the source of funds and identify
the natural persons who have a controlling interest and who comprise the management. These requirements
may be moderated according to the risk perception e.g. in the case of a public company it will not be necessary
to identify all the shareholders.

(iii) Client accounts opened by professional intermediaries

When the bank has knowledge or reason to believe that the client account opened by a professional intermediary
is on behalf of a single client, that client must be identified. Banks may hold ‘pooled’ accounts managed by
professional intermediaries on behalf of entities like mutual funds, pension funds or other types of funds. Banks
also maintain ‘pooled’ accounts managed by lawyers/chartered accountants or stockbrokers for funds held ‘on
deposit’ or ‘in escrow’ for a range of clients. Where funds held by the intermediaries are not co-mingled at the
bank and there are ‘sub-accounts’, each of them attributable to a beneficial owner, all the beneficial owners must
be identified. Where such funds are co-mingled at the bank, the bank should still look through to the beneficial
owners. Where the banks rely on the ‘customer due diligence’ (CDD) done by an intermediary, they should satisfy
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themselves that the intermediary is regulated and supervised and has adequate systems in place to comply with
the KYC requirements. It should be understood that the ultimate responsibility for knowing the customer lies with
the bank.

(iv) Accounts of Politically Exposed Persons (PEPs) resident outside India

Politically exposed persons are individuals who are or have been entrusted with prominent public functions in a
foreign country, e.g., Heads of States or of Governments, senior politicians, senior government/judicial/military
officers, senior executives of state-owned corporations, important political party officials, etc. Banks should gather
sufficient information on any person/customer of this category intending to establish a relationship and check all
the information available on the person in the public domain. Banks should verify the identity of the person and
seek information about the sources of funds before accepting the PEP as a customer. The decision to open an
account for a PEP should be taken at a senior level which should be clearly spelt out in Customer Acceptance
Policy. Banks should also subject such accounts to enhanced monitoring on an ongoing basis. The above norms
may also be applied to the accounts of the family members or close relatives of PEPs.

(v) Accounts of non-face-to-face customers

With the introduction of telephone and electronic banking, increasingly accounts are being opened by banks for
customers without the need for the customer to visit the bank branch. In the case of non-face-to-face customers,
apart from applying the usual customer identification procedures, there must be specific and adequate procedures
to mitigate the higher risk involved. Certification of all the documents presented should be insisted upon and, if
necessary, additional documents may be called for. In such cases, banks may also require the first payment to be
effected through the customer’s account with another bank which, in turn, adheres to similar KYC standards. In
the case of cross-border customers, there is the additional difficulty of matching the customer with the
documentation and the bank may have to rely on third party certification/introduction. In such cases, it must be
ensured that the third party is a regulated and supervised entity and has adequate KYC systems in place.

(vi) Basic Savings Bank Deposit Accounts (No-Frills Savings Bank accounts)

(i) Persons those belonging to low income group both in urban and rural areas are not able to produce such
documents to satisfy the bank about their identity and address. This may lead to their inability to access
the banking services and result in their financial exclusion. Accordingly, the KYC procedure also provides
for opening accounts for those persons who intend to keep balances not exceeding Rupees Fifty Thousand
(¥ 50,000/-) in all their accounts taken together and the total credit in all the accounts taken together is not
expected to exceed Rupees One Lakh (¥ 1,00,000/-) in a year. In such cases, if a person who wants to
open an account and is not able to produce documents mentioned as mentioned in the chart below,
banks should open an account for him, subject to:

Introduction from another account holder who has been subjected to full KYC procedure. The introducer’s
account with the bank should be at least six months old and should show satisfactory transactions.
Photograph of the customer who proposes to open the account and also his address need to be certified
by the introducer,

or
any other evidence as to the identity and address of the customer to the satisfaction of the bank.

(ii) While opening accounts as described above, the customer should be made aware that if at any point of
time, the balances in all his/her accounts with the bank (taken together) exceeds Rupees Fifty Thousand
(X 50,000/-) or total credit in the account exceeds Rupees One Lakh (X 1,00,000/-) in a year, no further
transactions will be permitted until the full KYC procedure is completed. In order not to inconvenience the
customer, the bank must notify the customer when the balance reaches Rupees Forty Thousand (X
40,000/-) or the total credit in a year reaches Rupees Eighty thousand (X 80,000/-) that appropriate
documents for conducting the KYC must be submitted otherwise operations in the account will be stopped.
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List of documents to be obtained by banks for opening an account

Features to be verified and documents that may be obtained from customers Features Documents

Accounts of individuals
- Legal name and any other names used

- Correct permanent address

(i)

(iv)

Passport (ii) PAN card (iii) Voter’s Identity Card/ Aadhar Card

Driving licence (v) Identity card (subject to the bank’s
satisfaction) (vi) Letter from a recognized public authority or
public servant verifying the identity and residence of the
customer to the satisfaction of bank (i) Telephone bill (ii) Bank
account statement (iii) Letter from any recognized public
authority (iv) Electricity bill (v) Ration card (vi) Letter from
employer (subject to satisfaction of the bank) (any one
document which provides customer information to the
satisfaction of the bank will suffice)

Accounts of companies

- Name of the company

- Principal place of business

- Mailing address of the company
- Telephone/Fax Number

(i)

Certificate of incorporation and Memorandum & Atrticles of
Association (ii) Resolution of the Board of Directors to open
an account and identification of those who have authority to
operate the account (iii) Power of Attorney granted to its
managers, officers or employees to transact business on its
behalf (iv) Copy of PAN allotment letter (v) Copy of the
telephone bill

Accounts of partnership firms

- Legal name

- Address

- Names of all partners and their addresses
- Telephone numbers of the firm and
partners

(i)

Registration certificate, if registered (ii) Partnership deed (iii)
Power of Attorney granted to a partner or an employee of the
firm to transact business on its behalf (iv) Any officially valid
document identifying the partners and the persons holding
the Power of Attorney and their addresses (v) Telephone bill
in the name of firm/partners

Accounts of trusts & foundations

- Names of trustees, settlers, beneficiaries
and signatories

- Names and addresses of the founder,
the managers/directors and the
beneficiaries

- Telephone/fax numbers

Certificate of registration, if registered (ii) Power of Attorney
granted to transact business on its behalf (iii) Any officially
valid document to identify the trustees, settlors, beneficiaries
and those holding Power of Attorney, founders/managers/
directors and their addresses (iv) Resolution of the managing
body of the foundation/association (v) Telephone bill

Some close relatives, e.g. wife, son, daughter and daughter and parents etc. who live with their husband, father/
mother and son, as the case may be, are finding it difficult to open account in some banks as the utility bills required
for address verification are not in their name. In such cases, banks can obtain an identity document and a utility bill
of the relative with whom the prospective customer is living along with a declaration from the relative that the said
person (prospective customer) wanting to open an account is a relative and is staying with him/her. Banks can use
any supplementary evidence such as a letter received through post for further verification of the address.

Specimen signature

Specimen signature of the customer is obtained on the account opening form in the presence of the bank staff
and it is attested by an authorized bank officer on the form itself. A customer is recognized mainly by his/her
signature on the cheques/vouchers and these are compared with the specimen signature on record to verify the

genuineness of the customer’s signature.
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Power of Attorney

A power of Attorney is a document duly stamped as per Stamp Act and given by a customer to his banker,
authorizing his attorney or agent named therein to operate the account. The banker should ensure that the
document:

gives specific authority to the named person to operate the named account on behalf of the customer,

is properly stamped and notarized,

is valid and not time barred,

does not contain conditions or limitations on the authority of the attorney,

binds the principal for all the transactions done by the attorney.

The Power of Attorney is then registered in the branch’s documents and the attorney’s signature is recorded in
the account for its operation.

A‘Mandate’, which is a simpler and a general purpose version of the Power of attorney, is a simple authority given
in writing to the banker by a customer, authorizing a named person to operate the account temporarily for a
specified period.

CLOSING OF ABANK ACCOUNT - TERMINATION OF BANKER-CUSTOMER RELATIONSHIP

Banker-customer relationship is a contractual relationship between two parties and it may be terminated by either
party on voluntary basis or involuntarily by the process of law. These two modes of termination are described
below.

A. Voluntary Termination: The customer has a right to close his demand deposit account because of
change of residence or dissatisfaction with the service of the banker or for any other reason, and the
banker is bound to comply with this request. The banker also may decide to close an account, due to an
unsatisfactory conduct of the account or because it finds the customer undesirable for certain reasons.
However, a banker can close an account only after giving a reasonable notice to the customer. However,
such cases of closure of an account at the instance of the banker are quite rare, since the cost of
securing and opening a new account is much higher than the cost of closing an account. If a customer
directs the banker in writing to close his account, the banker is bound to comply with such direction. The
latter need not ask the reasons for the former’s direction. The account must be closed with immediate
effect and the customer be required to return the unused cheques.

B. If the Bank desires to close the account: If an account remains un-operated for a very long period, the
banker may request the customer to withdraw the money. Such step is taken on the presumptions that
the customer no longer needs the account. If the customer could not be traced after reasonable effort,
the banker usually transfers the balance to an “Unclaimed Deposit Account”, and the account is closed.
The balance is paid to the customers as and when he is traced.

The banker is also competent to terminate his relationship with the customer, if he finds that the latter is no more
a desirable customer. The banker takes this extreme step in circumstances when the customer is guilty of
conducting his account in an unsatisfactory manner, i.e. if the customer is convicted for forging cheques or bills
or if he issues cheques without sufficient funds or does not fulfill his commitment to pay back the loans or
overdrafts, etc. The banker should take the following steps for closing such an account:

(a) The banker should give to the customer due notice of his intention to close the account and request him
to withdraw the balance standing to his credit. This notice should give sufficient time to the customer to
make alternative arrangements. The banker should not, on his own, close the account without such
notice or transfer the same to any other branch.
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(b) If the customer does not close the account on receipt of the aforesaid notice, the banker should give
another notice intimating the exact date by which the account be closed otherwise the banker himself will
close the account. During this notice period the banker can safely refuse to accept further credits from
the customer and can also refuse to issue fresh cheque book to him. Such steps will not make him liable
to the customer and will be in consonance with the intention of the notice to close account by a specified
date.

The banker should, however, not refuse to honour the cheques issued by the customer, so long as his account
has a credit balance that will suffice to pay the cheque. If the banker dishonours any cheque without sufficient
reasons, he will be held liable to pay damages to his customer under Section 31 of the Negotiable Instruments
Act, 1881. In case of default by the customer to close the account, the banker should close the account and send
the money by draft to the customer. He will not be liable for dishonouring cheques presented for payment
subsequently.

C. Termination by Law: The relationship of a banker-customer can also be terminated by the process of law and
by the occurrence of the following events:

(a) Death of customer: On receiving notice or information of the death of a customer, the bank stops all
debit transactions in the account. However, credits to the account can be permitted. The balance in the
account is given to the legal representative of the deceased after obtaining the letters of administration,
or succession certificate, or indemnity bond as per the prescribed procedure, and only then, the account
is closed.

(b) Bankruptcy of customer: An individual customer may be declared bankrupt, or a company may be
wound up under the provisions of law. In such an event, no drawings would be permitted in the account
of the individual/company. The balance is given to the Receiver or Liquidator or the Official Assignee and
the account is closed thereafter.

(c) Garnishee Order: We have already discussed in paragraph 3.4.3. that after receiving a garnishee order
from a court or attachment order from income tax authority, the account can be closed as one of the
options after taking the required steps.

(d) Insanity of the customer: Alunatic/person of unsound mind is not competent to contract under Section
11 of the Indian Contract Act, 1872. Since banker-customer relationship is contractual, the bank will not
honour cheques and can close the account after receiving notice about the insanity of the customer and
receiving a confirmation about it through medical reports.

INSURANCE OF BANK DEPOSITS

An important feature of Indian banking is that deposits of the public with the banks are insured up to the limit of ¥
1 lakh in each account. After the failure of the Palai Central Bank, a scheduled bank of South India in 1960, the
Government and the Reserve Bank felt the necessity of insuring the deposits in the banks so that public confidence
in the banking institutions was not shaken whenever any bank failed to operate or was merged with another bank.
The Deposit Insurance Corporation of India was established by an Act of Parliament to insure the deposits in the
banks and the scheme of deposit insurance was introduced with effect from January 1, 1962. The Corporation
was renamed as Deposit Insurance and Credit Guarantee Corporation with effect from July 15, 1978.

Salient Features of Deposit Insurance

() The scheme of deposit insurance applies since its inception to all commercial banks in India, scheduled
and non-scheduled. The de- posit insurance cover has been extended to co-operative banks also in 21
States and 3 Union Territories. The Regional Rural Banks have also been included in this scheme. All
these banks are called insured banks.
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(if) The insurance cover is extended to all deposits with the insured banks except the deposits of the Central
and State Governments, foreign Governments and the commercial banks.

(iif) The deposits with the insured banks are insured up to a special limit only. The insurance cover is available
in respect of all unpaid balances due to a depositor held in a bank in the same capacity and in the same
right up to ¥ 1 lakh. This means that every account of a depositor in every insured bank is insured to the
extent of ¥ 1 lakh. The accounts with credit balance up to ¥ 1 lakh each are called fully protected accounts.

(iv) The Corporation reimburses the depositors in case the insured bank fails or is amalgamated with another
bank and defaults in paying fully the balances due to the depositors in cash or by crediting the same to
the full extent in the books of the transferee banks. The difference between the amount so paid or
credited and the limit of insurance cover per account is paid by the Corporation. For example, if bank X,
on its merger with bank Y, gives a credit equal to 75% of the deposit, a depositor having a credit balance
of ¥ 10,000 will get credit of ¥ 7,500. The balance of ¥ 2,500 will be reimbursed to him by the Corporation.

(v) The rate of insurance premium is 5 paise per annum for every hundred rupees of assessable deposits.
It is payable by the insured banks and not by the depositors at half-yearly intervals. Assessable deposits
are those deposits to which the cover of insurance is ex- tended under (ii) above. Premium is thus
payable on total assessable deposits whereas the ‘insured deposits’ are those which are below the limit
of insurance cover, i.e., ¥ 1 lakh in each account.

(vi) The Corporation maintains two funds : (a) Deposit Insurance Fund, and (b) General Fund. The income
from insurance premia is credited to the Deposit Insurance Fund and is invested in the Central Government
securities. Income from such investments is credited to and the insurance losses are debited to the
Revenue Account of the Fund. The General Fund meets all other expenses of the Corporation.

NOMINATION

While opening accounts and accepting deposits, bankers need to ensure certain procedures and precautions.
For example KYC norms. Similarly, at the time of repayment of deposits banks should be careful and repay the
amount as per banks’ policies and the guidelines of the RBI.

As per the Banking Regulation Act, 1949, a depositor of a bank (including cooperative banks) may nominate one
person as nominee of the depositor/s. The nomination is to be made in a prescribed manner. In the event of the
death of the depositor, the deposit may be returned to the nominee. The nominee, is entitled to receive the
deposit in case of the death of the depositor. A minor can also be nominated as nominee. However in case a
minor is appointed as nominee, banks should request that a person be appointed to receive the deposit on behalf
of the minor. Commercial banks are governed by the provisions of Banking Companies (Nomination) Rules
1985, and for Co-operative banks provisions of Co-operative Banks (Nomination) Rules 1985 are applicable.
Banks get valid discharge if they make payment to the nominee. Depositors should avail the facility of nomination
and nominate a person.

Nomination facility is also available in case of articles kept in safe deposit lockers and also in safe custody with
banks. As per the provisions of the Banking Regulation Act,1949, any person who keeps any article in safe
deposit locker and/or in safe custody, may nominate one person as his nominee to receive the article in the event
of the death of that person. The nomination is to be made in a prescribed manner. In the event of the death of the
bank’s customer, the nominee is entitled to receive the articles kept in safe custody or remove the contents of
locker, and the bank gets a valid discharge.

Settlement of claims

Abanker should be careful while making payment of deposit amount, when he receives a claim. When a depositor
dies, a claim would be received by the banker either from the nominee or legal heirs of the depositor.
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Settlement of claims from a nominee

Banks obtain nominations from the depositors in a prescribed manner and should register the nomination in their
records. A proper acknowledgment is to be given to the depositor. Once the banker gets a claim from the nominee
of the depositor, the banker should verify and satisfy himself

(i) whether the claim is received from the person whose name is recorded as nominee in bank’s records,
and

(ii) the depositamount may be paid to the nominee after proper verification of the necessary documents like
claim form, the death certificate of the depositor, proper identity of the nominee

(iii) the banker should get an acknowledgement from the nominee . The nominee should acknowledge the
receipt of the amount of the deposit, including interest if any, duly signed by the nominee on a revenue
stamp. The acknowledgement should clearly state that the nominee has received the deposit amount, as
nominee of the depositor. Obtaining the acknowledgement and stamped receipt (as mentioned above)
serves as a valid discharge of the bank.

As regards safe deposit lockers and custody accounts, the claims can be settled by the bank after proper verification
of bank’s records and other relevant documents like claim forms, death certificate of the bank’s customer and
identity of the nominee.

In case no nomination is available, then banks should follow their legal department’s advise and bank’s policy
and procedures, to settle the claims. Important documents to be obtained are: claim forms, death certificate of
the depositor, succession certificate if applicable, proper identification of legal heirs, proper acknowledgment of
repayment of deposit/s from the legal heirs.

Payment of balance without succession certificate

Banks’ open and deal with various accounts of different types of customers like individuals, minors, Non Resident
Indians, partnership firms, companies, co-operative societies, associations, institutions, government departments,
etc., While opening and maintaining accounts of these category of customers, banks should follow the regulator’s
guidelines and also the applicable legal frame work.

LESSON ROUND UP

— The relationship between a banker and his customer depends upon the nature of service provided by a
banker.

— On the opening of an account the banker assumes the position of a debtor.

— He is not a depository or trustee of the customer’s money because the money over to the banker
becomes a debt due from him to the customer.

— A banker acts as an agent of his customer and performs a number of agency functions for the
convenience of his customers. For example, he buys or sells securities on behalf of his customer,
collects cheques on his behalf and makes payment of various dues of his customers, e.g.. insurance
premium, etc.

— Abanker has the statutory obligation to honour his customer’s cheques unless there is valid reason for
refusing payment of the same.

— Though the Pass Book contains true and authenticated record of the customer's account with the
banker, no unanimous view prevails regarding the validity of the entries in the Pass Book.
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— The Garnishee Order attachés the balance standing to the credit of the principal debtor at the time the
order is served on the banker.

— The right of set-off is a statutory right which enables a debtor to take into account a debt owed to him by
a creditor, before the latter could recover the debt due to him from the debtor.

— As acreditor, a banker has the implied right to charge interest on the advances granted to the customer.
— Banks mainly deals with two types of customers (i) deposit customers (ii) borrowing customers.
— Depending upon the situation, bank open and maintain various accounts.

— On account of changing scenario, and banks’ role as financial intermediaries, technological innovations
in IT and communication sector, and increasing e banking scenario banks are exposed to various risks
like credit, liquidity, legal, financial, forex and reputation as well as cross border risks.

— Inview of the above banks’ as custodian of public money should be careful in establishing and maintaining
the customer relationship.

— Therefore, banks’ are required to ensure KYC Norms and similar norms, Regulators’ guidelines and
applicable legal framework provisions are strictly followed.

— While opening accounts, banks should be careful in following the rules and procedures.
— Adherence to the KYC Norms help banks to clearly identify the customers.

— Nomination facility enables the banker to repay the deposit amount to the nominee, in case of death of
the depositor.

— As discussed, banks should be careful in opening different type of accounts and dealing with various
customers.

— ltis in the interest of banks, that not only at the time of establishing the customer relationship, but also
ensure that necessary care and diligence is exercised, during the operations in the accounts.

— These precautions would assist banks in establishing a good customer relationship.

SELF TEST QUESTIONS

1. State true or false.
(a) A government company is one in which minimum 51% share is held by the government
(b) Alimited company can give operating instructions as “either or survivor:
(c) NRE account cannot be opened in EURO currency
(d) KYC norms are applicable only to new customers
(e) A fixed deposit receipt is neither a negotiable nor transferable instrument
(f) Karta is term associated with HUF accounts
2. Choose the correct alternative:
A. Memorandum and Articles of Association is applicable to
(a) Public Limited Company
(b) Private Limited Company
(c) Public Trust
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(d) Bothaand b
B. FCNR account cannot be opened in
(a) US Dollars
(b) Indian Rupees
(c) Japanese Yen
(d) Canadian Dollars
C. As regards nomination, identify the exception
(a) Savings Bank accounts
(b) Home loans
(c) Safe Custody
(d) Safe Deposit Locker
D. Which of the following statement is true?
(a) Banks can open accounts in the name of associations
(b) Banks cannot open minor accounts
(c) Banks cannot allow loans against fixed deposits
(d) Banks can allow interest for current accounts
3. What are the obligations and the rights of a banker?

4. Explain the relationship of a banker and customer in following cases:

As debtor and creditor

Banker as trustee

Bailee/ bailor

Lesser/ lessee

Banker as agent
5. Explain various types of customers and various deposit schemes.
6. Write Short notes on :
(a) Payment in due course
(b) Usance Bill of Exchange
(c) Special crossing
7. How can a banker protect the interests of the bank while handling cheques,
(i) as a collecting banker and
(i) as a paying banker?
8. Why banks obtain more than one loan document?
9. What precautions banks should take in case of discounting of bills?

10. Highlight the features of cheque.



102 PP-BL&P




Lesson 4

Legal Aspects of Banking Operations

LESSON OUTLINE

Legal Aspects of a Cheque

Legal Aspects of a Paying Banker

Legal Aspects of Collection of a Cheque
Indemnities

Guarantees

— Operations In Deposit Accounts

— Complaints Of Customers

— Lesson Round Up

— Self Test Questions

103

LEARNING OBJECTIVES

Banks maintain operating accounts like Savings
Bank, Current, Overdraft and Cash Credit
accounts which are operated by the cheques
drawn by the account holders on their bankers.
While handling these cheques, a banker may
act as a paying banker (when cheques are drawn
on him) or collecting banker (when cheques are
deposited with him). Banks are under statutory
obligation to honour a cheque and make
payment if it is in order as per relevant laws. As
a collecting banker, he should collect the
cheques only for his customer and as per the
provisions of the legal frame work the Negotiable
Instruments Act,1881. Legal aspects in banking
operations such as indemnities and guarantees
are important in banker’s point of view. The
objectives of this chapter are -

— Tounderstand the important aspects of the
role of a banker as paying and collecting
banker

— To know about the legal aspects of banking
operations and the precautions taken by
banks

— To understand the legal aspect of
Indemnities and Guarantees
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|
LEGAL ASPECTS OF A CHEQUE

Definition of a Cheque
A cheque is defined in Sec 6 of NI Act as under :-
(i) A cheque is a bill of exchange drawn on a specified banker
(i) Payable on demand
(iii) Drawn on a specified banker

(iv) Electronic image of a truncated cheque is recognized under law. The Information Technology Act, 2002
recognizes (a) digital signatures and (b) electronic transfer as well

A cheque is nothing but a bill of exchange with special features (i) It is always payable on demand ( A bill of
exchange can be payable on demand/at sight and/or after a specific term called as usance bill) (ii) always drawn
on a specified banker i.e., the drawee of a cheque is the banker on whom the cheque is drawn. The banker with
whom the customer holds his/her account. This drawee bank is called the paying bank. The parties to a cheque
are:

Cheque
Drawer: Customer who Drawee: The banker on Payee: The beneficiary
draws the cheque on whom the cheque is of the cheque in whose
his account banker payable

Apart from the above three parties, others involved in payment and collection of cheques are :
Endorser: The person who transfers his right to another person

Endorsee: The person to whom the right is transferred

Different types of cheques

(1) Open Cheque:

A cheque is classified as ‘Open’ when cash payment is allowed across the counter of the bank.
(2) Bearer Cheque:

A cheque which is payable to any person who holds and presents it for payment at the bank counter is called a
‘Bearer cheque’. A bearer cheque can be transferred by mere delivery without any endorsement.

(3) Order Cheque:

An order cheque is a cheque which is payable to a particular person. In case of order cheque, the word ‘bearer’
might have been cancelled and the word ‘order’ is written. The payee can transfer an order cheque by endorsement
to another person by signing his name on the back of the cheque



Lesson 4 Legal Aspects of Banking Operations 105

CROSSING OF A CHEQUE

Crossing is an ‘instruction’ given to the paying banker to pay the amount of the cheque through a banker only
and not directly to the person presenting it at the counter. A cheque bearing such an instruction is called a
‘crossed cheque’; others without such crossing are ‘open cheques’ which may be encashed at the counter of
the paying banker as well. The crossing on a cheque is intended to ensure that its payment is made to the right
payee.

Section 123 to 131 of the Negotiable Instruments Act contain provisions relating to crossing. According to Section
131-A, these Sections are also applicable in case of drafts. Thus not only cheques but bank drafts also may be
crossed.

Cheque crossed generally

Where a cheque bears across its face an addition of the words “and company” or any abbreviation thereof,
between two parallel transverse lines, or of two parallel transverse lines simply, either with or without the words
“not negotiable”, that addition shall be deemed a crossing, and the cheque shall be deemed to be crossed
generally. [section 123]

Cheque crossed specially

Where a cheque bears across its face an addition of the name of a banker, either with or without the words “not
negotiable”, that addition shall be deemed a crossing, and the cheque shall be deemed to be crossed specially,
and to be crossed to that banker. [section 124].

Payment of cheque crossed generally or specially

Where a cheque is crossed generally, the banker on whom it is drawn shall not pay it otherwise than to a banker.
Where a cheque is crossed specially, the banker on whom it is drawn shall not pay it otherwise than to the banker
to whom it is crossed, or his agent for collection. [section 126].

Cheque bearing “not negotiable”

A person taking a cheque crossed generally or specially, bearing in either case the words “not negotiable”, shall
not have, and shall not be capable of giving, a better title to the cheque than that which the person form whom he
took it had. [section 130]. Thus, mere writing words ‘Not negotiable’ does not mean that the cheque is not
transferable. It is still transferable, but the transferee cannot get title better than what transferor had.

“Account Payee” crossing : N.l. Act does not recognize “Account Payee” crossing, but this is prevalent as per
practice of banks in India. In view of this, RBI has directed banks that:

(1) Crediting the proceeds of account payee cheques to parties other than that clearly delineated
in the instructions of the issuers of the cheques is unauthorized and should not be done in any
circumstances.

(2) If any bank credits the account of a constituent who is not the payee named in the cheque without proper
mandate of the drawer, it would do so at its own risk and would be responsible for the unauthorized
payment. Reserve Bank has also warned that banks which indulge in any deviation from the above
instructions would invite severe penal action.

(3) In case of an ‘account payee’ cheque where a bank is a payee, the payee bank should always ensure that
there are clear instructions for disposal of proceeds of the cheques from the drawer of the cheque. If
there are no such instructions, the cheque should be returned to the drawer.

(4) However, with a view to mitigating the difficulties faced by the members of co-operative credit societies in
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collection of account payee cheques, relaxation has been extended in respect of co-operative credit
societies. Banks may consider collecting account payee cheques drawn for an amount not exceeding
350,000/ to the account of their customers who are co-operative credit societies, if the payees of such
cheques are the constituents of such co-operative credit societies.

Double Crossing

A cheque bearing a special crossing is to be collected through the banker specified therein. It cannot , therefore,
be crossed specially again to another banker, i.e., cheque cannot have two special crossings, as the very purpose
of the first special crossing is frustrated by the second one.

However, there is one exception to this rule for a specific purpose. If a banker, to whom the cheque is originally
specially crossed submits it to another banker for collection as its agent, in such a case the latter crossing must
specify that it is acting as agent for the first banker to whom the cheque is specially crossed.

ENDORSEMENT

Definition of Endorsement
Section 15 defines endorsement as follows:

“When the maker or holder of a negotiable instrument signs the same, otherwise than as such maker, for the
purpose of negotiation, on the back or face thereof or on a slip of paper annexed thereto or so signs for the
same purpose a stamped paper infended to be completed as a negotiable instrument, he is said to have
endorsed the same and is called endorser.

Thus, an endorsement consists of the signature of the maker (or drawer) of a negotiable instrument or any holder
thereof but it is essential that the intention of signing the instrument must be negotiation, otherwise it will not
constitute an endorsement. The person who signs the instrument for the purpose of negotiation is called the
‘endorser’ and the person in whose favour instrument is transferred is called the ‘endorsee’. The endorser may
sign either on the face or on the back of the negotiable instrument but according to the common usage,
endorsements are usually made on the back of the instrument. If the space on the back is insufficient for this
purpose, a piece of paper, known as ‘allonge’ may be attached thereto for the purpose of recording the
endorsements.

Legal Provisions regarding Endorsements
The following provisions are contained in the Act as regards endorsements:

(1) Effect of Endorsements. The endorsement of a negotiable instrument followed by delivery transfers the endorsed
property therein with the right of further negotiation (Section 50). Thus the endorsee acquires property or interest
in the instrument as its holder. He can also negotiate it further. (His right can, of course, be restricted by the
endorser in case of a restrictive endorsement.)

Section 50 also permits that an instrument may also be endorsed so as to constitute the endorsee an agent of the
endorser.—

(1) to endorse the instrument further, or

(2) to receive its amount for the endorser or for some other specified person.
The examples of such endorsements are as follows:

(iy Pay C for my use.

(i) Pay C or order for the account
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Where a negotiable instrument is endorsed for any of the above purposes, the endorse becomes its holder and
property therein is passed on the endorsee. In Kunju Pillai and Others vs. Periasami (1969 1. M.l.J. 148) the High
Court held that a holder of a negotiable instrument, who secures the same by endorsement, does not lose the
right of his action by reason of the death of the original payee. In Mothireddy vs. Pothireddy (A.l.R. 1963, A.P. 313)
the Andhra Pradesh High Court also held that “the right based on the endorsement having made for a specific
purpose, namely, collection of the amount, will be valid till that purpose is served.” The ordinary law regarding
agency does not, therefore, apply in such cases.

(2) Endorser. “Every sole maker, drawer, payee or endorsee or all of several join makers, payees or endorses of
a negotiable instrument may endorse and negotiate the same.” This is subject to the condition that the right to
negotiate has not been restricted or excluded (Section 51). Thus in case the instrument is held jointly by a
number of persons, endorsements by all of them is essential. One cannot represent the other.

The absence of the words “or order” in the instrument or endorsement thereon does not restrict further negotiation.
For example a bill is drawn payable to A or order. A endorses it to B but the endorsement does not contain the
words “or order” or any equivalent words. B may further negotiate the instrument.

It is, however, essential that the maker or drawer or drawer of an instrument must have lawful possession over it,
i.e., he must be its holder in order to enable him to endorse o negotiate it. A payee or an endorsee of the
instrument must be its holder for eth same purpose.

(3) Time. A negotiable instrument may be negotiated until its payment has been made by the banker, drawee or
acceptor at or after maturity but not thereafter (Section 60).

(4) Endorsement for a part of the amount. The instrument must be endorsed for its entire amount. Section 56
provides that “no writing on a negotiable instrument is valid for the purpose of negotiable if such writing purports
to transfer only a part of the amount appearing to be due on the instrument.” Thus an endorsement for a part of
the amount of the instrument is invalid.

But in case an instrument has been partly paid, it may be negotiated for the balance of the amount provided a
note to that effect is given on the instrument (Section 56).

If the endorser intends to transfer the document to two or more endorsees separately, it will not constitute a valid
endorsement.

(5) The legal representative of a deceased person cannot negotiate by delivery only, a promissory note, bill of
exchange or cheque payable to order and endorsed by the deceased but not delivered (Section 57). If the endorser
dies after endorsing the instrument payable to order but without delivering the same to the endorsee, such endorsement
shall not be valid and his legal representative cannot complete its negotiation by mere delivery thereof.

(6) Unless contrary is proved itis presumed under Section 118 that “the endorsements appearing upon a negotiation
instrument were made in the order in which they appear thereon.” It means that the endorsement which appears
on an instrument first is presumed to have been made earlier to the second one.

General Rules regarding the Form of Endorsements

An endorsement must be regular and valid in order to be effective. The appropriateness or otherwise of a particular
form of endorsement depends upon the practice amongst the bankers. The following rules are usually followed in
this regard.

1. Signature of the endorser. The signature on the document for the purpose of endorsement must be that
of the endorser or any other person who is duly authorized to endorse on his behalf. If a cheque is
payable to two persons, both of them should sign their names in their own handwriting. If the endorser
signs in block letters, it will not be considered a regular endorsement.
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2. Spelling. The endorser should spell his name in the same way as his name appears on the cheque or bill
as its payee or endorsee. If his name is mis-spelt or his designation has been given incorrectly, he should
sign the instrument in the same manner as given in the instrument. Thereafter, he may also put his
proper signature in the same handwriting, if he likes to do so. For example, if the payee’s name is wrongly
spelt as ‘Virendra Perkash'’ instead of ‘Virendra Prakash’ regular endorsement will be as follows:

Virendra Prakash
Merely writing the correct name will not be regular endorsement.

3. No addition or omission of initial of the name. An initial name should neither be an added nor omitted from
the name of the payee or endorsee as given in the cheque. For example, a cheque is payable to S.C.
Gupta should not be endorsed as S. Gupta or vice versa. Similarly, a cheque payable to Harish Saxena
should not be endorsed as H. Saxena because it will be doubtful for the paying banker to ascertain that
H. Saxena is Harish Saxena and nobody else. It is possible that some Hari Saxena has signed on the
cheque as H. Saxena.

4. Prefixes and suffixes to be excluded. The prefixes and suffixes to the names of the payee or endorsee
need not be included in the endorsement. For example, the words “Mr., Messrs, Mrs., Miss, Shri, Shrimati,
Lala, Babu, General, Dr., Major, etc.” need not be given by the endorser otherwise the endorsement will
not be regular. However, an endorser may indicate has title or rank, etc., after his signature. For example,
a cheque payable to Mojor Raja Ram or Dr. Laxmi Chandra may be endorsed as ‘Raja Ram, Major’ or
Laxmi Chandra, M.D.” A cheque payable to Padmashri Vishnu Kant may be endorsed as Vishnu Kant,
Padmashri.

LEGAL ASPECTS OF A PAYING BANKER

The Negotiable Instruments Act, 1881 deals with negotiable instruments like promissory notes, bills of exchanges,
cheques and similar payment instruments such as demand drafts, dividend warrants, etc. Abanker in his capacity
as a banker deals with the above mentioned negotiable instruments on different occasions. The NI Act lays down
the law relating to payment of a customer’s cheque by a banker and also the protection available to a banker. The
relationship between a banker and customer, being debtor-creditor relationship the banker is bound to pay the
cheques drawn by his customer. This duty on the part of the banker, to honour his customers’ mandate, is laid
down in Section 31 of the Negotiable Instruments Act.

Sections 10, 85, 85A, 89 and 128 of the Negotiable Instruments Act, 1881 grants protection to a paying banker.
We shall in detail, examine individually these Sections and with the help of case laws apply the provisions of
these Sections to a given set of facts.
Obligations of a Paying Banker

The customer who has deposited money with a bank being a creditor has the right to ask back the money from
the banker who is a debtor. The duty on the part of the banker to pay has been laid down in Section 31 of the
Negotiable Instruments Act, 1881 in the following terms:

Section 31

“The drawee of a cheque having sufficient funds of the drawer in his hands properly applicable to the payment
of such cheque must pay the cheque when duly required to do so, and, in default of such payment, must
compensate the drawer for any loss or damage caused by such default.”

1. Section 31 applies only to Bankers

This is because as per Section 6 of the Negotiable Instruments Act, 1881 “cheque” has been defined as
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“a Bill of Exchange drawn on a specified banker and not expressed to be payable otherwise than on
demand”.

. Sufficient funds: The banker should have sufficient funds of the drawer, i.e. there should be sufficient

credit balance in the customer’s account.

. Properly available: The funds available in the customer’s account, should also be properly available to

the payment of the cheque. The funds may not be available to pay the cheque if:
(a) the banker has exercised his right of set off for amounts due from the customer;

(b) thereis an order passed by a Court, competent authority or other lawful authority restraining the bank
from making payment.

When duly required to do so: The banker is duty bound to pay the cheque only when he is duly required
to do so. This means that the cheque must be properly drawn and signed by the drawer.

Compensate the drawer: In case the banker refuses payment wrongfully, then he is liable only to the
drawer of the cheque and not to any endorsee or holder, except when

(a) the bank is wound up, in which case the holder becomes a creditor entitled to make a claim;
(b) the banker pays a cheque disregarding the crossing, the true owner can hold the banker liable.

Loss or damage caused by default: A banker is liable to the drawer for any loss or damage which may
have occurred to the drawer due to the wrongful dishonour of the customer’s cheque.

Protection to paying banker

(a)

(b)

For a paying banker to claim protection under the Negotiable Instruments Act, one of the criteria he has
to satisfy is that the payment is in due course. As to what is payment in due course has been stated in
Section 10 which reads as follows:

“Payment in due course” means payment in accordance with the apparent tenor of the instrument in
good faith and without negligence to any person in possession thereof under circumstances which does
not afford a reasonable ground for believing that he is not entitled to, receive payment of the amount
therein mentioned.

From the above definition it can be seen that payment in due course requires the payment to be made:
— in accordance with the apparent tenor of the instrument;
— in good faith;
— without negligence;
— to the person in possession of the instrument; and

— while making payment the banker should not have reasons to believe’ that the person in possession
of the instrument is not entitled to receive payment of the amount mentioned in the instrument.

Section 85 of the Negotiable Instruments Act, 1881 grants protection to a banker on his making payment
on a cheque. Though this principle may sound as a simple logic it is to be noted that the protection
granted as per Section 85 is not absolute.

Section 85 of the Negotiable Instruments Act, 1881 reads as follows:
Section 85

1. Where a cheque payable to order purports to be endorsed by or on behalf of the payee, the drawee
is discharged by payment in due course.
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2. Where a cheque is originally expressed to be payable to bearer, the drawee is discharged by payment
in due course to the bearer thereof, notwithstanding any endorsement whether in full or in blank appearing
thereon, and notwithstanding that any such endorsement purports to restrict or exclude further negotiation.

(c) Section 89 of the Negotiable Instruments Act states the effect of making payment on instrument on which

alteration is not apparent and reads as follows:
Section 89

“Payment of instrument on which alteration is not apparent: Where a promissory note, bill of exchange or
cheque has been materially altered but does not appear to have been so altered, or where a cheque is
presented for payment which does not at the time of presentation appear to be crossed or to have had a
crossing which has been obliterated, payment thereof by a person or banker liable to pay, and paying the
sum according to the apparent tenor thereof at the time of payment and otherwise in due course, shall
discharge such person or banker from all liability thereon; and such payment shall not be questioned by
reason of the instrument having been altered or the cheque crossed.”

Leading cases on payment of cheques by a bank

Liability of Paying Banker when Customer’s Signature on Cheque is Forged

(a) Section 128: Where the banker on whom a crossed cheque is drawn has paid the same in due course,

the banker paying the cheque, and in case such cheque has come to the hands of the payee the drawer
thereof, shall respectively be entitled to the same rights, and be placed in the same position in all respects,
as they would respectively be entitled to and placed in if the amount of the cheque has been paid to and
received by the true owner thereof.

1. In Canara Bank vs Canara Sales Corporation and Others [(1987) 2 Supreme Court Cases 666] the
Supreme Court state that when the customer’s signature on the cheque is forged, there is no mandate
to the bank to pay. As such a banker is not entitled to debit the customer’s account on such forged
cheque. Since the relationship between the customer and the bank is that of a creditor and debtor,
the bank had no authority to make payment of a cheque containing a forged signature. The bank
would be acting against the law in debiting the customer with the amount of the forged cheque as
there would be no mandate on the bank to pay. The Supreme Court pointed out that the document in
the cheque form on which the customer’s name as drawer was forged was a mere nullity. The bank
would succeed only when it would establish adoption or estoppel. In deciding the case the Supreme
Court relied on its earlier judgement in Bihta Co-operative Development and Cane Marketing Union
Ltd. vs bank of Bihar (AIR 1967 Supreme Court 389).

2. In Bihta Co-operative Development and Cane Marketing Union Ltd. vs bank of Bihar, the Supreme
Court held that “one of the signatures was forged so there was no mandate by the customer at all to
the banker and the question of negligence of the customer in between the signature and the
presentation of the cheque never arose. Therefore, in a joint account if one of the signatures is
forged then there is no mandate and banker cannot make payment.

Payment to Be in Due Course for Bank to Seek Protection

1.

In the case of “Bank of Bihar vs Mahabir Lal (AIR 1964 Supreme Court 397)” Supreme Court held that a
banker can seek protection under Section 85 only where payment has been made to the holder, his
servant or agent, i.e. payment must be made in due course. Payment to a person who had nothing to do
with the firm or a payment to an agent of the Bank would not be a payment to the firm. In this case The
bank instead of handing over cash to the firms partner, to be paid over to the wholesalers, entrusted it
with one of the bank’s employees (Potdar) who accompanied the partner to the wholesalers. However,
before the money could be paid to the wholesalers the Potdar absconded.
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2. The Calcutta High Court had occasion to consider as to whether a Bank had made payment in due
course or not in the case of Bhutoria Trading Company (BTC) vs Allahabad Bank (AIR 1977 Cal. 363)
The Court held that:

“The Expression payment” in due course has been defined in Section 10 of the Negotiable Instruments
Act to mean payment in accordance with the apparent tenor of the instrument in good faith and
without negligence to any person in possession thereof, under circumstances which do not afford
reasonable ground for believing that he is not entitled to receive payment of the amount therein
mentioned. It can hardly be questioned that the payment by the defendant bank of the cheque in
question has been made by the defendant bank in accordance with its apparent tenor. The cheque is
an uncrossed cheque payable to the plaintiff or order. The cheque was endorsed by the plaintiff
through its Manager. The fact that Jethmall is the Manager is borne out by the seal of the Company
which is unquestionably an authentic seal. The seal of the Manager is also equally authentic. That
the payment was made in good faith has not been disputed for all practical purposes. There is not a
grain of evidence before the Court from which it remotely appears that the payment was not made in
good faith. Now that the entire evidence is before the Court, the question of onus to prove good faith
loses much of its importance. No negligence has been proved against the bank. The defendant bank
insisted on identification of Jethmall and Jethmall was in fact identified by Kishanlal Maheswari, a
constituent of the bank, the defendant NO.3. The defendant bank therefore took all reasonable
precautions even though the circumstances in which the cheque was presented for payment did not
afford any reasonable ground for believing that Jethmall was not entitled to receive payment of the
amount mentioned therein. The plaintiff having failed to prove the trade practice which he alleged
and the bank having paid the cheque, in accordance with the apparent tenor of the instrument, in
good faith, and without negligence, to Jethmall who was in possession thereof the defendant is
entitled to succeed. There were no circumstances which afforded any reasonable ground for believing
that he was not entitled to receive payment of the cheque. It must be held that the bank made the
paymentin due course. The learned Judge, in our opinion has rightly pointed out that payment in due
course is necessarily payment in the ordinary course.

3. Whether payment made by a bank was payment in due course would depend on the facts of a given
case. In Madras Provincial Co-operative Bank Ltd. vs Official Liquidator, South Indian Match Factory Ltd.
(AIR 1945 Mad 30) the court held that payment to a liquidator against the cheque presented across the
counter was not a payment in due course and the bank was not entitled to seek protection under Section
85 of the Negotiable Instruments Act. The Court held that under Section 244A of the Indian Companies
Act, 1913, an official liquidator was required to open an account with a bank and pay therein moneys
received by him in the course of the liquidation. Rule 66 of the Rules framed by the Madras High Court
under the Act required that all bills and other securities payable to the company or to the liquidator should,
unless the judge otherwise directs, shall as soon as they came into the hands of the liquidator, be deposited
by him in the bank. From the cheque itself the Bank had notice that it was payable to the liquidator in his
official capacity. That the bank realized this in full was shown by the fact that it called for the order of his
appointment. Bankers knew or must have deemed to have known that this money could only be collected
by the payee through his own bank and, therefore, it was most improper on his part to ask for payment
over the drawee’s counter.

Payment in Good Faith, Without Negligence of an instrument on which Alteration is not Apparent

1. The effect of Sections 10 and 89, and Section 31 was considered by the Supreme Court in Bank of
Maharashtra vs M/s Automotive Engineering Co. (1993) 2 SCC 97. The question which arose for
consideration in this appeal was whether the paying bank was bound to keep an ultraviolet ray lamp and
to scrutinize the cheque under the said lamp even if no infirmity on the face of the said cheque on visual
scrutiny was found. The Supreme Court held that:
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(i) Section 89 of the Negotiable Instruments Act gives protection to the paying banker of a cheque which
has been materially altered but does not appear to have been so altered, if payment was made
according to the apparent tenor thereof at the time of payment and otherwise in due course.

(ii) Section 10 of the said Act defines payment in due course to mean payment in accordance with the
apparent tenor of the instrument in good faith and without negligence to any person in possession
thereof under circumstances which do not afford a reasonable ground for believing that he is not
entitled to receive payment of the amount therein mentioned.

(iii) Section 31 of the said Act obliges the drawee bank having sufficient funds of the drawer in its hands
properly applicable to the payment of such cheque, to make payment of the cheque when duly
required to do so.

(iv) On analyzing the evidence, the Courts below had held that on visual examination no sign of forgery
or tampering with the writings on the cheque could be detected. It was found that the agent of the
appellant bank had verified the serial number and signature on the cheque and had compared the
signature on the cheque with the specimen signature of the respondent and on scrutiny of the
cheque visually no defects could be detected by him. There was sufficient funds of the drawer with
the appellant bank, which had no occasion to doubt about the genuineness of the cheque from the
apparent tenor of the instrument. There was no evidence to hold that the payment was not made in
good faith. Simply because the ultraviolet ray lamp was not kept in the branch and the said
cheque was not subjected to such lamp, would not be sufficient to hold the appellant bank guilty of
negligence more so when it has not been established on evidence that the other branches of the
appellant bank or the other commercial banks had been following a practice of scrutinizing each
and every cheque or cheques involving a particular amount under such lamp by way of extra
precaution.

(v) Insuch circumstances, it is not correct legal proposition that the bank, in order to get absolved from
the liability of negligence, was under an obligation to verify the cheque for further scrutiny under
advanced technology or for that matter under ultraviolet ray lamp apart from visual scrutiny even
though the cost of such scrutiny was only nominal and it might be desirable to keep such lamp at the
branch to take aid in appropriate case.

(vi) The Courts below were not justified in holding that the bank had failed to take reasonable care in
passing the cheque for payment without subjecting it for further scrutiny under ultraviolet ray lamp
because the branch was in the industrial area where such forgery was rampant and other branches
of the appellant bank were provided with such lamp.

2. The protection granted to a banker under Section 89 had come up for consideration before the Calcutta
High Court in Brahma Shumshere Jung Bahadur vs Chartered Bank of India, Australia and China (AIR
1956 Cal. 399). The court held that since no alteration or obliteration was visible at the time of payment,
the payment was made according to the apparent tenor at the cheque. Further since drawer had on other
occasions also issued cheque signed by him and written by others, the bank suspicion could not have
aroused. The Court also held that the words “liable to pay” appearing in the third paragraph of Section 89
included a liability to pay under an overdraft agreement as much as it applied to an ordinary deposit
account. As regards exceeding the overdraft limit, the Court held that no definite limit was fixed at any
time and it fluctuated according to the securities deposited.

3. In the case of Tanjore Permanent Bank vs S.R. Rangachari (AIR 1959 Madras 119) the High Court was
called upon to decide a case in which cheque was materially altered and the bank sought protection
under Section 89. The Court held that since the material alteration on both the cheques were visible and
since they were not authenticated by the drawers initials, the payment made by the bank was not according
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to the apparent tenor of the instrument and as such the bank cannot claim protection under Section 89 of
the Negotiable Instruments Act. The Court in coming to the above conclusion relied on the following
paragraph of Bhashyam and Adiga’s Negotiable Instruments Act:

The bank has also to see whether there are any alterations in the cheque and whether they have been
properly authenticated. Therefore, where an alteration in a cheque is initialed not by all the drawers but
only some of them, the bank will be paying the amount on the said cheque at its own risk. In this connection
it is necessary to notice that under Section 89 protection is afforded to the bank paying a cheque where
the alteration is not apparent.

It is to be noted as per Section 89 the bank can seek protection only if there is material alteration in the
cheque and does not appear to have been altered. This, however, does not protect a banker in case the
signature of the customer is forged. As stated earlier a forged cheque is no mandate of the customer and
as such the bank cannot make payment on a cheque where the signature of the customer is forged. The
question whether a signature is forged or not depends on the evidence and the court in coming to a
conclusion that the signature is forged would look into the facts and circumstances that led to the payment
of the cheque.

4. In Bareilly Bank Ltd. vs Naval Kishore (AIR 1964 All 78) N opened an account with the bank by making a
cash deposit of ¥ 19,900. N was issued a cheque book containing 25 cheques. 17 months after the
opening of the account N drew a cheque for the first time for ¥ 5,900 which was dishonoured by the bank.
On enquiries N was informed that 11 months back three cheques aggregating ¥ 19,500 were paid by the
bank and the present balance in the account was a mere ¥ 437. N denied issuing of the cheques and
sued the bank. In evidence it came out that 3 cheques used to withdraw the amounts were not from the
cheque book issued to N and were from a different cheque book. Though bank was not in a position to
explain this lapse, they made an attempt to counter the contentions of N by producing his specimen
signature which appeared to be similar to the ones on the cheques. N however denied that the specimen
signature was his and the Court concluded that the alleged specimen signature were totally different
from N’s regular signature. Evidence also was led to show that the bank’s own employees were involved
in the forgery since the ledger page of N’s account showed that certain erasures and scorings were
made and the signature of N missing in the cheque book issue register. Therefore the court refused to
accept the bank’s contention.

Payment by Bank under mistake - whether Recoverable

The question whether a bank paying a forged cheque can recover the same from the payee was considered by
the Calcutta High Court in United Bank of India vs AT Ali Hussain & Co. (AIR 1978 Calcutta 169). The High Court
held that so long as the status quo is maintained and the payee has not changed his position to his detriment, he
must repay the money back to the payer. If, however, there has been a change in the position of the payee who,
acting in good faith, parts with money to another without any benefit to himself before the mistake is detected, he
cannot be held liable. Equity disfavours unjust enrichment. When there is no question of unjust enrichment of the
payee by reaping the benefit of an accidental windfall he should not be made to suffer, for he would be as
innocent as the payer who paid the money acting under a mistake.

LEGAL ASPECTS OF COLLECTION OF A CHEQUE

Collection of cheques, bills of exchange and other instruments on behalf of a customer is an indispensable
service rendered by a banker to his customer. When a customer of a banker receives a cheque drawn on any
other banker he has two options before him — (i) either to receive its payment personally or through his agent at
the drawee bank, or (ii) to send it to his banker for the purpose of collection from the drawee bank. In the latter
case the banker, deputed to collect the amount of the cheque from another banker, is called the ‘collecting
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banker’. He presents the cheque for encashment to the drawee banker and on its realization credits the account
of the customer with the amount so realized.

Abanker is under no legal obligation to collect his customer’s cheques but collection of cheques has now become
an important function of a banker with the growth of banking habit and with wider use of crossed cheques, which
are invariably to be collected through a banker only. While collecting his customer’s cheques, a banker acts either

(i) as a holder for value, or
(i) as an agent of the customer.

The legal position of the collecting banker, therefore, depends upon the capacity in which he collects the cheques.
If the collecting banker pays to the customer the amount of the cheque or credits such amount to his account and
allows him to draw on it, before the amount of the cheque is actually realized from the drawee banker, the
collecting banker is deemed to be its ‘holder for value’. He takes an undertaking from the customer to the effect
that the latter will reimburse the former in case of dishonour of the cheque.

Banker as a holder for value

A banker becomes its holder for value by giving its value to the customer in any of the following ways:
(a) by lending further on the strength of the cheque;
(b) by paying over the amount of the cheque or part of it in cash or in account before it is cleared;

(c) by agreeing either then or earlier, or as a course of business, that customer may draw before the cheque
is cleared,;

(d) by accepting the cheque in avowed reduction of an existing overdraft; and
(e) by giving cash over the counter for the cheque at the time it is paid in for collection.

In any of these circumstances the banker becomes the holder for value and also the holder in due course. He
bears the liability and possesses the rights enjoyed by the holder for value. If the last but one endorsement is
proved to be forged, he will be liable to the true owner of the cheque. But he shall have the right to recover the
money from the last endorser, i.e., his own customer, if the customer is unable to pay, the banker himself will bear
the loss. If the cheque sent for collections returned dishonoured, the collecting banker can sue all the previous
parties after giving them notice of dishonour. It is, however, essential that the amount of the cheque is paid to the
customer in good faith.

Collecting Banker as an Agent

A collecting banker acts as an agent of the customer if he credits the latter’s account with the amount of the
cheque after the amount is actually realized from the drawee banker. Thereafter the customer is entitled to draw
the amount of the cheque. The banker thus acts as an agent of the customer and charges from him a commission
for collecting the amount from outstation banks.

As an agent of his customer, the collecting banker does not possess title to the cheque better than that of the
customer. If the customer has no title thereto, or his title is defective, the collecting banker cannot have good title
to the cheque. In case the cheque collected by him did not belong to his customer, he will be held liable for
conversion of money, i.e., illegally interfering with the rights of true owner of the cheque.

Conversion by the Collecting Banker

Sometimes a banker is charged for having wrongfully converted cheques to which his customer had no title or
had defective title. Conversion means wrongful or unlawful interference (i.e., using, selling, occupying or holding)
with another person’s property which is not consistent with the owner’s right of possession. Negotiable instruments
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are included in the term ‘property’ and hence a banker may be charged for conversion if he collects cheques for
a customer who has no title or defective title to the instrument. The basic principle is that rightful owner of the
goods can recover the same from anyone who takes it without his authority and in whose hands it can be traced.
When the banker acts as an agent of his customer for the collection of his cheques, he cannot escape this
liability. However, the right of the true owner is a restricted one and cannot be exercised in case the goods reach
the hands of one who (i) receives it in good faith, (ii) for value, and (iii) without the knowledge that the other party
had no authority thereon. Except these circumstances, the true owner of the goods (including the negotiable
instrument) can file a suit for conversion.

Statutory Protection to Collecting Bank
Section 131 of the Negotiable Instruments Act grants protection to a collecting banker and reads as follows:
Section 131

Non-liability of a banker receiving payment of cheque: A banker who has in good faith and without negligence
received payment for a customer of a cheque crossed generally or specially to himself shall not, in case the title
to the cheque proves defective, incur any liability to the true owner of the cheque by reason only of having
received such payment.

Explanation: A banker receives payment of a crossed cheque for a customer within the meaning of this section
notwithstanding that he credits his customer’s account with the amount of the cheque before receiving payment
thereof.

The provisions of the above section has been applied to drafts as per Section 131 A of the Negotiable Instruments
Act.

Conditions for protection: Though Section 131 grants protection to a collecting banker, the protection is not
unconditional. For the collecting banker to claim the protection under Section 131 he has to comply with certain
conditions and they are:

1. The collecting banker should have acted in good faith.
2. He should have acted without negligence.

3. He should receive payment for a customer.
4

. The cheque should be crossed generally or specially to himself.

DUTIES OF THE COLLECTING BANK

Section 131 of the Negotiable Instruments Act which affords protection to the collecting bank requires amongst
other conditions, that the bank should not have been negligent. To show that the bank has not been negligent the
bank will have to prove that it has taken all precautions that would be required of a prudent banker in collecting a
cheque. Over the years based on practice and judicial pronouncements, these precautions have been laid down
as duties imposed on bankers, the non-compliance of which can make the bank liable on the grounds of negligence.
We shall now individually examine these duties.

Duty to open the account with references and sufficient documentary proof

The duty to open an account only after the new account holder has been properly introduced to is too well
grained into today’s banker’s mind that it would be impossible to find an account without introduction. The
necessity to obtain introduction of a good customer is to keep off crooks and fraudsters who may open
accounts to collect forged cheques or other instruments. As an added precaution RBI has insisted that while
opening accounts photograph of the customer and sufficient documentary proofs for constitution and address
be obtained.
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In this regard the English Decision Ladbroke vs Todd (1914) 30 TLR 433 can be referred to. In this case a thief
stole a cheque in transit and collected the same through a banker where he had opened an account without
reference and by posing himself as the payee whose signature the thief forged. After the cheque was collected
the thief withdrew the amount. The bank was held liable to make good the amount since it acted negligently while
opening the account in as much as it had not obtained any reference.

In Syndicate Bank vs Jaishree Industries and Others AIR 1994 Karnataka 315, the Appellant opened an account
in the name of “M/s Axle Conductor Industries Ltd. by the Proprietor, R.K. Vyas”. The introduction was given by
one Nanjunde Gowda, who was having a small shop at the address given by the account holder. The address of
the account holder, given by the account holder, was just opposite the Appellant Bank. In the account opening
form the name of the account holder was given as “M/ Axle Conductor Industries by the Proprietor R.K. Vyas”. No
information was sought or inquiry held as to the incorporation of the account holder nor was the Memorandum of
Association, Resolution, etc., scrutinized. On 3 January 1979, partners of Firm “A” purchased a draft for32,51,125
from State Bank of India, Ahmednagar, in favour of M/s Axle Conductor Industries Ltd. The draft was deposited in
the account with the Appellant on 5 October 1979 and the amount was collected by the Appellant and credited to
the account on 9 October 1979. On 10 October 1979, the monies were withdrawn from the account. The partners
of “A” filed a suit against the Appellant and State Bank of India for recovery of ¥ 2,51,125 wrongly collected by
Appellant and paid by State Bank of India.

The High Court held that there was failure to follow the proper procedure for opening account in the name of a
limited company, that the account was opened as if it was a proprietary concern, the staff of the Appellant Bank
did not bestow sufficient care even to notice the word “Ltd.” on several occasions, such as, at the time of opening
of the account or withdrawal of amounts from the account. The High Court felt that having accepted the application
as if it was an application by a proprietary concern, strangely the Appellant Bank allowed the account to operate
in the name of the limited concern. There was, therefore, lack of care on the part of the Appellant Bank in the
entire transaction.

The conditions to be satisfied for claiming protection under Section 131 of the Negotiable Instruments Act are: (a)
that the banker should act in good faith and without negligence in receiving payment, i.e. in the process of
collection, (b) that the banker should receive payment for a customer, i.e. act as mere agent in the collection of
the cheque, and not on his account as holder, (c) that the person for whom the banker acts must be his customer,
and (d) that the cheque should be one crossed generally or specially to himself.

The High Court stated that if the draft was drawn in favour of a fictitious person, it could not be said that the
ownership stood transferred to a non-existent person for the purpose of examining the question whether the bank
as a collecting banker acted negligently or not. The ownership would pass to the true owner. The High Court did
not consider it necessary to decide as to what extent a person obtaining a draft in favour of a fictitious person
would lose the ownership in favour of a bona fide “holder in due course”.

In view of the aforesaid, the Appellant Bank was held to have acted without taking any care, and was found
negligent throughout and was not entitled to the protection under Section 131 of the Negotiable Instruments Act.

In Indian Bank vs Catholic Syrian Bank AIR 1981 Mad 129, the Madras High Court had occasion to consider
negligence of collecting banker which had opened an account after proper introduction.

Briefly the facts were that one D had opened an account with Salem branch of bank A. A customer of that branch
had taken D to the said branch and had informed the Manager that D was a man from Indore and that he wanted
to open a bank account to enable him to purchase carpets from Salem. Although bank A had claimed that the
customer, who had introduced D, was a well-known customer of bank A and was a leading merchant of Salem
and had a large volume of business, it was found in the evidence recorded by the Court, that these claims were
not true. The introducer had an account and also had some fixed deposits with bank A. The transactions were for
paltry amount and the amount standing to the credit of the introducer at the relevant time, was only ¥ 192.57.
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On 12 June 1969, M obtained a demand draft for ¥ 20 from the branch at Singanallur of the bank B. The draft was
drawn on the branch office of bank B in favour of D and company. By means of clever forgery, the draft was
altered for ¥ 29,000 drawn in favour of D. The draft was presented by D on 13 June 1969 for credit to his account
opened with Salem branch of bank A and the amount was collected by bank A from bank B and credited to the
account of D.

On 14 June 1969, the Salem branch of bank B came to know from its Singanallur branch that the draft was issued
for¥ 20 and was drawn in favour of D and company, payable at Cochin and that no draft for a sum of ¥ 29,000 had
been issued. At once the Salem branch of bank A was contacted and was informed of the fraud, but unfortunately
by then, bank A had already paid a large part of the draft amount to D under a self cheque.

Bank B (Paying banker) filed the suit against bank A (collecting banker) for recovery of ¥ 29,000 on the ground
that the collecting banker had been negligent while opening an account in the name of D and by reasons of its
negligence and want of good faith, the forged draft got to be wrongly converted.

The High Court observed that the collecting banker had opened the account, in the name of D on a mere introduction
of one of its account holders, knowing fully well that the said account holder was not a well-known leading
merchant and had no large business with it at the relevant time. Further the collecting banker had not independently
questioned D about his business and his credit worthiness before allowing him to open an account. When D
stated that he had come from Indore, the Manager of the collecting banker did not even care to find out his
permanent address, more so when in the application for opening account filed by D, the address given was of that
of the introducer. Moreover, when D told the Manager of collecting banker that he had not till then opened any
account although he had come from Indore to Salem to do business, the collecting banker, before opening the
account, should have been more alert.

Duty to confirm the reference where the referee is not known or has given reference in absentia

Though as a matter of practice bankers in India require introduction by an existing customer of the bank, this may
not always be possible especially when the branch is newly opened. In such cases the customers are required to
get references from known persons in the locality or from the existing bankers. In such case the banker is
required to make enquiries with the referee to confirm that the person whose account is newly opened is a
genuine person.

In Harding vs London Joint Stock Bank [1914] 3 Legal Decision Affecting Bankers 81, an account was opened for
a new customer after complying with the necessary formalities. The account was not opened by deposit of cash
as is the usual practice but was by paying in a third party cheque. The bankers in the case made enquiries with
the customer who thereupon produced a forged letter issued by his employer giving him power to deal with the
cheque. It was thereafter found that the cheque was stolen by the customer and credited to his account. The bank
was held negligent for failure to make necessary enquiries from the employer as to whether the customer who
was an employee had in fact the necessary power to deal with the cheque.

Duty to ensure crossing and special crossing

Itis the duty of the banker to ensure that the cheque is crossed specifically to himself and if the cheque is crossed
to some other banker they should refuse to collect it. Similarly where the cheque is crossed to a specific account
then crediting the same to another account without necessary enquiries would make him liable on the grounds of
negligence. In case of “non-negotiable” crossing a banker cannot be held negligent merely because of collection
of such instruments. In the case of Crumpling vs London Joint Stock Bank Ltd. [1911-13] All England Rep 647 it
was held that a non-negotiable crossing is only one of the factors amongst others to be considered to decide
about the bankers negligence and that the mere taking of a non-negotiable cheque cannot be held to be evidence
of negligence on the part of the bankers.
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Duty to verify the instruments or any apparent defect in the instruments

Sometimes the instrument which is presented for collection would convey to the banker a warning that a customer
who has presented the instrument for collection is either committing a breach of trust or is misappropriating the
money belonging to some other. In case the banker does not heed the warning which is required of a prudent
banker then he could be held liable on the grounds of negligence as can be seen from the following cases:

(a) InUnderwood Ltd. vs Bank of Liverpool Martin Ltd. [1924] 1 KB 775, the Managing Director of a company
paid into his private account large number of cheques which were to be paid into the company’s account
and the bank was held negligent since it did not make enquiries as to whether the Managing Director was
in fact entitled to the amounts represented by these cheques.

(b) In Savory Company vs Llyods Bank [1932] 2 KB 122, the cheques which were payable to the employer
was collected by the employee in a private account opened by him and the bank was held liable for
negligence. In this case two dishonest clerks of a Stock Broker stole bearer cheques belonging to their
employer which were collected in an account maintained by one of the clerks and in another account in
his wife’s name. It was held that the bank had been negligent in opening the clerks account inasmuch as
they had not obtained his employer’s name while opening the account and that in the case of his wife’s
account the bank was negligent in as much as it had not obtained the husband’s occupation and his
employer’s name while opening the account.

(c) In the case of Australia and New Zealand Bank vs Ateliers de Constructions Electriques de Cherleroi
[1967] 1 AC 86 PC, an agent paid his principal’s cheque into his personal account and the bank was
charged with conversion. However, the bank defended the same on the grounds that there was implied
authority from the principal to his agent to use his private account for such purpose. Though the banker
was negligent in dealing with the cheques without specific authority the bank escaped liability since it was
found that the principal had in fact authorized his agent to use his private account.

(d) In Morrison vs London County and Westminster Bank Ltd. [1914-5] All ER Rep 853, the Manager of the
plaintiff was permitted to draw cheques per pro his employer and he drew some cheques payable to
himself which he collected into his private account. The bank was held negligent for collecting such
cheques without making necessary enquiries even though there was a clear indication that the Manager
was signing as an agent of the firm.

Duty to take into account the state of customer’s account

The collecting banker is required to take into account the status of the customer and also the various transactions
that have taken place in the customer’s account so as to know the circumstances and the standard of living of the
customer. If for example, a person is an employee and the nature of his employment is that of a clerk his salary
would be known to the bank and any substantial credits by way of collection of cheques would be suspected and
it would be the duty of the banker to take necessary precautions while collecting such cheques.

In Nu-Stilo Footwear Ltd. vs Lloyds Bank Ltd. [1956] 7 Legal Decisions Affecting Bankers P. 121, the plaintiffs who
were manufacturer of ladies footwear were defrauded by their Secretary and Works Accountant who converted 9
cheques payable to the plaintiffs into his account. The Secretary opened the accounts in the defendant bank in a
false name and as reference gave his real name. The bank thereupon called the reference and got a satisfactory
reply which included the fact that the account holder had recently come down from Oxford and intended setting
up a business of his own. The Secretary thereupon presented 9 cheques totally aggregating to £ 4855. Since
these cheques were drawn on the plaintiffs they sued the defendant bank who had collected the cheques. The
Court held that the collecting bank was negligent in as much as the collecting bank did not take necessary
precautions because the amounts collected were inconsistent with the business of the account holder and therefore
necessary enquires should have been made by the bank.
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Negligence of collecting bank in collecting cheques payable to third parties

The collecting bank has to make necessary enquiries before any third party cheques are collected on behalf of its
customer. In Ross vs London County Westminster and Parrs Bank Ltd. [1919] 1 KB 678, cheques payable to “the
Officer in charge, Estate Office, Canadian Overseas Military Force” were used by an individual to pay off his
debts. There was an instruction in all the cheques that it was negotiable by the concerned officer. However, it was
held that the fact that the cheques were drawn in favour of the Officer in charge should have put the banker on
enquiry and since no such enquiry was made by the banker the bank is liable on the grounds of negligence.

INDEMNITIES AND GUARANTEES

Indemnities

In day to day banking operations, a banker comes across instances where he has to protect his interest in case
of certain transactions. A customer may request a banker to issue a duplicate draft or fixed deposit receipt. In
such cases, to protect against any possible loss, the banker should issue the duplicate draft and/or fixed deposit
receipt against an indemnity.

Section 124 of the Indian Contract Act,1872 defines indemnity as, “ 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’.

Indemnity is applicable where there is a loss. The contract of insurance is based on the principles of indemnity.
The life insurance companies agree to cover the loss of life, whereas the general insurance companies wish to
cover the loss to the property or asset, covered under respective insurance policies.

The two parties involved in the contract of indemnity are (i) “indemnifier”, the person who gives the undertaking or
promise and (ii) the “ indemnified “ to whom such a promise is given.

While issuing a duplicate fixed deposit receipt, the bank obtains an indemnity (usually in their standard form) and
the indemnifier (customer) need to give all details regarding the original receipt. The indemnity will have clauses
to protect the bank’s interest. The indemnifier will undertake not to use the original and surrender the same to the
bank, in case he is able to locate the original. He further undertakes to cover the loss, if any, that will be incurred
by the bank on account of issuing such duplicate fixed deposit receipt.

Guarantees

Banks grant loans and advances (fund based) and provide other credit facilities (non fund based) such as, bank
guarantee and letters of credit. Non fund based limits are granted by banks to facilitate the customers to carry on
with the trading and business activities more comfortably. Bankers can earn front end fees and these non fund
based items become contingent liabilities for banks.

A contract of guarantee is covered under the Indian Contract Act,1872. Sec 126 defines a guarantee as contract
to perform the promise or discharge a liability of a third person in case of his default. The contract of guarantee
may be oral or in writing. Banks, however insist on written guarantees.

There are 3 parties to the contract of guarantee. They are called Surety, Principal Debtor and the Creditor. These
parties are also called as the guarantor, borrower and the beneficiary.

Banks deal with two types of guarantees: (i) Accepted by the bank, and (ii) Issued by the bank
(1) Guarantees accepted by the Bank:

At the time of lending money, banks accept securities. In addition to the tangible assets a borrower arranges to
furnish a personal security given by surety (guarantor). This is called third party guarantee, who undertakes to pay
the money to the bank inclusive of interest and other charges, if any, in case the principal borrower fails to repay
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or if the borrower commits default. Banks also obtain Corporate guarantees issued by companies who execute
corporate guarantee as authorized by the Board of Directors’ resolution.

As per Sec 128 of the Contract Act, 1872, the surety’s liability is co-extensive with that of the principal debtor.

For example, Bank MNC has sanctioned a term loan of Rs 10 lakhs to P on the personal guarantees of Q and S.
In this case Bank MNC is the creditor. P is the borrower or the principal debtor. Both Q&S are the sureties or
guarantors. In case P commits a default, in repaying the debt to the Bank MNC ( as per the terms and conditions
of bank’s sanction letter) then both Q&S (as sureties/guarantors) are liable to pay the dues to the bank.

(2) Guarantees issued by the Bank:

A Bank Guarantee is a commitment given by a banker to a third party, assuring her/ him to honour the claim
against the guarantee in the event of the non- performance by the bank’s customer. A Bank Guarantee is a legal
contract which can be imposed by law. The banker as guarantor assures the third party (beneficiary) to pay him
a certain sum of money on behalf of his customer, in case the customer fails to fulfill his commitment to the
beneficiary.

OPERATIONS IN DEPOSIT ACCOUNTS AND COMPLAINTS OF CUSTOMERS

RBI has issued certain guidelines for banking operations and redressal of customer complaints. These guidelines
have been summarized below:

Savings bank account
— The Savings Bank Rules must be made available to account holders while opening the accounts.

— Photographs of all depositors/account holders whether resident or non-resident should be obtained in
respect of all types of deposit accounts including fixed, recurring, cumulative, etc. except:-

(i) Banks, Local Authorities and Govt. Departments (excl. public sector undertakings or quasi Government
bodies);

(i) Accounts of Staff members (single/joint)

— Banks need not insist for the presence of account holder for making cash withdrawal of ‘self’ or bearer
cheques unless circumstance so warrants.

— Photographs cannot be a substitute for specimen signatures.

— Only one set of photographs need be obtained and separate photographs need not be obtained for each
category of deposit.

— Photographs of the * Pardanishin’ women need to be obtained
— For additional accounts, fresh photographs need not be insisted upon.

— While opening the accounts, the account holders should be informed in transparent manner the requirement
of minimum balance and other charges, etc. Revision in charges also needs to be advised from to time.

— Banks may purchase cheques, drafts, etc. deposited in the account for clearing in case of suspension of
clearing operations temporally or apprehension of prolonging the suspension. This facility is extended to
customers upon examining the credit worthiness, integrity, past dealing, occupation, etc. so as to guard
themselves from the possibilities of such instrument being dishonored subsequently.

— Savings Bank Pass Books must be provided invariably to all customers. In case of account statement,
the same should be mailed to the customers regularly. These facilities should be provided at Bank’s cost.
Updating the pass book periodically should also be arranged by the banks.
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Banks may avoid the usage of inscrutable entries in pass books/statement of account and ensure that
brief, intelligible particulars are invariably entered in pass books / statement of account with a view to
avoiding inconvenience to depositors.

Banks are required to ensure that full address / telephone number of the branch is invariably mentioned
in the Pass Books / Statement of Accounts issued to account holders.

All cheque forms should be printed in Hindi and English irrespective of the language the customer uses
including regional language.

Cheques bearing date in Hindi as per the National Calendar (Saka Samvat) can be accepted by banks
for payment, if otherwise in order. Banks can, however, ascertain the Gregorian calendar date
corresponding to the National Saka calendar in order to avoid payment of stale cheques.

Banks are required to make available the Magnetic Ink Character Recognition (MICR) code and Indian
Financial System Code (IFSC), besides cheque leaf, in all passbook/ statement of account holders

Term Deposit Account

Banks are required to issue term deposit receipt indicating therein full details, such as, date of issue,
period of deposit, due date, applicable rate of interest, etc.

Term Deposit Receipts can be freely transferable from one office of bank to another.

In order to extend better service, banks should ensure sending of intimation of impending due date of
maturity well in advance to their depositors. Change in rate of interest should be advised well in advance
to the customers.

Deposits repayable in less than three months or where the terminal quarter is incomplete, interest should
be paid proportionately for the actual number of days reckoning the year at 365 days or 366 days in case
of leap year.

Banks may allow premature withdrawal of Term Deposits at the request of the depositor and interest on
the deposit for the period that it has remained with the bank will be paid at the rate applicable Banks have
the freedom to fix penal interest on such withdrawal. No interest need be paid where premature withdrawal
takes place before completion of the minimum period prescribed.

Bank can permit addition/deletion of name/s of joint account holders. However, the period and aggregate
amount of the deposit should not undergo any change. Banks may also allow splitting of joint deposit, in
the name of each of the joint account holders provided that the period and the aggregate amount of the
deposit do not undergo any change.

Banks may renew the frozen accounts upon obtaining suitable request letter for renewal. No renewal
receipt be issued but suitable noting may be done in the deposit account. Renewal of the deposit may be
advised to the concerned Enforcement Authority by registered post/Speed Post/Courier. Overdue interest
may be paid as per the policy adopted by the banks.

Banks are required to ensure that their branches invariably accept cash over the counters from all their
customers who desire to deposit cash at the counters. No product can be designed which is not in tune
with the basic tenets of banking i.e. acceptance of cash.

Notwithstanding the legal provisions, opening of fixed/recurring and savings bank accounts be permitted
in the name of minor with mother as guardian provided bank take adequate safeguards in allowing
operations in the accounts by ensuring that such accounts are not allowed to be overdrawn and that they
always remain in credit.
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Current Accounts

— Banks while opening current account must obtain a declaration to the effect that the account holder
is not enjoying any credit facilities with any other bank. Banks must scrupulously ensure that their
branches do not open current accounts of entities which enjoy credit facilities (fund based or non-
fund based) from the banking system without specifically obtaining a No-Objection Certificate from
the lending bank(s).

— Bank may open account of prospective customer in case no response is received from its existing
bankers upon waiting for a fortnight. The situation may be reviewed with reference to the information
provided by the prospective customer as well as taking needed due diligence on the customer.

— For corporate entities enjoying credit facilities from more than one bank, the banks should exercise
due diligence and inform the consortium leader, if under consortium, and the concerned banks, if
under multiple banking arrangement.

Reconciliation of transactions at ATMs failure
— Banks are required to resolve complaints within 7 working days from the date of receipt of the complaint.

— Failure to re-credit the amount with the timeframe should entail payment of compensation to the customer
@100/- per day by the issuing bank.

— For compensation, suitable application is to be made within 30 days of date of the transaction.

— All disputes regarding ATM failed transactions should be settled by the issuing bank and the acquiring
bank through the ATM System Provider only. No bilateral settlement arrangement outside the dispute
resolution mechanism available with the system provider is permissible.

— Non-adherence to the provision attract penalty under the Payment and Settlement System Act 2007.

— Banks are required to display prominently at the ATM locations that complaints should be lodged at the
branches where customers maintain accounts to which the ATM is linked along with telephone numbers
of help desk/contact persons of ATM owning bank, etc.

— Each bank should ensure that the process flow is modified to provide for the pin validation for every
transaction including balance enquiry facilitated through ATM. Failure to this attract penalty.

— Banks are required to have in place a system of online alerts for all types of transactions irrespective of
the amount involving usage of cards at various channels.

Levy of Service Charges

Banks should ensure that the service charges fixed are reasonable and they are not out of line with the cost of
providing such services. Customers with low volume of transactions are not penalized.

Foreclosure charges/prepayment penalty — Home Loans

Banks are not permitted to levy/charge prepayment charges/penalties on Home Loans on floating interest rates,
with immediate effect

BANKING HOURS/WORKING HOURS/OPERATION

— Banks are required to function for public transactions at least for 4 hours on week days and 2 hours on
Saturdays in the larger interest of public and trading community. Extension counters, satellite offices, one
man offices or other special class of branches may remain open for such shorter hours as may be
considered necessary.
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Banks may fix, after due notice to customers, whatever business hours are convenient i.e. double shift,
weekly holiday other than Sunday, or functioning Sundays also (7 days working) etc.

The banks’ branches in rural areas can fix the business hours (i.e., number of hours, as well as timings)
and the weekly holidays to suit local requirements subject to the guidelines.

Commencement of employees’ working hours 15 minutes before commencement of business hours
could be made operative by banks at branches in metropolitan and urban centres.

Banks are required to extend business hours for banking transactions other than cash till one hour
before close of working hours. Banks can have evening counters at the premises of existing branches in
metropolitan/urban centres for providing facilities to the public beyond normal business hours to bring
about improvement in customer service and the transactions should be merged with the main accounts
of the branch where it is set up.

All branches except very small branches should have “Enquiry” or “May | help You” counters either
exclusively or combined with other duties located near the entry point of the banking hall. Time norms
should also be displayed prominently in the banking hall.

All Branch branches are required to display the various products and services they provide along with
various key aspects such as service charges, interest rates, time norms for various banking transactions
and grievance redressal mechanism, etc. grouped in 4 heads viz. “Customer Service Information”, “Service

Charges”, “Grievance redressal” and “Others” as indicators in the Notice Boards as per the format provided
by RBI. This would enhance the quality of customer service in banks and level of customer satisfaction.

Further, in addition to the above Board, the banks should also display details such as ‘Name of the bank
/ branch, Working Days, Working Hours and Weekly Off-days’ outside the branch premises.

Banks are further required to make available the detailed information in their Web-site in such a manner
that customers are able to easily access the same from the Home Page of the site, besides in booklet
form in the touch screen by placing them in the information kiosks or Scroll Bars, or Tag Boards. Website
should contain the minimum information such as Policy/Guidelines, Complaints, Opening of accounts/
forms, Loans and Advances, Branches, etc.

Sick/old/incapacitated account holders — Operational Procedure

In case the old/sick/ incapacitated account holder can put his thumb or toe impression, the same may be accepted
for withdrawal of money. It should be identified by two independent witnesses known to the bank, one of whom
should be a responsible bank official.

Where the customer cannot put even his/her thumb impression and also not able to present in the bank,
a mark can be obtained on the cheque/withdrawal form which should be identified by two independent
witnesses, one of whom should be a responsible bank official.

Person to whom the payment is to be made may be indicated by the customer in both the above cases
and he should be identified by two independent witnesses. The person should be asked to furnish his
signature to the bank.

As per the opinion obtained by IBA, a toe impression or any mark by a customer who lost both the hands
can be taken for acceptance.

Banks are required to take necessary steps to provide all existing ATMs / future ATMs with ramps so that
wheel chair users / persons with disabilities can easily access them and also make arrangements in such
a way that the height of the ATM does not create an impediment in its use by a wheelchair user.

Banks are required to ensure that all the banking facilities such as cheque book facility including third
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party cheques, ATM facility, Net banking facility, locker facility, retail loans, credit cards etc., are invariably
offered to the visually challenged without any discrimination.

Banks are required to make at least one third of new ATMs installed as talking ATMs with Braille keypads
and place them strategically in consultation with other banks to ensure that at least one talking ATM with
Braille keypad is generally available in each locality for catering to needs of visually impaired persons.

In respect of disabled persons with autism, cerebral palsy, mental retardation and multiple disabilities Banks
can rely upon the Guardianship Certificate issued either by the District Court under Mental Health Act or by
the Local Level Committees under the above Act for the purposes of opening / operating bank accounts.

Remittance

Remittance (DD/MT/TT, etc.) of ¥ 50000/- and above should be by debit to customer’s account or against
cheques only. DDs of ¥ 20,000/- and above are to be issued with “Account Payee” crossing only.

A DD is uniformly valid for a period of three months and procedure for revalidation after three months
should be simplified.

Duplicate Draft in lieu of lost for amount up to and including ¥ 5000/- can be issued against suitable
indemnity without waiting drawing advice within a fortnight from the date of receipt of the request. Delay
beyond the period, penal provision to be invoked.

Banks may ensure that both drop box facility and the facility for acknowledgement of cheques are made
available at collection centres (branches) and no branch should refuse to give acknowledge of cheques
if tendered at the counters. Banks should display on the drop box itself that “Customers can also tender
the cheques at the counter and obtain acknowledgement on the pay-in-slips”.

Banks may place per transaction limits based on their risk perception in respect of Mobile transactions
with the approval of their respective Boards.

Banks need not make payment of cheques/drafts/pay orders/ banker’s cheques bearing that date or any
subsequent date, if they are presented beyond the period of three months from the date of such instrument
(w.e.f. 01.04.12)

For loss of cheque in transit or in clearing process or at the paying bank’s branch, the banks are required
to reimburse the accountholder related expenses for obtaining duplicate instruments and also interest for
reasonable delays occurred in obtaining the same. The onus rests with the collecting banker and not the
account holder.

GENERAL

Complaints

Banks are required to provide Complaints/suggestion box at each office besides maintaining Complaint
Book/Register with perforated copies in each set. A copy of the complaint is also to be forwarded to
Controlling Office along with remark of the Branch Manager within a time frame.

Complaint form along with name of the nodal officer for complaint redressal be provided in the Homepage
of Website to facilitate submission by customers. Complaints received are to be reviewed by Board for
taking corrective steps wherever required. The details are to be disclosed in the financial results giving
the number of complaints received, redressed, Awards by Ombudsman, etc.

Banks are also required to put in place a proper Grievance Redressal Mechanism and examine on an
on-going basis whether it is found effective in achieving improvement in customer service in different
areas.
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Erroneous Debits arising on fraudulent or other transactions

— While opening and allowing operation in deposit accounts, banks should remain vigilant to avoid lapses
to safeguard against unscrupulous persons opening accounts mainly to use them as conduit for fraudulently
encashing payment instruments, etc.

— Insuch cases, banks should compensate the customer upon completion of departmental action or police
interrogation as part of their approved Customer Relation Policy.

Safe Deposit Locker/Safe Custody Article Facility

— Banks have to refrain from restrictive practices such as linking the lockers facility with placement of fixed
or any other deposit beyond what is specifically permitted. Banks may obtain Fixed Deposits to cover 3
years rent and charges of breaking open the locker to take care of an eventuality that the locker-hirer
neither operates the locker nor pays rent.

— Bank branches are required to maintain a wait list for the purpose of allotment of lockers and ensure
transparency in allotment of the lockers. A copy of the Agreement may be passed on to the locker-hirer at
the time of allotment of the locker.

— Banks may carry out customer due diligence for both new and existing customers at least to the levels
prescribed for customers classified as medium risk. If the customer is classified in a higher risk category,
customer due diligence as per KYC norms applicable to such higher risk category should be carried out.

— Where the lockers have remained non-operated for more than three years for medium risk category or
one year for a higher risk category, banks should immediately contact the locker-hirer and advise him to
either operate the locker or surrender it. This exercise should be carried out even if the locker hirer is
paying the rent regularly.

— Nomination facility is available to locker hirer which would provide for nomination and release of contents
of safety lockers/safe custody article to the nominee and protection against notice of claim of other
persons (Sec. 45ZC to 45 ZF of B.R. Act 1949)

— Nomination facility can be made available in respect of deposits held in the name of individuals (single/
Joint accounts) including sole proprietorship concerns and Safe Deposit Locker/Safe Custody. Nomination
should be made only in favour of individuals and a nominee cannot be an Association, Trust, Society or
any other Organization or any office-bearer thereof in his official capacity

— There cannot be more than one nominee in respect of a joint deposit account. In the case of a joint
deposit account the nominee’s right arises only after the death of all the depositors.

— Banks may allow variation/cancellation of a subsisting nomination by all the surviving depositor(s) acting
together. This is also applicable to deposits having operating instructions “either or survivor”.

— Banks are required to acknowledge in writing to the depositor(s)/ locker hirers (s) the filing of the relevant
duly completed Form of nomination, cancellation and / or variation of the nomination.

— Banks may introduce the practice of recording on the face of the passbook the position regarding availment
of nomination facility with the legend “Nomination Registered”. This may be done in the case of term
deposit receipts also.

DECEASED DEPOSITORS — SETTLEMENT OF CLAIMS — PROCEDURE THEREOF

Accounts with survivor/nominee clause

In case there exists a valid nomination and the deposit account is opened with the survivorship clause (“either or
survivor” or “anyone or survivor” or “former or survivor” or “latter or survivor”), bank can make payment of the
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balance in the deposit account to the survivor(s)/nominee of a deceased deposit account holder which is considered
as a valid discharge of the bank’s liability provided:-

(a) The bank has exercised due care and caution in establishing the identity of the survivor(s)/ nominee and
fact of death of the account holder through appropriate documentary evidence; there is no order from the
competent court restraining the bank from making the payment from the account of the deceased; and

(b) Survivor(s)/nominee has been advised in clear terms that he would be receiving the payment from the
bank as a trustee of the legal heirs of the deceased depositor.

Banks may desist from insisting production of succession certificate, letter of administration or probate, etc., or
obtain any bond of indemnity or surety from the survivor(s)/nominee, irrespective of the amount standing to the
credit of the deceased account holder.

Accounts without the survivor/nominee clause

— Indeceased deposit accounts without the survivor/nominee clause, banks may fix some minimum threshold
limit for settlement of claim without insisting on production of any documents other than indemnity.

— Premature termination of Term deposit accounts would not attract any penalty and such clause may be
incorporated in the opening form itself.

— Any claim on the balances lying in deceased depositors received from survivor(s) / nominee(s) should be
settled within a period not exceeding 15 days from the date of receipt of the claim subject to the production
of proof of death of the depositor and suitable identification of the claim(s), to the bank’s satisfaction.

Access to Safe Deposit Locker/Safe Custody articles (with survivor/nominee clause)

— In the event of death of sole locker hirer, banks may give access to the locker with liberty to remove the
contents of the locker to the nominee and in case of the locker hired jointly with operational instruction to
operate under joint signatures and nomination exists, bank may give access to the locker with liberty to
remove the articles jointly to the survivor(s)/nominee.

— In the case of the locker was hired jointly with survivorship clause and the hirers instructed that the
access of the locker should be given over to “either or survivor”, “anyone or survivor” or “former or
survivor” or according to any other survivorship clause, banks may follow the mandate in the event of the

death of one or more of the locker-hirers.

Access to Safe Deposit Locker/Safe Custody articles (without survivor/nominee clause)

— Banks are required to evolve a customer-friendly procedure drawn up in consultation with their legal
advisers for giving access to legal heir(s) / legal representative of the deceased locker hirer. Similar
procedure should be followed for the articles under safe custody of the bank.

— Banks are also required to prepare an inventory before returning articles left in safe custody/before
permitting removal of the contents of the safe deposit locker. Banks are not required to open sealed/
closed packets left with them in Safe Custody or found in locker while releasing them to the nominee and
surviving locker heirs/depositor of safe custody article. Banks are required to put in their website the
entire procedure for improvement in customer service.

Settlement of claims in respect of missing persons

Banks are required to formulate a policy which would enable them to settle the claims of a missing person after
considering the legal opinion and taking into account the facts and circumstances of each case (claims are to be
settled as per provisions u/s 107/108 of Indian Evidence Act 1872).

In order to avoid inconvenience and undue hardship to the common person, banks may, keeping in view their risk
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management systems, fix a threshold limit, up to which claims in respect of missing persons could be settled
without insisting on production of any documentation other than (i) FIR and the non-traceable report issued by
police authorities and (ii) letter of indemnity.

Unclaimed deposits/Inoperative Accounts in banks

— Asavings as well as current account should be treated as inoperative / dormant if there are no transactions
in the account for over a period of two years.

— If credits by way of interest on Fixed Deposit account is being received in the Savings Bank accounts as
per the mandate of the customer, the same can be treated as a customer induced transaction and the
account can be treated as an operative account. It will become inoperative only after 2 years from the
date of the last credit entry of the interest on Fixed Deposit account.

— Banks need to ascertain the whereabouts of the account holder(s) by letters, telephone calls, or contacting
legal heirs, or contacting the introducers or employers as available record or any other means suited to
them in case of no operations (credits other than periodic interest or debiting service charges) for more
than one year.

— Periodical interest should continue to be credited in the inoperative accounts and proceeds of FDR
unpaid, the amount left unclaimed should attract Savings Bank rate of interest. Inoperative accounts
should get audited periodically. There should not be any charge on activation of an inoperative account.

Customer Confidentiality Obligations

Banks are not supposed to divulge any information about the account to third parties except where:-
(a) disclosure is under compulsion of law

(b) there is duty to the public to disclose

(c) interest of bank requires disclosure and

(d) the disclosure is made with the express or implied consent of the customer.

The information collected from the customer for the purpose of opening of account is to be treated as confidential
and not divulge any details thereof for cross selling or any other purposes.

Transfer of account from one branch to another

Instructions from customer for transfer of his account to another office should be carried out immediately by
transferring the account opening form, specimen signature, standing instructions, etc. under advice to the customer.

Co-ordination with officers of Central Board of Direct Taxes

Banks should maintain greater co-ordination between the Income-Tax department and extend necessary help/
co-ordination to tax officials whenever required.

Declaration of Holiday under the Negotiable Instruments Act, 1881

— In terms of Section 25 of the Negotiable Instruments Act, 1881, the expression “public holiday” includes
Sunday and any other day declared by the Central Government by notification in the Official Gazette to
be a public holiday.

— This power has been delegated to State Govt. by Central Govt. subject to the condition that the Central
Government may itself exercise the said function, should it deem fit to do so and this implies that when
Central Government itself has notified a day as “public holiday” under Section 25 of the Negotiable
Instruments Act, 1881, there is no need for banks to wait for the State Government notification.
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Miscellaneous

— In predominantly residential areas banks may keep their branches open for business on Sundays by
suitably adjusting the holidays and banks should keep rural branches open on weekly market day.

— Banks are required to accept standing instructions in Savings and Current accounts and the same can
be enlarged to include payments on account of taxes, bills, rents, school/college fees, etc.

— Branch Manger may be permitted to allow clean overdraft for small amounts to customers whose dealings
have been satisfactory.

— All transactions, including payment of interest on deposits/charging of interest on advances, should be
rounded off to the nearest rupee

— In order to keep a watch on the progress achieved by the bank in the implementation of the
recommendations of various working groups/Committees on customer service, banks may examine the
recommendations which have relevance in the present day banking and continue to implement them.

— Banks should follow various provisions of the Code of Bank’s Commitment to Customers, implementation
of which is monitored by the Banking Codes and Standards Board of India (BCSBI), etc.

LESSON ROUND UP

— One of the important aspects of credit management is to ensure that the bank is holding all required
legal documents.

— Valid legal documents would help the bank to initiate legal course of action against the defaulter/s.
Legal documents like hypothecation agreement, deed of pledge, mortgage deed gives the bank the
right of charge over the securities.

— Therefore, it is important that necessary care is taken by the branch manager/credit officers and others
responsible for handling documentation are fully aware of the bank’s requirements in obtaining not only
the required documents, but also all these documents are stamped/executed properly to enable the
banks to recover the loan dues through legal action.

— Acheque is nothing but a bill of exchange with special features A cheque is classified as ‘Open’ when
cash payment is allowed across the counter of the bank.

— Acheque which is payable to any person who holds and presents it for payment at the bank counter is
called a ‘Bearer cheque’.

— An order cheque is a cheque which is payable to a particular person. Crossing is an 'instruction' given
to the paying banker to pay the amount of the cheque through a banker only and not directly to the
person presenting it at the counter.

— Thus, an endorsement consists of the signature of the maker (or drawer) of a negotiable instrument or
any holder thereof but it is essential that the intention of signing the instrument must be negotiation,
otherwise it will not constitute an endorsement.

— An endorsement must be regular and valid in order to be effective.

— The Negotiable Instruments Act,1881 deals with negotiable instruments like promissory notes, bills
of exchanges, cheques and similar payment instruments such as demand drafts, dividend warrants,
etc.

— When a customer of a banker receives a cheque drawn on any other banker he has two options before
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him — (i) either to receive its payment personally or through his agent at the drawee bank, or (ii) to send
it to his banker for the purpose of collection from the drawee bank.

A banker is under no legal obligation to collect his customer’s cheques but collection of cheques has
now become an important function of a banker with the growth of banking habit and with wider use of
crossed cheques, which are invariably to be collected through a banker only.

A collecting banker acts as an agent of the customer if he credits the latter’s account with the amount
of the cheque after the amount is actually realized from the drawee banker.

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 A contract of
guarantee is covered under the Indian Contract Act,1872.

Sec 126 defines a guarantee as contract to perform the promise or discharge a liability of a third person
in case of his default. In case the old/sick/ incapacitated account holder can put his thumb or toe
impression, the same may be accepted for withdrawal of money.

SELF TEST QUESTIONS

1.

o g kWD

What are the different types of cheque? Explain how is the crossing of cheque done?
What do you mean by endorsements? Explain the legal requirements of endorsements.
What are the legal aspects of collection of cheque?

Describe the obligations of a Paying Banker.

Write a brief note on indemnities and guarantees.

What are the various rights and duties of a banker and customer?

Write short notes on

(a) Right of set-off

(b) CASA deposits

(c) FCNR deposits

Discuss in brief the importance of nomination for bank accounts.

Highlight the features of flexi deposits.

. What precautions banks should take while opening accounts for different types of customers?
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Lesson 5

Banking Related Laws

LESSON OUTLINE

Limitation Act, 1963

Bankers’ Book Evidence Act, 1891
Tax laws

Recovery of Debts Due to Banks and
Financial Institutions Act, 1993 (DRT Act):

Lok Adalats

SARFAESI Act, 2002

Lenders Liability Act

Banking Ombudsman

The Consumer Protection Act,1986
Lesson Round Up

Self Test Questions
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LEARNING OBJECTIVES

One of the important law relating to banking is
the Law of Limitation and this law prompts the
lending banker to remain vigilant in taking legal
course of action against the borrower in case
the loan defaults. When a claim of the bank is
required to be proved in the Courts of Law, banks
can produce a certified copy of the extracts of
original documents, records of the bank as an
evidence, as per the provisions of the Bankers’
Book Evidence Act,1891. Bank as a business
unit (entity) needs to comply with various tax
laws. Banks need to pay corporate tax as per
rates applicable to companies. Apart from these,
whenever banks avail of services of
professionals, contractors etc., it needs to deduct
and pay applicable tax at source (TDS) and any
special tax as per the Income Tax Act, 1961 .
DRT Act 1993 deals with debt recovery of above
Rs 10 lakhs which is applicable to cases
pertaining to banks and co-operative banks
including Regional Rural Banks. The Act was
enacted for expeditious adjudication and
recovery of debts. SARFAESI Act, 2002 has
facilitated sale of hypothecated property without
the intervention of courts. Objectives of this
chapter are enable the reader to:

— Appreciate the features and importance of
different banking related laws

— Understand the significance of various legal
framework and their contribution to banking

— Know about the provisions of different laws
assist banks to handle their operations

— Understand the importance of limitation
period for loan documents
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LIMITATION ACT, 1963

Limitation Act — Important Aspects

The Limitation Act, 1963 specifies certain period prescribed within which any suit appeal or application can be
made. The ‘prescribed period’ means the period of limitation computed in accordance with the provisions of
the Limitation Act. A banker is allowed to take legal action by filing a suit, prefer an appeal and apply for
recovery only when the documents are within the period of limitation. On the other hand, if the documents
expired or are time barred, the banker cannot take any legal course of action to recover the dues. Therefore,
banks should be careful to ensure that all legal loan documents held are valid and not time barred. In other
words, it is the responsibility of lenders to ensure that all loan documents are properly executed and they are all
within the required limitation period as per the limitation act. This is one of the crucial aspect in credit management
of banks.

Period of limitation for certain documents

Period of limitation and the time from which the period begins to run is shown below:

NATURE OF DOCUMENTS LIMITATION PERIOD

A Demand Promissory Note Three years from the date of DP Note.

A Bill of exchange payable at sight or [ Three years when the bill is presented
upon presentation

An Usance Bill of exchange Three years from the due date

Money payable for money lent Three years from the loan was made.

A guarantee Three years from the date of invocation of the guarantee
A mortgage - enforcement of Twelve years from the date the money sued becomes due

payment of money

A mortgage - foreclosure Twelve years from the money secured by the mortgage becomes
due
A mortgage - possession of Thirty years when the mortgagee becomes entitled to possession

Immovable property

Revival of Documents

Banks are expected to hold valid legal documents as per the provisions of the limitation act. If the limitation period
expires, then the bank should arrange to obtain fresh set of documents. Such situations are to be discouraged. In
certain situations, the limitation period can be exceeded. A limitation period can be extended in the following
manners:

1. Acknowledgement of debt: As per Section 18 of Limitation Act, obtaining acknowledgement of debt in writing
across the requisite revenue stamp from the borrower before expiration of the prescribed period of limitation, can
extend limitation period.

2. Part payment: When part re- payment of the loan is made by the borrower himself or his duly authorized



