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Notes 
Unit 1: Laws relating to Banking in India 

 
1.1 Introduction 

The banking regulation act 1949 extends to the entire nation. Other acts are used as secondary to this act 

e.g. negotiable instrument act, Companies Act 1956. Passed as the Banking Companies Act 1949, it came 

into force wef 16 March 1949 and changed to Banking Regulations Act 1949 wef 01.03.1966, it was made 

applicable to Jammu & Kashmir in the year 1956. The Banking Regulation Act is not pertinent to primary 

agricultural credit societies, non-agricultural primary credit societies and cooperative land mortgage 

banks. 

 

(A) Definition 

According to Section 5 of Act 

(a) "approved securities" means- 

(i) securities in which a trustee may invest money under clause (a), clause (b), clause (bb), clause (c) or 

clause (d) of section 20 of the Indian Trust Act, 1882 (2 of 1882); 

(ii) such of the securities authorized by the Central Government under clause (f) of section 20 of the Indian 

Trust Act, 1882 (2 of 1882), as may be prescribed]; 

(b) "banking" means the accepting, for the purpose of lending or investment, of deposits of money from 

the public, repayable on demand or otherwise, and withdrawable by cheque, draft, order or otherwise. 

(c) "banking company" means any company which transacts the business of banking 11[in India]; 

 

Explanation: Any company which is engaged in the manufacture of goods or carries on any trade and 

which accepts deposits of money from the public merely for the purpose of financing its business as such 

manufacturer or trader shall not be deemed to transact the business of banking within the meaning of this 

clause; 

(ca) "banking policy" means any policy which is specified from time to time by the Reserve Bank in the 

interest of the banking system or in the interest of monetary stability or sound economic growth, having 

due regard to the interests of the depositors, the volume of deposits and other resources of the bank and 

the need for equitable allocation and the efficient use of these deposits and resources;] 

(CC) "branch" or "branch office", in relation to a banking company, means any branch or branch office, 

whether called a pay office or sub-pay office or by any other name, at which deposits are received, cheques 

cashed or moneys lent, and for the purposes of section 35 includes any place of business where any other 

form of business referred to in sub-section (1) of section 6 is transacted;] 

(d) "company" means any company as defined in section 3 of the Companies Act, 1956 (1 of 1956); and 

includes a foreign company within the meaning of section 591 of that Act;] 

(da) "corresponding new bank" means a corresponding new bank constituted under section 3 of the 

Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970 (5 of 1970), or under section 

3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980 (40 of 1980);] 

(f) "demand liabilities" means liabilities which must be met on demand, and "time liabilities" means 

liabilities which are not demand liabilities; 
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(B) Functions of Banking Companies 

o In banking regulation act 1949, section 6 it provides a list of activities which a banking company 

may engage in the business of banking. The Main functions are as follows 

o Acting as agents for any Government or local authority or any other person carrying the agency’s 

business of any description but excluding of the managing agent or secretary and treasurer of a 

company. 

o Managing the public loan and private loan and solving issues respectively. 

o The insuring, guaranteeing, underwriting, participating in managing and carrying out of any issue 

public or private of the State municipal or other loans or of shares, stock, debentures, stock of any 

company, corporation or association and the lending of money for any purpose 

o May carrying on every kind of guarantee business. 

o Managing, selling and realizing any property which may come into the possession of the company 

in satisfaction in any of its claims. 

o Can acquire, hold and deal with any property or any right, title or interest in any such property 

which may form the security for any loan or advance which may be connected to any of that 

security. 

o Undertaking and executing trusts. 

o Undertaking the administration of estates as executor, trustee. 

o Establishing and supporting of associations, institutions, funds, trusts and conveniences calculated 

to benefit employees or ex-employees of the company. 

o The acquisition, construction, maintenance and alteration of any building or works necessary for 

the purposes of the company. 

o Selling, improving, managing, developing, exchanging, leasing, mortgaging, disposing of or 

turning into account or otherwise dealing with the property and rights of the company. 

o Acquiring and undertaking the whole or part of the business of any person or a company, when 

such business is of a nature enumerated or described in the act. 

o Doing all these things as are incidental or conducive to the advancement of the business of the 

company. 

o Any other form of business which the Central Government fixed in the Official Gazette, and 

specified as a form of business in which it is lawful for a banking company to engage. 

The above list of activities is exhaustive but not comprehensive. There are several kinds of services listed 

above both under main business as well as ancillary business, some are agency services and general utility 

services 

 

(C)Paid up Capital and Reserves 

As per section 11(2) of Banking Regulation Act, 1949, the banking company incorporated in India must 

maintain paid-up capital and reserves of: 

• Rs 5 lakh if it has places of business in more than one State and if any such place or places of 

business is or are situated in the city of Mumbai or Calcutta or both, than Rs 10 lakhs 

• Rs 1 lakh if it has all its places of business in one State none of which is situated in the city of 

Mumbai or Calcutta in respect of its principal place of business, plus Rs 10,000 in respect of each 

of its other places of business situated in the same district in which it has its principal place of  
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business, plus Rs 25,000 in respect of each place of business situated elsewhere in the State 

otherwise than in the same district. However aggregate value should not exceed Rs 5 lakh. Further 

if a banking company has only one place of business then the amount is Rs 50,000. 

For banking company which commences banking business after the commencement of this act, the amount 

is limited to Rs 5 lakh. 

• Rs 5 lakh if it has all its places of business in one State, one or more of which is or are situated in 

the city of Bombay or Calcutta. An additional Rs 25,000 for each place of business situated outside 

the city of Bombay or Calcutta. The aggregate amount should not exceed Rs 10 lakh. 

• The initial minimum paid-up capital for a new private sector bank is Rs.200 crore. The initial 

capital should be raised to Rs.300 crore within three years of commencement of business. The 

overall capital structure of the proposed bank including the authorised capital is approved by the 

RBI. 

 

(D) Cash reserve  

(Section 18) Atleast 3 percent of the total demand & time liabilities should be kept as cash reserve or 

should be secured in current account with Reserve Bank of India. Liabilities will not comprise monies 

received from Reserve Bank of India/ EXIM bank/ Development bank or any such other bank. Such 

amount should be deposited/ kept on last Friday of every 2nd fortnight of every month. The return should 

be deposited before twentieth day of every month stating the particulars of amount deposited to Reserve 

Bank of India.  

 

(E) Liquid Assets 

 Section 24 deals with Maintenance of a percentage of assets. 

(1) After the expiry of two years from the commencement of this Act, every banking company shall 

maintain [in India] in cash, gold or unencumbered approved securities, valued at a price not exceeding the 

current market price, an amount which shall not at the close of business on any day be less than 20 per 

cent of the total of its [demand and time liabilities] [in India]. 

 

(2) In computing the amount for the purposes of sub-section (1), the deposit required under sub-section 

(2) of section 11 to be made with the Reserve Bank by a banking company incorporated outside India and 

any balances maintained in India by a banking company in current account with the Reserve Bank or the 

State Bank of India or with any other bank which may be notified in this behalf by the Central Government, 

including in the case of a scheduled bank the balance required under section 42 of the Reserve Bank of 

India Act, 1934 (2 of 1934), to be so maintained, shall be deemed to be cash maintained in India.] 

 

 

(3) For the purposes of ensuring compliance with the provisions of this section, every banking company 

shall, not later than twenty days after the end of the month to which it relates, furnish to the Reserve Bank 

in the prescribed form and manner a monthly return showing particulars of its assets maintained in 

accordance with this section, and its demand and time liabilities in India at the close of business on each 

alternate Friday during the month, or if any such Friday is a public holiday, at the close of business on the 

preceding working day. 
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(4) If on any alternate Friday or, if such Friday is a public holiday, on the preceding working day, the 

amount maintained by a banking company at the close of business on that day falls below the minimum 

prescribed by or under clause (a) of sub-section (2A), such banking company shall be liable to pay to the 

Reserve Bank in respect of that day's default, penal interest for that day at the rate of three per cent per 

annum above the bank rate on the amount by which the amount actually maintained falls short of the 

prescribed minimum on that day; If the default occurs again on the next succeeding alternate Friday, the 

rate of penal interest shall be increased to a rate of five per cent per annum above the bank rate. 

 

(5) Without prejudice to the provisions of sub-section (3), the Reserve Bank may require a banking 

company to furnish to it a return in the form and manner specified by it showing particulars of its assets 

maintained in accordance with this section and its demand and time liabilities in India, as at the close of 

business on each day of a month; 

 

(F) Licensing of Banking Companies 

Licensing refers to the process of getting permission from a higher authority. Here licensing of banking 

companies refers to the process of getting permission from the Reserve bank of India to start banking 

companies in India under the banking regulation act 1949. 

o No Company should be carried banking business in India without the license from the Reserve 

bank of India. It had only the authority to give license to banking business in India. On the 

commencement of banking regulation act 1949, every banking company before going to start their 

business should apply for the license in writing to the Reserve bank of India under the sec 22 of 

this act.  

o At the time of commencement of this act, the banking company was in existence, nothing in the 

sub-sec (1) should be deemed to prohibit the company from carrying on banking business unless 

until it was granted in the pursuance of sec 55 of this act or is by notice in writing from the reserve 

bank that they couldn’t be granted to it. These notice in writing should be granted by the Reserve 

Bank of India only after the expiry of three years or such other period notified in regulations.  

 

Before granting the license under this act, the Reserve bank should be satisfied the following 

conditions namely: --- 

 

o The banking company must be had the efficiency to pay its present and future depositors accrual 

amount at their claims.  

o The affairs of the banking company should not be conducted in a manner detrimental to the 

interests of its present and future depositors.  

o The general character of the proposed management of the banking company would not be 

prejudicial to the public interests of its present and future depositors.  

o The banking company should have adequate capital structure and earning prospects.  

o The public interest would be served by the grant of the license to the banking company to carry on 

banking business in India.  

o With regard to the banking facilities available in the proposed principal area of the operations of 

the banking company, the potential scope for the expansion of banks already in existence in that 
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area and another factor for the grant of license should not be prejudicial to the operation and 

consolidation of the banking system consistent with monetary stability and economic growth.  

o Any other condition in consultation with the RBI, the fulfilment of that condition should not be 

prejudicial to the interests/public interests of the depositors.  

 

(G) Branch Licensing 

The opening of branches by banks is governed by the provisions of Section 23 of the Banking Regulation 

Act, 1949 (the Act). In terms of these provisions, banks without the prior approval of the RBI, cannot 

open a new place of business in India or abroad or change otherwise than within the same city, town or 

village, the location of the existing place of business. Foreign banks are allowed to operate in India through 

branches only. A foreign bank desirous of opening its maiden branch in India may apply to RBI giving 

relevant information about the bank, its major shareholders, financial position, etc. The branch licensing 

falls within the ambit of RBI. 

 

The Reserve Bank of India may grant permission for opening new branch or transfer existing place of 

business, if is satisfied with: 

• financial condition and history of bank 

• the general character of its management 

• the adequacy of its capital structure and earning prospects 

• public interest will be served by the opening or as the case may be 

The Reserve Bank may require to be satisfied by an inspection under section 35 of Banking Regulation 

Act. 

The regional rural bank requires the permission of the Reserve Bank shall forward its application to the 

Reserve Bank through the NABARD which shall give its comments on the merits of the application and 

send it to the Reserve Bank. 

 

(H) Management of Banking Companies 

10. Prohibition of employment of Managing Agents and restrictions on certain forms of employment 

(1) No banking company- 

(a) shall employ or be managed by a Managing Agent; or 

(b) shall employ or continue the employment of any person- 

(i) who is, or at any time has been, adjudicated insolvent, or has suspended payment or has compounded, 

with his creditors, or who, is or has been, convicted by a criminal court of an offence involving moral 

turpitude; or 

(ii) whose remuneration or part of whose remuneration takes the form of commission or of a share in the 

profits of the company: 

(iii) whose remuneration is, in the opinion of the Reserve Bank, excessive; or 

 

(c) shall be managed by any person- 

(i) who is a Director of any other company not being- 

      (a) a subsidiary of the banking company, or 

      (b) a company registered under section 25 of the Companies Act, 1956 (1 of 1956): 

 

http://www.papertyari.com/jaiib/legal-regulatory-aspects-banking/banking-regulation-act-1949-objectives/
http://www.papertyari.com/jaiib/legal-regulatory-aspects-banking/banking-regulation-act-1949-objectives/
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(ii) who is engaged in any other business or vocation; or 

(iii) 9[whose term of office as a person managing the company is] for a period exceeding five years at any 

one time: 

 

(2) In forming its opinion under sub-clause (iii) of clause (b) of sub-section (1), the Reserve Bank may 

have regard among other matters to the following: - 

(i) the financial condition and history of the banking company, its size and area of operation, its resources, 

the volume of its business, and the trend of its earning capacity; 

(ii) the number of its branches or offices; 

(iii) the qualifications, age and experience of the person concerned; 

(iv) the remuneration paid to other persons employed by the banking company or to any person occupying 

a similar position in any other banking company similarly situated; and 

(v) the interests of its depositors. 

 

Appointment of whole Time Chairman 

As per provisions of Section 10B of Banking Regulation Act, 1949, every banking company should 

appoint a whole-time or a part-time Chairman of Banking Company selected among its Directors. If he is 

appointed on a whole-time basis, then he must be entrusted with the management of the whole of the 

affairs of the banking company. The Chairman must exercise his powers subject to the superintendence, 

control and direction of the board of Directors. The prior approval of the Reserve Bank must be taken if 

Chairman is appointed on part-time and Managing Director of banking company must manage the whole 

affairs of the bank subject to the superintendence, control and direction of the board of Directors. 

The Chairman may continue as Director of a subsidiary of the banking company or a Director of a 

company registered under section 25 of the Companies Act, 1956. 

 

Tenure of Chairman of Banking Company 

The whole time Chairman of banking company can hold office for period not exceeding five years 

provided he is eligible for reappointment. 

 

Qualification of Chairman of Banking Company 

The whole time Chairman or Managing Director of a banking company must possess special knowledge 

and practical experience of the working of a banking company, or of the State Bank of India or any 

subsidiary bank or a financial institution or financial, economic or business administration. 

A person is disqualified for whole time Chairman or Managing Director if he: 

• is a Director of any company other than a company who is subsidiary of the banking company or 

a Director of a company registered under section 25 of the Companies Act, 1956 

• is a partner of any firm which carries on any trade, business or industry. 

• has substantial interest in any other company or firm 

• is a Director, manager, Managing agent, partner or proprietor of any trading, commercial or 

industrial concern 

• is engaged in any other business or vocation 

 

 

http://www.papertyari.com/jaiib/legal-regulatory-aspects-banking/banking-regulation-act-1949-objectives/


DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

 Subject: BANKING & FINANCE III (3423)                    CLASS: TYB.Com (2013 PATTERN) 

 

  PROF. KAVITA PAREEK                                                                                                                               www.dacc.edu.in 

                      
                                                                                  

(I) Restrictions on Business of Bank 

Section 20 of the Act lays down the restrictions which were amended in 1969, According to this provision, 

no banking company shall- 

(a) grant any loans or advances on the security of its own shares, or 

(b) enter into any commitment for granting any loan or advance to or on behalf of- 

(i) any of its Directors, 

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

(iii) any company (not being a subsidiary of the banking company or a company registered under section 

25 of the Companies Act, 1956 (1 of 1956), or a government company, of which 15[or the subsidiary or 

the holding company of which] any of the Directors of the banking company is a Director, Managing 

Agent, Manager, Employee or Guarantor or in which he holds substantial interest, or 

(iv) any individual in respect of whom any of its Directors is a partner or guarantor. 

 

(J) Powers of Reserve Bank of India 

The Reserve Bank of India (RBI) regulates and supervises Public Sector And Private Sector Banks. Under 

the provisions of the Banking Regulation Act, 1949, it can, inter alia― 

i. inspect the bank and its books and accounts (section 35(1) ibid.); 

ii. examine on oath any director or other officer of the bank (section 35(3) ibid.);   

iii. cause a scrutiny to be made of the affairs of the bank (section 35(1A) ibid.); 

iv. give directions to secure the proper management of the bank (section 35A ibid.); 

v. call for any information of account details (section 27(2) ibid.); 

vi. determine the policy in relation to advances by the bank (section 21 ibid.); 

vii. direct special audit of the bank (section 30(1B) ibid.); and 

viii. direct the bank to initiate insolvency resolution process in respect of a default, under the provisions 

of Insolvency and Bankruptcy Code, 2016 (section 35AA ibid.). 

 

(K) Accounts and Balance Sheet 

Under Section 29 

(1) At the expiration of each calendar years or at the expiration of a period of twelve months ending with 

such date as the Central Government may, by notification in the Official Gazette, specify in this behalf,] 

every banking company incorporated in India], in respect of all business transacted by it, and every 

banking company incorporated outside India], in respect of all business transacted through its branches 

102[in India], shall prepare with reference to that year or period, as the case may be,] a balance-sheet and 

profit and loss account as on the last working day of 120[the year or the period, as the case may be,] in 

the Forms set out in the Third Schedule or as near thereto as circumstances admit: 

 

(2) The balance-sheet and profit and loss account shall be signed- 

(a) in the case of a banking company incorporated [in India], by the manager or the principal officer of 

the company and where there are more than three Directors of the company, by at least three of those 

Directors, or where there are not more than three Directors, by all the Directors, and 

(b) in the case of a banking company incorporated [outside India] by the Manager or Agent of the principal 

office of the company 122[in India]. 
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(3) Notwithstanding that the balance-sheet of a banking company is under subsection (1) required to be 

prepared in a form other than the form 123[set out in Part I of Schedule VI to the Companies Act, 1956 

(1 of 1956)1, the requirements of that Act relating to the balance-sheet and profit and loss account of a 

company shall, in so far as they are not inconsistent with this Act, apply to the balance-sheet or profit and 

loss account, as the case may be, of a banking company. 

 

(4) The Central Government after giving not less than three months' notice of its intention so to do by a 

notification in the Official Gazette, may from time to time by a like notification amend the Forms set out 

in the Third Schedule. 

 

(L) Audit 

(1 ) The balance-sheet and profit and loss account prepared in accordance with section 29 shall be audited 

by a person duly qualified under any law for the time being in force to be an Auditor of companies.] 

(1A) Notwithstanding anything contained in any law for the time being in force or in any contract to the 

contrary, every banking company shall, before appointing, re-appointing or removing any Auditor or 

Auditors, obtain the previous approval of the Reserve Bank. 

(1B) Without prejudice to anything contained in the Companies Act, 1956 (1 of 1956), or any other law 

for the time being in force, where the Reserve Bank is of opinion that it is necessary in the public interest 

or in the interests of the banking company or its depositors so to do, 128[it may at any time by order direct 

that the special audit of the banking company's accounts, for any such transaction or class of transactions 

or for such period or periods as may be specified in the order, shall be conducted and may by the same or 

a different order either appoint a person duly qualified under any law for the time being in force to be an 

Auditor of companies or direct the Auditor of the banking company himself to conduct such special audit] 

and the Auditor shall comply with such directions and make a report of such audit to the Reserve Bank 

and forward a copy thereof to the company. 

(1C) The expenses of, or incidental to, 129[the special audit] specified in the order made by the Reserve 

Bank shall be borne by the banking company.] 

 

(2) The Auditor shall have the powers of, exercise the functions vested in, and discharge the duties and be 

subject to the liabilities and penalties imposed of Auditors of companies by 130[section 227 of the 

Companies Act, 1956 (1 of 1956)] 131[and Auditors, if any, appointed by the law establishing, 

constituting or forming the banking company concerned]. 

 

(3) In addition to the matters which under the aforesaid Act the Auditor is required to state in his report, 

he shall, in the case of a banking company incorporated 102[in India], state in his report:- 

(a) whether or not the information and explanations required by him have been found to be satisfactory; 

(b) whether or not the transactions of the company which have come to his notice have been within the 

powers of the company; 

(c) whether or not the returns received from branch officers of the company have been found adequate for 

the purposes of his audit; 

(d) whether the profit and loss account shows a true balance 132[of profit or loss] for the period covered 

by such account; 
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(e) any other matter, which he considers should be brought to the notice of the shareholders of the 

company. 

 

(M) Amalgamation of banking companies 

Under Section 44 A 

(1) Notwithstanding anything contained in any law for the time being in force, no banking company shall 

be amalgamated with another banking company, unless a scheme containing the terms of such 

amalgamation has been placed in draft before the shareholders of each of the banking companies 

concerned separately, and approved by the resolution passed by a majority in number representing two-

thirds in value of the shareholders of each of the said companies, present either in person or by proxy at a 

meeting called for the purpose. 

 

(2) Notice of every such meeting as is referred to in sub-section (1) shall be given to every shareholder of 

each of the banking companies concerned in accordance with the relevant articles of association, 

indicating the time, place and object of the meeting, and shall also be published at least once a week for 

three consecutive weeks in not less than two newspapers which circulate in the locality or localities where 

the registered offices of the banking companies concerned are situated, one of such newspapers being in 

a language commonly understood in the locality or localities. 

 

(3) Any shareholder, who has voted against the scheme of amalgamation at the meeting or has given notice 

in writing at or prior to the meeting to the company concerned or to the presiding officer of the meeting  

that he dissents from the scheme of amalgamation, shall be entitled, in the event of the scheme being 

sanctioned by the Reserve Bank, to claim from the banking company concerned, in respect of the shares 

held by him in that company, their value as determined by the Reserve Bank when sanctioning the scheme 

and such determination by the Reserve Bank as to the value of the shares to be paid to the dissenting 

shareholders shall be final for all purposes. 

 

(4) If the scheme of amalgamation is approved by the requisite majority of shareholders in accordance 

with the provisions of this section, it shall be submitted to the Reserve Bank for sanction and shall, if 

sanctioned by the Reserve Bank by an order in writing passed in this behalf, be binding on the banking 

companies concerned and also on all the shareholders thereof. 

 

(5) On the sanctioning of a scheme of amalgamation by the Reserve Bank, the property of the amalgamated 

banking company shall, by virtue of the order of sanction, be transferred to and vest in, and the liabilities 

of the said company shall, by virtue of the said order be transferred to, and become the liabilities of the 

banking company, subject in all cases to 215[the provisions of the scheme as sanctioned].] 

 

(6) Where a scheme of amalgamation is sanctioned by the Reserve Bank under the provisions of this 

section, the Reserve Bank may, by a further order in writing, direct that on such date as may be specified 

therein the banking company (hereinafter in this section referred to as the amalgamated banking company) 

which by reason of the amalgamation will cease to function, shall stand dissolved and any such direction 

shall take effect notwithstanding anything to the contrary contained in any other law. 
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(N) Winding up of a Banking Company/ Liquidation of a Banking Company 

Suspension of business (Under Section 37) 

(1) The High Court] may on the application of a banking company which is temporarily unable to meet 

its obligations make an order (a copy of which it shall cause to be forwarded to the Reserve Bank) staying 

the commencement or continuance of all actions and proceedings against the company for a fixed period 

of time on such terms and conditions as it shall think fit and proper, and may from time to time extend the 

period so however that the total period of moratorium shall not exceed six months. 

 

(2) No such application shall be maintainable unless it is accompanied by a report of the Reserve Bank 

indicating that in the opinion of the Reserve Bank the banking company will be able to pay its debts if the 

application is granted: 

 

(3) When an application is made under sub-section (1), the High Court may appoint a special officer who 

shall forthwith take into his custody or under his control all the assets, books, documents, effects and 

actionable claims to which the banking company is or appears to be entitled and shall also exercise such 

other powers as the High Court may deem fit to confer on him, having regard to the interests of the 

depositors of the banking company.] 

 

(4) Where the Reserve Bank is satisfied that the affairs of a banking company in respect of which an order 

under sub-section (1) has been made, are being conducted in manner detrimental to the interests of the 

depositors, it may make an application to the High Court for the winding up of the company, and where 

any such application is made, the High Court shall not make any order extending the period for which the 

commencement or continuance of all actions and proceedings against the company were stayed under that 

sub-section.] 

 

Winding up by High Court (Under Section 38) 

(1) Notwithstanding anything contained in section 391, section 392, section 433 and section 583 of the 

Companies Act, 1956 (1 of 1956), but without prejudice to its powers under sub-section (1) of section 37 

of this Act, the High Court shall order the winding up of a banking company- 

(a) if the banking company is unable to pay its debts; or 

(b) if an application for its winding up has been made by the Reserve Bank under section 37 or this section. 

 

(2) The Reserve Bank shall make an application under this section for the winding up of a banking 

company it is directed so to do by an order under clause(b) of sub-section (4) of section 35. 

 

(3) The Reserve Bank may make an application under this section for the winding up of a banking 

company- 

(a) if the banking company- 

(i) has failed to comply with the requirements specified in section 11; or 

(ii) has by reason of the provisions of section 22become disentitled to carry on banking business in India; 

or 
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(iii) has been prohibited from receiving fresh deposits by an order under clause (a) of sub-section (4) of 

section 35 or under clause (b) of sub-section (3A) or section 42 of the Reserve Bank of India, Act, 1934 

(2 of 1934); or 

(iv) having failed to comply with any requirement of this Act other than the requirements laid down in 

section 11, has continued such failure, or, having contravened any provision of this Act has continued 

such contravention beyond such period or periods as may be specified in that behalf by the Reserve Bank 

from time to time, after notice in writing of such failure or contravention has been conveyed to the banking 

company; or 

 

(b) if in the opinion of the Reserve Bank- 

(i) a compromise or arrangement. Sanctioned by a court in respect of the banking company cannot be 

worked satisfactorily with or without modifications; or 

(ii) the returns, statements or information furnished to it under or in pursuance of the provisions of this 

Act disclose that the banking company is unable to pay its debts; or 

(iii) the continuance of the banking company is prejudicial to the interest of its depositors. 

 

(4) Without prejudice to the provisions contained in section 434 of the Companies Act, 1956 (1 of 1956), 

a banking company shall be deemed to be unable to pay its debts if it has refused to meet any lawful 

demand made at any of its offices or branches within two working days, if such demand is made at a place 

where there is an office, branch or agency of the Reserve Bank, or within five working days, if such 

demand is made elsewhere, and if the Reserve Bank certifies in writing that the banking company is unable 

to pay its debts. 

 

(5) A copy of every application made by the Reserve Bank under sub-section (1) shall be sent by the 

Reserve Bank to the Registrar. 
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Unit 2: Negotiable Instruments Act, 1881 

 
2.1 Introduction 

A negotiable instrument is a piece of paper which entitles a person to a sum of money and which is 

transferable from person to person by mere delivery or by endorsement and delivery. The person to whom 

it is so transferred becomes entitled to the money also to the right to further transfer it. Thus, negotiable 

instruments play a major role in the trade world. 

 

According to professor Goode, instrument is described as a document of title of money Therefore an 

instrument is a document which physically expresses the payment obligation. An instrument will be in 

deliverable state only if it is signed by the possessor or it should be with the authority of that person. The 

instrument clearly states the contractual right to payment and the right will be transferred only after the 

complete delivery. The person who has that entitlement and posses the instrument is consider as the true 

owner. 

 

Purpose 

Main purpose of negotiable instruments is to avoid the carriage of higher amount of money and to 

reducing the risk of theft; robbery etc. 

To give legal effect to negotiable instruments there is legislation and the name of that legislation is The 

Negotiable Instruments Act, 1881. 

 

2.2 Negotiable Instruments Act, 1881 (Definitions, Characteristics, Presumptions) 

The Negotiable Instruments Act was enacted, in India, in 1881.Prior to its enactment, the provision of the 

English Negotiable Instrument Act was applicable in India, and the present Act is also based on the English 

Act with certain modifications. It extends to the whole of India except the State of J&K. 

 

(A) Definitions of Negotiable Instruments 

Documents of a certain type, used in commercial transactions and monetary dealings, are called 

Negotiable instruments. The word 'negotiable' means transferable from one person to another and the term 

'instrument' means 'any written doc. by which a right is created in favor of some person.' Thus, the 

negotiable instrument is a doc. by which rights vested in a person can be transferred to another person in 

accordance with the provisions of the Negotiable Instruments Act, 1881. 

 

According to section 13 of Negotiable Instruments Act, 1881- A 'negotiable instrument' means a 

promissory note, bill of exchange or cheque payable either to order or to bearer. 

 

In the words of Justice, Willis, “A negotiable instrument is one, the property in which is acquired by 

anyone who takes it bonafide and for value notwithstanding any defects of the title in the person from 

whom he took it”. 
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(B) Characteristics or Main Features of a Negotiable Instrument 

1. A negotiable instrument must be in writing 

2. A negotiable instrument must be signed by its maker 

3. A negotiable instrument must contain an unconditional promise or order to pay some money 

4. A negotiable instrument must contain a certain amount of money only 

5. A negotiable instrument must be freely transferable from one person to another 

6. On the transfer of a negotiable instrument from one person to another, the transferee who receives it in 

a good faith and for value has the right to recover the amount mentioned in the negotiable instrument in 

his own name. Such person is known as holder in due course. His rights are not affected by any defect in 

the title of the transferee or any prior party. 

 

(C) Presumptions of Negotiable Instrument 

Section 118 and 119 lay down the following presumptions: 

1. Consideration: It shall be presumed that every negotiable instrument was made drawn, accepted or 

endorsed for consideration. It is presumed that, consideration is present in every negotiable instrument 

until the contrary is presumed. The presumption of consideration, however may be rebutted by proof that 

the instrument had been obtained from, its lawful owner by means of fraud or undue influence. 

2. Date: Where a negotiable instrument is dated, the presumption is that it has been made or drawn on 

such date, unless the contrary is proved. 

3. Time of acceptance: Unless the contrary is proved, every accepted bill of exchange is presumed to 

have been accepted within a reasonable time after its issue and before its maturity. This presumption only 

applies when the acceptance is not dated; if the acceptance bears a date, it will prima facie be 

taken as evidence of the date on which it was made. 

4. Time of transfer: Unless the contrary is presumed it shall be presumed that every transfer of a 

negotiable instrument was made before its maturity. 

5. Order of endorsement: Until the contrary is proved it shall be presumed that the endorsements 

appearing upon a negotiable instrument were made in the order in which they appear thereon. 

6. Stamp: Unless the contrary is proved, it shall be presumed that a lost promissory note, bill of exchange 

or cheque was duly stamped. 

7. Holder in due course: Until the contrary is proved, it shall be presumed that the holder of a negotiable 

instrument is the holder in due course. Every holder of a negotiable instrument is presumed to have paid 

consideration for it and to have taken it in good faith. But if the instrument was obtained from its lawful 

owner by means of an offence or fraud, the holder has to prove that he is a holder in due course. 

8. Proof of protest: Section 119 lays down that in a suit upon an instrument which has been dishonoured, 

the court shall on proof of the protest, presume the fact of dishonour, unless and until such fact is 

disproved. 
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2.3 Different Types of Negotiable Instruments 

• Negotiable Instruments recognized by status: e.g.  

(A) Promissory Notes 

(B) Bills of Exchange 

(C) Hundis 

(D) Treasury Bills 

(E) Cheques 

• Negotiable instruments recognized by usage or customs of trade: e.g. Bank notes, exchequer bills, 

share warrants, bearer debentures, dividend warrants, share certificate 

 

(A) Promissory Notes [Section 4]: 

Definition According to section 13 of Negotiable Instruments Act, 1881- A promissory note is an 

instrument in writing (not being a bank note or a currency note) containing an unconditional 

undertaking, signed by the maker to pay a certain sum of money to, or to the order of, a certain person or 

to the bearer of the instrument. 

A promissory note is a promise in writing by a person to pay a sum of money to a specified person or to 

his order. 

Maker: The person who makes the promissory note and promises to pay is called the maker. 

Payee: The person to whom the payment is to be made is called the payee. 

 

Essentials or Characteristics of a Promissory Note: 

From the definition, it is clear that a promissory note must have the following essential elements. 

1. In writing - A promissory note must be in writing. Writing includes print and typewriting. 

2. Promise to pay - It must contain an undertaking or promise to pay. Thus, a mere acknowledgement 

of indebtedness is not sufficient. Notice that the use of the word ‘promise’ is not essential to constitute 

an instrument as promissory note. 

3. Unconditional - The promise to pay must not be conditional. Thus, instruments payable on 

performance or non- performance of a particular act or on the happening or non-happening of an event 

are not promissory notes. 

4. Signed by the Maker – The promissory note must be signed by the maker, otherwise it is of no 

effect. 

5. Certain Parties - The instrument must point out with certainty the maker and the payee of the 

promissory note. 

6. Certain sum of money - The sum payable must be certain or capable of being made certain. 

7. Promise to pay money only - If the instrument contains a promise to pay something in addition 

money, it cannot be a promissory note. 

8. Number, place, date etc. - These are usually found in a promissory note but are not essential in law. 

If a promissory note does not bear a date, it is deemed to have been made when it was delivered. 

9. Installments - It may be payable in installments. 

10. It may be payable on demand or after a definite period - Payable 'on demand' means payable 

immediately or any time till it becomes time-barred. A demand promissory note becomes time barred on 

expiry of 3 years from the date it bears. 
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11. It cannot be made payable to bearer on demand or even payable to bearer after a certain period 

12. It must be duly stamped under the Indian Stamp Act - It means that the stamps of the requisite 

amount must have been affixed on the instrument and duly cancelled either before or at the time of its 

execution. A promissory note, which is not so stamped, is a nullity. 

 

(B) Bill of Exchange [Section 5]: 

According to section 5 of Negotiable Instruments Act, 1881- A 'bill of exchange' is an instrument in 

writing, containing an unconditional order, signed by the maker, directing a certain person to pay a certain 

sum of money only to or to the order of a certain person, or to the bearer of the instrument. 

It is also called a Draft. 

 

Characteristics of Bill of Exchange  

1. It must be in writing. 

2. It must contain an order to pay and not a promise or request. 

3. The order must be unconditional. 

4. There must be three parties, viz., drawer, drawee and payee. 

5. The parties must be certain. 

6. It must be signed by the drawer. 

7. The sum payable must be certain or capable of being made certain. 

8. The order must be to pay money and money alone. 

9. It must be duly stamped as per the Indian Stamp Act. 

10. Number, date and place are not essential. 

 

Parties to A Bill of Exchange: 

# Drawer: The maker of a bill of exchange is called the drawer. 

# Drawee: The person directed to pay the money by the drawer is called the drawee. 

# Payee: The person named in the instrument, to whom or to whose order the money are directed to be 

paid by the instruments are called the payee. 

 

Classification of Bills 

Bills can be classified as: 

(1) Inland and foreign bills. 

(2) Time and demand bills. 

(3) Trade and accommodation bills. 

 

(1) Inland and Foreign Bills Inland bill:  

A bill is, named as an inland bill if: 

(a) it is drawn in India on a person residing in India, whether payable in or outside India, or  

(b) it is drawn in India on a person residing outside India but payable in India. 

Foreign Bill: A bill which is not an inland bill is a foreign bill. The following are the foreign bills:  

1. A bill drawn outside India and made payable in India. 

2. A bill drawn outside India on any person residing outside India. 
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3. A bill drawn in India on a person residing outside India and made payable outside India. 

4. A bill drawn outside India on a person residing in India. 

5. A bill drawn outside India and made payable outside India. 

 

(2) Time and Demand Bill  

Time bill: A bill payable after a fixed time is termed as a time bill. In other words, bill payable “after 

date” is a time bill.  

Demand bill: A bill payable at sight or on demand is termed as a demand bill. 

 

(3) Trade and Accommodation Bill  

Trade bill: A bill drawn and accepted for a genuine trade transaction is termed as a “trade bill”. 

Accommodation bill: A bill drawn and accepted not for a genuine trade transaction but only to provide 

financial help to some party is termed as an “accommodation bill”. 

 

(C) Hundis 

A “Hundi” is a negotiable instrument written in an oriental language. The term hundi includes all 

indigenous negotiable instrument whether they be in the form of notes or bills. The word ‘hundi’ is said 

to be derived from the Sanskrit word ‘hundi’, which means “to collect”. They are quite popular among 

the Indian merchants from very old days. They are used to finance trade and commerce and provide a 

fascile and sound medium of currency and credit. 

 

Hundis are governed by the custom and usage of the locality in which they are intended to be used and 

not by the provision of the Negotiable Instruments Act. In case there is no customary rule known as to a 

certain point, the court may apply the provisions of the Negotiable Instruments Act. It is also open to the 

parties to expressly exclude the applicability of any custom relating to hundis by agreement 

 

(D) Treasury Bills 

Treasury bills are also known as T-bills. It is a short-term instrument for borrowing for the government. 

For these bills, the tender is issued in the money market and various government departments. 

 

Thus, for this, tenders are invited weekly from brokers and bankers. It provides the government a very 

cheap way to borrow the money in the times of fluctuating cash and further it also provides the security 

for the transaction. Furthermore, the RBI which is the banker for government provides these bills at a 

discount rate. 

 

(E) Cheques (Section - 6) 

According to section 6 of Negotiable Instruments Act, 1881- A cheque is defined as 'a bill of exchange 

drawn on a specified banker and not expressed to be payable otherwise than on demand’. 

Thus, a cheque is a bill of exchange with two added features, viz.: 

 

# it is always drawn on a specified banker; and 

# It is always payable on demand and not otherwise. 

 



DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

 Subject: BANKING & FINANCE III (3423)                    CLASS: TYB.Com (2013 PATTERN) 

 

  PROF. KAVITA PAREEK                                                                                                                               www.dacc.edu.in 

                      
                                                                                  

Essentials of Cheque: 

1. In Writing: The cheque must be in writing. It cannot be oral. 

2. Unconditional: The language used in a cheque should be such as to convey an unconditional order. 

3. Signature of the Drawer: It must be signed by the maker. 

4. Certain Sum of Money: The amount in the cheque must be certain. 

5. Payees Must be certain: It must be payable to specified person. 

6. Only Money: The payment should be of money only. 

7. Payable on Demand: It must be payable on demand. 

8. Upon a Bank: It is an order of a depositor on a bank. 

 

Parties to A Cheque 

# Drawer: Drawer is the person who draws the cheque. 

# Drawee: Drawee is the drawer’s banker on whom the cheque has been drawn. 

# Payee: Payee is the person who is entitled to receive the payment of a cheque. 

 

2.4 Negotiation  

 Section 14 which defines negotiations runs as follows: Negotiation - When a promissory note, bill of 

exchange or cheque is transferred to any person, so as to constitute that person the holder thereof, the 

instrument is said to be negotiated.  

• The transfer of an instrument by one party to another so as to constitute the transferee a holder is called 

Negotiation.  

• Negotiation means as the process by which a third party is constituted the holder of the instrument so as 

to entitle him to the possession of the same and to receive the amount due thereon in his own name. 

 

Modes of negotiation  

Negotiation may be effected in the following two ways:  

1. Negotiation by delivery (Sec. 47): Where a promissory note or a bill of exchange or a cheque is payable 

to a bearer, it may be negotiated by delivery thereof. Example: A, the holder of a negotiable instrument 

payable to bearer, delivers it to B’s agent to keep it for B. The instrument has been negotiated.  

 

2. Negotiation by endorsement and delivery (Sec. 48): A promissory note, a cheque or a bill of exchange 

payable to order can be negotiated only be endorsement and delivery. Unless the holder signs his 

endorsement on the instrument and delivers it, the transferee does not become a holder. If there are more 

payees than one, all must endorse it. 

 

2.5 Presentation for Acceptance or Presentment 

A bill of exchange payable after sight must, if no time or place is specified therein for presentment, be 

presented to the drawee thereof for acceptance, if he can, after reasonable search, be found, by a person 

entitled to demand acceptance, within a reasonable time after it is drawn, and in business hours on a 

business day. In default of such presentment, no party thereto is liable thereon to the person making such 

default. If the drawee cannot, after reasonable search, be found, the bill is dishonoured. 

If the bill is directed to drawee at a particular place, it must be presented at that place, and if at the due- 
date for presentment he cannot, after reasonable search, be found thereon, the bill is dishonoured. 
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Presentment of promissory note for sight 

A promissory note, payable at a certain period after sight, must be presented to the maker thereof for sight 

(if he can after reasonable search be found) by a person entitled to demand payment, within a reasonable 

time after it is made and in business hours on a business day. In default of such presentment, no party 

thereto is liable thereon to the person making such default. 

 

Presentment for payment 

Promissory notes, bill of exchange and cheques must be presented for payment to the maker, acceptor or 

drawee thereof respectively, by or on behalf of the holder as hereinafter provided. In default of such 

presentment, the other parties thereto are not liable thereon to such holder. 

 

When presentment unnecessary 

No presentment for payment is necessary, and the instrument is dishonored at the due date for presentment, 

in any of the following cases: 

(a) if the maker, drawee or acceptor intentionally prevents the presentment of the instrument, or 

If the instrument being payable at his place of business, he closes such place on a business day during the 

usual business hours, or 

If the instrument being payable at some other specified place, neither he nor any person authorized to pay 

it attends at such place during the usual business hours, or If the instrument not being payable at any 

specified place, he cannot after due search be found; 

(b) as against any party sought to be charged therewith, if he has engaged to pay notwithstanding non-

presentment; 

(c) as against any party if, after maturity, with knowledge that the instrument has not been presented- 

he makes a part payment on account of the amount due on the instrument, or promises to pay the amount 

due therein whole or in part, or otherwise waives his right to take advantage of any default in presentment 

for payment; 

(d) as against the drawer, if the drawer could not suffer damage from the want of such presentment. 

 

2.6 Discharge from Liability 

The maker, acceptor or endorser respectively of a negotiable instrument is discharged from liability 

thereon- 

(a) By cancellation-to a holder thereof who cancels such acceptor's or endorser's name with intent to 

discharge him, and to all parties claiming under such holder, 

(b) By release- to a holder thereof who otherwise discharges such maker, acceptor or endorser, and to all 

parties deriving title under such holder after notice of such discharge; 

(c) By payment-to all parties thereto, if the instrument is payable to bearer, or has been endorsed in blank, 

and such maker, acceptor or endorser makes payment in due course of the amount due thereon. 

 

2.7 Dishonour of A Negotiable Instrument 

When a negotiable instrument is dishonoured, the holder must give a notice of dishonour to all the previous 

parties in order to make them liable. A negotiable instrument can be dishonoured either by nonacceptance 

or by non-payment. A cheque and a promissory note can only be dishonoured by non-payment but a bill  
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of exchange can be dishohoured either by non-acceptance or by non-payment. 

 

Dishonour by non-acceptance (Section 91)  

A bill of exchange can be dishonoured by non-acceptance in the following ways: 

1. If a bill is presented to the drawee for acceptance and he does not accept it within 48 hours from the 

time of presentment for acceptance. When there are several drawees even if one of them makes a default 

in acceptance, the bill is deemed to be dishonoured unless these several drawees are partners. Ordinarily 

when there are a number of drawees all of them must accept the same, but when the drawees are partners 

acceptance by one of them means acceptance by all.  

2. When the drawee is a fictitious person or if he cannot be traced after reasonable search.  

3. When the drawee is incompetent to contract, the bill is treated as dishonoured.  

4. When a bill is accepted with a qualified acceptance, the holder may treat the bill of exchange having 

been dishonoured.  

5. When the drawee has either become insolvent or is dead.  

6. When presentment for acceptance is excused and the bill is not accepted. Where a drawee in case of 

need is named in a bill or in any indorsement thereon, the bill is not dishonoured until it has been 

dishonoured by such drawee. 

 

Dishonour by non-payment (Section 92)  

A bill after being accepted has got to be presented for payment on the date of its maturity. If the  

acceptor fails to make payment when it is due, the bill is dishonoured by non-payment. In the case of a 

promissory note if the maker fails to make payment on the due date the note is dishonoured by non-

payment. A cheque is dishonoured by non-payment as soon as a banker refuses to pay. 

An instrument is also dishonoured by non-payment when presentment for payment is excused and the 

instrument when overdue remains unpaid (Sec 76).  

 

Effect of dishonour: When a negotiable instrument is dishonoured either by non acceptance or by non-

payment, the other parties thereto can be charged with liability. For example if the acceptor of a bill 

dishonours the bill, the holder may bring an action against the drawer and the indorsers. There is a duty 

cast upon the holder towards those whom he wants to make liable to give notice of dishonour to them.  

 

Notice of dishonour: Notice of dishonour means the actual notification of the dishonour of the instrument 

by non-acceptance or by non-payment. When a negotiable instrument is refused acceptance or payment 

notice of such refusal must immediately be given to parties to whom the holder wishes to make liable. 

Failure to give notice of the dishonour by the holder would discharge all parties other than the maker or 

the acceptor (Sec. 93). 

 

Mode of notice: The notice of dishonour may be oral or written or partly oral and partly written. It may 

be sent by post. It may be in any form but it must inform the party to whom it is given either in express 

terms or by reasonable intendment that the instrument has been dishonoured and in what way it has been 

dishonoured and that the person served with the notice will be held liable thereon. 
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2.8 Noting and Protesting 

 

1. Noting 

Sec. 99 When a promissory note or bill of exchange has been dishonoured by non-acceptance or non 

payment, the holder may cause such dishonour to be noted by a notary public upon the instrument, or upon 

a paper attached thereto, or partly upon each.  

• Such note must be made within a reasonable time after dishonour and must specify the date of dishonour, 

the reason, if any, assign for such dishonour or if the instrument has not been expressly dishonoured the 

reason why the holder treats it as dishonoured, and the notary‘s charges.  

• When a promissory note or a bill of exchange has been dishonoured by non acceptance of non payment, 

in order to create a proof of this fact the holder may approach a notary public and have the fact of dishonour 

noted either on the instrument itself or on a separate piece of paper or partly upon each.  

• Noting must be made within a reasonable time after dishonour. Upon such request being received the 

notary inquiries from the party liable to pay and if he still dishonours, the notary makes a note of  

the fact of dishonour. The note should contain the following particulars: (1) The fact that the instrument 

has been dishonoured; (2) That date on which it was dishonoured; (3) The reason, if any assigned for the 

dishonour; 4) If the instrument has not been expressly dishonoured the reason why the holder treats it as 

dishonoured, and (5) Notary charges.  

• The advantage of noting is that it creates evidence of the fact of dishonour and things connected with it. 

But even so noting is not compulsory except for foreign bills. The holder may at his choice have the fact 

of dishonour noted or not.  

 

2. Protest  

• Sec: 100 – When a promissory note or a bill or exchange has been dishonoured by non acceptance or 

non payment, the holder may, within a reasonable time, because such dishonour to be noted and certified 

by a notary public. Such certificate is called a protest.  

• Protest for better security – When the accepter of a bill of exchange has insolvent, or his credit has been 

publicly impeached before the maturity of the bill, the holder may, within a reasonable time, cause a notary 

public to demand better security of the accepter, and on it being refused may, within a reasonable time, 

cause such facts to be noted and certified as aforesaid. Such certificate is called a protest for better security. 

 

• Contents of Protest  

• Section 101 requires a protest to contain certain particulars for its validity the omission of any one of 

such particulars for its invalid. The particulars are as follows:  

1. It should contain the instrument itself or a literal transcript of it and of everything written or printed on 

the instrument.  

2. The name of the person for whom and against whom the instrument has been protested, that is, the name 

of the party making the protest and against whom the protest is made.  

3. It should contain a statement that acceptance, or payment or better security has been demanded from 

such person by the notary public, the terms of his answer, or a statement that he gave no answer or that he 

could not be found.  
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4. When the protest is against the dishonour of a bill or note, the protest should specify the time and place  

of dishonour. When the protest is against refusal of better security, the place and time of refusal should be 

noted.  

5. The subscription of the notary public making the protest.  

6. Where there has been acceptance or payment for honour, the protest should specify the name of the 

person who accepted or paid for honour and for whose honour he did so and also the manner in which 

such acceptance or payment was offered and effected.  

• Clause (c) of the section requires the notary before preparing his certificate to make a demand for 

acceptance, payment or security. This section concludes with the provision that the notary may make such 

demand either in person or by his clerk or, where authorised by agreement or usage, by registered post. 

 

• Notice of Protest  

• 102. Notice of protest. —When a promissory note or a bill of exchange is required by law to be protested, 

notice of such protest must be given instead of notice of dishonour, in the same manner and subject to the 

same conditions; but the notice may be given by the notary public who makes the protest.  

• In circumstances where a protest is a compulsory legal requirement, Section 102 requires that instead of 

a notice of dishonour, a notice of protest should be given. Notice of protest will have to be given in the 

same manner and subject to the same conditions as notice of dishonour with only this difference that notice 

of protest can be given by the same notary who makes the protest. 

 

• Protest for Non-payment  

Section 103. Where a bill is payable at some place other than the place mentioned in the bill as the 

residence of the drawee and the bill has been dishonoured by non-acceptance, then, without any further 

presentation to the drawee, the bill may be protested for non-payment in the place specified for payment. 

No such protest will, however, be necessary where the bill has been paid before or at maturity. 

 

• Foreign Bills  

Section 104. Protest of foreign bills. -- Foreign bills of exchange must be protested for dishonour when 

such protest is required by law of the place where they are drawn. 

 

2.9 Penalties in case of Dishonour 

Penalties in case of dishonour of cheque for insufficiency, etc. of funds in the account:  

Sec. 138 dishonour of cheque for insufficiency, etc. of funds in the account – where any cheque drawn by 

a person on an account maintained by him with a banker for payment of any amount of money to another 

person from out of that account for the discharge, in whole or in part, of any debt or other liability, is 

returned by the bank unpaid, either because of the amount of money standing to the credit of that account 

is insufficient to honour the cheque or that it exceeds the amount arranged to be paid from that account by 

an agreement made with that bank, such person shall be deemed to have committed that offence and shall, 

without prejudice to any other provision of this Act, be punishable with imprisonment for a term which 

may extend to 2 years of with fine which may extend to twice the amount of the cheque or with both: 
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• Dishonour Of Cheques  

• Provided that nothing contained in the section shall apply unless –  

• The cheque has been presented in the bank within a period of 6 months from the date on which it was 

drawn or within the period of its validity, whichever is earlier.  

• The payee or the holder in due course of the cheque, as the case may be, makes a demand for the payment 

of the said amount of money by giving a notice, in writing, to the drawer of the cheque within 30 days of 

the receipt of information by him from the bank regarding the return of the cheque as unpaid; and  

• The drawer of such cheque fails to make the payment of the said amount of money to the payee or, as 

the case may be, to the holder in due course of the cheque, within 15 days of the receipt of the said notice. 

 

Ingredients of Liability under Section 138  

The ingredients of liability under the Section have been stated in terms of the following points.  

1. The cheque is drawn on the bank for the discharge of a legally enforceable debt or other liability.  

2. The cheque is returned by the bank unpaid.  

3. The cheque is returned unpaid because the amount available in the drawer’s account is insufficient for 

paying the cheque.  

4. The payee has given a notice to the drawer claiming the amount within 30 days of the receipt of the 

information from the bank.  

5. The drawer has failed to pay within 15 days from the date of the receipt of the notice.  

6. If the aforementioned ingredients are satisfied then the person who has drawn the cheque shall be 

deemed to have committed an offence. 

 

• Punishment  

• Maximum 2 years imprisonment on the defaulting party with fine which may extend to twice the amount 

of cheque or with both. 
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Unit 3: Paying Banker                                                                             
 

3.1 Meaning of Paying Banker  

Paying banker refers to the banker who holds the account of the drawer of the cheque and is obliged to 

make payment, if the funds of the customer are sufficient to cover the amount of his cheque drawn. 

 

3.2 Precautions to be taken by paying banker while making payment of Cheques 

The banker has to take the following precautions while honouring the cheques of his customers: 

 

1. Crossed Cheque: The most important precaution that a banker should take is about crossed cheques. 

A banker has to verify whether the cheque is open or crossed. He should not pay cash across the counter 

in respect of crossed cheques. If the cheque is a crossed one, he should see whether it is general crossed 

or special crossed. If it is general crossing, the holder must be asked to present the cheque through some 

banker and should be paid to a banker. If the cheque bears a special crossing, the banker should pay only 

the bank whose name is mentioned in the crossing. 

 

2. Open Cheque: If it is an open cheque, a banker can pay cash to the payee or the holder across the 

counter. If the banker pays against the instructions as indicated above, he is liable to pay the amount to 

the true owner for any loss sustained. Further, a banker loses statutory protection in case of forged 

endorsement. 

 

3. Proper Form: A banker should see whether the cheque is in the proper form. That means the cheque 

should be in the manner prescribed under the provisions of the Negotiable Instruments Act. It should not 

contain any condition. 

 

4. Presentment of Cheque: Presentation of the cheque should be in right format and right place. A banker 

can honour the cheques provided it is presented with that branch of the bank where the drawer has an 

account or another branch if it is multi-city cheque. 

 

5. Date of the Cheque: The paying banker has to see the date of the cheque. It must be properly dated. It 

should not be either a post-dated cheque or a stale-cheque. If a cheque carries a future date, it becomes a 

post-dated cheque. If the cheque is presented on the date mentioned in the cheque, the banker need not 

have any objection to honour it. If the banker honours a cheque before the date mentioned in the cheque, 

he loses statutory protection. If the drawer dies or becomes insolvent or countermands payment before the 

date of the cheque, he will lose the amount. The undated cheques are usually not honoured. 

 

6. Words and Figures: The amount of the cheque should be expressed in words, or in words and figures, 

which should agree with each other. When the amount in words and figures differ, the banker should 

refuse payment. However, Section 18 of the Negotiable Instruments Act provides that, where there is 

difference between the amount in words and figures, the amount in  words is the amount payable. If the 

banker returns the cheque, he should make a remark ‘amount in words and figures differ’. 
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7. Alterations and Overwriting: The banker should see whether there is any alteration or overwriting on 

the cheque. If there is any alteration, it should be confirmed by the drawer by putting his full signature. 

The banker should not pay a cheque containing material alteration without confirmation by the drawer. 

The banker is expected to exercise reasonable care for the detection of such alterations. Otherwise, he has 

to take risk. Material alterations make a cheque void. 

 

8. Proper Endorsements: Cheques must be properly endorsed. In the case of bearer cheque, endorsement 

is not necessary legally. In the case of an order cheque, endorsement is necessary. A bearer cheque always 

remains a bearer cheque. The paying banker should examine all the endorsements on the cheque before 

making payment. 

 

3.3 Paying Banker’s Duties and Rights 

 

A. Duties of Paying Banker 

i.             Verification of signature of the drawer. 

ii.             Verification of the genuineness of the instrument. 

iii.            Payment not stopped by the A/c holder. 

iv.           Holders title on the cheque is valid. 

v.            A/c is not dormant one. 

vi.           A/c holder is not bankrupt, deceased and insane. 

vii.          A/c is not under subject of liquidation process. 

viii.         No. ‘Guernsey Order’ is issued by count. 

ix.           Properly endorsed. 

x.            Cheque is not drawn beyond limit fixed by the drawer is respect of amount. 

xi.           Instrument being presented is crossed. 

xii.          Instrument is not state or postdated. 

xiii.         No material alteration is made. 

xiv.         Sufficient balance in the A/c 

 

B. Following are the some of the rights of a Paying Banker- 

• A Banker on whom a cheque is drawn should pay the cheque when it is presented for payment.  

• This cheque paying function is a distinguished one of a banker. 

• This obligation has been imposed on him by sec.31of the NI. Act, 1881. 

• A banker is bound to honour his customer’s cheque, to the extent of the funds available and the 

existence of no legal bar to payment. 

• Again, for making payment the cheque must be in order and it must be duly presented for payment 

at the branch where the account is kept. 

• The paying banker should use reasonable care and diligence in paying a cheque, so as to, abstain 

from any action likely to damage his customer’s credit. 

• lf the paying banker wrongfully dishonours a cheque, he will be asked to pay heavy damages. 
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3.4 Payment in due course 

Payment in due course means payment of a negotiable instrument at or after its date of maturity, made to 

its holder in good faith and without notice of any defect in his title. 

 

3.5 Statutory Protection for Paying Banker 

The paying banker should take the following protection, in order to protect himself and customer’s 

interest, while making the payment of his customer’s cheques: 

 

(i) Protection regarding the order cheque 

In case of an order cheque, Section 85(1) of the NI Act provides statutory protection to the paying banker 

as follows, 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. 

 

(ii) Protection in case of bearer cheques 

Section 85 (2) of the Negotiable Instruments Act, 1881 states, “Whereas 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, notwithstanding that any 

such endorsement purports to restrict or exclude further negotiation.” 

 

(iii) Protection in case of crossed cheques 

Regarding payment of crossed cheque, the paying banker gets the protection under Section 128 of the 

Negotiable Instruments Act, 1881: “Whereas the banker on whom a crossed cheque is drawn has paid the 

same in due course, the banker paying the cheque and the drawer thereof (in case such cheque has come 

to the hands of the payee) shall be entitled respectively to the same rights and placed in the same position 

if the amount of the cheque had been paid to and received by the true owner thereof.” 

 

(iv) Protection in case of draft 

Section 85A of the NI Act states that, Drafts drawn by one branch of a bank on another payable 

to order where any draft, that is an order to pay money, drawn by one office of a bank upon 

another office of the same bank for a sum of money payable to order on demand, purports to be 

endorsed by or on behalf of the payee, the bank is discharged by payment in due course. 

 

3.6 Dishonour of Cheque 

 

(A) Meaning 

A cheque is said to be dishonoured when it is refused to accept or pay when presented to the bank. It is a 

condition in which the paying banker does not pay the amount of the cheque to the payee. 
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(B) Circumstances or reasons for dishonour of Cheques 

A paying banker must refuse payment on cheques, issued by his customers, in the following 

circumstances: 

 

1. Insufficiency of funds: When adequate funds are not available in the account of a customer, then the  

cheque can be dishonoured. If the banker pays a countermanded cheque, he will not only be required to  

reverse the entry but also be held liable to pay damages for dishonouring the cheques presented 

subsequently which would have been honoured otherwise. 

 

2. Notice of the Customer’s Death: The banker should not make payments on cheques presented after 

the death of the customer. He should return the cheque with the remark ‘Drawer Deceased’. 

 

3. Notice of the Customer’s Insolvency: A banker should refuse payment on the cheques soon after the 

customer is adjudicated as insolvent. 

 

4. Receipt of the Garnishee Order: Where Garnishee order is received attaching the whole amount, the 

banker should stop payment on cheques received after the receipt of such an order. But if the order is for 

a specific amount, leaving the specified amount, cheques should be honoured if the remaining amount is 

sufficient to meet them. 

 

5. Presentation of a post dated cheque: The banker may refuse the cheque when the cheque is presented 

before the valid date. 

 

6. Stale Cheques: When the cheque is presented after a period of three months from the date it bears, the 

banker may refuse to make payment. 

 

7. Material Alterations: When there is material alteration in the cheque, the banker may refuse payment. 

 

8. Drawer’s Signature: If the signature of the drawer on the cheque does not tally with the specimen 

signature, the banker may refuse to make payment. 

 

(C) Types of Dishonour 

Dishonour of cheque can be divided into two categories i.e.: 

1. Rightful Dishonour 

Dishonour of cheque by the drawee banker for any of the reasons specified above or for any other rightful 

reason. In this case there is no remedy available against the banker but the holder in due course has remedy 

both civil and criminal against the drawer. 

 

2. Wrongful Dishonour 

Dishonour of cheque by the banker due to negligence or carelessness by its employees. The drawer may 

bring an action against the bank for losses suffered by him. The payee has no action against the banker in 

this case. 
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(D) Consequences of wrongful dishonour of Cheque 

(i) Wrongful dishonour of the customer's cheque makes the Bank liable to compensate the customer on 

contractual obligations as well as for injury to his creditworthiness. A return of a cheque would cause 

injury to the drawer’s reputation. 

 

(ii) Quantum of Damages is not limited to the actual pecuniary loss sustained by reason of such dishonour. 

When the customer is a trader he is entitled to claim substantial damages even if he had suffered no actual 

pecuniary loss sustained by such dishonour, if he can show that his creditworthiness had suffered by the 

dishonour of the cheque. 

 

(iii) A non-trader is not entitled to recover substantial damages unless the damage he has suffered is 

alleged and proved as special damages, otherwise he would be entitled to nominal damages. 

 

(iv) The Plaintiff's evidence on the transaction was vague, ill-defined and indeterminate and further he 

had not proved any actual or special damages, unless special damages are claimed and proved nominal 

damages will be awarded. 
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Unit 4: Collecting Banker      
 

4.1 Meaning of Collecting Banker 

A Collecting banker is one who undertakes to collect cheques, drafts, bill, pay order, traveller 

cheque, letter of credit, dividend, debenture interest, etc., on behalf of the customer. For 

undertaking this collection, the collecting banker will be charging commission. 

Examples: ICICI Bank, HDFC Bank, SBI Bank etc. 

 

Negotiable Instruments: As per section number 13 of the negotiable instrument Act. 1881, “A 

negotiable instrument means a promissory note, bill of exchange or cheque payable either to order or to 

bearer”.  A Banker’s draft is also negotiable instrument. 

 

a. Promissory Note: A promissory note is an instrument in writing containing an unconditional 

under taking signed by the maker to pay on demand or at a fixed or determinable future time a 

certain sum of money only to, or to the order of a certain person, or to the bearer of the instrument. 

 

b. Bill of Exchange: A bill of exchange is an instrument in writing containing an  unconditional 

order signed by the maker directing a certain person to pay on demand or at a fixed or determinable 

future time a certain sum of money only to or the order of a certain person or to the bearer of the 

instrument. 

 

c. Cheque: A cheque is a  unconditional order of the drawer in writing bearing a date, to the Banker 

maintaining his account to pay on demand, to a named person, his order or bearer, a certain 

specified sum of money, expressed in both figures and words. 

 

Quasi Negotiable instruments: The negotiable instruments Act. 1881 does not talk of any other 

negotiable instruments except bills, promissory notes, cheques and bank drafts. But there are some 

instruments which are in practice, treated negotiable for certain events only and are so regarded by usage 

and custom. Some of these are documents of tittle of goods and property while others are documents of 

value. Such as, Bill of lading, railway receipts, stock and share certificates, debentures, dividend warrants, 

interest coupons & treasury bills. 

 

4.2 Precautions in Collecting Customers’ Cheques 

In the case of collection of cheques, a banker is: 

 

i. A Holder for Value: In the case of uncrossed or open cheques, he occupies exactly the same position 

as any other person who so acquires them. 

 

ii. An agent: A banker, while collecting a cheque for a customer, cannot assert any right of a holder for 

value, for he is acting only as an agent. In doing so, he gets the same title on the cheques as that of his 

customer. 
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4.3 Collecting Banker’s Rights and Duties 

 

(A) Duties 

• Acting as agent: While collecting an instrument, whether for credit to customer’s account or for 

himself, the Bankers works as agent of his customer. As an agent he has generally to take such 

steps & precautions to protect the interest or his customer as a man of ordinary prudence would 

take to safe-guard his own interest. 

 

• Scrutinizing the instruments: Name of the holder, Branch name, date, amount in world and 

figure, any cutting without signature, material alteration of any to be checked carefully. 

 

• Checking the endorsement: Bankers has to check the instrument whether it has been endorsed 

properly. 

 

• Presenting the instrument in due time: It is the responsibility of the collecting bank to present 

the instrument in due time to the paying bank. 

 

• Collecting the proceeds in the payee’s account: It is the duty of collecting banks to collect and 

credit the proceed of the instruments to the proper/correct account. 

 

• Notice of dishonour and returning the instruments: If any instrument is dishonoured by the 

paying bank it should be informed   to the customer on the business day following the receipt of 

the unpaid instruments. 

 

(B) Rights of Collecting Banker 

 

• Cheque crossed generally be paid only to banker. 

 

• A cheque crossed specially should be paid only to through banker. 

 

• Second special crossing in favour of the banker. 

 

• A banker cannot ignore the crossing. 
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4.4 Statutory Protection to Collecting Banker 

Under section 131 of negotiable instrument Act the collecting banker is not liable to the true owner of a 

cheque or a banker’s draft if his title to the instrument proves defective provided the cheque or draft was 

one crossed generally or specially to himself and collected for a customer is good faith and without 

negligence. 

The above statutory protection is available to the collecting banker only if he fulfills the following 

conditions: 

 

i.              The cheque he collected is a crossed cheque. 

ii.             He collected such crossed cheque only for his customer as an agent & not as a holder for value. 

iii.            He collected such crossed cheque in good faith and without negligence. 

 

No Protection: 

• Opening of A/c without satisfactory references/ introduction. 

• Crediting the proceeds of cheque to an endorsee with irregular endorsement. 

• Crediting the proceed of a cheque to the personal A/c of director, partners or any employee when 

it is payable to the company. 

• Crediting the proceeds of charge to personal name of the official when it is payable to a govt. 

agency, autonomous body, or corporation. 

• Crediting the amount of a cheque in the personal A/c which is drawn by an agent on behalf of its 

principal. 

• When the customer depositing the cheque is of little means and the cheque deposited suddenly is 

of sizable amount and the banker credited the proceeds there to without making proper enquiry. 

• Cheque drawn by customer is dishonored very often and crediting such account with the proceeds 

of collecting cheque without making proper enquiry. 

• If the crossed cheque is collected and credited the proceed to the other account. 
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Unit 5: Relationship between Banker and Customer 
 

 5.1 Introduction 

This unit is designed so as to create awareness of the students about banker and customer and the 

relationship that exists between them and the types of accounts that customers could open at the bank. It 

also demonstrates the types of customer’s accounts and their opening, operating and closing procedures. 

 

5.2 Definition of Banker and Customer 

 

(A) Definition of Banker 

“A banker or bank is a person or company carrying on the business of receiving money and collecting 

drafts for customers subject to the obligation of honoring cheques drawn upon them from time to time by 

the customer to the extent of the amount available on their current accounts” Dr. H.L.Hart 

 

Banking means the accepting of money deposits from the public, for the purpose of lending or investment 

repayable on demand or otherwise, and withdrawable   by cheque draft order or otherwise:  

 

No banking company can directly or indirectly deal in buying or selling or bartering of goods or engage 

in any trade or buy, sell or barter goods for others. 

 

(B) Definition of Customer 

The term customer of a bank is not defined by law. Ordinarily, a person who has an account in a bank is 

considered its customer. Banking experts and legal judgment in the past, however, used to qualify this 

statement by laying emphasis on the period for which such account had actually been maintained with the 

bank.  

 

According to Sir John Paget’s view ―to constitute a customer there must be some recognizable course or 

habit of dealing in the nature of regular banking business. 

 

This definition of a customer of a bank lays emphasis on the duration of the dealing between the banker 

and the customer and is, therefore, called the duration theory. According to this view point, a person does 

not become a customer of the banker on the opening of an account; he must have been accustomed to deal 

with the banker before he is designated as a customer. 

 

5.3 General Relationship between Banker and Customer  

1) Debtor and Creditor -  

        There is a primary relationship between Banker and customer is debtor and Creditor. But who is 

what at a particular moment depends on the state of the customer's account. If the account shows a credit 

balance, the banker will be a debtor and the customer a creditor. But in case of debit balance or 

overdraft, the banker will be the creditor and the customer the debtor.  
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2) Trustee and Beneficiary Relationship -  

     The banker becomes a trustee when he accepts securities or valuable from the customers for safe 

custody. New bank of India Ltd v. P. Lal AIR 1962 in this case, it has been observed by the Supreme 

Court that where the amount is deposited by the customer for a purpose, the banker acts as a trustee with 

regard to the balance of the amount after fulfillment of the purpose.  

 

3) Principal and Agent -  

    A Banker acts as an agent of his customer and performs a number of agency functions e.g the bankers 

collect cheques on his behalf and makes payment of various dues of his customer viz. insurance 

premium. 

 

5.4 Banker’s Obligation of Secrecy of Accounts 

When a person opens an account in a bank he/she is entitled to a reasonable assurance that information 

regarding the account remains a matter of knowledge only between the banker and the account holder. 

This is because, it is one of the principal duties of the banker to maintain complete secrecy of the status 

of the customer’s account.  

This obligation of the Bank to maintain secrecy continues even after the customer’s account is closed. If 

the banker makes an unwarranted disclosure of the status of account of the bank’s customer, the banker 

becomes liable to compensate the customer. However, the bank’s obligation of keeping the secrecy of the 

status of the customer’s account is qualified and not absolute. There are certain circumstances in which 

the banker is entitled or required to make disclosures about a customer’s account.  

 

Let us understand the conditions under which a banker is justified in making disclosure. Disclosures 

permitted by Law: 

 

(i) Under law: A Bank is justified to disclose any information about the customer’s account when it is 

statutorily required to do so under 

(a) Income Tax Act, 1961(Section 131 & Section 133(6) 

(b) Companies Act, 1956 (Section 235 and Section 237) 

(c) Bankers Book Evidence Act, 1891 (Section 4) 

(d) Reserve Bank of India Act, 1 937 (Section 26) 

(e) Foreign Exchange Management Act1973 (Section 11) 

(f) Gift lax Act, 1958 (Section 36) 

 

(ii) Under express or implied consent of the customer: When an account is opened with the bank, 

there is an implied contract between the customer and the Bank that the latter will not disclose 

information relating to his account without the customer’s consent. If however, a customer permits, this 

information can be disclosed. For example, the customer may permit giving information about his! her 

account to a prospective guarantor, or, customer. It is necessary to obtain the customer’s consent before 

disclosing the information. The consent can be expressed or implied. 
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(iii) Common courtesy among bankers: As per the practices/usages in the banking system (business) it 

is customary to share information about customers among the bankers, that whenever a bank makes 

inquiries with another bank, on matters such as proposed sureties or acceptors etc. An implied consent of 

the customer is presumed to exist therefor. However, such information is kept confidential at both the 

ends and adequate precautions should be taken while furnishing such information. 

 

(iv) Disclosure in the bank’s interest: A bank can disclose information when it is essential to protect 

its own interest, legally. For instance, if there is any dispute between the customer and a banker, 

regarding balance standing in the account of the customer or if there is a loan default, then the bank will 

be justified in revealing the information to the guarantor or to a solicitor for initiating legal proceedings 

in the court of law. The sharing of information between a bank and its agent for collection purposes will 

fall under this head. It is necessary that the information shared with the agent is exclusive and not to put 

to other uses. Therefore, the banks should take adequate care and due diligence in selecting the agents. 

 

(v) Disclosure in Public/National interest: Banker may be required to make disclosure in the interest 

of the nation and public at large. Public interest may be reckoned only according to the prevailing 

circumstances. 

 

5.5 Banker’s Lien 

Lien means the right of the creditor to retain the goods and securities owned by the debtors until the debt 

due from him is repaid. It confers upon the creditor the right to retain the security of the debtor and not 

the right to sell it. 

A banker's lien is a legal right arise in many common law jurisdictions of a bank to exercise a lien over 

any property in the custody of the bank as security for the indebtedness of the customer to the bank. 

 

Types of Lien 

1. Particular Lien 

o In case of a particular lien the creditor gets the right to retain possessions only of goods or securities 

for which the dues have arisen and not for other dues  

o Example: A laptop-repairer can withhold the delivery of laptop until his charges of repairing the 

watch are paid to him. 

2. General Lien 

o A general Lien gives the right to the creditor to retain the possession till all amounts due from 

debtor are paid or discharged  

o This is available to bankers, factors, and attorneys of High Court and Policy Brokers only. 

 

 Banker’s Lien 

o Banker has right of general lien.  

o To exercise the right of lien the bank must lawfully take over its possession. 

o A banker should sell the securities only after a giving a notice to the debtor.  
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Features of Banker’s right of general lien  

1. Implied pledge and right of sale 

To create general lien, no special contract is required. The right to sell the property is also available 

under bank’s right of lien because a banker’s general lien tantamount to an implied pledge.  

 

2. Limitation 

The right is not restricted by law of limitation. The act only restricts the remedy through court and not 

discharges the debt. Hence, bank can recover debts even when time have exceeded also.  

 

3. Ownership/possession  

The possession is with the bank but the ownership remains the same  

 

4. Conversion to particular lien 

If it is indicated that a particular security was obtained for one particular debt only, then the general lien 

gets converted into a particular lien.  

 

5. Criminal Action 

When the banker exercises his right of general lien, no criminal action is available because there is no 

criminal act behind it. 

 

Lien Can be Exercised Where 

o The right of general lien is available and is always entrusted to bank in the capacity as a banker  

o The right is available for goods and securities that are in the name of the borrower or in the name 

of guarantor  

o Right can be exercised for other dues of same borrower, on goods and securities remaining in its 

procession even after the other loan taken against them, has been paid  

o Lien can be used by giving a reasonable period notice. Sale Without notice, even if there is an 

agreement, is unlawful  

 

Lien Cannot be Exercised  

o Where there is any contract inconsistent with this right between banker and the customer  

o Where the goods and securities are entrusted to the bank as a trustee or as an agent  

o Where the goods and securities are entrusted for some specific purpose  

o Where the loan is granted to one person and the goods and securities are owned by more than one 

person  

o Goods/securities handed over for safe custody  

o Where the bills of exchange or other documents have been handed over by the customer with 

specific instructions to utilize their proceeds for the specific purpose  

o In case of shares that are given for selling them in a future and apply the sale proceeds for a specific 

purpose  

o Where some documents or valuables are left in bank’s possession by the customer by mistake or 

negligence  
o Where securities are given to bank to secure a loan, but that has not been granted as yet. 
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5.6 Right of Set-Off 

Right of Setoff (Banking) Law and Legal Definition. In order to cover a loan in default, a bank has a legal 

right to seize funds of a guarantor or the debtor. A settlement of mutual debt between a creditor and a 

debtor through offsetting transaction claims is also known as setoff. 

 

The contract implies that the borrower promised to repay the money borrowed by him. Right of set off is 

the right of the bank to combine the two accounts of the same person where one account which is in credit 

balance and the other account is in debit balance in order to cover a loan default. 

 

5.7 Banker’s Obligation to Honour Cheques 

 

5.8 Garnishee Order 

A garnishee order is typically issued when a creditor you owe money to has obtained a default judgement 

from a court or other authority against you. The judgement then allows the creditor to issue a court order 

that instructs a third party such as your employer, bank or financial institution to redirect your wages or 

holdings to the creditor you owe money to. Once a garnishee order has been issued, your employer, bank 

or financial institution is legally obligated to comply with it. 

Having a garnishee order made against you can be intimidating, but the sooner you act, the sooner you 

may be able to put a stop to the order. 
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5.9 Termination of the relationship between a Banker and a customer -  

The relationship between banker and customer may be terminated in any of the following ways – 

1. By mutual agreement - The relationship between banker and customer may be terminated by mutual 

agreement. 

 

2. Death of customer - Death of a customer is an obvious reason for terminating the relationship 

between banker and customer. On the receiving the notice of death of the customer the bank stops the 

payment. The dissolution of a corporation customer is equivalent to death. 

 

3. Lunacy of customer - The Lunacy of a Customer terminates the relationship between banker and a 

customer. Bankers authority to pay cheques is revoked by notice of insanity. But unless the evidence of 

insanity is fairly conclusive, the banker's wisest course would appear to be to treat the customer as sane 

in so that the banker is not held liable for damages for wrongful dishonor. 

 

4. Notice to terminate - In case of any current account, no such notice by the customer to a banker 

appears necessary. But if it is a deposit account the banker could insist on the notice period specified on 

the fixed deposit receipt/book. 

 

5. Bankruptcy - The bankruptcy or winding up of the bank is a sufficient ground for terminating the 

relationship between a Banker and customer. 

 

6. Order of court - If the court restrains the banker to carry on further of the banking business, the 

account of the customer comes to an end. 

 

 7. Transfer of balance amount - If the customer transfers the whole amount of balance of his account 

to any other person, then the account may be closed by the banker. In this way the relationship of banker 

and customer comes to an end. 
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Unit 6: Securities for Advances 
 

6.1 Introduction 

A security is an interest or a right in property given to the creditor to convert it into cash in case the debtor 

fails to meet the principal and interest on loan. It is an insurance against unforeseen development and the 

last avenue through which the bank can get its money recouped should things turn sour. It provides bankers 

with succor if every other thing fails. Apparently, good security does not guarantee that loans will not be 

bad and neither does its absence impair the chance of success of the investment. 

 

Bankers hold various kinds of securities as a cover of advances to their customers. The securities offered 

to the banks vary in rating. Securities which can be converted into cash without loss of value are ranked 

higher than that whose value fluctuate widely and tends to become frozen under adverse economic 

conditions. The main types of security offered against the loans are stocks and shares, title deeds, life 

policies, bills of exchange, bills of sale, and promissory notes. The banks also sometimes extend credit to 

their trusted customers on their personal securities or on the guarantees of responsible parties. The guiding 

principles of accepting securities are that they should be adequate, stable easily realizable e. t. c 

 

6.2 Principles of Secured Advances 

 

(A) Distinction Between Secured and Unsecured Advances 
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(B) Guiding Principles for Accepting Security 

1. Acceptability 

Asset accepted as security must be acceptable in the eyes of the law. Any asset considered illegal to own 

or possess will put the bank in difficulty at the time of disposing of. Moreover, the bank may face legal 

consequences for possession of illegal items. 

 

2. Marketability 

The security must have a ready market. The bank has not taken the asset to keep it in its possession for an 

indefinite period but rather to sell it in the market and realize the loan amount. Hence, no matter how 

valuable the asset maybe it is of no use if it does not have a broad market. 

 

3. Liquidity 

Liquidity refers to how quickly an asset can be converted into cash or other assets with little or no 

diminution in value. Ideally, a security should be liquid which will enable the banker to sell l he properly 

at a known price as soon as the default occurs. 

 

4.Ownership 

Before accepting a security, the banker must ensure the ownership of the property. An asset which is not 

owned by the lender may render difficulty in getting the loan repaid. Moreover, if the title of the property 

is defective the lender may face the problem. 

 

5.Adequacy 

The value of the security must be adequate to cover the full amount of the loan. Moreover, a reasonable 

margin over the (loan is to be maintained. The margin is the difference between the market value of the 

security offered and the loan granted. 

 

6. Stability of Price 

The price of the goods and commodities which are necessaries of life are relatively stable over a short 

period, though not necessarily over a long period. But wide variations in the prices of luxury goods take 

place due to changes in demand, fashions, and tastes of the people. Bankers are generally reluctant to 

accept the commodities the prices of which are uncertain and fluctuate too widely and frequently. 

 

7. Documentation 

The banker should see that proper documents such as a mortgage deed or the pledge agreement containing 

all terms and conditions of the mortgage or pledge are executed. This should be done in order to avoid all 

future disputes. 

 

8. Non-encumbrance 

A property or asset which has already been charged against a prior loan from some other lender should be 

avoided as a security. Because in that case, the banker will have a secondary claim on that particular 

security. 
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9. Possession 

Mere ownership of an asset without its possession may lead to unwanted circumstances for the banker. 

Unless the property is considered as a security is in the possession of the borrower (though he is the owner) 

that property should not be accepted as a security. If goods are taken as security the banker should take 

the possession before advancing the loan. 

 

10. Quality 

If a commodity has been used as a security it should be of good quality. A commodity which is perishable 

and may deteriorate in quality or quantity with the passage of time should not be accepted as security. 

 

11. Free from disabilities 

A banker should disqualify securities crippled with certain disabilities like partly paid up shares, life 

insurance policy without surrender value and so on. He should see before accepting that the security is 

free from such disabilities. 

 

12. Meld generating security 

An asset which generates earnings during the period in which the loan is outstanding is a better security 

than those which do not and are preferred by the bankers.’ 

 

13. Easy store ability and low maintenance cost 

A security should not create a headache or be a burden for the banker. It must be easy to store with low 

maintenance cost. 

 

6.3 Precautions for Advances against Securities 

 

(A) Documents of Title to Goods 

Documents which in the ordinary course of trade, are regarded as proof of the possession or control of the 

goods, are called documents of title. They authorize the holder thereof to transfer or receive goods which 

are mentioned therein. Bill of lading, dock warrants, a warehouse-keeper’s certificate, wharfinger’s 

certificate, railway receipts, etc. can be easily cited as a few examples of documents of title. It is presumed 

that the holder of document of title shall have the right to claim possession of goods from every other 

person. Since they are regarded as equivalent to possession of goods, they can be. transferred just like 

goods either by mere delivery or by endorsement and delivery. 

 

Risks involved 

Granting of advances against documents of title involve the following risks in addition to the risks 

involved in case of advances against goods: 

 

(i) Possibility of frauds: The transporter issuing a railway receipt or bill of lading certifies that the goods 

have been received by him but he does not certify the contents or quality of the packages delivered to him. 

This increases the chances of frauds being played. For example, the consignor may mention in the 

forwarding note 10 bags of sugar but may actually send 10 bags of sand. The bill of lading or railway  
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receipt will mention. 10 bags of sugar though actually there are 10 bags of sand instead. In case the banker 

has advanced money against such a document of title, it has remedy against the borrower but has no 

remedy against the transporter. Moreover, the documents may also be forged. 

 

(ii) Non-negotiability nature: On account of the non-negotiability nature of the documents of title, the 

title of the transferee will not be better than that of the transferor. In other words, if the borrower’s title 

is defective, banker’s title will also be defective. The banker will not be in a position to prove its claim 

against goods which those documents represent. 

 

(iii) Obtaining delivery on the basis of indemnity bond: The borrower, on the one hand, may pledge 

the documents of title with the bank and on the other hand, manage to obtain the delivery of goods on the 

basis of indemnity bond or some other device. Thus, the banker’s risk increases. 

 

Precautions to be taken 

1. The advances against documents should be made only to trusted and reliable borrowers. 

2. The borrower should be asked to submit the complete set of documents such as bill of lading or railway 

receipt. invoice, bill of exchange etc. The documents should be either in the name of the borrower or the 

bank. Documents in the name of the consignee should not be accepted as he may obtain delivery of goods 

on the basis of indemnity bond without producing the R/R or lorry receipt. 

3. The banker should carefully go through the documents to check that the documents are of recent origin 

and they do not contain any onerous clauses. 

4. The borrower should be asked to sign an agreement with the bank pledging the documents with the 

bank. The agreement should also authorize the bank to acquire the possession of goods and sell them, if 

necessary 

5. The banker should inform the transporter regarding its interest in the goods and requiring it to deliver 

the goods only when a proper discharge receipt from the bank is also produced. 

6. In case the consignee fails to take delivery of goods, the bank should take over the goods in its control, 

store them properly and later on dispose them according to the direction of the borrower. 

 

Principal Documents of Title 

The following are principal documents of title to the goods. 

 

1. Bill or Lading. A bill of lading is a document in writing signed on behalf of the owner of the ship in 

which the goods are embarked, acknowledging the receipt of the goods, and undertaking to deliver them 

at the end of the voyage, subject to such conditions as may be mentioned in the bill of lading”.  

 

2. Warehouse Receipts: It is a receipt issued by a warehouse keeper certifying that the goods mentioned 

therein have been received by him for store- keeping. The Sale of Goods Act though includes a warehouse 

receipt in the definition of a document of title, its status depends on the respective state legislation where 

the warehouse is situated. For example, Bombay Warehouse Rules provide for the issue of warehouse 

receipts both in negotiable and non- negotiable forms. 
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3. Railway Receipt: A railway receipt is a document issued by the railway company acknowledging the 

receipt of the goods and undertaking to carry the goods delivered to a place mentioned therein. The terms 

and conditions of carriage. are generally printed on the back of the receipt. 

 

 

(B) Real Estate 

Bankers in the olden days were very much averse to accept land and building as a security, but this 

prejudice has over a period of time changed and land and building as a security has become an acceptable 

collateral in most advances, more particularly to corporate customers. The advantages and disadvantages 

of this form of security cannot be universally applied to all lands and it depends on the nature of the land 

offered. We shall now discuss both the advantages and disadvantages. 

 

Advantages 

(i) The advantage that land has over other types of securities is that its value generally increases with time. 

With every fall in the value of money, the value of land goes up and due to its scant availability in 

developing areas its value is bound to increase. 

(ii) It cannot be shifted, a fact which sometimes is also a disadvantage. 

 

Disadvantages 

(i) Valuation is at times difficult 

The value of a building depends on several factors such as location, size of property, state of repair, 

amenities, etc., and in the case of factories and industrial buildings, the machinery, nature of industry, etc. 

This makes the valuation very difficult. Buildings and the materials used in the buildings are not alike. In 

fact, buildings must be valued on a conservative basis because of limited market in the event of sale. 

 

(ii) Ascertaining the title of the owner 

The banker cannot obtain a proper title unless the borrower himself has title to the property to be 

mortgaged. In India, the laws of succession particularly those relating to Hindus and Muslims being very 

complicated, it is difficult to ascertain whether a person has a perfect title to the property or not. The 

banker would therefore have to consult solicitors and obtain their opinion before accepting it as a security, 

which in many cases delays lending.  

Title verification, must also be done to know whether the property was encumbered. This has to be done 

by verifying record with the Registrar’s office, which involves expense and time. In the case of agricultural 

land, with the introduction of land ceiling legislation, legislation protecting the tenants’ rights, absence of 

up-to-date and proper land records, it has become less valuable as a security. Added to this there have 

been a number of legislations in different states giving debt relief to the farmers and prohibiting transfer 

of land to persons other than agriculturist. 

 

(iii) Difficult to realize the security 

Land is not easily and quickly realizable, due to the lack of ready market. It may take months to sell and 

sometimes if the market is not favourable, it may fetch a lower price than what was anticipated. 
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(iv) Creating a charge is costly 

The security can be charged either by way of legal mortgage or by way of an equitable mortgage. An 

equitable mortgage may be created by a simple deposit of title deeds with or without a memorandum. 

Although equitable mortgage is less expensive, a banker always prefers legal mortgage to an equitable 

mortgage. Since the remedies under a legal mortgage are better than those under an equitable mortgage. 

However, completing a legal mortgage involves expenses including stamp duty and lot of formalities. 

 

(v) Difficulty on account of Rent Control Act 

In the case of buildings, which come within the purview of the Rent Control Act, it would be difficult to 

sell the building, particularly when a tenant has been occupying it for a long time. 

 

Precautions to be taken by the banker 

(i) Financial soundness of borrower 

The banker should place more reliance on the financial soundness of the borrower. 

 

(ii) Borrower’s title 

The banker should get a solicitor to verify the title to the property and the right of the borrower to 

mortgage. 

 

(iii) Enquiry regarding prior charges 

The borrower should produce a certificate from the Registrar’s office listing the charges over the property 

over a period of time (generally 30 years) that the property is free from encumbrances. This is commonly 

understood as non-encumbrance certificate. If any prior charges exist the banker’s right will be subject to 

such prior charges. 

 

(iv) Freehold or leasehold 

A freeholder is the absolute owner of his land and is able to deal with it as he likes. A leasehold property 

is one, which is taken on lease for a period and a leaseholder derives a legal status for a term of years 

from the freeholder and is free to deal with the land when acting within the terms of the lease and within 

the law during that period. When the lease expires, the land reverts to the freeholder. In the case of 

leasehold property, the unexpired period of the lease is an important consideration. The longer the 

unexpired period of the lease, greater is the value of the security. The bank should also ensure that 

there are no onerous covenants such as the necessity of taking the freeholder’s consent before 

mortgaging the property. The banker should also obtain the last ground receipt to ensure that the lease 

is active. 

 

(v) Valuation of the property 

Valuation can be done in anyone of the following ways: 

(a) By utilizing the services of recognized valuers who would be engineers or architects. 

(b) Making enquiries with local real estate agents. 

(c) By local authorities. 

(d) Latest sale transaction of neighbouring properties. 
(e) Calculations based on the annual rental value. 
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(vi) Registration 

Where the principal money secured is ` 100 or more, a mortgage charge is required to be registered 

unless the charge is an equitable mortgage. 

 

(vii) Documentations 

The mortgage deed must be drafted carefully considering all the legal stipulations. It should be witnessed 

by at least two persons. In case of simple mortgage it attracts ad-valorem stamp duty. 

 

(viii) Verification of Tax Receipts 

The banker should request the borrower to produce latest tax receipts since any arrears of tax constitute 

a preferential charge on property. 

 

(ix) Insurance of the property 

To avoid loss of security by fire, natural calamities, it is prudent that in the case of buildings the banker 

insist on the insurance of the property for its full value at the borrower’s expense. 

 

 

(C) Fixed Deposit Receipts 

When money deposited by a customer is not repayable on demand and is payable on the expiry of a 

specified period from the date of deposit such a deposit is called a ‘Fixed Deposit’. The banker evidences 

a deposit by issuing a receipt known as fixed deposit receipt. Interest, is paid at regular intervals at a 

specified rate on such deposits. Banks usually permit depositors to borrow against the deposit. This 

security is certainly the most valuable, as the money represented by the receipt is already with the bank 

and there is no problem of valuation or enquiring the title, or the problem of storage and costs associated 

with storage. 

 

Precautions 

(i) The banker should grant the advance only to the person in whose name the money is deposited. Banker 

should not advance against fixed deposit receipts of other banks. This is because the banker who has 

received the deposit will have a general lien over such monies. Even if the lending bank gives notice to 

the bank, which has received the deposit, the latter may even refuse to register the lien in favour of the 

lending bank. 

(ii) If, the deposit is in joint names the request for loan must come from all of them. 

(iii) When the deposit receipt is taken as security, the banker should ensure that all the depositors duly 

discharge it on the back of the instrument, after affixing the appropriate revenue stamp. In addition to 

this, the banker should obtain a letter of appropriation which authorizes the banker to appropriate the 

amount of the deposit on maturity or earlier towards the loan amount. 

(iv) After granting the advance, the banker must note his lien in the fixed deposit register to avoid payment 

by mistake and the lien, must also be noted on the receipt itself. 

(v) Advance should preferably not be made against fixed deposit receipt in the name of a minor, unless a 

declaration is taken from guardian, that loan will be utilized for benefit of the minor. 
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(vi) Where the money is being advanced against the fixed deposit receipt issued by another branch, the 

FDR duly discharged must be sent to the branch, where such money is deposited, for the following 

purposes: 

(a) To verify the specimen signature of the depositor 

(b) To ensure that no prior lien exists on the fixed deposit receipt 

(c) To mark lien on the FDR and the FDR register, in favour of branch advancing money. 

(vii) Sometimes, a person may approach for advances by offering the fixed deposit receipts held by third 

parties as security. In such a case, the fixed deposit receipt must be duly discharged, by the third party, 

i.e., FD holder and he should declare in writing the bank’s right to hold the deposit receipt as security, and 

also to adjust the deposit amount towards the loan account on maturity or on default in repayment of 

instalment if any. 

 

 

(D) Gold and Silver Bullion 

The Reserve Bank has permitted banks to accept gold ornaments for enabling the borrowers to meet their 

urgent medical expenses and other unforeseen liabilities. In August 1993 a ceiling on such advances was 

fixed at Rs. 25000. But in February, 1995 banks were permitted to fix their own ceiling company, whether 

as pledgee, mortgagee or absolute owner, of an amount exceeding 30% of the paid-up capital of that 

company or 30% of its paid-up capital and reserves whichever is less”. 

 

Precautions to be taken: 

1. Ownership to be confirmed 

2. Genuineness of Gold/Silver 

3. Margin 

4. Purpose of Loan 

5. Nomination of Claimant 

6. Safe Custody 

7. Proper Record 

8. Sale by Auction 

9. Insurance 

 

(E) Supply Bills 

The Government and Semi-government Departments or institutions make their purchases from the market 

by inviting tenders. The person or contractor who quotes the lowest price, gets the order for supply of the 

goods or completing the work. Before the goods are finally dispatched. A Government official of the 

concerned department examines the goods and on being satisfied gives his inspection report certifying 

that the goods are as per terms of the contract. The contractor or supplier then dispatches the goods by rail 

or any other mode of conveyance and the relevant railway receipt or any other document is sent to 

Department concerned. 

The supplier or the contractor then prepares his bill for goods supplied or work completed. Such bill is 

known as supply bill. It is only a document stating the amount due by the Government. It is neither drawn 

in the form of a bill of exchange nor is accompanied by a bill of exchange. It is not a negotiable instrument. 
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It simply represents a debt which can be assigned in favour of a third party. The banker grants advance to 

the borrower against the security of such supply bills. 

 

Risks involved 

The advancing of money against supply bills involves the following risks: 

(i) The Government may refuse to pay the bill or may make deductions out of the amount due in case the 

terms of the contract have not been fully complied with. 

(ii) Payment of bills may be delayed by Government Departments on account of procedural matters. 

(iii) The Government may have a counter claim against the contractor which it can set off against the 

amount due to the contractor or the supplier. 

 

Precautions to be taken 

(i) The banker should be careful while selecting the customer. His past contracts with the Government 

should be looked into ascertain his honesty, efficiency and solvency. 

(ii) The bank should get an irrevocable power of attorney executed by the customer in its favor and should 

get it registered with the concerned Government Department. The power of attorney will authorize the 

banker to receive payment of the supply bills from the Government. 

(iii) An undertaking should be obtained from the customer (i.e. the borrower) that he will pay any payment 

received by him against the supply bills to the bank. 

(iv) The banker should obtain from the customer besides the supply bill, inspection report and number of 

the railway receipt etc. 

(v) The banker should study the terms of the contract according to which the goods have been supplied 

and the supply bill prepared. 

(vi) The banker should keep a watch on payment of supply bills. In case of undue delay in payments of a 

bill it should cancel the advance sanctioned against it by debiting the account of the customer and 

accepting it only on collection basis. 

(vii) The bank should also review periodically the outstanding bills. It should get confirmed periodically 

the list of such outstanding bills, from the concerned Government Department. 

 

 

(F) Life Insurance Policy 

Purpose of Life Policy 

A life policy is taken for two purposes: 

(i) It is a source of income for the dependents of the assured in case of his death. 

(ii) It is an ideal form of saving since along with income tax deduction on the premium, paid loans can be 

raised on the policies in times of need. 

 

Advantages 

(i) Life insurance business being highly regulated and permitted only to companies having sound financial 

health, the banker need not doubt the realisation of the policies, which will be done without any difficulty, 

if the policy and the claim are in order. 

(ii) The assignment of the policy in favour of the banker requires very little formalities and the banker 
obtains a perfect title. 
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(iii) The longer the period for which the policy has been in force, the greater the surrender value. It is also 

useful as an additional security because, in the event of the borrower’s death, the debt is easily liquidated 

from the proceeds of the policy. 

(iv) The security can be realized immediately on the borrower’s default of payment by surrendering the 

policy to the insurance company. 

(v) The policy is a tangible security and is in the custody of the bank. The banker only has to ensure that 

regular payment of premiums is made. 

 

Disadvantages 

(i) If the premium is not paid regularly, the policy lapses and reviving the policy is complicated. 

(ii) Insurance contracts being contracts of utmost good faith, any misrepresentation or non-disclosure of 

any particulars by the assured would make the policy void and enable the insurer to avoid the contract. 

(iii) The person (proposer) who has obtained the policy must have an insurable interest in the life of the 

assured or the contract is void. 

(iv) The policy may contain special clauses, which may restrict the liability of the insurer. 

(v) When the banker accepts a policy coming under Married Women Property Act he must ensure that all 

the parties sign in the bank’s form of assignment. 

(vi) There is facility to obtain the duplicate policy if the original is lost. This can be misused by persons 

by obtaining duplicate policies. Banker should therefore, verify that no duplicate policy has been issued 

and there are no encumbrances on the policy. 

 

Precautions 

(i) The policy must be assigned in favour of the bank and should be sent directly to the insurance company 

for registration and ensured that only authorized office of Insurance Company has noted assignment. 

(ii) The bank should see that the age of the assured is admitted. 

(iii) The banker should ensure the regular payment of premium. 

 

 

(G) Shares 

These may be classified into preference shares (which enjoy preference both with regards the payment of 

dividend and repayment of capital) and equity shares, i.e., shares which are not preference shares. 

 

Advantages 

(i) Value of the security can be ascertained without any difficulty. 

(ii) In normal times, stocks and shares enjoy stability of value and are not subject to wide fluctuations. 

(iii) Stocks and shares require very little formalities, for taking them as security. 

(iv) It is easier compared to real estate to ascertain the title, more so with the advent of depositories. 

(v) Creating a charge of this is less expensive than real estate. 

(vi) They yield income by way of dividends, which can be appropriated towards the loan account. 

(vii) Being a tangible form of securities, they are more reliable. 

(viii) The release of such securities involves very little expense and formality. 
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Disadvantages 

(i) Being easy to realize, they are fraud prone and as such they must be properly secured. 

(ii) In the case of partly paid shares, the following demerits are there: 

(a) The banker may have to pay the calls. 

(b) Partly paid shares are subject to violent price fluctuations. 

(c) They are not easily realizable because of the restricted market for such shares. 

 

Precautions while taking shares as security 

Banker must take the following precautions while advancing against shares: 

(i) In the case of partly paid shares (a) the banker should never register them in his name. 

(b) He must ensure that pending calls are paid. 

(c) Sufficient margin should be taken to avoid any future loss or change in the value of the security. 

(d) The banker should verify share certificate and ensure that the calls, are paid properly and entered in 

the space provided for the same. 

 

Other precautions 

(i) Update the list of shares which the particular bank is willing to lend against on a regular basis. 

(ii) Updating the amount that can be lent against a particular share which is called the card limit at regular 

intervals 

(iii) Yearly review of the portfolio or more frequent review depending upon the volatility in the capital 

market. 
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Unit 7: Modes of Creating Charge 

 
7.1 INTRODUCTION 

A sound banking is based on safety of funds lent by a banker to his customers. A banker lends his funds 

to persons of means, engaged in some business, trade, industry or in any profession or vocation. The first 

and the most important criterion to judge safety of funds is the capacity of the borrower himself to repay 

the amount of the loan after having achieved success in the productive activity for which the loan is taken. 

The banker, therefore, relies primarily on the character, capacity and capital of the borrower in ensuring 

the safety of his funds. The viability of the project and the honesty and capability of the borrower ensure 

to a large extent the safety of funds lent by the banker. 

 

Secured advances are those advances, which provide absolute safety to the banker by means of a charge 

created on the tangible assets of the borrower in favour of the banker. In such cases, the banker gets certain 

rights in the tangible assets over which a charge is created. 

 

7.2 MODES OF CREATING A CHARGE 

There are several modes of creating a charge, e.g., lien, pledge, hypothecation and mortgage. 

 

(A) Lien 

Section 171 of the Indian Contract Act,1872 gives to the banker an absolute right of general lien on all 

goods and securities received by the banker. The banker has general lien on all deposits. If the deposit 

receipt is given as a security for raising a loan or discharging an obligation then the lien on such deposit 

receipt, is a particular lien, and it would exist till the debt is cleared or the obligation is fulfilled. 

 

Lien – Important aspects: 

General lien covers the entire amount due to the bank from the borrower/ debtor. 

Banker’s General Lien: 

This is applicable in the following situations: 

– when a banker receives goods and securities for a purpose 

– lien is applicable for the goods and/or securities which are belonging to a person who has delivered them 

to the banker 

– there is no contract to the contrary and the debt is not barred by limitation 

 

A banker’s lien is also called as an implied pledge. A banker has the right to retain and if necessary can 

also sell the goods and/or securities charged in his favour. As pledgee, a banker can sell the 

goods/securities pledged to him. 

 

A banker cannot exercise his right of lien in following situations: 

1. In case when goods and securities are not obtained by him in the ordinary course of business: 

2. In case of Safe Custody, when a banker accepts goods/securities of a customer to be kept in safe 

custody. In this case the relationship of banker and customer is that of the bailee and bailer. Here the 

banker acts as a trustee and not as a lender/creditor. 
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3. When the goods or security are left inadvertently or through oversight in the bank premises, the banker 

cannot exercise his right of lien on them. 

4. When money is deposited by a customer with a request to transfer to another branch, the banker cannot 

exercise the right of lien. This is applicable even the applicant for the transfer of funds is a borrower as 

well. 

5. The banker cannot have the right of lien and right of set off at the same time. 

 

 

(B) Pledge 

Pledge means bailment of goods for the purpose of providing security for payment of debt or performance 

of promise. Section 172 of Indian Contract Act, 1872 defines pledge. 

 

Valid Pledge - Important requirements 

There should be delivery of goods (bailment). The bailment (delivery of goods) must be by or on behalf 

of the debtor. The bailment (delivery of goods) must be for the purpose of providing security for the 

payment of a debt or performance of a promise. 

For example, an agriculturist is sanctioned a gold loan by his banker. The borrower delivers his gold 

ornaments to the bank as a security for the gold loan. The borrower pledges gold ornaments to raise the 

loan. In this case, the agriculturist has created a valid pledge.  

(1) there is bailment of gold (delivery of gold) 

(2) The bailment of gold is made by the debtor (borrower) 

(3) The bailment of gold is provided as a security to the gold loan (debt) 

 

Pledge – Important features 

(i) The person, whose goods are bailed is called pawnor or pledger, and to whom the goods are pledged 

as pawnee or pledgee. 

(ii) Ownership of the property is retained by the pledger, which is subject only to the qualified interest 

which passes to the pledgee by the bailment. 

(iii) The essential feature of a pledge is the actual or constructive delivery of the goods to the pledgee. By 

constructive delivery it is meant that there will be no physical transfer of goods from the custody of the 

pledger/ pawnor to the pledge/ pawnee. All that is required is that the goods must be placed in the 

possession of the pawnee or of any person authorized to hold them on his behalf. 

(iv) The delivery of the goods may be ‘physical’ when goods are actually transferred and ‘symbolic’ as in 

the case of delivery of the key or ‘constructive’ as in the case of attornment. 

(v) Pledge can be created only in the case of existing goods (and not on future goods) which are in the 

possession of the pledger himself. 

(vi) Since the possession of goods is the important feature of pledge and therefore, pledge is lost when 

possession of the goods is lost. 

(vii) An agreement of pledge also known as deed of pledge may be implied from the nature of the 

transaction or the circumstances of the case 

(viii) To protect the interests of the concerned parties the agreement in writing should clearly indicate the 

terms and conditions. 
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A valid pledge can be created by (i) the owner of the goods (ii) a mercantile agent, subject to the following 

terms and conditions are satisfied (iii) the seller of goods, who continues to hold the goods even after sale, 

can create a valid pledge. The pledgee must act in good faith and without notice of the previous sale. 

 

The Rights of Pledgee are as follows: 

1. Right of Retainer: As per Section 173 of the Indian Contract Act, the pawnee or pledge is entitled to 

the good pledged not only for non-payment of debt or non- performance of promise, but also for the 

interest on the debt and for all expense incurred for preservation of the goods pledged. 

2. Right against Third Parties: A pledge has the same remedies against third persons, as the owner 

himself would have, if he is deprived of his goods. 

3. No Right to Retain in case of Other Debts: In the absence of a contract to the contrary, the pledge 

cannot retain goods for a debt or a promise, other than the promise or debt for which the said goods are 

pledged. 

4. Other rights: In case the Pledger makes default, then the Pledgee has three important rights: 

(i) He may sue the pawnor upon the debt or promise 

(ii) He may retain the pledged goods as collateral security; or 

(iii) He may sell it after giving the pledger reasonable notice of the sale 

 

Pledge – Precautions required: 

(i) Banks, as pledgee should ensure that the pledger has good title to the goods/assets. 

(ii) Bank verifies and satisfies that the contract of pledge (deed of pledge) is complete in all respects, and 

it covers all important clauses to protect the interest of the bank. 

(iii) Bank carryout regular inspection of goods pledged to ensure the quality, quantity, value, and insurance 

of such goods are as required and as per the stock statements. 

(iv) Bank takes reasonable care of the goods (like a man of ordinary prudence would under similar 

circumstances take) to protect the value of the goods and prevent any loss. 

 

 

(C) Hypothecation 

The term “Hypothecation’ means a charge created on any movable asset/property, for a loan borrowed by 

the owner of goods/movable assets (existing or future) without transferring, either the property or the 

possession to the lender. 

 

The Securitization and Reconstruction of Financial Assets and Enforcement of Security Interest Act,2002 

(SARFAESI Act) defines hypothecation thus: 

 

“hypothecation means a charge in or upon any movable property, existing or future, created by a borrower 

in favour of a secured creditor without delivery of possession of the movable property to such creditor, as 

a security for financial assistance and includes floating charge and crystallisation of such charge into fixed 

charge on movable property” 
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Hypothecation – important features: 

1. The charge hypothecation is applicable to movable assets. 

2. The ownership and possession are held by the borrower of the assets (security). 

3. The document (hypothecation agreement) provides for a covenant, whereby the borrower agrees to give 

possession of the goods (movable assets) when called upon to do so by the creditor. Upon taking over 

the possession of goods, the charge is treated as pledge. 

 

Other important aspects of Hypothecation: 

Banks should exercise precautions while handling lending against hypothecation for the following 

reasons: 

(a) The possession of the goods/assets are held by the borrower, hence, it is always difficult for the creditor 

(lender) to have control over such goods. 

(b) The borrower may sell the hypothecated stocks, and pay other creditors. 

(c) The possibility of raising double finance against the same stock cannot be ruled out. For example, the 

borrower may hypothecate the same stocks to another bank, the goods may be latter pledged to another 

creditor. 

(d) In case of default, the realization of assets may be difficult and costly. 

 

Hypothecation - Precautions required: 

In view of the above difficulties, banks are required to take certain precautions in respect of goods and 

assets hypothecated, to protect the interest of the banks. 

1. Banks should ensure that the borrower enjoys hypothecation facility with only one bank and not with 

multiple banks. An undertaking to this effect in writing should be taken by the bank to avoid any risk. 

2. Banks should display boards in the show room, shops where hypothecated goods are displayed/stored, 

indicating that such goods are hypothecated to bank. 

3. Banks should ensure that 

(i) periodical stock statements are submitted by the borrower. 

(ii) stock statements should contain relevant, and correct details as regards to quantity, quality and price. 

(iii) Regular inspections are carried out to verify the facts mentioned in the stock statements 

(iv) In case of any discrepancy, depreciation in the value of stock, appropriate action should be taken by 

the bank immediately by calling for additional securities and increase in the margin. 

4. If the borrower is a limited company, the hypothecation charge must be registered with the Registrar of 

Companies (ROC) within a period of 30 days of its creation. This is very important, otherwise, the charge 

will be void against the liquidator and/or any creditor of the company. 

 

 

(D) Mortgage 

Section 58(a) of the Transfer of Property Act, 1882 defines a mortgage as follows: 

‘A mortgage is the transfer of interest in specific immoveable property, for the purpose of securing the 

payment of money advanced or to be advanced by way of loan, on existing or future debt or the 

performance of an engagement which may give rise to a pecuniary liability.’ 
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The transferor is called the ‘mortgagor’ and the transferee a ‘mortgagee’ the principal money and interest 

of which payment is secured is called mortgage money and the instrument by which the transfer is effected 

is called the ‘mortgage deed’. 

 

(a) Ingredients of Mortgage 

From the above definition of mortgage, the following are the requirements of a mortgage: 

(i) There should be transfer of interest in the property by the mortgagor (the owner or lessor). 

(ii) The transfer should be to secure the money paid or to be paid by way of loan. 

 

(b) Mortgage of Land – Various Types 

The Transfer of Property Act contemplates six different kinds of mortgages. They are: 

(i) Simple mortgage 

(ii) Mortgage by conditional sale 

(iii) Usufructuary mortgage 

(iv) English mortgage 

(v) Mortgage by deposit of title deeds (Equitable mortgage) 

(vi) Anomalous mortgage 

 

(i) Simple mortgage 

According to Section 58(b) of the Transfer of Property Act, a simple mortgage is a transaction whereby, 

‘without delivering possession of the mortgaged property, the mortgagor binds himself personally to pay 

the mortgage money and agrees, expressly or impliedly, that in the event of his failing to pay according 

to his contract, the mortgagee shall have a right to cause the mortgaged property to be sold by a decree of 

the Court in a suit and the proceeds of the sale to be applied so far as may be necessary in payment of the 

mortgage money. 

 

Features of simple mortgage 

(i) The mortgagee has no power to sell the property without the intervention of the court. In case there is 

shortfall in the amount recovered even after sale of the mortgaged property the mortgagor continues to be 

personally liable for the shortfall. 

(ii) The mortgagee has no right to get any payments out of the rents and produce of the mortgaged property 

(iii) The mortgagee is not put in possession of the property 

(iv) Registration is mandatory if the principal amount secured is ` 100 and above 

 

(ii) Mortgage by way of conditional sale 

As per Section 58(c) of the Transfer of Property Act, a mortgage by way of a conditional sale of the 

property, is a transaction whereby, the mortgagor ostensibly sells the mortgaged property on the condition 

that: 

(a) on default of payment of the mortgage money on a certain date, the sale shall become absolute, or 

(b) on such payment being made the sale shall become void; or 

(c) on such payment being made, the buyer shall transfer the property to the seller. 
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No such transaction shall be deemed to be a mortgage of conditional sale, unless the condition is embodied 

in the document, which effects or purports to effect the sale. 

 

Essential features of Mortgage by way of conditional sale 

(i) The sale is ostensible and not real. 

(ii) If the money is not repaid on the agreed date, the ostensible sale will become absolute upon the 

mortgagor applying to the Court and getting a decree in his favour. The mortgagor in such a case loses his 

right to redeem his property. 

(iii) The mortgagee can sue for foreclosure, but not for sale of the property. Foreclosure, means the loss 

of the right possessed by the mortgagor to redeem the mortgaged property. 

(iv) There is no personal covenant for repayment of the debt and therefore bankers do not prefer this type 

of mortgage. The mortgagee cannot look to the other properties of the mortgagor in case the mortgaged 

property proves insufficient. 

 

(iii) Usufructuary mortgage 

According to Section 58(d) of the Transfer of Property Act, ‘a Usufructuary mortgage is a transaction in 

which 

(a) the mortgagor delivers possession expressly, or by implication and binds himself to deliver possession 

of the mortgaged property to the mortgagee, and 

(b) authorizes the mortgagee, to retain such possession until payment of the mortgage money and to 

receive the rents and profits accruing from the property or any part of such rents and profits and to 

appropriate the same in lieu of interest, or in payment of the mortgage money, or partly in lieu of interest 

and partly in payment of the mortgage money. 

 

Essential features of Usufructuary mortgage 

(i) The mortgagee is put in possession of the mortgaged property. Here, by possession it is meant, the legal 

possession and not the physical possession. For example, the mortgagor may continue to enjoy the 

physical possession as the lessee of the mortgagee or the mortgagor may be the caretaker of the property 

directing the tenants to pay rent to the mortgagee. However, the deed must contain a clause providing for 

the delivery of the property to the mortgagee and authorizing him to retain such possession. 

(ii) The mortgagee has the right to receive the rents and profits accruing from the property. Such rents and 

profits or part thereof, may be appropriated in lieu, of interest or in payment of the mortgage money or 

partly for both. 

(iii) Unless there is a personal covenant for the repayment of the mortgage money, there is no personal 

liability for the mortgagor. Therefore, the mortgagee cannot sue the mortgagor for repayment of the 

mortgage debt; nor can he sue mortgagor for the sale or foreclosure of the mortgaged property. 

(iv) There is no time limit specified and the mortgagee remains in possession of the property until the debt 

is repaid. The only remedy for the mortgagee is to remain in possession of the mortgaged property and 

pay themselves out of the rents and or profits of the mortgaged property. If the mortgagor fails to sue for 

redemption within thirty years, the mortgagee becomes the absolute owner of the property. 
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Bankers do not prefer this form of mortgage for the following reasons: 

(i) There is no personal covenant to repay the debt. 

(ii) As the mortgaged money can be recovered only by the appropriation of rents and/or profits, it will 

take a very long time to recover money through this process. 

 

(iv) English Mortgage 

According to Section 58(e) of the Transfer of Property Act, an ‘English Mortgage’ is a transaction in 

which, the mortgagor binds himself ‘to repay the mortgage money on a certain date and transfers the 

mortgaged property absolutely to the mortgagee, but subject to the provision that he will retransfer it to 

the mortgagor upon payment of the mortgage money as agreed’. 

 

Essential features of English Mortgage 

(i) It provides for a personal covenant to pay on a specified date notwithstanding the absolute transfer of 

the property to the mortgagee. 

(ii) There is an absolute transfer of the property in favour of the mortgagee. However, such absolute 

transfer is subject to a provision that the property shall be re-conveyed to the mortgagor in the event of 

the repayment of mortgage money. 

(iii) The mortgagee can sue the mortgagor for the recovery of the money and can obtain a decree for sale. 

 

(v) Equitable mortgage or mortgage by deposit of title deeds 

According to Section 58(f) of the Transfer of Property Act, ‘Where a person in any of the following towns, 

namely, the towns of Kolkata, Chennai and Mumbai and in any other town which the State Government 

concerned may, by notification in the official Gazette, specify in this behalf, delivers to a creditor or his 

agent documents of title to immoveable property, with intent to create a security thereon, the transaction 

is called a mortgage by deposit of title deeds,’. 

 

Documents of title 

Documents of title or title deed in case of mortgage by deposit of title deeds, shall be documents or 

instruments which relate to ownership of the mortgagor over the property. In other words, by virtue of a 

document or instrument, if a person has a right to peaceful possession and enjoyment of the immoveable 

property, then such a document or instrument is called the title deed. In the case of Syndicate Bank vs 

Modern Tile and City Works (1980 KL T 550); it was explained by the learned Judges that documents of 

title or deed means the legal instrument which proves the right of a person in a particular property. 

 

Essential features of equitable mortgage 

(i) Such a mortgage can be affected only in the towns notified by the State Government. However, the 

territorial restriction refers to the place where the title deeds are delivered and not to the situation of the 

property mortgaged. 

(ii) To create this mortgage, there must be three ingredients i.e., a debt, a deposit of title deeds and an 

intention that the deeds shall be act as security for the debt. 
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(vi) Anomalous mortgage 

According to Section 58(g) of the Transfer of Property Act, ‘a mortgage which is not a simple mortgage, 

a mortgage by conditional sale and usufructuary mortgage and English mortgage or a mortgage by deposit 

of title deeds within the meaning of this Section, is called an “Anomalous Mortgage.” 

 

Essential features Anomalous mortgage 

(i) It must be a mortgage as defined by Section 58 of the Transfer of Property Act. 

(ii) It is negatively defined and should not be anyone of the mortgages listed above. 

(iii) Anomalous mortgages are usually a combination of two mortgages. Examples of such mortgages are: 

(a) a simple and usufructuary mortgage, and 

(b) an usufructuary mortgage accompanied by conditional sale. There may be other forms, molded by 

custom and local usage. 

(c) Merits and Demerits of an Equitable Mortgage 

 

Merits 

(i) The borrower saves the stamp duty on the mortgage deed and the registration charges. It involves 

minimum formalities. 

(ii) It involves less time and can be conveniently created. 

It can be done without much publicity and therefore, the customer’s position is not exposed to public gaze. 

 

Demerits 

(i) In case of default, the remedy is to obtain a decree for sale of the property. Since, this involves going 

to the Court, it is expensive and time consuming. This shortcoming can be overcome by inserting a 

covenant by which the mortgagee is given the power of sale. In that case, the mortgage deed must be 

properly stamped and registered and the mortgage loses the advantage of being simple in procedure and 

less expensive. 

(ii) Where the borrower is holding the title deeds in his capacity as a trustee and equitable mortgage of the 

same is effected, the claim of the beneficiary, under trust will prevail over any equitable mortgage. 

Therefore, the banker has to make a proper scrutiny of the title deeds before accepting them as a security. 

(iii) The borrower may create a subsequent legal mortgage in favour of another party. However, this 

possibility is not there, if the equitable mortgagee holds the original title deeds. In India, there is no 

difference between the two types of mortgages. According to Section 48 of the Registration Act, 1908, a 

mortgage by deposit of title deeds prevails against any subsequent mortgage relating to the same property. 

Similarly, the title of the equitable mortgagee, is not defeated by any subsequent sale without notice. 

However, to avoid any risk of this type, the equitable mortgage should be accepted only after obtaining 

the original title deeds. 

 

The law in England is slightly different. As between equitable mortgage and legal (simple) mortgage, the 

latter prevails even though it is effected subsequently. The law, regarding this is, as between law and 

equity, law prevails. As between the equities, the prior in time prevails. 

 

 



DNYANSAGAR ARTS AND COMMERCE COLLEGE, BALEWADI, PUNE – 45 

 

 Subject: BANKING & FINANCE III (3423)                    CLASS: TYB.Com (2013 PATTERN) 

 

  PROF. KAVITA PAREEK                                                                                                                               www.dacc.edu.in 

                      
                                                                                  

Pledge requires only a limited interest in the property and ownership remains with the right of pledger. 

The Pawnee has ‘special property’ in the goods pledged and can sell the same in the event of default by 

the pledger of course, after giving reasonable notice. Pawnee has no right of foreclosure. He can only sell 

the property to realize his dues. Here the legal ownership passes to mortgagee, of course, subject to the 

mortgagor to redeem the property. The mortgagee as a rule takes decree of a Court of Law before having 

recourse against the property mortgaged. In certain cases, the mortgagee can foreclose the property. 

 

Priority of Mortgages 

Indian Law of priorities is provided in Section 48 of the Transfer of Property Act. The rule is based on 

maxim ‘he has a better title who was first in point of time.’ It lays the general rule regarding priority of 

rights created by transfer by a person at different times in or over the same immoveable property and 

provides that, as between such rights, each later created right is subject to the rights previously created. 

We may further see, as how the rule of priorities operate in respect of different instruments creating 

mortgages. 

 

(a) Priority among registered instruments 

Section 47 of the Registration Act, 1908 provides that a registered document operates, not from the date 

of its registration, but from the time of its execution. Thus, a document executed earlier, though registered 

later than another, has priority over the documents executed later. 

 

(b) Priority between registered and unregistered instruments 

Let us now deal with the exceptions to the rule, that priority is determined by order of time, which either 

have been created by statute or owe their origin to the ancient rule of Hindu Law, which required delivery 

of possession in the case of a security of land. There are also some exceptions recognized in the Indian 

system founded upon those general principles of justice and equity, which in the absence of any express 

enactment, Indian judges are bound to administer, and which, have been mostly borrowed, from the 

English Law. 

 

The first exception is that contained in Section 50 of the Registration Act, which under certain 

circumstances allows a registered mortgage priority over unregistered mortgage. However, it may be noted 

that prior mortgage by deposit of title deeds is not affected by subsequent registered mortgage as the same 

need not be registered. This, is provided in Section 48 of Indian Registration Act. 

 

Limitation Period in Mortgages 

Article 62 of the Indian Limitation Act, 1963 provides limitation period for filing of suit for recovery of 

mortgaged debt and sale of mortgaged property in the event of non-payment of the mortgaged debt. Article 

63(a) of the said Act provides a limitation period, in case of foreclosure of the mortgaged property. The 

limitation period for filing a suit for sale of mortgaged property is TWELVE YEARS, from the date the 

mortgage debt becomes due. The limitation period for filing suit, for foreclosure is THIRTY YEARS, 

from the date the money secured by mortgage becomes due. 
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Enforcement of Mortgage – Some Important Aspects 

We will now learn some important aspects as to enforcement of mortgage. It may be noted that a banker, 

secures monies advanced by creating one of various types mortgages mentioned above. Popular types of 

mortgages obtained by a banker are: 

(i) Mortgage by deposit of title deeds 

(ii) Simple mortgage and in some cases 

(iii) English mortgage. 

 

Enforcement of all these types of mortgages is by way of filing a suit for sale of mortgaged properties. 

The procedure for filing a suit for a sale is provided for in the Code of Civil Procedure, 1908. The Section 

16(c) of the Civil Procedure provides that a suit for sale of mortgaged property shall be filed in the Court 

within whose jurisdiction the mortgaged property is situated. Order 34 of the Code provides for various 

things to be adhered to while filing suit for sale of mortgaged property. When a suit for sale is filed, the 

Court after hearing the parties passes a preliminary decree. Through the preliminary decree it directs the 

mortgagor to pay the mortgage debt within a certain period and in the event of his failure to pay the money 

due under the mortgage, the Court orders for sale of mortgaged properties by passing a final decree. After 

passing of the final decree, the mortgagee with the help of the Court gets the mortgaged property sold in 

execution of the mortgage decree. 
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Unit 8: Project Appraisal and Recovery Measures 

 
8.1 Meaning of Project Appraisal 

Project appraisal is the process of assessing, in a structured way, the case for proceeding with a project or 

proposal, or the project's viability. It often involves comparing various options, using economic appraisal 

or some other decision analysis technique. The entire project should be objectively appraised for the same 

feasibility study should be taken in its principal dimensions, technical, economic, financial, social and so 

far, to establish the justification of the project or the project appraisal is the process of judging whether 

the project is profitable or not to client or it is process of detailed examination of several aspects of a given 

project before recommending of some projects. 

 

8.2 Steps in Project Appraisal 

 

1. Concept Analysis - Start off by conducting a series of analyses. Identify all the project 

stakeholders and interview them about their needs, to evaluate the problem from all the angles 

and develop solution alternatives. Also test the project for it’s feasibility and cost-effectiveness. 

Based on these analyses, you’ll have to submit a decision package (composed of the following 

documents: problem statement, solution proposal, the stakeholder list, and funding request) to 

the project sponsor. Once accepted, you can move to the next stage. 

 

2. Concept Brief - At this point, you will have to develop a project statement to outline the 

project’s goals, objectives, time duration, and estimated costs. Use it as a baseline to draw out 

broad requirements and deliverables. 

 

3. Project Organization - Based on the concept brief, create an organizational chart. This one 

should be more detailed and specify the required team roles and their responsibilities, the 

implementation approach, performance metrics, and best practices. In short, it deals with how 

should the project be carried. 

 

4. Project Approval - You’ve already done 90% of the work. Now it’s time to reunite all the 

previously analysis reports into a document called the project appraisal. It’s purpose? To 

summarize all the analyses and see if the project concept is financially and technically feasible. 

All project stakeholders (clients too) have to review it. Once accepted, you can move forward 

to the planning phase. 
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Some of the methods of project appraisal are as follows: 

1. Economic Analysis: 

Under economic analysis, the project aspects highlighted include requirements for raw material, level of 

capacity utilization, anticipated sales, anticipated expenses and the probable profits. It is said that a 

business should have always a volume of profit clearly in view which will govern other economic variables 

like sales, purchases, expenses and alike. 

It will have to be calculated how much sales would be necessary to earn the targeted profit. Undoubtedly, 

demand for the product will be estimated for anticipating sales volume. Therefore, demand for the product 

needs to be carefully spelled out as it is, to a great extent, deciding factor of feasibility of the project 

concern. 

In addition to above, the location of the enterprise decided after considering a gamut of points also needs 

to be mentioned in the project. The Government policies in this regard should be taken into consideration. 

The Government offers specific incentives and concessions for setting up industries in notified backward 

areas. Therefore, it has to be ascertained whether the proposed enterprise comes under this category or not 

and whether the Government has already decided any specific location for this kind of enterprise. 

 

2. Financial Analysis: 

Finance is one of the most important pre-requisites to establish an enterprise. It is finance only that 

facilitates an entrepreneur to bring together the labour of one, machine of another and raw material of yet 

another to combine them to produce goods. 
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In order to adjudge the financial viability of the project, the following aspects need to be carefully 

analysed: 

 

1. Assessment of the financial requirements both – fixed capital and working capital need to be properly 

made. You might be knowing that fixed capital normally called ‘fixed assets’ are those tangible and 

material facilities which purchased once are used again and again. Land and buildings, plants and 

machinery, and equipment’s are the familiar examples of fixed assets/fixed capital. The requirement for 

fixed assets/capital will vary from enterprise to enterprise depending upon the type of operation, scale of 

operation and time when the investment is made. But, while assessing the fixed capital requirements, all 

items relating to the asset like the cost of the asset, architect and engineer’s fees, electrification and 

installation charges (which normally come to 10 per cent of the value of machinery), depreciation, pre-

operation expenses of trial runs, etc., should be duly taken into consideration. Similarly, if any expense is 

to be incurred in remodelling, repair and additions of buildings should also be highlighted in the project 

report. 

2. In accounting, working capital means excess of current assets over current liabilities. Generally, 

2: 1 is considered as the optimum current ratio. Current assets refer to those assets which can be 

converted into cash within a period of one week. Current liabilities refer to those obligations which 

can be payable within a period of one week. In short, working capital is that amount of funds which 

is needed in day today’s business operations. In other words, it is like circulating money changing 

from cash to inventories and from inventories to receivables and again converted into cash. 

This circle goes on and on. Thus, working capital serves as a lubricant for any enterprise, be it large 

or small. Therefore, the requirements of working capital should be clearly provided for. Inadequacy 

of working capital may not only adversely affect the operation of the enterprise but also bring the 

enterprise to a grinding halt. 

The activity level of an enterprise expressed as capacity utilization, needs to be well spelt out in the 

business plan or project report. However, the enterprise sometimes fails to achieve the targeted level 

of capacity due to various business vicissitudes like unforeseen shortage of raw material, unexpected 

disruption in power supply, inability to penetrate the market mechanism, etc. 

Then, a question arises to what extent and enterprise should continue its production to meet all its 

obligations/liabilities. ‘Break-even analysis’ (BEP) gives an answer to it. In brief, break-even 

analysis indicates the level of production at which there is neither profit nor loss in the enterprise. 

This level of production is, accordingly, called ‘break-even level’. 
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3. Market Analysis: 

Before the production actually starts, the entrepreneur needs to anticipate the possible market for the 

product. He/she has to anticipate who will be the possible customers for his product and where and 

when his product will be sold. There is a trite saying in this regard: “The manufacturer of an iron 

nails must know who will buy his iron nails.” 

This is because production has no value for the producer unless it is sold. It is said that if the proof 

of pudding lies in eating, the proof of all production lies in marketing/ consumption. In fact, the 

potential of the market constitutes the determinant of probable rewards from entrepreneurial career. 

Thus, knowing the anticipated market for the product to be produced becomes an important element 

in every business plan. The various methods used to anticipate the potential market, what is named 

in ‘Managerial Economics’ as ‘demand forecasting’, range from the naive to sophisticated ones. 

The commonly used methods to estimate the demand for a product are as follows: 

1. Opinion Polling Method: 

In this method, the opinions of the ultimate users, i.e. customers of the product are estimated. This 

may be attempted with the help of either a complete survey of all customers (called, complete 

enumeration) or by selecting a few consuming units out of the relevant population (called, sample 

survey). 

Let us discuss these in some details: 

(a) Complete Enumeration Survey: 

In this survey, all the probable customers of the product are approached and their probable demands 

for the product are estimated and then summed. Estimating sales under this method is very simple. It 

is obtained by simply adding the probable demands of all customers. An example should make it 

clear. 

Suppose, there are total N customers of X product and everybody will demand for D numbers of it. 

Then, the total anticipated demand will be: 

N ∑ i=1 DiN 

Though the principle merit of this method is that it obtains the first-hand and unbiased information, 

yet it is beset with some disadvantages also. For example, to approach a large number of customers 

scattered all over market becomes tedious, costly and cumbersome. Added to this, the consumers 

themselves may not divulge their purchase plans due to the reasons like their personal as well 

commercial/business privacies. 

(b) Sample Survey: 

Under this method, only some number of consumers out of their total population is approached and 

data on their probable demands for the product during the forecast period are collected and summed. 

The total demand of sample customers is finally blown up to generate the total demand for the 

product. Let this also be explained with an example. 
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Imagine, there are 1000 customers of a product spread over the Faridabad market. Out of these, 50 

are selected for survey using stratified method. Now, if the estimated demand of these sample 

customers is Di, i.e., it refers to 1 2 3….50, the total demand for the entire group of customers will 

be 

50 ∑ ni Di = n1 D1 +n2D2 + n3 D3…….. n50 D50 

Where n, is the number of customers in group i, and n1 +n2 + n3….n50 = 1000. 

But, if all the 1000 customers of the group are alike, then the selection may be done on a random 

basis and total demand for the group will be: 

(D1 D2 + D3 +D4…D5) 1000 /50 

No doubt, survey method is less costly and tedious than the complete enumeration method. 

(c) Sales Experience Method: 

Under this method, a sample market is surveyed before the new product is offered for sale. The results 

of the market surveyed are then projected to the universe in order to anticipate the total demand for 

the product. 

In principle, the survey market should be the true representative of the national market which is not 

always true. Suppose, if Delhi is selected as a sample market, it may not be a true representative of a 

small place, say Silchar in Assam simply because the characteristic features of Delhi are altogether 

different from those of a small town like Silchar. 

Again, if we select Agra as a sample market, sales in Agra would be influenced by the size of the 

floating tourist’s population throughout the year. But this feature is not experienced by many other 

places again like Silchar in Assam. 

(d) Vicarious Method: 

Under the vicarious method, the consumers of the product are not approached directly but indirectly 

through some dealers who have a feel of their customers. The dealers’ opinions about the customers’ 

opinion are elicited. Being based on dealers’ opinions, the method is bound to suffer from the bias 

on the part of the dealers. Then, the results derived are likely to be unrealistic. However, these hang-

ups are not avoidable also. 

 

2. Life Cycle Segmentation Analysis: 

It is well established that like a man, every product has its own life span. In practice, a product sells 

slowly in the beginning. Backed by sales promotion strategies over period, its sales pick up. In the 

due course of time, the peak sale is reached. After that point, the sales begin to decline. After, some 

time, the product loses its demand and dies. This is natural death of a product. Thus, every product 

passes through its ‘life cycle’. This is precisely the reason why firms go for new products one after 

another to keep themselves alive. 
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4. Technical Feasibility: 

While making project appraisal, the technical feasibility of the project also needs to be taken into 

consideration. In the simplest sense, technical feasibility implies to mean the adequacy of the 

proposed plant and equipment to produce the product within the prescribed norms. As regards know-

how, it denotes the availability or otherwise of a fund of knowledge to run the proposed plants and 

machinery. 

It should be ensured whether that know-how is available with the entrepreneur or is to be procured 

from elsewhere. In the latter case, arrangement made to procure it should be clearly checked up. If 

project requires any collaboration, then, the terms and conditions of the collaboration should also be 

spelt out comprehensively and carefully. 

In case of foreign technical collaboration, one needs to be aware of the legal provisions in force from 

time to time specifying the list of products for which only such collaboration is allowed under specific 

terms and conditions. The entrepreneur, therefore, contemplating for foreign collaboration should 

check these legal provisions with reference to their projects. 

While assessing the technical feasibility of the project, the following inputs covered in the 

project should also be taken into consideration: 

(i) Availability of land and site. 

(ii) Availability of other inputs like water, power, transport, communication facilities. 

(iii) Availability of servicing facilities like machine shops, electric repair shop, etc. 

(iv) Coping-with anti-pollution law. 

(v) Availability of work force as per required skill and arrangements proposed for training-in-plant 

and outside. 

(vi) Availability of required raw material as per quantity and quality. 

5. Management Competence: 

Management ability or competence plays an important role in making an enterprise a success or 

otherwise. Strictly speaking, in the absence of managerial competence, the projects which are 

otherwise feasible may fail. 

On the contrary, even a poor project may become a successful one with good managerial ability. 

Hence, while doing project appraisal, the managerial competence or talent of the promoter should be 

taken into consideration. 

Research studies report that most of the enterprises fall sick because of lack of managerial 

competence or mismanagement. This is more so in case of small-scale enterprises where the 
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proprietor is all in all, i.e., owner as well as manager. Due to his one-man show, he may be jack of 

all but master of none. 

8.3 Analysis of Financial Statements 

(A) Meaning 

The process of reviewing and analysing a company’s financial statements to make better economic 

decisions is called analysis of financial statements. In other words, the process of determining financial 

strengths and weaknesses of the entity by establishing the strategic relationship between the items of 

the balance sheet, profit and loss account, and other financial statements. 

 

The term ‘analysis’ means the simplification of financial data by methodical classification of the data 

given in the financial statements, ‘interpretation’ means, ‘explaining the meaning and significance of the 

data so simplified.’ However, both’ analysis and interpretation’ are interlinked and complementary to each 

other. 

 

(B) VARIOUS TOOLS/TECHNIQUES OF FINANCIAL STATEMENT ANALYSIS 

 
 

 

 

1. Comparative Statement Analysis 

A. Comparative Income Statement Analysis 

B. Comparative Position Statement Analysis 

2. Trend Analysis 

3. Common Size Analysis 

A. Common size Income Statement 

B. Common Size Balance Sheet 

4. Fund Flow Statement 

5. Cash Flow Statement 

6. Ratio Analysis 
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1. COMPARATIVE STATEMENT ANALYSIS 

Comparative statement analysis is an analysis of financial statement at different period of time. This 

statement helps to understand the comparative position of financial and operational performance at 

different period of time. Comparative financial statements again classified into two major parts such as 

comparative balance sheet analysis and comparative profit and loss account analysis. 

 

A. Comparative Balance Sheet Analysis 

Comparative balance sheet analysis concentrates only the balance sheet of the concern at different period 

of time. Under this analysis the balance sheets are compared with previous year’s figures or one-year 

balance sheet figures are compared with other years. Comparative balance sheet analysis may be 

horizontal or vertical basis. This type of analysis helps to understand the real financial position of the 

concern as well as how the assets, liabilities and capitals are placed during a particular period. 

B. Comparative Profit and Loss Account Analysis 

Another comparative financial statement analysis is comparative profit and loss account analysis. Under 

this analysis, only profit and loss account is taken to compare with previous year’s figure or compare 

within the statement. This analysis helps to understand the operational performance of the business 

concern in a given period. It may be analysed on horizontal basis or vertical basis. 

 

2. TREND ANALYSIS 

The financial statements may be analysed by computing trends of series of information. It may be upward 

or downward directions which involve the percentage relationship of each and every item of the statement 

with the common value of 100%. Trend analysis helps to understand the trend relationship with various 

items, which appear in the financial statements. These percentages may also be taken as index number 

showing relative changes in the financial information resulting with the various period of time. In this 

analysis, only major items are considered for calculating the trend percentage. 

 

3. COMMON SIZE ANALYSIS 

Another important financial statement analysis technique are common size analysis in which figures 

reported are converted into percentage to some common base. In the balance sheet the total assets figures 

are assumed to be 100 and all figures are expressed as a percentage of this total. It is one of the simplest 

methods of financial statement analysis, which reflects the relationship of each and every item with the 

base value of 100%. 

A. Common Size Income Statement 

 A common size income statement is an income statement in which each line item is expressed as a 

percentage of the value of revenue or sales. It is used for vertical analysis, in which each line item in a 

financial statement is represented as a percentage of a base figure within the statement. 

B. Common Size Balance Sheet 

A common size balance sheet is a balance sheet that displays both the numeric value and relative 

percentage for total assets, total liabilities, and equity accounts. Common size balance sheets are used by 

internal and external analysts and are not a reporting requirement of generally accepted accounting 

principles (GAAP). 

 

https://www.investopedia.com/terms/b/balancesheet.asp
https://www.investopedia.com/terms/a/asset.asp
https://www.investopedia.com/terms/t/total-liabilities.asp
https://www.investopedia.com/terms/e/equity.asp
https://www.investopedia.com/terms/g/gaap.asp
https://www.investopedia.com/terms/g/gaap.asp
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4. FUNDS FLOW STATEMENT 

Funds flow statement is one of the important tools, which is used in many ways. It helps to understand the 

changes in the financial position of a business enterprise between the beginning and ending financial 

statement dates. It is also called as statement of sources and uses of funds. Institute of Cost and Works 

Accounts of India, funds flow statement is defined as “a statement prospective or retrospective, setting 

out the sources and application of the funds of an enterprise. The purpose of the statement is to indicate 

clearly the requirement of funds and how they are proposed to be raised and the efficient utilization and 

application of the same”. 

 

5. CASH FLOW STATEMENT 

Cash flow statement is a statement which shows the sources of cash inflow and uses of cash out-flow of 

the business concern during a particular period of time. It is the statement, which involves only short-term 

financial position of the business concern. Cash flow statement provides a summary of operating, 

investment and financing cash flows and reconciles them with changes in its cash and cash equivalents 

such as marketable securities. Institute of Chartered Accountants of India issued the Accounting Standard 

(AS-3) related to the preparation of cash flow statement in 1998. 

 

6. RATIO ANALYSIS 

Ratio analysis is a commonly used tool of financial statement analysis. Ratio is a mathematical relationship 

between one number to another number. Ratio is used as an index for evaluating the financial performance 

of the business concern. An accounting ratio shows the mathematical relationship between two figures, 

which have meaningful relation with each other. Ratio can be classified into various types. Classification 

from the point of view of financial management is as follows: 

● Liquidity Ratio 

● Activity Ratio 

● Solvency Ratio 

● Profitability Ratio 

 

8.4 Non – legal Measures 

The various non-legal measures for recovery of dues includes the following: 

1. Recovery through Private Agencies 

2. Follow-up Action 

3. Settlement for Recovery of NPAs 

4. Recovery Camps 

5. Recovery through Self-Help Groups (SHG) 
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8.5 Legal Measures 

The various legal measures for recovery of dues includes the following: 

1. Debt Recovery Tribunal 

2. Lok Adalats 

3. Guidelines for Companies in Trouble (Corporate Debts) Corporate Debt Recovery System 

4. Recovery under Securitisation and Reconstruction of Financial Assets and Enforcement of 

Security Interest Act,2003. 
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