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e Banking, Centra Ranking, Indian Banking and the Reserve Bank of India. The last section

.. PREFACE

 This book deals with the topics in Money and Banking (Theory and Practice) included in. -

" the svliabus for the Second Year of the B.Com., course offered by the Andhra Pradesh Open:

" University. These topics generally cover the “core” area of the subject to be studied in the = -
~Second Year of the Three Year Degree Course in Commerce (B.Com,,). The syllabus for the
"_sake of convenience is divided into Blocks, each of which" comprises a number of units. Each -

- Block generally covers a spécific area of the subject. The units ar¢ prepared by specialists in ) B
- accordance with a format sé designed as to enable the student to read and understand them =~ . §
" without:much difficulty. Each unit begins with a statement of its objectives followed by contents -~ 7.
and:has at its erid questions intended to test the student’s comprehension of its subject matter.
. Aechnical terms with which the student may not generally be familiar are given at the end of -
' each unit under the head, “Glossary”. I -

As we all know, Money’flays an important roe in_economic life. It facilitates many.
economic activities like production, trade, public finance, etc. The economies would not have
‘beepalevéioped without the use of money. ' ST

Banks occupy a pivotal position in the economy of any country. They help in the development
of commetce and trade by mobilising deposits and advancing loans to the industrial sector. Banks'

_ -have become indispensable to the modern business world as they provide various segvices to.
" business-men as aiso theé general public. It is for this reason that ‘Money and Banking * forms' -
-~ an important subject of study4n the B. Com., course., ' S
©_ The course raterial of this paper is divided inte three-sections. The first section deals with
Money, Funct' .- of Money and Theories of Money. , The sccond section explains different
topics related te Banking (theory). This section discusses such important aspects ag Commercial
_covers in gener -2 Law and Practice of Banking and in particular, the Banker-Customer .~ .~

relationship, Type .- Accounts, Negotiable. Instruments taking into account ‘the latest trends -

* and changes in the Law and Practice of-Banking in India.

The Universiry hopes that this matéft-ial_‘.will.help the student to get acquainted with the
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3 1 0 AIMS AND OBJECTIVES

In_ __thJs Unit, we mtroducc you the Bartcr system cxplam the evnlutlon of Money and
concentﬁate on klnd 5, characterstlcs and various functmns of money ' -

By the end of this unit, you should be able to:

* mentlon the inccnveniences of the barter system

—

* _cxplam how the * moncy is invented. apd what are the dlffcrcnt stages in the evolutlon of

"' expalrn the mearmg of the term money and dcf ine ity

. explam the. different kinds of money; ‘and
*. descnbe the char acterstlcs and functaons of money :

- 1-.1 I.N'TRODU(:TION'I

_ "Mopey is an important invention of man. It is the centre around which the QCOI;IOH’IIC__ '
* -science is built. Money has made possible rapid economic progress. Marikind is 5o accustomed
to. its use that it does not think of dospensing with it. In fact, the present .day. economy 8

jabour, mtroductlon of large scaie productlon of goods and services and extent:on of various

dlsmbed as ‘money’ economy. It has facilitated the, reahsatlon of the advantages of division.of-; o



-

forms of hlmness and financial transactions. It is not an exaggeration to say that the present

economic development of most of the countries would not have been possible without the use
of money. : - - :

This unit explains diﬁérént aspects of moncy and the Tunctions it perfomﬁ.
12 THE BARTER SYSTEM AND ITS INCONVENIENCES

But the case of money is only a subsequent development. In the beginning, man tried to get
the goods he did not produce but which were essential for his existance from others on barter
system. Some men produced certain goods in quantities which exceded their consumption. Thus
one man having surplus of one commodity-say rice-and needing antoher-say vegetables-searched
~ for a person who required rice and had surplus vegetables to offer for rice. This act of direct
exchange of one commodity for another without the meditation of money is called barter. “Thus,
barter is direct. exchange of goods for goods. - ' L , '

This simie process might have worked well when transactions were few. A number of

difficulties arose with the increase in economic activities. These are explained below. -

i) Lack of double coincidence of wants

Barter is inconvenient and time-consuming as it requiresdouble coincidesce of wanis. A

person who wants to exchange his goods for other goods has to find out another persan Who

has what he wats, and who at the same time is willing to take what the other man-offers. For

exampie, let’s say there is a person who has cloth over and above his requirements but wants

ricc. He must search for a person who can take his cloth and give him rice though there may

be a per=on ready to part with rice he may not require cloth. So this transaction cannot take
- place due to the lack of doubie coincedence of wants. '

it) Lack of common measure of value

The value of each commodity in terms of every other commodity entering exchange is to be

computed under the barter system. The absence of any common unit interms of which the values

of different goods and services could be measured and expresse.. 4 serious short-comming
of the barter system.At one time,cloth may have to be measured in terms of grain, at another

. time, in terms of shoes, and so on. As there are innumerable variets of goods, different in’
- quality and size, it is difficult to measure the value of one in terms of the other. Consequently,in -~

barter economy, the modern facilities of life resulting from specialisation cannot be provided to

mankind. It is very difficult to compute the net worth of an individual or business due to lack

of a common unit under this system.
i) Indivisibility of certain goods

‘Also ‘there are certain goods, which are more valuable, but which cannot be divided if a
man wants a small quantity of rice but had only a cow or horse to exchange, what should he do?

iv) Difficulty in the exchange of services

- Itis all the more difficult, when services are to be exchanged. The story is told of a _Pr_énch
singer who gave performances on an island and was paid in terms of pigs, goats, apples, bananas,

ctc. The pigs and goats ate up the fruits and other eatables and the singer had to give many -

morge performances to earn food for the pigs anil goats,

*~ There isafurther difficulty in the baarter systemwhere the commodities cannot be preserved
for a long time,because,they perish or lose value. S - E

r;\ 3




—

- Thus, we see that, although inlpr'imiti_\{c_times, the. barter _system worked out satisfactorily
it became ineffective with the growth in size of the €cOnomy. ' S

vi) Difficulty in transporting ethangeg goads:

The goads exchanged in Barter system have also 'probtcm of transporting from one. place

' _t'd'another._ c _
' CHECK YOUR PROGRESS - 1

»  State the inconveniences of barter system.

1.3, THE INVENTION OF MONEY

e Ih"":‘féx:t,_ money deserves to be ranked high among the 'outstanding inventions in the entire
history of mankind. The problem of expressing the value of each article in terms of all others is

" " solved; the values of alt commodities are expressed in terms of single commodity, ie., money.

To overcome the disadvantages of barter, money was invented. Money was first used as an

~ unit of account or measureof vatue in terms of which the value of all other things was measured.

A pérson who has an articie to exchange_sel_ls it for money and with the money got he

purchases the goods he wants. Money has facilitated exchange and made possible the present
‘complex economic prganisation based on division of labour and specialisation. B

As already mentioned it would be no exaggeration to say that economic progress of the

“present day. dimension would not have been possible without money. "Money is one of the most

fundamental of all man’s invertions. Every branch of knowledge has its jfundamental.di_scovt:ry.
In mechanics it is the wheel, in science the fire, in politics the vote. Similarly, in Econpmics,
in the whole of man’s social existence money is the essential invention on which all the rest is .

1.4 EVOLITION OF MONEY

E Different stages in the 'cvnlutioﬁ of money are cxplaiﬁed helow:

i) Commodity Money

Primitive money took the form of commodity money. The particular commodity chosen
as money depended upon various factors like the location of the community; climate; cultural
and economic development of the community, etc. For. example the communites living by the
sea-shore chose sheils or fish-hooks ds medium of exchange. .The cow, sheep and goat.were

- used as-units of account and media of exchange for a long time over a large area. But the

“a_'xﬁmai-money” has its own serious disadvantages.

Foltowing is a classification of the commodities used as money .at different times andm

‘gifferent societies.



' indestructability, stability and homogenity. o

1 Conﬁxrﬁér.gd'dds such as rice, fe_é:, salt, fish, fruits, tobacco, cloth, etc,
2. Capital goods such as knives, bu!.}_éts. weapons, etc, '

3. Tokens, scraps, furs, etc, . o .

4, Mctalsf'such as gold, silver, iron, copper, brass, bronze.

ii) Metallic Money

Of the above commodities, metals came to be used almost universally and exclusively. The -
history of metals as money goes back probably to 300 B.C. There are a number of qualities that -
have- tended to make precious metals the most desirable form of commodity meney. Jevons
has classified these in order of their importance: cognizability, utility, profitability; durability,

- Metallic money reached its highest form with the invention and pcrfcction_df the art of

coinage. In the evolution of coinage, the following stages can be distinguished:

i) The first stage : Different shapes or sizes were given to articles which were by nature
uniform in physical character. . '

" i) The second stage : Metals were used in the form of small in gots. These hadisebc
weighed in order to ascertain their value. : . R
iii) The third stage : Merchants put their marks on metal pieces. - } o
1) The fourth stage : Introduction of the milled edge. This enabled any one'fo find oiit
at a glance, wheher the coin had been clipped or interfered with in any way. Further, the coin

was covered over with designs making it impossible to, rub off any portion of the metal.

N v} Th. ﬁfth and final stage : This stage is the emergence of government as the sole autho’titj? _ -
_for minting coins. : _ -

~ As between gold and silver.silver was wsed as money for a comparatively longer period:in
the past. The reason was that gold was too valuable and could not be used for small transactions
such as the purchase of bread or sait, Hovever gold was also used as univer<allv accepted money
with the gradual discovery of new gold mincs. Coins of smalier derominationis wz e made with
silver or copper or bronze to facil itate fransactions of smaller value. T '

iii) Paper Money

After the metallic stage came paper money. Merchants stérted cartying papers showiig
their title to metaliic' money due to the difficulty of carrying gold or silver coins. TiFcourse
of time, these pieces of paper came to be regarded as money and sithmately came under the
control of Governments and central Banks. To begin with, paper money was & mere stbstifute .
for metaltic money. In several countirie$ notes were declared by law to he cor crtible into gold
of a certain weight and fineness. Later, paper money ceased to be convertit:' +, :

At this point you may wonder how paper, which has no intrins’ic_value; is acccptcd as:', '

money. The answer is that any article can serve as money if it is generally accepted as money . .

by everyone in the community. Paper money, though it lacks intrinsic value, possesses the two -
essential qualities necessary for money. It has general acceptance; and, since the supply of paper’
can be restricted, it has also the quality of scarcity. : : _ :
" iv) Credit money S S

. The latest stage in the evolution of money is credit money or bank money. This fmiohey
predominates in the total volume of money in circulation, Credit money refers to bank deposits

. kept by people with banks which they can withdraw at any time they like through an instrument -~ .
. known as the Cheque. This money changes from person to person in the form of cheques; -
- drafts, etc. Most of the transactions in business and industry today are settied through bank
noney. : : : : . _

L)
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The evolutlaon and deve!opment of money can be summansed in the follomng chart

I . IR : EVOLUTION AND DEVELOPMENT OF MONEY -
* Barier )-_CornmodnyMoney R, ,.PaperMoney % Credtt Monay
T 1 | — P -
consumpuongoods . Capitsed goods Tokens . Mgtals
S . L.  oney A TR - . L

: CHECK YOUR PROGRESS 2

What are the d;ffe:em stages in the evolution of money"

'1 5 MEAN[NG AND DEFINATION OF MONEY

Haymg d&scusacd thé invention and evoiutlon of money we now tirn to explam the meamng :
and defination of the term money 1t is difficult to define the term ‘money’ compréhensively.
In simple terms, it is stated that money is what money does”. This is no definition because

money can be called money. In that sense, coins; cheques and b1|ls are money

. . Crowther deﬁnes money as anything that is generally aeeeptable as a means of exehange
R and at the same time acts as a measure and as a store of vaiue

R Rnbertson also defines it as “anything which is mdely aocepl:ed in payment for goods orin .
A ' dlscha.rge of other kinds of business obligation”. :

Keynes defifies money- as. “money is that by the delivery of ‘which déebt-contracts and- .
price-contracts are discharged and in the shape of which general purchasmg power is held"
Thu& general acceptablht} 1s the necessay eond]t:on for money. :

: The truth is that any complete definition of money should embrace all the essential functions -
which money pcrforms in the country. Money must be something that performs all the three'
o lmportant functmns of medium of exchange standard of value and store of value. S

16 KINDS OF MONEY

we now briefly explain the different kinds of money

o l) Common money and bank money

. Common money whlch is othermse known as legal tender money forms the basxs for bank
money Legal tender money is the money w!ueh is backed by law '

we have to ask again: what is it that money does" Anything which performs the functions of -



Now-a—days most of the payments are by means of chcques drawn against current and

savings deposits held in banks. These cheques are called bank money. Demand deposits act as

medium of exchange, they serve as:a store of vafue. Bank deposns against which cheques are

drawn are simply acknowledgements of private debts expressed in-terms of Money- of-account

They are not money but clmms agamst money
il) Commodity Money

Commodity money is composed of actual units of some freely obtainable, nunmonopohscd
commadity chosen as money. Commodity money is also termed -as full bodied money because
the real or commodity value of the money material and its face value do not differ. In other

‘words, its real vaiue is equal to its face value. That’s why it may also be called standard money

Along with standard money {also known as ful! bodied money) token money also-existed

side by side. We may define token money as the money ‘whose value is materially greater thian

the stuff of which it is composed’, The face value of token coin is greater than 1ta real value
iii) Representative Money N o

Representauve money may be made either of cheas mataior Coivertible p paper mﬁ'iey

‘The 1mportant ﬂ'ung 16 Témember is that representative money is valued not for its own sake-
but for the sake. of the commodity money which it represents. These notes were earlier backed .

by 100% metallm rescrves possessed by the central bank of the country.
iv), Mmged Money :

In course of time, the demand for money increased owing to the great increase in population
and the volume of business transactions,The supply of money could not be increased to meet

the demand if 100% reserves were to be Kept. This led to the reduction in the proportion of

gold reserves in relation to the notes issued. This did not affect the convertibility of notes into

gold as all notes issued were not presented for conversion at any singlé point of time. Under _

this type of arrangement the supply of money was managed so as to correspond to business
conditions. _ _

v) Fiat Money |

FIAT money has absolute elasticity, and can be managed accordmg to thc rcqulrement of s

trade and business.The three salient features of fiat money are;
1. It has little or no value as a commodity:

2. It is non-redecmable into any commod;!y whose value is equal or near-equal to its face or
‘tegal value; and .

3. Its purchasing power is not kept at par w1th that of gold or silver in whch it mlght have
been formeriy convertible. .

17 CHARACTERISTICS OF GOOD MONEY

. The follwing are essential Characteristics of ‘good money’:
I) Cognizability

The common man must be able to recognise money easily and -quickly. If paddy is to act
as money, it is not possible for a person lacking knowtedgc of paddy to identify the quality as
‘there are hiindreds of varieties of paddy. But gold s recognised by all men whether they are

educated or uneducated. It is to meet this requirement of cognizability that cnrrency netes a:e.

printed in different sizes, colours and with distinct designs.

25
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i) Utility and value T

Money is that which is w1dely accepted General acceptability is fulﬁlled 1f an arttcle is
useful and valuable. Vaiue can be attributed to a commodity through scarcity. A commod:ty
should have not enly utility but also scarcity. Commodity and metals have utility unlike paper.
Paper becomes worthless if it is declared itlegal. Metals satisfy the qualities of utility and value - -
and also other qualities while commodities satisfy only the quality of utility. Thus, metals are .
preferred to other forms of money. However, value can be attributed to paper also by giving
legal prorecnon and creatmg scarcrty :

fii) Portability

. Material used for money should be easily carried with us. Bulk commodities like bricks,
cows, iron, etc., cannot be easily carrieed. Metals like gold, Silver can be easily carried in.small -
quantities. But metals are also sometimes bulky if carried in Iarge quantities. Paper money is
the most hlghly portable money which can be carried in pockets :

'w) Divisibility

‘The material chosen as money shoutd be capabie of being divided. In this division, it should

. .motose its value. Gold and silver have this character. The value of gold and silver can be

" determined on the basis of the weight of each piece. Thus every metal possesses this character.

" Some goods do not posses this character. For example, cow. If we divided a cow mto picces

. the original material itself is wasted. So many commodities cannot be used as money. But in -
the case of paper, it can be divided by converting it into lower value currencies. ' .

v) Indestructibility

~ The material used for moaey must be durable and indestructible. Thls quallty is essentml o
if money is to satisfactorily discharge the functions of store of value and standard' “of deferred

' payments. “But’ commodrtles like vegetables, cows, etc.,, are not durable, whereas me:als are

lnghly durable Paper is no doubt; perishable but it can be replaced wlth expense.
vi) Stability
The value of material used as money should not frequently change Instabsllty teads to

_ unacceptability by people in the community. Paper money can also be made stable, but in times .
-+ of war, its stability is lost. Metallic supply is under nature’s control while paper supply is vnder

maﬁ*ﬁ oontrol whlch is ever changmg. So precnous metals are more stable in their va{ues

. vii) Hmnogeneity

'Homogeneity means that the substance shall be umform in quahty One com should ot
be supermr to another. Both paper and metals satlsfy this condition. _ .

1.8 FUNCI‘[ONS OF MONEY

‘Money performs certain lmportant flmcmons which can be grouped into the following three

' categories.

1. Primary functions,
2. Secondary_fl_mction,and
3 Contingent functions.

181 PRIMARY FUNCTIONS

Under ths category are mcluded the most. rmportant functions which money must pe:fprm'
m every: country ' . .



"L Medium of Exehahge : By acting as the mc'd.ium of exchangé, ';rrfoh_éy has becomé  © "

universal commodity, i.e., an intermediary against which all goods aré exchanged. As Crowther
remarks “money has become the first broker™ It bridges the gap between two parties to a

traiisaction that exists in a barter economy owing to frequent lack of double comcuicnce of

wants. Thus the use of morrey faal:tates sale and purchase of goods and services,

2 Standard of Value or Measure of Value Whenever a commodxty serves as a med;um.

-of exchange, it is natural to express values, make contracts and keep accounts in terms that.

“Money is the vehicle of our thoughts, prices, and worth”™. The monetary unit, which, is used
by all as a medium of exchange, furnishes a common measures of the heterogeneous values of

goods and services,

It must, however, be remembered that 'r'nonejr does not provide’a measuring stick-of prices

in the same that ‘tany physical units do. Monéy ifself possesses no absolute value. The price

merely expresses a ratio in terms of monéy-the vahie riot measured by but expressed in money,:
Hence some writers propese to abandnn entlrely the expression - “Standard of vaiue” and prefer '

to use “Measuring of Value”.

. L 8.2 SECONDARY FUNCTIONS

1. Standard of del'erreﬂ Payments Money not only sewcs as a standard in munediaw.._:. ;

transactlons, but payments cuie in fatute are also expressed in terms of the moneytary unit.’

Moncy associates the present with the ﬁmlre and for this assoc:atton to be*satlscactonly

pcrformed there must be a reasonable degree of stability in its value.

The importance. of this function having greatly increased in recent times,. much of the
modern policy has centred around the efforts to achieve a more adeguate standard of deférred
payments. . _

_ | 2. Stnre of Value : Money acts par excellenee as a store of vamc or general purchasmg o
- power in dlsposable form. A sansfax:tory medium. of exchange must be stable in value and this .

characteristic permits money to serve as a means of storing up value for indefinite periods.
To-day the individual merely keeps on hand the amounts of money he needs and mvests the
balance for the sake of a return. But in times of economlc uncertamt!y, m(mf’y tends to-act as
a store of value in a grcater degree. . . :

3 Guarantor of solvency The funcﬂon of money as k] guarantor of sclvency, though-_-__: e g

| consnderecl as an additional function, is related to the function of money as a store of yalae,
. The holding of a certain proportion of the assets in the form of liquid money on the part of

individuals, banks, companies, etc., will prevent the seizure of their properties by their creditors. -
They are said to be solvent, hovever rlch they nnght be, only when they meet their obhgatlaons- _

as they fall due.

4. Transfer of. Value Secondary function af money relates to its use as a mechum of

transfer of value. Though money value is easily and quickly transferred from one person and.
place to another, it does net involve any difficulty to transfer one crore of rupees, from one -

place to another through the device of cheque, draft, etc.
1.8;3 -CONTINGENT FUNCTIONS
Prof. Kinley speaks of thc contingent funcnons which arise from thc charcterxstlcs of the'
stages of economic life. They are four m number. : S
1. The distribution of national income; '
2. The cquahsatton of marginal utility in cxpendrture

-3, Furnishing of a basis for credit system; and
4. Imparting of a general form to capital.”

¥
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1. Distnbut:on of Natmnal Tnmme. Money fac:lltatcs thc distribution of natlonal mcome _
between factor-owners Tn the absence. of money, the dwtfibutm of the joint product which m'_' -
many cases is indivisible among various claimants would have bccn impossible. By fac1htatmg N
‘the dlstrlbutlon of natl(ma] product, money has mddc economlc progrcss p0551ble o

2. Equahsatlon of Marginal Utlllt}' in Expenditure: In modern times, every commodity is
. procured through the medism of money Scincé money is the only commodlty which' can be
distributed among the competing uses in different (uantities, a consumet applies the prmclplc of
maximum satisfaction by purchasmg guantities 6f various goods with a given amouirit of money
Through the use of money, producers are also enabled to maximise theu' returns by silbstltutmg N
one factor for anothu at the margm :

3. Basis for Credit System, Money is. the basig of ‘credit money whlch plays an lmportant S
role in the development of modern economic system. It is a cash reserve to ensure solvency
and guarantcc the payment of credit transactions. :

o 4. .General farm of Captal: Finally modern busmess utilises money to gwe a liquid form -
“to capitat. By keeping the wealth in cash- balance we 1mpart hqmdlty to it, because it can be
readily converted into any form at any time.’ .

Cleariy the so called contingent functions of money are mereiy the advantdges that acrue
£o' socxety from using money as a medium of exchangc and the measure of value.

These functions of money can be summarised in the foliowing chart;

FUNCTIONS OF MONEY
-

“Primary Sedondary : _ . Contingont
.. otr 1 r o T b 7o i .
Madium of exchange - Measure of value . Standard of Store of Guarantor of  Transfer of o
’ ditferred payments  value | sokency  ofvale - ‘
[ - . - - ) - - B ]
Distribution of . Equa!isallclm of marginal - Basis of Crleeil money . General forms of caplial

National Income utilityof expendiitre

CHECK YOUR PROGRESS - 3

19 SUMMING UP

_ Before mventmg money, the barter System was in practlcc Bartcr is the d:rect cxchange of

goods for goods. Barter system had a number of difficulties, such as Jack of double coincidence

o . of wants, lack of common measure of value, indivisibility of certain goods, difficulty n storing

] - value, etc. To overcome these disadvantages of barter, money was invented. Primitive money

; “took the form of commodity money. After commodity meney, metal was used as money with
the invention of the art of coinage. After the metallic stage came paper money. The latest stage
in thc evolution of moncy is credit money.




Money can be simply defined as anything which is generally dcceptable as medium of
exchange. There are diffirent kinds of maney, viz, cositmon money, bank money, representative
money, fiat money, etc. Good money should have: certdin characteritics Jike cognizability,

portability, Diifis'ibjli_ty, indestructibility, stability, gtcl"-'-'-_.

Money performs certain important functions viz., primary functions, secondary functions .
. and .contingsn_t.fgnctiops. Primary functions include basic functions, ie., mediun of exchange
- and standard of value. Under secondary functions, money acts as standard of defferred payments,
store of value, guarantor of solvency and transfer of value. Contigent functions of money include
the distribution of social income, the equalisation of marginal utility in expenditure, basis for

credit-system and imparting of a general form to capital.

L10 CHECK YOUR PROGRESS; MODEL ANSWERS = -

1) Lack of double coincidence of wants
- il) Lack of common measure of value
ity Indivisibility of certain goods
i) Difficulty in the exchanged of services

v) Difficulty in storing value.

vi)” Difficuity in transporting exchange goods.

2. i)  Commodity money
© i) Metaltic Mone_y |
.. iti) Paper Mohey
W) Credit Money

3 -'Mo'ney-may be defined as anything which is generally accepted and used as a medium of
- exchange as well as a measure of value.Its functions are: ' - :
- a) primé_ijrﬁmctions
1) Medium of exchange
_ii}' Measure of vallie_

b) Secondary functions

i) Standard of deferred payments

i) ‘Store of value

i) Guatantor of sdl_vency
. ) Transfer of value

¢)- Contingent functions

' i). Distribu_ti:on of social income
if) ‘Equalisation of marginal utility in cxpenditure
iii) Basis for credit system '
o i'\'i'): .Imﬁarting of a general form to capital.

10




111 MODEL EXAMINATION QUESTIONS

A, ESSAY QUESTIONS

O SV R

" List out the charactensncs of good money

Answer the: followmg in about 3@ lines each:

What do you understand by the term ‘Barter system'? Expahn the 1nconvemences of barter _
system .

Dcscnbe the stages in the e\»;olution of money.
Deﬁne money Explam the various kinds of money"

Fl

E‘.xpallrl thc functlons of money.

B. SHORT QUESTKONS

10
o

@ g oo

: Answer the following in about 15 lines each:

Expalin the process involved in Barter system,
What are%hc inconvenicnoe_é of barter system.

- What are the stages in evolution of money ?
‘What do you mean by money ?

What are the primary functions of money 7
What are thc dlffcrent kinds of money‘?

U1 12 REC()MMENDED BOOKS

X

L Crowther.G ._ R An out line ‘of Monﬂy -
| 2. nganML. o _ : Money, Bankmg and Indcrnanonal Trade -
3,Sundaram KPM : Mo_ney. Banking, Trade & Finance . |
4. Valsh MC : : Money, Banking and Intematidhal Trade. |
113 GLOSSARY ~
.’ﬁank Mt].l'_lesf. ' . S Bani; Deposits against which ﬁheqﬁés (;an_bé.issued._
_.'_j_ _Barter o C -+ Exchange of"g'oOds for withoﬁt the use of _n_jon_éy. _'
" Fiat Money o ; Moncy which has absoiutc cIaSEICItY _
" Legal ‘l_'msler Money o : .currency and coins issmid by a central banl\md govemmcnt.,
Maﬂagéd Monej " S Money lssued wrth !csa than 1ﬂﬂ"r me zmizc reserves.
.'.R:eprc::_séntlal':i.ve.'l\'_vléh'ey. . Money issied wuh 100% mettmc re‘;ervc%
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'UNIT-2 : MONEY ECONOMY
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* Distinguish the modern view from that of cla.ssmai view about the rolc of money in an.

2.4.1 Merits

2_.4.2 Demerits
2.5 Summing Up
2.6 Check Your Progress : M -dei Answers
2.7 Model Examination Questions '
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29 Glossary

2.1 AiMS AND OBJECTIVES

- This unit aims at explaining the classical and modern view poir~  .aut the role of money

in an economy and discussing ¥ ¢ features of money economy and m 5 and demerits there of. -

At the end of this unit, you should be able to:

- economy;
* Ident_ify the features of money economy; and

* list out the merits and'd_emeri_ts of money economy

2.1 INTRODUCTION

An economy in which the transactions are settled through the medium of money is known -
~ as money economy. In this economy, the economic behaviour of individuals and institutions -
is largely influenced by money. The influence of money is found not only in the production
of goods and services but also in their consumption. While each producer ‘tries to. maximise -

profits, each consumer tries to maximise his satisfaction in the best possible manner. However,

the influence of money on the economy is subject to controversy among the économists: In this °

connection, it is relevant to discuss the views of classical and modern econenusts o the role of
money in an economy.

22 CLASSICAL AND MODERN VIEWS ON THE ROLE OF MONEY IN .

AN ECONOMY -

economy.

12

Now, we discuss the classical and modern views on the role of mongy in the

e




: 2.2.1 CLASSICAL VIEW o

'l"he classical economists felt that the real sector of the economy rcmamed separate from the

monetary economy. Consequently, changes in money supply influenced only the absolute price

level without any influence on aggregate employment and output. Thus :classical economists’
view that money is a passr\fe factor in the economlc system. ' '

222 M(_)DERN'--_VIEW CIRCULAR FLOW OF MONEY

. In contrast to. the classical view, modern economtsts. hold the view that money has an
important role in influencing the functioning of the economy by affecting the aggregate output
and employment. Modern economists give more vaiue to money in their economic planning as

-.changcs in money supply exert their’ influence on the functioning of theeconomic system. In '

- their view, if money is out of order, it has its ‘effects on the smooth funétioning of the économy

in one way or the other. Increase in the flow of money results in increase in aggregate output
meloyment -and increase in prices. As against this, decline in aggregate spcndmg results in:
decline in. purchasing. power, prices, output, and employment in the economy. This does not -
mean that monetary economy creates resources if these are lackmg in; the country. Monetary
economy cannot bridge the gap in the natural resources or the scarcity of capital goods or the

" ... backwardness of technology. But an appropriate policy of monetary economy when planned ard
: managcd properly may act as a catalist to increase and maintain the actual rate of production

nearer to the productive capacity of the country. In the same way, monetary policy is only

~ one of the factors. influencing the distribution of income and wealth among the members of
al country The modern economists’ view becomes more clear when we siudy circuldr flow

of money in an econonty which explains the influence of money on economic activities like
productlon, cmployment and distribution. &

Circutar Flow of Money in an, Eoonomy

 People pursue dlfferent occupatmns and hold different economic- pos:tlons_ ln their dual

: role as producers and consumers, they operate multifarious operations causing continuous flow
of money in the form of receipts and payments. Money spent by the consumers for the purpose
of purchasing various goods and services is received bu the retailers which in-turn is sent to

- wholesalers, who pass it.on to, producers. A part of this flow is directed to the exchequer in

the form of taxes. The manufacturers use the money proceeds to pay for the factory services,
raw. materials, technotogy, and to employces in the form of wages.and salaries. In other words,
money flows back to household sector in the form of payments made for rendering factor
#¥ices in the form of wages and salaries, interest, rent, profit, remunération, ete, A portion
of incotés 'of the households may be diverted to the government in ‘the form of taxes. Much -
‘of this amount generated from business and household sectors also flows back in the form of
subsidies, various. payments made by the government. inciuding the salarics to its’ cmployces
Thus the bulk of the money remains active inr a continuous circular flow. The circular flow of.

. money in the economy should remain undisturbed for the smooth functmnmg of the economic '

actmty 15 sub;ectad to chaos. The fol!owmg 'diagram shows flow of money in thﬁ €conomy.

2. - Business Recaipls. . ' 1. Cost of livitg -

Cand, Daymod s {mibsidies) thom S -
P —
-Bus.noss | irma [ Cvormmod

-SSP s P
. [N TIFLTE ST Es ] ‘]’
s .

~ T Taxm Silarins, !'.rrvims.:_._/_' e

s . i -
\ Te— ... ¥actor or Resource seevices o P
. _actur ace e
M O -

e Mpney (Rert, wagus, irkearest de.) o oo

S —

3.5 Cont of groduction. . o ’ . 4, Comume's lncome
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. This ﬁiagram shows the flow of money from households to business firms in return for
.. the purchase of goods and services and the flow of 'mongy from business firms to households
- in return. for factor services. This diagram aiso shows the fiow of money from households and

form of payments to factor services and to business.in the form of subsidies.

- During the process of completing the circle, the money fiow takes on _thc'forl'ns of consumers’

" cost of living, business receipts, cost of production; and consumers’ incomes. Consumers’ cost :
-of living are business receipts from the point of view of business frims. Similarly aggregrate .

costs of production and aggregrate costs of prbduct_idn"and aggregate consumers incomes age
the same thing viewed frpm two defferent angles. - R - :

" “Thus this cifﬁular-ﬂow of money shows clearly t_hé-:rdi-e of money in an economy particularlyits

Jinfluence on pro'duct_ion, distribution, consumption and employment as opined by the economists.
- CHECK YOUR PROGRESS - 1 o
. Expalin’in- brief the modern view on the role of money in an _écon()my.

..'o-....-----...-.-.._---.....-..--.-..---...-..--.........--...-....---...,-...- .........
R I T

B I At atrrnaa marrraaee A m Ak s s e s

23 FEATURES OF MONEY ECONOMY

: -An ixnpbrtant-fcét_ut_‘c of monéy'economy as already mentioned above, is that money is
- used freely and widely in settlement of transactions. In other words money acts as a mediam

of exchange in respect of all transactions. All accounts are maintained in monetary units in

this type of econemy. ‘Another important feature of morniey economy is that individuals and
institutions store the values in terms of monetary units. Further all ‘deferred payments are
- discharged through money. . . SRR S

Commercial banks are assigned an important role in money écéﬁomiei They create bank. -

money based on legat tender. money. Bank money plays a wider role in settling the. bus
~ transactions compared to. that of Jegal tender money. Besides commercial banks there is also a

 central bank in the money economy. The central bank, through its monetary policy, influences

~ the volume of money ie, legal tender money and bank money and consequent price level.

~ In a money edonomy monetary forces, in addition to real forces (like productive resources, -

. or_ganis_.atioij, _tcu_:hn'oldgy) .influence the volume and pattern of production, the prices and
distribution of real income among the different sections of the community. For example, an

€xpansion or contraction of money supply may result in expansion or contraction of business .. S
and economic activity. If the central bank of the country does not take due care, an expansion
of money and credit may result in- inflationary conditions in the country and vice versa. In

. fact the role of money will be increased with the expansion of production and distribution,
- Consequently the money authorities will play a significant role in such situations. -Monetary

authorities sanipualte the supply of money in order to stabilise prices, maximise olifput and to-

Jbring full employment.

‘24 MERITS AND DEMERITS OF MONEY ECONOMY

: Ir’igou rightly remasked “in the modern world, industry is closely enfolded in a garment of

N ni_oney”,. 1t is no smail wonder then that many have regarded the history of the money economy
as marking the history of civilisation. But money economy has its own merits and demerits.

. business firms$ to governinent in' the form of taxes and from government to households in the - -

s pu i




241 MERITS N

l) Ta the Consumer The one great ment of money eoonomy is that it enablcs man

" consumer to maximise his satisfaction. He can make the purchases exactly in the proportion .-
which-suits him best, since money has generalised purachasing power. In a moneyless economy
he would come to have more of some commodities and less of others and thus be deprived of .

" the greatest amount of actual enjoyment. Money helps the consumers (0. express their wishes

and preferences for goods and services. Further, in money economy, productlon is adjilsted to
the wishes of the consumers. The producers come to know what people want and how. much.' .
they want through the price mechanism. Then producers adjust their production accordingly.

-Consequently, the country’s limited productive resources are allocated in.the best. possible

manner. It is a different matter if any individual fails to maximise his satisfaction through his -
inability to judge the relative amounts enjoyment, (yleided by different ways of spending). But .

the existence of money economy 1s fundamental ifa gwen volume of productlon isto mammsc L '

mdmdual s satisfaction.

il) To the Producer The second great advantage of money is that it enables man- as

. _.produeer to. coricentrate on- product;on and add effecively to the flow of goods and services ™
which constitute the real income of society. The. speuahsatlon and division of labour on which

our economic structure is founded would be impossible if every man has to spend a Iarge part

‘of his time and energy in bartering his goods. As Edia has remarked “money is to keep the -

machinery of producrion going at full capacity and in proper balance.™ Further, cap;ta! which
is the hfe-blood of industry can come intc existence only in a money economy o

A producer can maximise his profit by aliocating his income among the var:ous factors

. of productlon This-task is facilitated by money. Borrowing and lending are the two essential
- fanctions of financial- institutions, which accelerate the progress of the producers. Money

facilitates this task as it functions as a store of value. In the barter system there would be many.
rates of interest and there aré numerous commodities with different qualities. Uniform price’

" for uniform service is facilitated by money. Further capital formation is possible in a money
* economy as.it can be accumutated through savings. Capital which can be mobile develops the g '
-productlve resources of different parts of the country, including backward areas. -

iii} Further morey famlatates the making of Ioans and payments in- advances of all kinds. .

. Even before the finished products are sold in the market, the workmen engaged on the production.

must be enabled to live and money facilitates arrangements being made for-thiis. The makmg of

o advances by one king of business man to another is also rendered much easier by the exlstence "
' '”-’.ofmoney ' :

2.4.2 BEMERIT"

© However, money economy is not entirely free of defects. Some of the rmportant demcms-

are expalined beloﬁ

i) Perversion of Social Ideals : Tn order to go deeper into human behaviour, one must brush

.- - aside the “money surface of things”. The failure to do so hasled to the perversion of secial ideals.
As Davenport has well expressed: “Money valuations pervade all our thinking. Cheapness is
proved to be synonyrious with ugliness, richness with beauty, elegance with expensiveness”. The

influence of money on ethical standa.rds is well brought out by St. Paul “the love of money is
the root of alI ewls S .

i) Money Illusion " Because moncy is the gconomic uni of measurment and because
economnic values are expressed in terms of mone§, there is a widespread tendency to regard the

~ value. of money -as constant and -to atttibute all changes in prices to causes affecting the real -
. supply. of and real demand for goods: This is preciscly where the illusion hes. it is common for
" working-men to have: a mistaken feeling of economic betterment when money wages rise,even ' .
though there is more than proprtionate rise in the prices of goods. The same illusion. is more - . -

durmg the period of falling prices. Most working men fail to see that a proportlonate decrease
- D BRAOU Acc, No: C M - © 33
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in money wages thh a fall in pnoes docs niot necessarity rcsult in a lowering of their economic::

welfare. ' As Bernstein has pertinently remarked: “the money fllusion is- the source of many
economlc fallacles and the cause of many coonomlc ﬁlfﬁcultaes '

iil) Instabtllty or the value of Money Th:s lS the greatest drawback of moneg

"The ﬂuctuatmg value of money causes great social injustice,as it affccts different classes in’
society differently. For instance, the violent fall in the value of imoney between 1914 and 1920

léd in England, to a great and arbitrary redistribution of incomes,not only betwcf:n differnt
- social- and mdustnal classes, but betwéen d:ffcrcnt persons in the same class. :

* Any violent or prolonged instability in the vatue of money affects not o,nly the dlsmbunon“ '

but also the ¢réation of real wealth. It threatens to unde_rmmc the basis of- contract and busmcss
expoctahon on which our economic order is. built up.

Hawng considered the merits and denerits of money economy, we may conclude this lesson

with Robertson’s view who aptly summarized the role of money in an economy: “ Money. wh:ch o
is a source of so many blessmgs to mankind, become also untess we control it, a source of pcril

anid confusmn”
CHECK YOUR PROGRESS - 2

List out the merits of money economy.,

b R L T T T T

e R L i T T

{CHECK YOUR, PROGRESS - 3

List'out the demerits of money economy.

2.5 SUMMING UP

Moy influences economic activities largely in the economy. The classical and modern
economists differ in their opinion on the influence of money. Classical economists view that

money is a passive factor and it does not influence either the aggregate employment or out-put .

in the economy. In contrast to this, modern economists view that money palys an important role

in the economy by influenceing both the aggregate output and employment. In the economy,
. money circulates continuously and it can be used as a weapon for thc smooth functioning of
"the economy, .

16

o
iy

¥ u

b i




T

) whu,h ‘mmey is used freely and wlLeiy in the settlemcnt of
an pmpesiant role in mongy economy by ‘creating money,

; x,tm;u. are setticd. Morey economy has both merits dI'ld demerits

wmer to favimise his safiscaction and the producer “to mraxinise

Y CCONOMY tmiufie BEIVErsim of social ideals, money lliusxon,

with which the busl
11t helps
The deme:n
salability of th value
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35. MODEL ANSWERS

S5 el and
mptovment
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v N an economy and this v
srupiion and employment

3. Money plays w0 e
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and prices and vires
money fHences Lk -
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4 division of labour in production process.
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Y Instabihe o

37 MODEL: T

A ESSAY QUEST e

Answer the Tolie. i

A view an the role of money iz an ecoiomny.

b Distinguish ihoo

e econmuy 7

3 W.hat- are the

. -: 3 V\ hai {8 mfa e s ankd de neris,
B "-,HOR’! UKD |
Answer the follovasy ¢ o 15 lines each:
'_What' 15 the 'sig:iif“n::z fic: of money ecoriofny? ' - h |
I:xplam the classical w - about the role of meney in an ecanomy.

Expahn the modern view about the role of money It an eCOnOMy.

Explam c1rcu$ar flovr of money in an economy.

o Mgy th &

What are the advantages of money economy to the praducer ?

2.8 RECOMMENDED BOOKS

" 1. Crowther G .+ An Outline of Money
- 2. Jingan M L. ~: Money, Banking and International Trade.
3. _-Sundaram KPM . Money, Banking, Trade and Finance

Money, Banking and International Trade.
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BankMeney :
Money Economy s

18

Bank Déposiis against which cheques can be issued.

Economy in which money is used freely .and mdely in
settlement of transactions.
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This umt aims at exgizinee the significance of money and its tole in capltallst and socialist = -

eéonomlc systems thr y-3u have fi nished this unit, You wﬂl be ablé to :

E reconge the Slgﬂlﬁk ance of money ; and

o * dcscrlbe the roie of money in capltahstlc and socialist.economic systems o

'3 1 INTRODUCTION

" :Money occupies a cent = place in modem economies. Every mdmdual and mstltutlon uses
money daily in Sett[mg business and personal transactions. Money is used as a unit of valuation -

. and accounting. .Money has become an important instrument mainly because. it facilitates
. exchange. Thus any commodity or service can be exchanged for money and vice versa. Further

all incomes are received in the form of money. The role of money varies depending upon the- -
nature of economic System This unit expiains its role both in capltahst and. soc1ahst economic

systems.

3.2 THE SIGNIFICANCE OF MONEY

‘The significance of money is evident from the functions it performs. The significance of
money has increased in the modern days due to the following factors.
i) Most of the debts in the modern economy are settled with the hclp of mohey
iiy AH incomes are received inr the form of money
i) Wealth (at least partly) can be heid in the form of money

-iv) Money is a generalised purchasmg power or & claim over any other thing. In other
" words, we "obtain goods and Semces with the help of money
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Tﬁﬂ Slgl'llﬁcanoe of money ‘in the ecommy car e srudieg w “ivwing heads:

producer o
~r industrial
¢ have h(‘.',_ip(’.i}" the
g large scale and

D in Produmm '[he mgmﬁcance of moncy hcs in fhe fact ¢
concentrate his attention on his main job. Further, the divison & Lo
production has beeri possible only because of money. These - -
producer to maximise the output of his industry. Thus money he
massive production in our days.

‘ﬂ.

i} In Trade : All the dlfﬁculnes in the exchange of goods :iades e harter 'w'stcm were
" removed with the invention of money. Meoney Facilitated easy and quick exchanige of goods and
* services. Prives are determined, measured and expressed in terms of money.. Thas morsyhas.
heen the basis for price-mechanisim. : :

iy iw {':wns*imntn(m The great accomplishment of money is that it enables the consmnec
i generabice his o ing ;;ower by giving him a claim over a variety of goods and servic s
Tinder the bat -nsgzmer would not have derived maximum satisfaction as it wouis
i eI = 1 zet the goods he wanted. But money, due fo its generalised
ing ower xas cnabled the consumer to derive maximum satisfaction by equalising the- .
4 wslities o expenditure. : N

reoogbdti Vinance |
©alb egonomic

{05t =1 the modern Governaments are welfare-states. Assuch they
it - The policies deviced and im plemented by the Government
vience of money. Money has enabled the Governments to ™ < : ¥
iovernment activiiies h v e come to be expanded with ‘
:elps i achieving oo nic stability,

cactions in2n r":uc'iomv are

vy cugh the medinm of
v ‘.!etﬂrmxf;m i :

+ and even political
suditical activities in
pon the nature of

stk Thes [ehey i
ineconomy. i1
£ine £Conoery L syt

33 ROLE OF MONL: : A

A brief introduction about the characteris:ics of the cupiluiistic economi o stem: Wil etable
4= to understand the role of money more clearty. The characteristic feature of thiv society i8
ecoaomic freedom. It means that any person can sngage in any type of aciivity he jikes, He . <77
can dispose of his wealth and -property in whatever way he desires. fie can utilise his‘michey
for production, consumption, savings as he pleases. iz con e rtd% a production activiey of
his choice or hiterest. He can consume whatever he : et save any part of :
_his income for the future. To sum up, all individulas i iy eccnomic choice without . 1.‘
having any veference to other individuals in the econeiny. o a

Generally, some authority will exist to plan, direct and contic rhe different
" sectors of an economy. But in-capitalist economies, such authorities ¢ exist. Ciovernment -

does not enter either in production or consumption or in fixing the meraticn for varions
factors of production. In such a situation, one may wonder as o 77 e eCOnUHS #CHVLY Is
initiated and regualated. But practice shows that this type of econoric 1viter dp€rates smoothiy
and perfectly. Goods are produced according to their demand in the mai»t. Economic résaurces
flow into different production channels with the help of an unseen hand. You may wonder
as to how the co-ordination takes place between the utilisation of resourczs and consumption
needs of the public. Another question which you would like to ask may ber Iwvw ave all the
goods produced being consumed or how does the limited quantity of guods produced satisfy
the unlimited wants of the people? The answer for all these questlons and doubis is MONEY,
In other words, money plays a promlncnt role in alf these economic activies. This n, emlamed
below:
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... ‘markets.

33.1 ‘ADJUSTMENT BETWEEN PRODUCTIONANB CONSUMF]‘ION; -

_ The central aim of alt production activities in capitalist economy is to make profit. Producers

" undertake the production of only those commodities which will yield profit in their opinion. -
Price of a coramodity includes cost of production, distribution and certain amount of profit.
In other words producers produce those commodities which are deémanded by consumers.
Thus consumers are able to order the aroduction by purchasing the goods at the price which
teaves profit to the producer. In other words, consumers discourage the production of those
goods which are not desired by them by refusing to purchase them. Thus consumers direct and
control the production mechasnism. Economiic Sovereignity rests with constimers in a capitalistic -
‘economy. Hence the consumer is referred to as the king. The pattern and level of production is
influenced according to his wishes. Here the term consumer does not mean a single conisumer
but the body of all the consumers in a country.-Just as the political sovereignity rests with all-
people, economic sovereignity rests with all consumers. o PR

332 PRICE MECHANISM AND FLOW OF FACTORS OF PRODUCTION

L Producers who decide upon prbduk:rion of certain commodities compete among themselves
' to attract the factors of production. Prices of goods, services and factors of production are
detgrmined by supply and demand for the same. Hence factors of production move to those

areas where highest prices are offered to them. Thus the price mechanism determines the flow

" of factors of sroduction and thereby the production -activity. Pricing rmechanism -also enable
© the distributicn of jimited guantities of goods among consumers whose deriands are-more than
the supply. The pricing mechamism also influences the decision of the consumers to- save and
spend. In this case the rate of interest performs this function. o

" Thus the pricing process determines varioii_s:?écbriomic activities like :

- a) the types and guantities of commodities to be produced;

- b) the types and guantities of commodities to be consumed; ' l--.,\
¢} the flow of factors of production into various spheres of productive activities;!._.._;___ .
d) the adjustment between demand for and supply of various goods and services;and
¢} :€quatity batween demand.for and supply of money.

" Hence money is indispensable in the capitalist economy. This Is bocause there is no-, .

“sypreme ecoromic -authority which directs and controls the economic process. It is the price '

" . which regulatzs the entire economic activity under capitalistic system. - '
Note the- significance of money in this economic system. The difficulities of the barter
system are elimivated through money. The exchange of goods and services has been facilitated.
The purchasing power has been generalised. Goods can be exchanged for. moniey and money
. can be exchaniged for gools. Thus we can purchase any commodity with money and we can sell
any commodity in terms of money. Money facilitates division of Jabour. The complex economic
activities of the modern world are mostly due to the existence of money. Money has enabled
man to becoite an entrepreneur or producer to concentrate on production,flow of goods and
_services whicii maximise gross national product of a country. Today the producer is able to
spendiess time in securifig raw materials,spare partsemployees, land and other resources of -
production only hecause of the existence of money. But under the barter system he had'to
spend not only much of his time securing the agents of production but also face difficulties in
the process of production. Massive industrialisation in modern economy has become possible "
" and successful only because of money.- ) :

" The baniing system in capuitalist economy is completely built upon money,with money and
for the production of money. The raw- material is money. With this raw-material, more money
is produced. Thus money is indispensable for the preduction of development money and capital - .




Money also plays an important rofe in-the determination of uniform rates of interest.
Fixing up of uniform prices in respect of some class of goods has become possible with the
introduction of money. Fixation of uniform prices for uniform service has also been possible
with the introduction of money. Thus loans find their ideal expression in money and it is the
monetary economy alone in which it is possﬂ)le to-express the price of loanabie funds in the
form of an interest rate,

Economic frcedom can be preserved with the use of money. Economic developmcnt is
not posssible without the use of money. Consumers can purchase and consume the products
they like with the heip of money under this type of economic system. The production system
is altered and adjusted to the choice of consumers. Shift in consumers preference is responded
to by a change in price and a change in production schedule. All this adjustment is due to the
‘use of money. Thus credit goes to money for the operatlon expansion and devclopment of an
economy under capitalist system :

333 ADVERSE E’FF__'ECI'S OF MONEY IN CAPITALIST ECONOMY.

Though money _hés a crucial role to p!ay,its role leads to certain undesirable effccts.“Mdncy
which is a source of so many blessings to mankind becames, unless you can control it, a source

of peril and confusion.” Thus money does not remain a wise instrument facilitating exchange )

‘but becomes an active force influencing prices, price level, \?oiume of production, cxpansion of
trade, increase in consumption and distribution of wealth. The demand for goods and services
is influenced by the quantity of money and the rate of money circulation. In other words,
the quantity and flow of money affects the price level. The frequent change in price level,
particularly rise in prices, affects the purchasing power of the cosumers. In addition, money
‘may flow into unproducnve noh-priority and undesirable channels of the economy. This effect
has far reachmg economic, social and political consequences.  This shows the need for the

_manageme money. Effective monetary management brings the desirable socio-economic

retuzrns to_t&R country. “Money is a powerful factor that is liable to stimulate or hinder economic

““and cultural progress. Intelfigent and progressive application of the monetary system tends to-
result in fuller utilisation of natural resources and of technological inventions leading to a higher .
standard of living. On the other hand, a narrow and rigid application of the monetary system is
"apt to handicap progress. And the misuse of facilities provided by the monetary system is apt:

to lead to grave set backs through the destructive consequences of a runaway inflation or even
- of a relatively moderate but persistent creeping inflation”.

In the capitalist economic system money is one of the sources of cyclical expansion or
contraction of the level of economic activity. In this economic system either all the savers may
not be the investors or all investors may not be savers. Thus savings may exceed investment

or investment may exceed savings. While the first situation may result in expansion,the second -

-situation results in contraction. These changes become the basis for business cycles-the chronic
feature of capitalist economy. Thus money is responsible for economic fluctuations. In addition,
money is also responsible for concentration of economic power in the hands of few individuais
which becomes the root cause for the exploitation of the working class. Production may not

" be undertaken to fulfil the needs of all members of the society. But it may be undertaken to -

meet the desires of the rich people. Further money may become responsible for all corrupt and
anti-social activities. As Ruskin stated “the devil of money has come to possess their souls. No
‘religion or philosophy seems to have the power of driving it out”. Thus money plays not only a
useful role in the capitalist economic system, but it also creates undesirable consequences.

. However we can minimise the adverse effects of money through effective management and
control. Money is to be controlled by whom and for whom it was created. In other words,
-money should remain the servant of man, but it should not become his Master. - '
\
\.
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CHECK YOUR PROGRESS - 1
How does money play a prominent role in a capitalist economy"?.

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

CHECK YOUR PROGRESS - 2

List out the adverse effects of money in a capitalist economy.

...........................................................................................
..........................................................................................
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3.4 ROLE OF MONEY IN A SOCIALIST ECONOMIC SYSTEM

In a Sociatist Economy the entire economic activity is planned and executed by the
Government and its agencies. So we may think that the use of money can be dispensed with
alltogether. Karl Marx, the great inspirer of Socialist Economies, regarded money as being .

: \__.rcsponsmle for the exploitation of workers by capitalists. So he desired an economic system
free from the evils of money economy. The communists who came to power in Russia after

the October revolution of 1917 resorted to direct controls and free distribution of goods in
their endeavour to aboilish the use of money. They thought that by taking recourse to direct
controls they could rcgulate the economy in which money would have no plaoc However the -
mistake was soon realised and they recognised that the role of money is essential. Lenin frankly

- stated in october 1921, that money was essential, to attain perfection in communism. Inspite of
- intensive plarmmg, U. S.S R. has retained the use of money.

. Production and distxibutiun in socialist economies are controlled by the government. The

"price system in this economic system is governed by the government. So the influence of money

on the price system is limited. Though the price system is given subordinate position in guiding
production, distribution, consumption, the socialist economic system depends on money as a
means of payments and receipts and as a standard of value. With the experience of US SR, it
can be stated that the use of money cannot be dispensed with in a socialist economy.

Though the Government in communist economies controls and directs production, the

central planning authority faces the problem of choice. It cannot order the production of

unlimited quantities in view of limited resources. Here the question of priority comes in. This
invoives comparison of the relative usefulness of different factors of production in different
fields of employment. This comparison is made possible only with the help of a monetary unit

. and ¢ommercial accounting.



“The distribution of goods among the consumers is another. problem in the absence of
‘money. The relative requirements of consumers are to be determined arbitrarily. Arbitrary
allocation of goods among-different consumers provokes criticism and resentment among the

people. The problem can be solved through evolving a pricing system with the rolé of money.’

Thus the price system determines the distribution of money, income and thereby the distribution
of real income. Money also plays its role in economic planning. :

From the above discussion, we conclude that money plays an important role through the

distribution of income and the price system. It is indispensible even in a socialist economy
though the degree of its role varies from a capitalist economy. '

3.5 SUMMING UP

Money is significant in the economy as it facilitates many economic activities like production,
trade, consumption and public finance. The role of money varies depending on the nature:of
the economic system.

In the capitalist economic system, all the individuals have economic freedom. The economic

activity takes place without the interference of the Government. In such economies money plays
a prominent role and regulates the entire economic activity by means of price mechanism. It
also plays an important role in fixation of uniform price in respect of some class ot goods and
services. ' '

Though money plays a crucial role in capitalist economies, its role may lead to certain
undesirable effects like fiow of money into unproductive and undesirable channels; cylical
. changes in the level of economic activity, concentration of economic power in the few hands,

etc.

Unlike in a capitalist economy, all.the economic activities like production, distribution etc.,
are well planned and executed by the Government in 2 socialist economy. As such the influence
of money on price systems is fimited. But, still money is used as a means of payments and
receipts and as a standard of value. Tt is also useful in the selection of limited resources in the
production process: ' '

3.6 CHECK YOUR PROGRESS : MODEL ANSWERS

1. 1) Moncy adjusts prdductidn with co_nsumption
if) It régulates.the entire economic actwlty with the means of price me;hanism._ _ |
“iii) It climinétes Iconveniences of the barter ;
.iv) It is the basis for the banking system and capital markets; and -

v) It helps in determining the uniform rates of interest and in fixing up of uniform prices
s for some class of goods and services. o :

2. . i) The guantity and flow of money leads to. frequent changes m price lé_avc!;___ :
i) Flow of money into unproductive and non priority channel of the economy.
: i} ..It\-becomes_a soﬁrce of cyc!iéai changes ih the cconom.ic- activity.
- ). It_;n_ay lc_aﬁ to concentration of economic power in the few.hémds; and

v}- It may become responsible for current and anti-social activi_tics.' a
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3.7 MODEL EXAMINATION QUESTIONS
A. ESSAY QUESTIONS -
Answe_r the l'ollowiﬁg in about 30 fines each: |

1. Explain the role of money in a capitalistic economic system.

2. Compare and contrast the role of money in capitalist and socialist economic Systems.' :

3. Describe the role of money in a socialist economic system.

- B. SHORT QUESTIONS
Answer the l’olldﬂiﬂg in about 15 lines each: k _
4, Explain the significance of money in the ecoﬁomy.

5. Describe the role of money in adjusting production wi‘th consumption ii capitalist economic
system : ' ' ' ' :

6. What are the adverse effects of money in a capitalist economic system " .

7. Explain the impact of money on the concentration of economic power.

38 RECOMMENDED BOOKS
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39 GLOSSARY

Capitalist Economic System :  An economic system where private ownership of
real capital is permitted. _

Socialist Economic System ¢ Aneconomic system in which the entire economic
: ' activity is planned and controlled by government
agencies. . o a
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4.0 AIMS AND OBJECTIVES

to.
At

This unit aims to explam the demand for and supply of money md different issues rclatmg there

the end of thlS unit, you should be able to:

* explain the demand for money and distiguish between transactions demand and asset demand

»*

for money;

describe the different motives holding money;

‘f' explain the su'p;ily of money and its'conponents;
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’

1dentlfy thc agenmes creatmg moncy, and 3 B
* egxplain the elasticity of demand for and supply of moncy. Lo

4.1 INTRODUCTION

Demand for and supply of money are the 1mportant aspects re[atlng te the value of meney
As we all know money is mainly used as the medium of exchange. Tt is held by the people for
different motives. The supply- of money is nothing but the total ¥olume of money held by the-

-people in the country. Different ageneles by creating money influence the. supply of money In
-_thls umt the details of these aspects are dealt w1th B T

4 2. DEMAND FOR MONEY

Demand for money is different from’ the deimand for commodrttes Cemmodmes and

'ser\nces are’ requlred by peepte because they sahsfy their wants. But money by itself is valueless
and’ does not possess utlhty to sansfy human wants dlrecﬂy While: eemmodlnes are demanded

for thier utitity, toney is- demanded for the sefvice it fenders ie,-facilitatifig exchange of
commodities and providing store of value. Accordingly, economists have evolved two concepts

fo & Iam the’ demand for money, namely a) medium of exchange concept and b) the store of
'value concept These are also referred to as. transaetlons demand’ for money ancl asset dernand’ .

for money.

- 4.2.1 TRANSACTIONS DEMAND AND ASSET DEMAND FOR MONE’Y

o People démand money bas;caliy to carry ‘on their’ day-to-day transactions and 1o settle thelr '
busmess affairs. Ahin H. Hamer ¢ says. that, “transaétions motive relates to ‘the nheedfor-cash for
the currént transactmns ‘of personal and busmess exchanges The volume of fransactions in a
country and the demand for money for this purpose depend on the size of the national inconie,
iriterval at which ificome is paid out to people, the stages of payment and the extent of credlt
transactlons.

_ The asset demand for money means demand for money of households, ﬁrms ancl the -
government at a partlcu}ar period of tlme ‘to keep in' the form’ of cash balancee as distinct

'frdm other assets Money. can be stored as a form of weaith or asset and can be convemently

erted into other forms of wealth. Since ‘money serves as a stofe of valne, it is demanded for

its’ ywn sake. The demand for money to be kept as ‘cash batancé depends on various subjective
" motives like transactions motive, speculatwe motive and deﬂauonary motive. Keynes called the

‘asset demand’ for money as ‘Ilquldlty preferenoe The ‘basic dlfferences between transaetlons

demand for money and asset demand for money are- i) in the case of the former, demand for-
money arises over a period, of time and it is based on assumptions of static condmons and 11)in .
the latter case, demand for money is at a pomt of time and relates to dynamxc conditions."

422 DEMAND FOR MONEY UUNDER STATIC AND DYNAMIC CONDITIONS

. Under statlc eondmons, there are no changes in the eeonomy T?te demand for money is
a stable or. constant function of the size of nanonal income. It ehanges in direct proportlon'
to changes in the size of national income. An increase in natlonai income will ‘bring about 2
proporttonate mcrease in the consumer demand fer money

‘Under dynamlc condltlons changes of all kirids occur in the eeenomj and these ehAnges
are often uncertain and cannot be forecast. As such,there is no constant:relationship. bebtween

" demand for money and national income. Demand for money as a perceniage of national

income may vary disproportionately. For example, during periods.of general prosperity, pepole’s
expengiture on.consumer goods and investment would increase. and as. such the community’s "
demand: for-money, would decline, The reverse. phenomenen holds gooc’ durmg the penQd of
falimg prices or rising value of money. .




- Under dynamic economic conditions,the demand for money is influenced by factors such as
the pattern of payment of income,nature and pattern of expenditure and organisation of credit.

43 MOTIVES FOR HOLDING MONEY

The Cambridge economists have given three important reasons for holding money (or
demanding money). They are transactions motive, precautionary motive and speculative motwc :
A brief account of these motives is given.in the followmg paragmphs

4.3 1 TRANSACTIONS MOTIVE

The transactions motive of holding moncy has emphasised by Irving Fisher. It refcrs to the
demand for money for the conduct of day-to-day transactions. Since most of the pcople settle
theeir transact:ons w:th money, they carry some cash with them. -

Expenditure is continuous because wants arise continuously and have to be met. On the
other hand,a person’s income is periodic- once a week/fort nightly/monthly. Sa the individul’s

income and expenditure do not balance in the short period. Further the longer the interval

between incom_c and expenditure the greater the quantity of money to be held by the peopie.

In the case of an individual,the amount of money required to be held for (i‘ansac'tions

purpose depcnds on the size of his income, nature of his transactions and the time gap between

receipt of income and expenditure. The total amount of money required in an economy for
fransactions purpose depends upon the level of national income, employment and general price
level. For example,if employment and output rise, the total quantity of money needed to handle
transactions too will rise. Thus the quantity of money held for transactions purpose varies in

direct proportion to the quantity of transactions taking piace in a given period. There is a

direct relationship between the amount of money held for transactions purpose and the size of
national income. For instance, the increase in economic activity wil! increase the number of
transactions. So the amount of cash held to meet transactions varies with the level of economic
activity. Similarly the amount of money held for transactlons purpose varies directly with the-
size of national income. '

This type of demand for moncy is fairly stable and predlctablc Rarcly is it subject to
sudden and violent shifts. Keynes was of the opinion on that transactions demand for money
is ‘income elastic’ but not interest inelastic’. Income elastic means that increase int income will
‘be followed by some increase in transactions demand for money. So incone elasticity will be

more than zero, but less than oite. By interest inglastic we mean that the transactions demand' L

for cash is not depend on the rate of interest. That is cash required for current transactions‘is
not related to the rate of interest. However, if the interest is fairly high individuals may tend to
reduce their transactions demand for money. 1t is thereforé appropriate to say that at high rates
of interst, demand for cash for transactions is interest elastic. On the otherhand at medium
and low rates of interest, demand for cash for transactions is interest inelastic. -

432 PRECAUTIONARY MOTIVE

_ Inadequacy of money may create ditficulties to individuals or-business firms keep such

difficulties, individual and business firms additional sums of money on hand to ensure protection

in the event of an emergency. This is called precautionary motive for holding money, The"
guantity of money required under precautionary differs from individual to individual and from

one business firm to another. It largely depends on the nature of the business, access to credit -
market convertibility securities into money in the event of an emergency etc.

4.3.3 SPECULATIVE MOTIVE

People and institutions speculates about the future level of prices of ali types of assets
and securities in order to make profit or avoid losses. Keynes defines speculative motives as

the desires of people to earn profit by knowing the market situation much earlier than what
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other assets like house etc.

the future will bring forth. The quantity of money people would like to hold for speculatrvc
purposes depends upon factors like the present rate prevalent in stock exchange,

It has been mcntioned in the foregoing pages that demand for money for speculatwe puposes
depends upon the rate of interest. Other things being egual,the higher the rate of interest, the
less will be the demand for cash. That is to say, the liquidity preference for speculative PUrposes

is a negative function of the rate of interest. This can be cxplamed with the help of thc following
dlagram
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Speculative ﬁemand for Money

The ‘L’ curve in the above diagram is the llqurdlty curve. It is sloping downwards from

left. to right. This indicates that there is an inverse relationship between speculative demand

for money and rate of interest. The lower the rate of interest, the greater will be the desire of
people to hold money for speculative purposes and vice versa. At lower interest rates, people

. would prefer to hold money rather than to buy securities. -In the above diagram at point'A’

the rate of interest is higher at ‘r1’ and hence the demand for money ‘D’ is lower. At point ‘¢
the demand for money is higher (F) because the rate of interest is lower ‘r3’. Thus there is an
mverse relationship between the rate of interest and the speculative demand for money.

There are three more motives for holding money. They are a) inflationary motive: b)

" business expansion motive and ¢} convenience motive. These motives are discussed below.

434 DEFLATIONARY MOTIVE

Holding money for this purpose arises when there is a general tendency for all prices to
decline. When prices decline both producers and Consumers have a tendency to postpone their
purchases. For instance,manufacturers will postpone their purchase of raw materials when they .
anticipate fall in prices of raw materials and other stores. Consumers may have a tendency to
postpone their purchases under conditions of falling prices. Thus instead of purchasing goods
people will tend to hold larger quantities of money. The opposite tendency prevails where there
isan mﬂatlonary rise in prices. The volume of money held for dcﬂatlonary motive is determined -
by variations in pnces :

435 B_USINESS EXPANSION MOTIVE

This refers to the motive of business houses in accumulating and holding money in order

‘to finance their expansion programmes. In the case of individuals also a similar motive applies

because they hold some money to purchase expensive durable consumer goods and to dcquare '

4
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‘436" CONVENIENCE MOTWE

This lmphes that the holdmg of money is the most convement way of keepmg one’s savmgs
Since :adequate, knowledge s required to: buy. securities and- it involves risk.some, people have
- 2 tendency to keep-moneyintact. It is more in. the case-of low income groups. They are not

~interested in; cap:tal gams, 'I'hey weuld raxher prefer to hold their savings in moncy than:in any

- ather: formi.

CHECK YOUR PROGRESS - 1

~ List out the important reasons for holding money as per the Cambridge economists.

T T R N AL RN

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

4.4 ELASTICITY OF DEMAND FOR MONEY

A clear understanding of the conicept of elasticity of demand is necessary before discussing
efasticity of demand for money. The etasticity of demand for a commodity is the ratio of change

. in demand to the ratio of change in price, It is- the response of demand to a change in price.
- The, clastlaty of demands for a, commodﬁy may be unity (=1) or. more than unity or less, than

iurnt;( Itis umty if a.change in price causes a proportmate change in demend . It the varlatlon.

in demnd is more. than the proportmnate change in pnce the elast1c1ry of dem.mdc; morc than
one and \m:e vcrsa :

- " Just as thc demand for a commodity depends upon its prlce s0 also the demand for money
‘depends on'its value. The Tesponse of demamd for money to changes in value of money is
‘known 2s the elasiticity of demand for money. The elasticity of demarnd for moxey is ratio of

' change in demand for money to a given change in s vatue. It may be represented as

o ;

_ ( Percentdge change in demand for money )
Elasticity of demand for money: = o A IR

( percentage change _i_ri the value of money )

It IS to be undcrstood that value of mone) is. the reupmcai ul’ the general price level In
other words, it rises in the same. proportlon as the fall in price level and vice versa. A fali in
the value of money (1 e., Tise in price Hevel reguires 2 largc quantlty of mioney for transactions
and for l]qmdlty purpo‘;es A fall 1n the leue of money causes the demand for money to rlse
and vice versa.

According to classical economists the elasticity of demand for money. is always unity. It
means a change in value of Money causes an exact change irv-its demand in inverse proportlon
For example,if the value of money falts by 15.per cent (due to rise inprice level by 15 per cent,
the demand for money expands by the same proportion. A decline in the value.of money by
_ -15:percent implies that the community requires a proportionately-large amount. of meney to

- caarry out the volume of transactions a before. . Supposing: that the. general price level falls. by
15 Percent money rises by 15 per cent and demal;ld for money falls by 15 per cent. .. - -
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. The: elasticity of .demand for:money. may be analysed: in a slightly modified way., If the
totai ‘demand for.money is always:equal to.the total sugplyef money, the: elasticity:is unity..

" The classical economists contention ‘was that the: fotal :amount -of money demanded by the:

community must always be equal to the total guantity of monev in existence or the volume of.
money supply. If the supply of money increases causing a propriionate rise in prices, then the
money held by the community will increase in-the same proportion as the-rise in prices. Thus
according to classical eeonomlsts the demand for money has umt elasumty smce 1t is equal to
the supp]y of money B R AR . Rt : :

" The classical analysls of the demand for mtmey is now censtdered to be defectwe on the._

: followmg grouds

Flrstly, the classmal version. is based on the assumptlon that total output of goods and.-
services in-the economy.remains.constant éven when supply of goods: services will - increase:

" whenever there is an increase:inthe supply of money- changes Hewe\fer modern economtsts are.

of the view.that the supply of money and prices.

Secondiy,the classical theory was developed on the assumption that demand for money asa .
cash balance wilt move in the same proportion as thechange in the price level. This.assumption
failed to take into accoust that propottion of money which people hold with them as an asset.
Se¢ the total demand for money is determlned by ehanges in the pnoe level and: asset demand
for money. - : e R .

4.5 SUPPLY OF MONEY

‘The supply of money refers to the total quantity of money held by the people at a partlcular
polnt of time in the country. The term ‘total quantlty of money refers to the total amount of
money in c1reulat10n In this context quant;ty of money. inctudes the amount of. moncy held by -
individuals and business houses and exciude money held by the Government i m treasunes and
MonEy. lymg w;th commeicial banks and the central bank 0f the counrry '

451 COMPONENTS OF SUPPLY OF MONEY

~.The supply. of money in spendable form_consists of wo 1mport¢mt componets namely a)
currency component and b) deposnts componcnt (‘urrency component consists of coins and
currecny notes, used by commercial banks,which are in qrcu[atlon . Deposit componént consists

" of bank deposits with the commercial banks. While the former is regulated by the government

and the central bank, the Iatter is regutated by the banking system..

- Here it-is pertment to know the distinction. between curreney money and deposit money.
Currency money is legal tendermoney because it has-genral acceptability and is vsed in, all
transactions and a.ettlement of debts. It is also called commaon money or ordmary money

B.mk MOney -or depos;t money OOI]::IS(S of demdnd deposﬁs of people w1th the commereldl
banks. Chequies are issued against this deposit money. However a cheque by itself does not.
command general acceptability as a medium. of exchange. But it is accepted. as an instrument
for settlement of debts. : :

" The coneept of supply of money does not include certain items. So for a clear, understandmg_
of the term ‘supply of money’, it is necessary to know the items which are excluded from its
purview. ‘They are firstly, the coins and.currency notes cash held by. commerciai banks are
excluded because they constitute the basis of deposit money. of the public. Secondly, the stack
of monetary gold with the Central bank is also excluded from the concept of money supply.
It is becaise zold forms the basis of international monctary. system-and it is not:allowed for.
circulation within the country. Thirdly,the cash held by the Government and the Central bank
is excluded. The reasom is that it constltutes the reserves on: whlch the demand dep&slts of the
pubhe are supported.’ : - SRR S L C e




. The proportion of currency money and deposit money in the total money: supply depends
upon factors like the state economic development of a country,the banking habits of the people,
‘the level of incomes of the peop!e the nature and custom of bumness and trade and level of

prices.

In advanced countries the number of transactions is very large and medium of exchange

is mostly cheques and drafts because of well developed banking systems. These countries have

people with high literacy rate, high level of income, and high banking habits. On the otterhand,
in developing countries, the banking system is not so developed and banking habits are restricted
to a small group of people. Most of the people are illiterate and do not make use of banking
facilities. Therefore, in a developing country the proportion of currency to total quantity of
money. usually will be very high. But in advanced countries, the proportion of bank money to
total money supply will be high. The income levels of people and:economtic status also influence
the percentage of money components. For example, it is assumed that the rich people usually

make use of bank money while the poor use mostly coins and ¢urrency. In a country with the

vast majority of people having a Iow level of income, the ratio of currency to aggregate money
supp!y will be low.

- The stage of - economic devc]opment of the Country also determlnes the proportion of
currency and bank money to total money supply. As-an underdeveloped country gradually

progress in various sectors and as national income and per capita income rises over a period’

of time, the ratio of currency to aggregate income wrl[ decline and ratio of deposit money will
increase. :

452 NATURE OF BANK DEPOSITS iN A DEVELOPING ECONOMY

The normat trend in a developing economy is that with an increase in national income,
there is an increase in the money supply. At the same time, the proportion of deposit money

in the tofal supply of money also increases. Besides, with the economic growth, the supply of

money will become more elastic and the proportion of bank deposits will naturally increase,
Nevertheless in a developing economy, it is possible to have a situation in which the proportion
of bank deposits may decline even though there is an mcrease in the national i income.. This may
happen due to the following reasons

) 1. It is quite possible that banking facilities might be limited in the early stages of economic
‘development. As a result, bank deposits may lag behind the growth of national income.

2. If the economic developmcnt is coupled with rapid increase in prices, the monetary
authority may resort to the policy of restricting currency as well as bank deposits. '

3. Sometimes, currency expansion may be much larger than the expansion of bank deposits.
This may rcsu!t in a decline in the proportion of bank deposits to the total money supply

4. In the early stages of economic development when the banking system is not well
expanded, people may not have banking habits. They may prefer to hold money in the form of
currency rather than bank deposits. Obviously the national income and the volume of money
held by the people may increase without there being a proportlonatc increase in the bank
deposits. : :

4.6 AGENCIES CREATING MONEY

" There are three main agencies to create money supply in an economy They are 1)

Commert:tal Banks 2) Central Bank and 3) the Government.
4.6.1 COMMERCIAL BANKS

Commercrai banks have the power to create ba.nk money or deposits. There are two ways

- of doing it. Firstly, the customers keep their money in the form of deposits. These prlmary
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influence the level of economic activity in the country. More bank loans means more investments
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the .money. supply.is. not. mﬂuen_ced by.time. depasits becausc tl_lese depo,sns are, nat sphject to
cheques and not used as means of payment. They constitute the savings of the people. o
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"The Central bank affects the money supply in an economy in two ways. Firstly, it issues
ctrreney-noetes-and-mints-smalt-coins--Secondly; it -has—+the power- tefegalfase_-_%he-velume-af—

loans and- advances made by the commercial Ypaksai32 ¥IHOM 4O “-{Ti:}g'{'a'ﬁ&:} T i
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The Government too plays an important rol€ in the supply of money in a country. The taxes
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- Government may -create money through deficit fmancmg The normal prooed{ ifé ot créating
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- moreyis forthe Governnrent to-provide itsowir securities to the Ceniral bank-and-cottect equat— .

amount of LO.U’s from the latter. The Government utilises these furiis; tg: spaynits.Lregitors. i
_ Thenitinrate effect isthat the volume of cash-with-the public-amd the banking sysytem-increases: -
The Government can also increase the supply of money through borrowings from commercial
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4.9 CHECK YOUR PROGRESS : MODEL ANSWERS :
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L. The three important motives for thevilithetmoney are i) Transactions motive; i)
st} E{ gd"'ilﬂioéliﬂg m%%sﬁés'“?g}; iu‘gp gﬁ?lﬁ?"g@gg{}gﬂ"ﬁ«‘_ C T g vormns 1o iioiasid
. SBT3 sty sdb of woanads '
2. Money is created by The thrag Asencidd  fre fo'l(fowmg ways:
. EhoRAk TIONT gand OF 1elvur dandesvny Ooinw of dostke e T - : sananslorg vibloph {

iy Commercial Banks; They cregle H?‘{?gﬁ?ﬂﬁﬁﬂ’r demand deposits. They create demand
deposits in two wavs. In the first way, primary deposi ts are created when the custon.ers
fesuboralepesibaionatin thlbank Secondly, derivatfe deposits are createdsaden: Lonmitksiib!
sno vishanks muikedoandiang: ®lwricod rorthweoditfersint parties.
S : BT :
i) 'The Central Bank : The Central Bank influences the money supply in'two wz.i‘ys. Firstly,
B BRI PRI G BHINE 0T T the power to issue PGBy SI8YR |
' mint srall coins. Secondly, it has certafHPd%rs o influence the volume of loans and
ddvanc s made by the commercial banks. ' . '

1if) “The Gevernment » The Government too influences the supply in a country by the
collectior. of taxes and borrowings from the public on one hand and by the Government
expenditure on the other. " o '

4.10 MODEL EXAMINATION QUESTIONS

" A. ESSAY QUESTIONS

Answer the following in about 30 lines each:”
1. What is ‘demand for mon'ey’ Ex;ilzu’n the different motives for holding money.
2. Discuss the role of various agencies in the creation of mongy supply.

3. What is supply of money? Explain the compornents of suppl;y of money.

" B. SHORT QUESTIONS

Answer the following in abeut 15 lines each; _

Disﬁnguish fraﬁsactibns demand for money from asset demand for money.

Explain the demand for money under static and dynamic conditions. E

éxplain the concepts of elasticity of demand for money and éias:igity of supply of mon_cjr. |

Describe the nature of clepoéits ina ﬁeveloping_ economy?

S < Y

EXpIa_in' the spécu!atiw’: motive for money with the help of liquidity ve.
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50 AIMS AND OBJECTIVES i - o N

This unit aims at discussing the different theofies of value of} mMoney.
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_ After readmg this unit, you will be able to: '
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By value of money, we mean the purchasing power of money over goods and services within
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When the price level rises, the value of money falls, and vice versa. The various versionyqf
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2. (P) is a passive factor, Neither does it change by itself nor does it cause any cha.lﬁ'@‘i‘fr_

other factors. But it is affected b)_f) other factors i in the equation.
- grirsh asnivied uak £Lont) 10 aulev Bio] grhub yenolM o ditlnsud kieT

3. Fisher’s theory holds good in the long run. In'the short run with changes in supply of
money (M) there can be a chanie iPBtfier wdtiables alsd \L&4) BABES R EPY, changes in (V)
and changes in (T), But when the short period transactions aresgyer, (V) and (T) will become
normal and therefore, a change in (M) will be followed by & chafge"i (Pﬁ ] 1’ o),

4. Fisher also assumed that conditions of full employment c}ust in the country Full
employment implies that no idle resources are avaifBl&To irede the BraliaR o foods ahd
services. This assumption of full employmentiis:implicit - anethert assimption-dint: tie volume

of goods and services (T) is c%@g?pﬁ &'}d ggﬁ%@vﬂ}}; gxﬁc{l; p:[hl‘,fﬁ%hg nggﬁ{l\tlty eqpanon.of Fisher .

can be understood as follows:
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The quantity theory of money as embodled in the equation form{Ahtet 6§ ‘15131;1&?%%

subjectcd to the foilomng criticism.
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2. Pigou points out that (V) varies with the volume of trade and prices. (V) is also affected

by changes and cxpectcd changes in the volume of money. Fisher assugpes thay; the.price levetl
_(P) is passive and is dependent upon changes in M. This is baseless. As a matter of fact, each ~

the other. qlc;ttwnts '

2f the elements i m}mlcquitlgquﬂuenge the other and s mﬂucgccd byt
aﬂ :ltl.b&‘seuﬂ PW aI}L dadi Losnrdven PO

mB ?bﬁ@ IOF gﬂo ;ntflq;wcﬁéifg& any f"ﬂgh% upon
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S H - Thi' ! e

valiie of}:ﬁoncy It e {fés"an identity. When the ¢ 35 '¢ons TS,
their total spending is equal to the total volume of moncy ‘held muitlpllcd by the
velocity of money. From. the, view EQ}M of Pip %nwndg! QLQ;(IMGE.I;S, total expenditure is

equal to the volume of trade multipled by the price at which transactions take place. Thus the

equation merely splits up expenditure into two different parts namely MV andi?T. Thig equation

is a mere truism and is of no use as a tool of vcanomlc analysm. '

........ prCRRIW Y oRln e asiinnes ad b
_ 4 The quantlty theory does not deal with the general puichasing power of money. h deals
only.with, some, ot o kinds of transactions which relate. to purchase. of goods and. services meant for
"P“%ﬁ'” :

consumptlon goods and services.
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ar, apact. of the fotal yolume of transactions., Thus Fisher's equation, gives.,
s the vaiue of money in terms ‘of a unit of transaction butt not in terms of 4 compos;tg unit of .
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5. &nother shortcoming of Fishei's quantity theory is theti | fails to explain the channel by
which 21 increase in (M) produces an increase in money expenditure. 1t does not explam how |

Oney fatcrs’into-circulation raises demand and p'ushes up pr: Les,

&
6. It is wrong Lo assume always that increased spending dm‘s not raise the real outpui

‘but raises prices only. If increased spending oceurs during thq period of depressnon which. is

characterised by mass unemployment of labous, output wiil expaﬁ substantially without much
incredse in prices. Spending (MV) may not sze i proportion td &4 l?f*f‘&llSC V' falls. Price may
r.et ﬂse in r‘ropc,z.un t¢ spending. bccausc output ‘O’ rises. : :

7. ‘The quamnh, theory does not explain trasis oycles. l)urmg the ueriod of deprcss:on an

" increase in the sunply of money fails to raise the prics level. Depression takes place not because

of tack of money tul because of [ack of incomes. in a period of depréssion businessmen are

. pessimists. . '"ht,y do not take joains even 1f banks ar~ prepared  lend on easy terms.

8. According (¢ Keynes the theory holds good onIy n t‘?me countrles in which' there is the

 existence of employcd resources of men and materials. Any increase i the quantlty of money

may increase the guantity of output without effecting the price §f‘V¢1

It is evident that Fisher's theosv lavs emphasis on the Qz;pnlv of money but sturs over
demand The C.smbudgc €CONGIRISES m:d t0 rectify this ml&‘.’akﬂ by piactg equal emphasis on
the demand for and supply of money. . : ' : :

CHECK. YOUR PR@GRL&S 1 o

List out the aaaumptzons of F:snc ] Theury

5 4 QUANTITY THE@RY QF MQNF Y‘ CASH BAEANCE% ﬁf}"PROACH _

The main prc-pclhng force behind developing the cash bdl:hnce appwaﬁ‘a was to integrate
the thcory of money with the theory of value. Since the Cmti,;ndgf- gconomists did much o
formulate and develop this equatios, it is known as the Cambmige equation. Alfred Marshall,.

. A.C. Pigou, 1M Keynes and DM. Rebertson who belonged fo the Cambridge University
contributed to the deve‘lcpment of cash balance 'veislon of the Q!..d”‘ltit}’ Theory of Maney.

Accordmg to the Camhndge version, the value of money {gr the price level) dépends upen
fie demand for money.- Thls approach depends upon the demand for and supply of muwey as
ﬁ‘u.ta,mmg at a particular momert mstea-n of bhtammg during 'ﬁ perticeiar perlod of timel

iyemand for money is not anly for (i’k& purpose ¢ - ansactions but akso for the nu’posc of .
storing up value, The demand for money which shows the determination of pe uple 1o rotain the
power to purchase certain volume of commodizies, services.and property righis, birgely dopends
upon the hquidity preference of people. It incr-ases when people decide to xe»sp MGTE Money

in cash and this rewlts ina dec[me it the velooisy of maoney.

The advocateﬂ of cash batance version of the guantily thedry gen#‘rahy g*’fc three reamns,_ _'
as to why people asrould like to hoid cash with themzelves, :
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(1) People hold eash in order to buy goods and services to carry on their day—to-day transactlons. '

(11) 'I'hey keep eash to protect themseres from unforeseen contmgency (This is knovm as

precautlonary motive) £

(m) They keep cash for speculatlve purposes.

It is assumed that at any given time, the public can hold a eertam amount of cash balance
sufﬁc:ent to purchase a given volume of goods and s<rvices which may be considered a fraction
of the national income. The proportion of the cash balance that the busiriess firms and the
pubhc may wish. to hold at anytime may be one-tenth or one- twelfth of the national income.

5.4,1 MARSHALL’S QUANTITY EQUATION. -

The cash balance Vt:!"il()ﬂ of quannty theory of money is explained by Marshall in the _

| follomng statements:

"In every state of society, there is some fractlon of their income which people ﬁnd it

worthwhile to keep in the form of curréncy: It may be a fifth or a tenth or a twentieth... Let
us suppose that the inhabitance of a country, takeh one with the other, find it just worth their
while to keep by them on the average, ready purchasing power, to the extent of a tenth part of

their annual income together with a fifteenth part of their property; then the aggregate value =

of the currency of the country will terid to be equal to the sum of these amounts”™,

' Aocordmg to Marshall, people in a country hold certain portmn of their annuat income

in the form of currency or ready purchasing power and certain other fraction in the form of
property or wealth. Therefore, the total amount of money demanded by the people is related
to their annual income and the amount of their property. :

“The quantity equation of Marshall is: M -PKY

Where, M stands for quantity of money of the'people
P represents the price level. _
K stands for the proportlon of real income which people wish to keep in cash

'Y stands for the real income

T'he foliowing fllustration helps us S to understand the equation more elearly Supposmg at

a particular time, people normatly have a cash balance to buy one-tenth of the annual income

- of the community. But at present they want to have cash balance of one-sixth of the national
income, Tt means they want to hold more cash with themselves. This is possible only when the
public reduces their expenditure on goods and services. Thus demand for large cash holdmgs
means lesser demand for goods and services and decline in their prices.

if the people hke o hold less cash balance with themselves, they will spend more on goods
and services. As a result the price level will go up. Thus according to cash balance version of =~

the guantity theory, the value of money depends upon the demand for money to be kept as
cash. _ _ . __ R

Marshall’s -equation contains the asset and wealth components. The demand for money '

was functlonally related only to the levei of money meome

S 4.2 PIGOU"S QUANTITY EQUATION

_ Startmg with the gquantity theory of money, Plgou has observed. that an increase m the .
supply of legal tender ought, always, since the elasticity of demand for legal tender is.equal to
unity, to raise prlces in the proportion in which the supply is increased’. The unit elasticity of
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demand for money simply means: that if the pw:chamng power | Iof money (1/p) is: doubled its
demand is halved and vice versa. e e :

Pigou’s quantity equation is: P= %

Where, P = purchasing power of money
M = Money with the public G
R = National income or total resources of the communlty and
K = the proportion of R over Wh.lCh people w1sh to kcop cash

~ Pigou’s equation says that the value of money (P) is equa! to the amount of goods and
services which people want to buy (KR) divided by the amount of cash balance with thcm

- It is to be noted that there is a lot of difference between Fisher’s and Pigou’s _equatl_ons
in respect of the use of the symbols P and M. In Pigow’s equation- ‘P’ stands for purchasing
power which means the increase of price level. Symbol M x M is used as denomlnator in Plgou 3
cquatlon wlule in Fisher’s equation it is used as the numerator -

In terms of Price level Pigou's equation is:
| M

—=— in Wthh-l-IS Price leve[
P KR P

But atf peopled do not hold cash in the form of [egal tender, some of them hold part of 1t
in the form of bank deposits also. Hence, the equation was enla_rged as follows:
P= [C+H(1-c)]
| M
Where ‘C’ stands for the proportion of cash which people hold in the form of legal tender

money, ‘H’ represents the percentage of cash which is kept in the form of bank deposit, (1-C)
stands for bank deposits. If the total amount of money in the commumty is assumed as 1, part

“of it is held by the public as cash ,(viz, C) and the balance (viz; 1-C) is held by the public as

deposits with the bank. The entire deposits of bank are not kept as cash but only a portion of
it is kept as cash and this is represented by ‘H’. Therefore, [C+H(I C)} represents the total

amount of cash inn the country at a partlcul ar time,
3\9

_-_'_5.4.3 ROBERTSON’S QUANTITY EQUATION

* Robertson, another leading member of the Cambridge school of cconiomists, gave the
followmg equation:

M
M = PKT (or) P=. ——
(or) P= KT

Where, P= represents price level (the reserve value of money)
T= totai amount of goods and services :
K= the fractional part of T over which people w:sh to kr:ep cash

" Robeitson’s équation is the same as that of Pigou’s with o_nly minor diffefence. This is
preferred to that of Pigou because of its easy comparabitity with that of Fisher.

5 44 KEYNES’S QUANTITY EQUATION

Kcyneq s cash balance equation refers only to consusmption goods, A\cordmg io i im people :

~ hold money to buy or to represent only consumer goods and services. His equation is as foliows:

it=pk
or
=1

. p.. k




Whee ads cash held by general public
p is price level of consumption goods

k is the poition of consumption goods.over which cash {r) is kept.

‘Keynes stresses that peopie are interested in the value of money with regard fo consumption

‘goods only. Since he is studying the value of money in a resiricted sense, Keynes used small

letters and not capital letters in his eqoation.
The equation is o =p{k+tk*),

in which k refers to consumption goods over which bank deposits are kept and represents the
proportion of cash resources kept by banks against bank deposits, o -

545 AN ASSESSMENT OF THE CASH-BALANCE APPROACH

"The cash balance version of Quantity theory has the merit of relating the value of money

' (in price level) to ¢hanges in demand for money. Changes in people’s inientson for keeping cash

balance are represented by K. It people demand more money {risc in K shey have to spend less
on goods and services (because the supply of money at any time s fixed). Decline in demand
for goods and services fcads 1o fall in prices. Conversely, if peente desive to hold less cash (fali
in k their demand for goods and services will rise and as a result the price level will Tise.

- ‘This can be explained with the help of the followr diagram: '

¥ Tty o
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DEMAND SOR ANO BUPPLY 0F MONIY

MM, shows the supply of money: it is fived at & porticuiay soint of time determined by the
monetary authorities wid hence 1t 18 fixed. Ly seancis for the denmand for money. Outpui Yy i8
determined at a point wahere the demand for meney is egual to-the supply of money. When

the demand for morney to hold increases, the Ly curve shiits vt and a new equilibrium is

established with a lower gutput, Y. In other words ije Canbridpe equation shows that:

i) TIncreased demarid for money to hold means decreased demand for goods wiich will résult
in decreased income and output. : . : " _

ii} ‘Decreased demand for money to hold means ncreased demand for goods which will result

in increased income, output and prices. Thus the ¢osh balance equation attempts to offer

explanation for the occurance of business cycies. However, It has been subjected to the

following criticism. - S :

1. Alf the Cambridge economists have emphasised the purcha 5153 'powcr of money in terms
of consumption goods. The most important shortcoming of these arguments is that the value of

L




* money or purchasing power: of money cannot be artificialy |hrn1t«ed only to consumption goods

The fact that money is used to huy many other goods is lo$t sight of.

|
2. Though the cash balanre equatlon does attempr ite explain chango% in the [evel of
economic activity, its attempt is-hardly adequate. No direct reference to this has been made.

“{However, at a later stage Keyne«; pomted out the need for coonom ic activity to create purchasmg-

power).

3. The cash- balance version does not take into aocount such variables as mcome sawngs '
and mvc‘;tment which wtal]y inffuence cha.ngcs in price levél

4. The cash balance equation neglects the asset demangd for money. The eguation does not-
emphasise the role of interest rate in determining the demand for cash balance. Consequently,
the equation remairs bepdidte from the whole corpus af the menetary theory dealing with the
rate of mtereet . .

5. In this equation, cash balances of all'g};oups of pedplé have been jumped together. In
fact different people’s cash balances are sub|o¢.tcd to diffe rent behaviour patterns.

' .5 5 COMPARISON BETW]:.EN CASH- TRANSAC'I IONS VERSION AND.

CASH-BALANCES VERSION

" 1. While the cash -transactions version emphasises t‘}f value oi money over a period of
tirie hy incorporating the velocity of money (V), the cash-balnace sguation explains the value -

-of money at a point of time by inchuding the concept of. o‘»’rz*ar.{i Tor cash balance (K)

2 Accoromg to Robcrtqor the two eguaticns are d;;.::s_::z; LA emmons of tho SHME
phenomenon. The cash transactions equation is concerned wizls oone s as o flow while the cash

halance equation is con{:crncd ‘with money as a stock or s’iore of vilue.

3. While the cash- tran«;dctlons equation stresses the tramacoone '.reloc:ry of- money (V) the
cash balance equation omphasxscs demand for cash balance {K) '

4. The American version of the quantity theory of money hdfdly '-'m ins how changes i .-
ihe volunie of money brings about alterations in the price level. The Cambridge version says
that changes in the desire of peopl:, to hold monesy may bnr'g about change in the pncc level

. even without any change in the total volume of money.,

5. The Camhrédge eguation emphass'ses. the '(if,o'land_i'or and supply 1 money. Thus it
ensures interaction of monetary theory with the general theory of demard 8 supply. Thig is
mifssing in the cash transac.tioos version.

5.6 SHORTCOMIV(:S A\JD MERI?S OF TFE QLANTITY THEGRY (‘F
MONEY

' 'Defécts of Qu‘antity Theory of Money

l The qaantxty theory of money was mblu‘*ed tr severe criticism during the early thirties

“of this centuiry. During the period of the great depression 4929.33, the prices declined stegply

and unemployment prevailed all over the wosld, Atiempts of monetary authorities to check

the fall in prices through increasing the quantity of money praved to be ineffective. It became

ciear that price level was not a function ‘of maney supply alosie but a number of non-monetary

factors.also influenced prices. For example, daring war {war economy) the prices increase and

the number of transations increase. As a resuif, more mengy is required. Monetary anthorities -
may respond to it through pumpmg more money into the dconomy.

2. The quantity theory says that change in the ﬂJuﬂtity of money is the cause and change '
in pnccs in the effect. Keynes poinied out that this was not so: change in aopply of moncy is




itot’ fhe catise ‘of change in prices level. According' to him, the factors primarily reeponsihle are’
change in income and expenditure and charige in the relation between savings and investments.

The quarmty of money isa secondary factor when compared to the volume of expendlture

3. The quannty theory of money has been useful in- formulatmg monetary ‘policies. The
theory is based on the assumption that there is a direct rélatioship between the quantity of
money and price level. Though true, this may not hold good at all times: because prices are
also influenced by other factors like weather and the sme of harvest, 1nvent|ons forergn trade,
' Govérnmerit spending, wages, taxes etc

Merits of the Ouantlty Thoory

1. Inspite of the above defects, this theory has been used as the basns to evolve monetary

' policiés and make decisions pertaining to the control of prices. The monetary authorities control -

and regulate prices through either increase or decrease of the quantity of money in the economuy.
Techniques like bank rate, open market operations, etc., are based on the assumptlon that a
larger volume of money m c]rculatlon will lead to hlgher prlces :

© 2. The quantity theory assumes that the veioelty of circulation of money, the quantlty of
-barik deposits; issise.of the currency by the Gevernmeat, improvement inindustrial development,
etc., are the determinants of price level. In considering the effect of any one of these factors
_ on price level, it is necessary to determine the effect of other factors Wh.lCh may influence or
oat-welght the parncula: factor mﬂuencmg the prices. :

3. Mllton Fnedman contends that no adequate exercise was given to test the validity of

- the quantity theory durmg the great depression. According to him there should have been due

expansion of money or of credit or of both to fight out the adverse effects of depression. He

believes that the present inflationary rise in prices in many parts of the world is due to expansion

in money supply i.e., much in excess of expansuon in reat income.
' CHECK YOUR PROGRESS - 2 T~
‘Mention the defects of quantity theory of mo_n_ey.. | o
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5.7 THE INCOME AND EXPENDITURE THEORY

' The income and expenditure approach to the value of money was developed as a protest

against the quantity ‘theory of money. The ‘income theory emphasises that changes in the
supply of money can influence the price level of aggregate real income and consequently in its

components namely, ‘aggregate consumption’ and ‘investment’. The theory focuses atfention

on the flow of income creation, consumption, savings and investment as the ultimate causes
for changes in the price level or the value of money. Though many economists were associated
‘with the development of this theory, it was J.M. Keynes who gave a systematic and complete
analysais of the income theory in his famous book, “General Theory of Empioyment Interest
and Money". .

o The total volume of icome and eaxpenditure of the people in the economy is visualised
as a continucus fow or steam. The theory assumes that the total volume of income generated
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in one period automatically becomes expenditure for the negt perrod Then the lcvel of income

- value of money, change in the price level is not.isolated but is a part of. general change in the

'Savmgs and Investment .

in fall in effective demand. On the other hand, reduction m savings ultlmatcly brmgs about: a.

the higher will be the volume of expenditure.. So, if what is taken out of the total income

" chariges in the relationship between savings and-investment of the community bring about:

_ change in the volume of investment, a change in emp!oymcnt income, and output, a change in

" thé.cost of production and finally a change in the prices of goods and services. Keynes gave up
‘the assumption of full employment which was made in the old quantlty theory of money. He -

. says that “as long as there is unemployment, employment will change in the same proportion as

' KEYNES[AN EQUATION

.. and costs and ageregate supply. According to the income theory, prices are dctermmed by
(1) money income, and (2) by real income.

consumer goods depencim on the quantlty of money but on the income.. It is-the income: that"-_"

and expenditure, the level of business activity, the level of prltes, etc., will be stable and. constant.
In Keynesian language, expenditure means effective dcmanduand more cxpendrture means more
income. For example, expansion in the-volume of expend;tﬂrc ie., effective demand, resulte in
expansion of income of the community which in turn leads to further expansion of e;xpendlturc_
and so on. Naturally, economic activity expands as production, employment and trade rises.
Consequently prices also rise. 1f the econonic activity contracts, the prices decline.. Thus the

economy. These changes are the result of changcs in the level of income and expendrturc in
the economy. ' : o .

The two basic factors that hrmg about a change in the Eevel of mcome and expendlture are
the level of savings and investment. Savings form a part of tlne income produced in an economy.
An increase in savings leads to.a fall in the consumption expcndlture, which in its turn results
rise in effective dcmand

Investment means e.xpendlture on Nnew capltal goods. The larger the volume of investments

(savings) is matched by what is added fo the income stream (mvestment) the lcvel of income
and expendrturc in the economy will be constant . :

I savmg«; are more than mvestmcnt the volume of expendrrure is reduced It results in
reduction of income and expenditure. The level of business activity and prices will declmc On
the other hand, if savings are fess than investiment, the volime of cxpendlture is increased and
it leads to expansion of income and increase in the level of business activity and prices. These
(a) change in the levels of income and expenditure, and (b) ch.mges in the price level.

5.7. l REVISION OF THE QUANTITY THEORY OF MONEY BY KEYNES

According to Kcynes, prices are defermined 1nd|rectly through the infiuence of a chaln
of events.. A change in the quantity of money may lead to a change in the rate of interest, a

the guantity of moncy changes on the other hand, when there is full employment prices will
change in the same proportlon as thc quantlty of money.

In brief the income theory of price involves an analysais of income and aggregate demand

p=Y.
Where, FPris the general fevel of prices

Y stands for money outlay
- O represents the physrcal volume of goods and services produced

_ When money outlay rises more rapidly than output (0), prices. w;ll rise. Tt on the other h
hand, output increases more rapidly than the money outlay, prices may fail. Thus’ prices of .

determines prices. .




Y

Keyﬁ;s critic_ised- the classical approach which -regaided money as- peutra; and has no
influence on the economy’s real equitibruim - equilibrium of relative prices, interest rate und
output.. The classical theory was a theory of stationary equilibrium while Keynes was concersed

with develaping a theory of economy in which- changmg views about the futurt mt‘:'iiencc the.

present situation.

In this geheral theory Keynes has developed a reformed quantity theory of money integrating

the theory of pribé with the general theory of value and output. He assizmes that roere will be
constant réturns on fixed wage unit as long as unemployment i is present. Under this si ftuatiod, an
increase in the quantity of money will not raise prices so long as there is any unemployinen:. Byt
after full employment is reached, wage units and prices will increase in the same proportion in
which the effective demand increases (as 2 consequence of increase in the quantity of money.) it
therefore, follows that the aggregate supply is perfectly elastic so long as there is unewployment
and- perfectly inelastic as soon as full employment is reached. The aggregate effective demarl

changes in the same proportion as the quantity of money. So keynesian quaniity theory of

meney can be stated as follows: as long as thers is unemployment, employment will. change in
the same proportion as the guantity of money changes, and where there is full employment
prices th! change in the same proportion as the quantity of money. :

5.’12 ASSUMPTIONS OF THE REVISED THEORY

Obviousty, this reformulated quantity theory of money is based on a number of simplifying

assumptions, The following possible complications will, in fuct, influence the events and upser -

" the eperationai importance of the theory.
1. The aggre;_,dte effective demand will not change in the. same pT oportlon in which the quanmy
- of money wili change.

2. Since resources are not homogeneous cllmmiqhmg returns will result as employment
increases. - :

-3, Since zesources lack perfect submtutabll;ry, thc supply of some commaogities wil} become
inelastic while there are still unemployed resources available for the productlon of other

. goods,

4. The wage-unit will rise before full employment has been reached in the economy'

S, '"!‘16 factor rewards enicr ing into ma.rgmal cost of producnon will not Lhange in the same e

_proportmn

Duc to the above mentionad complicating factors, the increase in thé'éﬁf'{ective demand
brought about by the increase in the quaniity of money will, generally speaking, spend itseif
partly in increasing the quantity of employmrent and partly in raising the level of prices in f‘"zr‘
ECOBOTY. : :

58 SUMMING UP

The quanuty theorv of money states (fiaf the value of money depends upon the-"su’pply'_'or'

guantity of money. If the quantity of moncy incieases, the value of moncy decreases and vice
versa. There are two versions of the quantity theory of money, viz., cash transactions approach
and cash balance Approach. -

The cast: fransactions equation (Fishers’ equation) considers only one function of of. meney,

ie., Medium of exchange. As per this equation, the total volume of money during a glven period
of time wiil be equal to the total value of goods and services. This equation is based on some
assumptions ke “and ‘T are indepegdent variables, ‘P’ is a passsivg factor, prevalence of fuil
employment, eir. Bur this theory was criticised on the & unnd ¥ is based on unrealistic
assumptions, '
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5.9 CHECH YOUR PROGRESS: MODEL ANSWERS

'5.10 MODEL EXAMINATION QUESTIONS

B
g
Col

According to the Cash Balante Approach,.the value qﬁ money depends upon the demend
for moriey to be kept as cash. This approach takes into acepunt the store of value function of
money. the Cambridge economists like Alfred Marshali, %I_’:'fgi#)u,- Rabertson. Keynes contributed
to the development of cash banances approach. This approach has the merit of relating value of
money to changes in demand for money. However, the cash balances version was also subjected
to some criticism. - . '

The quantity theory of money has both merits and dernerits of its own. The income ‘and

expenditure theory was developed as a protest against the quiantity theory of money.’ According
to this theory the changes in the price level or the changes in the value of money are brought

~about by chariges in the levels of income and expenditure of the country. In the reformutated

quantity theory of money, keynes has rémoved the assumptior of fult employment and integrated
‘the theory of meney with the general theoty of value and output. =

L 5 "V and ‘T" are independent variables and aré unaffécred by change in money. (M),
ity ‘P is a passive factor. _ '
it} Fisher assumes a long period of time )
iv) Existence of full employrment in the country.
2. i} The change in the volume of moncy supply is not the only cause of changes in the price
level, : o j L '

#) Agcording to the guantity theory change in the quantity of money is the cause and

- change in prices is the effect. But keynes has shown that hoth of them are the effects”

of some imporract causes, like change in income and expenditure and change in the

relation between saving and invesment. : e

tii) It has not been useful as a guide 1o monetary polidy or the prices are influenced by
many factors rather-than quantity of money only. o

A. ESSAY QUESTIONS

Answer the following in about 30 lines cach:

N State and explain Fisher's Equation of Exchange.

2. Distinguish between the cash balances approach and cash transactions approach to the
quantity theory of money, - :

3. Critally examine the cash transactions equaﬁon, Briefly discuss the factors that determine
the value of money. ' : ' :

4. -Bricﬂ_y‘ expliain the Cambridge equation of the quantity th&ory of money. - '
5. Br.ihg out the speciality of the income and expa:idémr: dheory of Keynﬁs.
6. .Cri'tiﬁéil.y. examing the .Qua'm';'.t'y fieory of money. .
B. SHORT QUESTIONS |

Answer the fuilowing in stuut 13 Bnes enln

-

A7 Under what assvmptions will MY g eaust i 97 ?

B. Hxplain the refationship berveen the guaniity of suney aid the vane of money.




' 9 Llst out the assumptmns of Keynsmn Income and Expend:ture Theory.'

10 Descnbe the Cambr:dge equation- of exchange

11, State I-_(eynslan equat_lon of Income and Expenditure.

12, . Explain Pigou’s Quantity Equatior_l.

'13.' ' .':]'E‘.xﬁlaiﬁ.'RObeftsoh"s Qu.ziﬁti_tj(’ 'Eqiiation.

5. 11 RECOMMENDED BOOKS

.1 Crowther G.

2. Culbertson John. M.
.3. Jhingon M.L.

.40 Sundaram K.P.M.

5. Vaish MC.

| 6. Vaish M.C.

An Outhne of Money.

Money and Barking

Money, Bankil}g and .Internaiional Trade.
Money, Banking and Internitional Trade.
Mohey, Banking and Infemétioﬁa] Tfade. |
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312 GLOSSARY

" Full Employmet

* 'Pur'chasing Power .

f .
"Velocity of Circolation of Money

. An economic situation where unemployment 1s at a

minimum and the number of unemployed isnogreater

_than the number of vacancuec

: The quantity of goods and scmce‘; a unit of money o

can buy.

: The average number ‘of times each unit of moncy is
used during a period.
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UNIT-6: INFLATION AND DEFLATION
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6.0 AIMS AND OBJECTIVES

“In this Unit we explain the economic situation under mﬂdnon and deflation and its impact
on Varmus sectlons of people. : . :

After readmg tlns-u_mt, you should be able to:

* “explain the meaning of inflation and theories of inffation:

¢ describe different types of inflation;

* discuss the causes for and effects of inflation;

* list out the measures to controf inflation;

* discuss inﬂationa_zﬂr gap ;. _

* explain, what is deflation and what is deflationary gap;

* _dlqcuss the effects of deﬂatmn and the measures fo controi deﬂauon, and_

* d;st.lgulsh between d}'smﬂatlon and rei’atlon
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effective demand. Increased effective demand without a corresponding rise in the supply of
goods and services leads to rise in price level.

‘Cost-push inflation occurs when prices rise due to an increase in cost of produciton. The
reason is that prices of various factors of preduction increase, This situation arises as a result
of either wage-push or profit-push factors. o ) -

iii) Open or Suppressed InRation:  Open inflation refers to a situation where prices rise

without any interruption. The Government does not take measures to stop the rising prices,
On the contrary, suppressed inflation is one where the Government attempts o check the rising

prices through price ceilings, rationing, etc. During: suppressed inflation, private holdings of
cash, bank depdsits, etc., increase. While prices do not fise in the controled sector, they increase.

disproportionate’!y'in the uncontrolled sector.

iv) Creeping, Walking, Running and Galloping Inflation: The above c!assiﬁcation is m_ade'

on the basis of the extent to which prices tise. Inflation is said to be creeping, when price rise is
very low, say 2 to 39 a year. Waiking inflation refers to a situation, when prices rise gradually
at the rate of 3 to 5 per cent a.year. ‘Running inflation occurs when prices rise by more than
10% yearly. The most severe form of inflation is ‘Galloping’ or ‘Hyper-inflation’ in which prices
tend to rise by more than 16%. During the post First World War period, Hyper- inflation was
‘experienced by Germany and the situation was so severe that a cart load of notes bad fo be
carried to buy a cup of coffee. Similarly in France, a basket load of currency had to be carried

to-buy & loaf of hread.

v) Comprehensive and Sporadic Inflation: ‘Depending on the coverage and scope, inflation

is divided into two cafegories: (1) Comprehensive inflation and (2). Sporadic inflation.

~ Comprehensive inflation refers to a situation when every sector of the econonmy experiences

_inflationary pressures. Sporadic inflation is a sjtuation when inflation occurs only in certain

sectors. It is sectoral in nature. For example, increase in prices of food grains due to failure of
crops or rise ifi prices of fertilisers, ete. o - : .

" vi) Wage-Induced and Deficit-Induced Inflation:. Wage-Induced inflation is a situation
where prices rise on account of increase in money-wage. Increase in money wages would lead
to increase in cost of production without a corresponding increase in output. This leads to a
further rise: in prices. Money-wage has a tendency to increase whenever prices rise.

- Deficit-induced inflation occurs when Government resorts to deficit financing. Government

resorts to deficit financing when it is unable to meet expenditure through taxation. This increases
the total money supply or purchasing power of the people. The result is rising prices.

6.5 CAUSES OF INFLATION

According to Kenneth, K. Kuriharan, inflationary pressures arise from both the demand
side and the supply side. The term demand is understood here as demand for money income,
and supply means available output on which the money income is spent. The factors that cause
inflation are discussed below: '

) Demand Factors: Increase in money income may be caused by factors such as (1) Increase

in the total money supply in the economy (2) Increase in the amount of disposable. income

(3) Expansion of Barnk credit, (4) Increased consumer expenditure and business outlay. .

i) Supply Factors: Inflation is also caused by factors affecting supply side. For instance
when there is shortage of raw material, equipment and machinery, etc., the output of goods and '

- services may not increase corresponding to an increase in money income. As explained earlier,

there will not be any increase in the general price level inspite of increase in money income, |
if there are uvnemployed persons in the economy. But inflation will set in if money income

_ continues to increase even after full ernpolyment level is reached.
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& . The Role of Speculation: Speculation too plays a signifi¢ant part in aggravating'inflation.
: When prices are expected to increase the consumers will"purchase more goods; this will lead to

rise in prices. In the stock exchanges and produce markets, speculation of price rise accentuates

inflationary pressures, ' L - -

1
!

CHECK YOUR PROGRESS - |

List out the causes for inflation

. 6.6 EFFECTS OF INFLATION

* The effects of inflation are not uniform or- all groups ot people in the economy. For the
purpose of analysis of the impact of inflation all people can be divided into the following major
groups, . s : . o

_ 1. Debtors and Creditors : While debtors as a group aré benefitted inflation, the creditors
sustain loss. When a person borrows money before the rise in price level and repays at a later
date when prices have risen, the purchasing power of money repaid will be less.. The creditor

 loses because the value of money is less than at the time of lending. : R

- 2. Investors : Persons who invest in equitiés are benefitted by inflation. During the period
of inflation equity dividends increase due to increased corporate earnings. So equity investors
are benefitted. ' ' R I :

On the other hand inflation affacts adversely those who invest in fived interest yielding
. bonds. They get the same increase but less purchasing power. : '

3. Business Community : Manufacturers, entrepreneurs, busifiessmen stand to gain during
i, ' inflation. Businessmen sell the commodities at higher prices and earn windfall profits. The
F ' entrepreneurs earn huge profits as the rise prices will be .more than the rise in the cost of
C production, '

4. Wages and Salaries : Workers and salaried sections ilrc adversely affected by inflation

- since wages/salaries do nct rise in proportion to gise in prices. Their purchasing power will be

relatively less and workers tend o lose. So trade unions bargain with employers for rise in
wages. . ' o '

5. The Rentier Class : People of fixed income groups ;likc pensioners, anmiuity hold'_crs,_
those living on past savings, etc., suffer the most on dccount of inflation. Erosion in thier real
incomes reduces their standard of living. :

6. Farmers : Farmers are benefitted dusing inflation because of two reasons. Firstly, the

prices of farm products increase and secondly, the mcrease in cost of production is less than the

. rise in prices. This is more so in the case of farmers who produce food grains. Further in the

capacity of deptors they pay back less purchasing power o the creditors. Thus inflation gives
doublesbenefit to the farmers. : - :
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. 7. Consumers : Inflation affects consurners very badly. Rise in prices reduces private
consumption through reduction in the purchasing power of the people. ‘Thus consumers have
to lead a fow standard of life during inflation. B e

Kenneth K. Kuriharan summarises the effects of inflation thus : inflation redistributes
wealth and income in such way as to hurt the consumer, creditors, small investors and low and
fixed income groups and benefits the businessmen, debtors and farmers. i

67 CONTROL OF INFLATION

In view of the adverse effects of inflation on the _économy in general and on certain groups
of people in particular, it is to be controiled by all possible measures. The anti-inflationary
measures include (1). monetary measures (2). fiscal measures and (3). other measures.

i) Monetary Measures : According to some economists, inflation is'a monetary phenomenon
i.e., caused by monetary factors. Milton Friedman is one of the modern economists who advocate
monetary measures to control inflation.

Anti-inflationary monetary measuies include the Central Banking operation of lfestric;ing

:c,redit,- etc. Some populdr measures used by the Central Bank aré bank rate policy, open market.

‘operations, variable reserve ratio and selective credit control. However, it is to be noted that
monetary policy can successfully control inflation only when it is caused by excess supply of
money (increased volume of money). .

ii) Fiscal Measures : Fiscal measures relate to the government policy in respect of

_ public expenditure. and taxation. Keynes advocated Fiscal policy as instrument of checking
inflation. According to him, if the inflation is due to excessive aggregate demand over the full

- employment level, it can be controtied reducing aggregate demand. The aggregate demand can
be reduced by way of increasing the rate of taxes, introducing new taxes and reducing the public

_ expenditure. However, it is difficult for the government to curtail certain types of expenditure
like expenditure on construction of foads, education, medical and heaith, etc., which are essential

for the development of the people. So it is not possible to reduce such expenditure altogether.

However, some unproductive items of expenditure can be reduced to control inflation. Increase

-in rates of taxes and the introduction of new taxes may reduce consumption and thus bring down

_ pressure on aggregate demand. Increased taxes on the rich peopie will be much more effective -

- in checking. inflation. Taxes on commodities reduce the expenditure of people and hence their

- demand. Fiscal measures are considered to be more effective than monetary measures to control

 inflation. However, it should not adversely affect productive investment and result in greater
. unemployment. o o

iii) Other Measures : The Governfncnt may try to increase output and thereby control
inflation. For instance, in a country like India where inflation is due to shortage of agricultural
production, inflation can be controlled by increasing agricultural output.

Where inflation is due to specufative activiites, the government may try to restrict such -

_ activities. For example, in Tndia, the government has curbed the evils of speculation by taking
" over the distsibution of essential commodities through consumers-cooperatives.

Tf the price rise is coafined only to certain commodities the government may try 10 restrict
such activites. o

If the niiation is on account of increase in Ishotir cost government can control it by
wage-freeze. : . S _ :
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6.8 INFLATIONARY GAP

The concept of ‘Inflationary gap’ was originated by. JM. Keynes. According to him the
mnflationary gap for the economy refers to "An excess of anticipated expenditure over available
output at the base prices”. Keynes brought this concept to emphasise the strategic significance
of flow of money influencing the general price level and to indicate the primary importance of
fiscal measures in wiping out the inflationary gap.

The aggregate demand for goods and services ie., total expenditure is derived from three
sources: (i) Private consumption expenditure (C) (ii) Private investment (I) and (iif). Government
expenditure (G). Thus the total anticipated expenditure is; C+1+G.

~ The available output to meet the demand for goods and services is a function of employment
and the level of technology at a given time. Inflationary gap occurs when there is an excess of
demand over available supply. The foliowing illustration makes this concept clear,

First, let us take the demand side: during war period Government’s expenditure on Armed
Forces increases. This results in an increase in the volume of money. Increased income in the
community will fead to increased consumption expenditure and investment. Thus there is an
increase in the total expenditure (the total demand).

The net disposable income of the community which constitutes aggregate dcmand for goods
and services may be estimated as under.
National income during the given year, say, Rs. 20,000 crores,
Tax paid to the government say, rs. 5,000 crores.
Gross disposable income: 1-2 = Rs. 15,000 crores.

Savings by the community at 10% of the inceme; Rs. 1,500 crores.

L

The net disposable income with the cbmmunity (by subtracting the figure at 4 from the
figure at 3) : : ' '

* It is net disposable income with the community that determines the aggregate demand of -

. the community for goods and services,

Let us now discuss the supply side:

The aggregate supply comes from the Gross National Product. A part of it is spent by the
Government for war purposes. Therefore, the available output for the community’s consemption
is less than the gross natjonal output. For example: ' '

Rupees in Crores

National Product _ 20,000
Alipfopxiatcd for future purpose ' : §,000
Available for consumption | | : ' _ 12,00b

- Thus, although net disposable income the community would like to spend is Rs.13,500
crores, the available output for civilian consumption is Rs.12,000 crores, The inflationary gap
is Rg.1,500 croi'es.(1350(}-12000é_1500). So long as the amount of disposable income with the _
people and the volume of goods and services available for them are the same, there will be price
stability_:, The inflationary gap will be visible when the amount of disposable income is more

than the quantity of goods and services avaitable for consumption.
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Inflationary gap is illustrated in the following diagram:
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OY = Volurme of oulpul.{(income)
YE = Fuli Employment Demand
YA = New Demand

AE = lnhationary Gap

The horizontal axis represents the voulme of income and the vertical axis represents the
voulme of expenditure (C+1+G). The 45° line is the equilibrium line. At point E, the economty
is in equilibrium because at that point the supply of goods and services (or real income OY)is
equal to demand for them (reflected by total expenditure YE). Therefore QY may be regarded

" as equilibrium income as well as full employment income at current prices.

OY = Volume of output (income)
" YE = Full employment demand

YA = New demand

AE = Inflationary gap

Suppése. the Government has to increase its expenditure for development purposes, by an

" additional amount equal to EA then the new total expenditure is shifted upwards, The dotted

line represents 'C+I+GL. Then a new situtation arises. The real output (or income) remains
constant at QY but the monetary demand for this output is not YE but YA. Thus, there is
excess of demand equal to EA. Therefore, EA represents inflationary gap which is responsible .
for pushing up the price level. '

Wiping out the Inflationary th 1 As explained already, inflationary gap 'sta:t.s with
additional expenditure by the Government. Through economy in Government expenditure, the
excess of aggregate _demancl can be reduced. But this is not always possible because Govemmen_t

-

58




has to spend for economic development or, during war tii:he, to sustain the war effort. The
following are some of methods to eliminate the inflationary gap.

iR =

(i). An increase in vo!ﬁntary saving by the com munity witl réduce ef_fecfivc demand.
(). The government may use the tax system to move up the3surplu_s purchasing power with the .
people. ' !
- {iii). The output of goods and 'se_rvices may be increased so as toe absorb the excéss demand.
The inﬂhtionary gap is used statisticafly to measure the pressure of infaltion. It enables

monetary authorities to adopt proper anti-inflationary policies. _ :

| 69 DEFLATION

Defiatjon is an economic situation during which period the prices are failing or the value
- of money is rising, In the words of Pigou "deflation is that state of falling prices, which occurs
at the time when the output of goods and services increases more rapidly that the volume of
money income of the economy”. But modern economists do not completely link inflation with -
-the decrease in money supply. Crowther is of the opinion that “deflation is that state of the
economy where the value of money is rising i.e., prices are falling: '

. ' _ Deftationary Gap : Deflationary gap is the opposite of inflationary gap. If the volume of
- goods and services is larger than the aggregate demand of them, a deflationary gap will arise,
Under such circumstances, the C+1+G curve is pushed downwards. The decline in demand may
be because of reduction in Government expenditure, a decline in private investment, and a fall

in private consumption. This can be shown in the following diagram:

b

EXPENDITURE (£
1
1
1
|

° ' ¥! INCOME (Y)

In the above diagram;
OX = Voiume of Real Incoma avaiable for the community
vlia= Originai Fil Employment Demand
v1g ~ new Demand
AB = Defislionary Gap
- To wipe out the deflationary gap the government can increﬁae publi'c expenditure. The:

expenditure of the community can be raised through reduction in taxes. If C+I+G is raised to
the original level, the deflationary gap will disappear.

The concept of deflationary gap has some policy implications. To remove the dcﬁa_tionary

: - gap the government has to increase aggregate demand to that of full employment level, To atfain

ly this objective, the government can reduce the rate of taxation (so that private consumption or
' expenditure can increase) and by increasing the public expenditure. )
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6.10 EFFECTS OF DEFLATION .

The effects of deflation on production, business; employment and the distribution of income

- are discussed below:

1. Debtors and Creditors : During the period of falling prices, the .creditors gai and .
debtors lose. The debtors have to pay back more purchasing power to the ereditor. The demand

for consumption goods increase and also the purden of indebtedness goes up.

2. Tnvestors : Deflation is beneficial to those who have invested in the fixed income yielding
assets. Their income remains the same though the prices have fallen. Fatling prices increase the .
purchasing power of money in the hands of investors. However, investmient in equities brings
less income by way of dividends because the corporate earnings decline. Investors in edbities
are adversely affected by deflation. - o '

3. Production : Production and trade are adversely affected by deflation. Profits of
entrepreneurs are reduced because of falling prices. Entrepreneurs tend to reduce their
investment and that results in unemployment. Declining profits adversely. affect the marginal
efficiency of capital. S : -

4. Working Class : Deflation-benefits wage and salary efrners. Their purchasing power of
money is increased. But the evil of deflation is unemployment. Some of the workers are forced
to remain amemployed. : : .

5. The Rentier Class : Pensioners, annuity holders and the fixed income groups are
benefitted by deflation, because of falling prices.
N

6. Consumers : Consumers arc largely benefitted because they will be able to buy more
goods and services with the same money income. But the unemployed persons have to suffer a

_ lot.

The choice between inflation and deflation is like the choice between two evils but the
lesser evil is inflation: It has got a favourable effect on employment and output. In the case
of the underdeveloped countries, mild inflation is advocated as one of the policy measures of
development. But it ha§ to be carefully noted that inflation does not cross its limit,

CHECK YOPR PROGRESS - 2

List out different classes of the society which are benefitted by-Deflation.

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

6.11 CONTROL OF DEFLATION

\y .
Measures to be taken for controlling deflation are explained below:

i) Monetary Measures : The monetary measures to combat deflation refer to central '
banking operations of expansion of credit. It may use various weapons like the Dank rate, open
‘market operations, variable reserve ratios and selective credit controls. These measures will be
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effective only when deflation occurs due to shortage of moqey siupply. When deflation is due
to non-monetary factors, the monetary measures will not be effective in controlling it.

it) Fiscal Measures : Fiscal measures to control deflation include the Government's
increasing public expenditure and reducing the rate of taxation. The increased expenditure adds
to aggregate demand and thus results in increased employmertt, output and prices. It is better if
the government increases its expenditure by deficit financing. By lowering the rate of taxation,

‘the aggregate demand can be increased through increase of private consumption.

6.12 DISINFLATION, REFLATION AND STAGFLATION

Disinflation is the process of curbing inflation.. it can also be considered as a policy of
deflation. As people did not tike using the term deflation after 1930s, a new term ‘disinflation’
was brought into vogue. It is a deliberate action taken by the Government during inflation to

- bring about the general fall in the price level. According to J.L. Hanson, disinflation is a mild

form of deflation - a policy adopted to check inflation by restricting demand.

Reflation is a cure for deflation. When prices fall to a very large extent, it is desirable that
there should be gradual rise in the price level. The Government has to take step to control
deflation when it has reached the other extreme. Such action on the part of the Government
is described as reflation. Cole defines reflation as "inflation deliberately undertaken to relieve
depression"”. According to H.E. Evitt, "if, after a period of deliberate dettation, it becomes
apparent that a fall in prices and wages has been caused to an extent which is having serious
effects on industry and trade...some resort to inflationary principles must be made. However,
such a process does not result in inflation as such, but is merely retracing steps taken too far
in the wrong direction, it is known as ‘reflation’ so as to absolve it of any inflationary taint.” .

Stagflation is a phenomenon where the economy experiences stagation as well as inflation.
It is a situation when recession is accompanied by a high rate of inflation. Tt is, therefore, also
called ‘inflationary recession’. The main casue of stagflation is’excessive demand in commodity
markets, which leads to price rise, and at the same time the demand for labour is dificient,
which creates unemployment in the economy. : o

6.13 SUMMING UP

. Generally inflation refers to a rise in price tevel or fall in the value of money. It may result
from an increase in the volume of money as compared to the supply of goods. There are two
theories of inflation, namely, quasitity theory approach and excess demand approach. As per
the first approach the main cause of inflation is an increase it the guantity of money and as
per the second approach the excess demand over supply of goods and services is the root cause
of inflation. There are different types of inflation, like money inflation and price inflation,
demand - pull and cost-push inflation, open and suppressed inflation, creeping, walking, running
and galloping inflation, etc. Inflation arises because of two factors viz, demand factors and
supply factors, : : '

Inflation affects different people differently. Consumers, creditors, small investors, workers
and salaried sections and fixed income. groups are adversely affected, whereas businessmen,
debtors and farmers are benefitted by inflation. Becasue of its adverse effects, inflation has to be
controlled. Measures to control inflation are grouped into monetary measures, fiscal measures
and other measures. : : '

Inflationary gap occurs when there is an excess of demand over available supply of goods

-and services. It may be wiped out by increasing taxation and inducing savings.

Deflation is the stage of falling prices. Deflation also has its effects on different sections
of the society, like debtors and creditors, investors, working class, rentier class, consumers, etc.
The measures to contro! deflation can be classified into monetary measures and fiscal measures,

There are three more concepts namely, dis-inflation, reflation and stagflation. Disinflation is
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- the process of curbing inflation, whereas reflation is a cure for defiation. The term ‘stagflation’
refers to the situation where the economy experiences stagnation as well as inflation, -

6.15 CHECK YOUR PROGRESS: MODEL ANSWERS

1. i) Demand Factors : ‘The upward shift in demand may be caused by (a) an increase in’
money supply; (b) increase in the disposable income of the peopie; (c) Increase in the
consumer expenditure; (d) expansion of bank credit, etc. :

ii) -Supply Factors : The downward shift in supply may be caused by, (a) Shortage of raw
 material, equipment etc., (b) increase in exporis reducing the availability of goods for
- domestic consumption and (c) Hoarding of goods by traders in anticipation of further .
rise in prices, etc. .

2. Creditors, investors of fixed income yielding assests, working class, fixed income groups,
CONSUmers, etc.

6.16 MODEL EXAMINATION QUESTIONS

A. Essay Questions
- Answer the following in about 30 lines each:
1. .Define inﬂétion and discﬁss its effects. How for can monetary lheasufes control i;lﬂation?'
2. Enumerate the consequcnces of inflation.
3, Explain the causés, and remedies of inﬂation.
4. Discuss the effects of deﬂation. Suggest remedies.
5. Distinguish between inflation, deflation, reflation and disinflation.
6. Between the inflation and deflation, which 15 worse;.? Comment.
-7 What is inflationary gap? Suggest measures to eliminate it.
B. Short Questions
Answer the following in about iS Jines each: .
1. Distinguish between cost-push and demand ﬁull.inﬂation.
2. Explain the concept ‘inﬂationary gap’ with a diagram. |
3. Explain the meaning and conséquenccs of deflation.
4 Describe the non-monetary causes of inflation.
5. Whaf is a deflationary gap?
_ 6. Explai_n thc-causes for inflationary gap.
7. Briéﬂf explain different types of inflation.

B Distinguish between disinflation and reflation.
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6.18 GLOSSARY

Deflation
Deﬂatidnary Gap

Disinflation

' Fiscal _Policies

Inflationary Gap

Inflation

Money Wages

Real Wages

.- Stagfiation

Trade Cycle

. Wage Freeze

: A decline in the general price level of goods and services.
: Excess of goods and services over :ﬁggregate demand for them.
: It i a process of curbing inflation,

: The Gevernmentipolicy either to increase or decrease taxation to

stimulate or check consumer demand.

1 An excess of anticipated expenditure over the available output at
~ base prices. :

* An increase in the general price level of goods'and services.
: Wages paid in terms of cash or its equivalent.
¢ Wages paid in terms of goods and services.

: A phenomenon where the economy experiences both staganation

and inflation.

: The tendency of business activity to fluctuate regularly between

boom and depression. During the downswing of the cycle there
are falling prices, fall in production and increase in unemployment.
During the upswing there are rising prices, expansion of production
and decreasing unemployment.

: An attempt to hold wages at their -existing level for a period of

time.
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20 AIMS AND OBJECTIVES

In this unit we have explained the concept of value of money, measurement of the changes '
in the value of money with the help of index numbers, uses and kinds of index numbers.

By the end of this unit, you will be able to:

* explain the concept of value of money; _

K explain the measurement of changes in value of money;

" # |ist out the steps involved in the construction of index numbers;
* jdentify the difficulties in the construction of index numbers; and

%« discuss the various types of index numbers and their usefulness.

.71 INTRODUCTION

- Generally, the price level varies from time to time, which leads to fluctuations in the value '

of money. As we have seen in the last unit, changes in the value of money may affect different
sections of the society either favourably or adversely.

Index numbers of prices are used for measuring the changes in the value of money. This
unit explains the different aspects of the index numbers.

7.2 CONCEPT OF VALUE OF MONEY

. The value of money means the amount of goods and services it can buy. It indicates the
purchasing power of money. In other words, the value of rupee is measured in terms of the
amount of goods and services it can command. For example, if a kilo of wheat costs Rs. 2/-
- (two rupees) 10 rupees can buy 5 kilos of wheat. If the price of wheat is increased to Rs4
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per kilo, then Rs.10 can buy only 2.5 kilos-of wheat. Thus money buys more quantity of goods -

- and services when their prices are low and vice-versa. .The value of money depends upon the

price-level.

There is an mverse relationship between the price-level and the value of money. When
the price-level increases the value of money decreases. Stmilarly, when the price-level falls, the
value of money increases. '

Since the number of goods and services produced in a co. niry is very large, it is not easy to
express the value of money in terms of each and every commodity. So an average of all prices
is calculated and this average is called the general price-level: The inverse relationship between
the value of money and price level is given by the foli~wing formula: :

vm. = 5 Where Vm. stands for the value 0i money and P stands for the price-level,

7.3 MEASUREMENT OF CHANGES IN THE VALUE OF MONEY-
INDEX NUMBER : : _

Money serves as the yardstick for the measurement of the value of each and every commodity
exchanged for it. But how to measnre the value of money? The value of morey can be measured
in terms of what the unit of money can pu'rcha_se. In other words, the purchasing power of
money indicates the value of money. To know the purchasing power of money, it is necessary
to know the price- level. This is calculated through the statistical device called Index Number

- of Prices. Since the value of money is inversely related to the price level, changes in the value

of money can be known by comparing the price levels of different periods. Such a comparison
is done through index numbers. Lester V. Chandier defines the index number of prices as
follows. " The index number of prices is a figure showing the height of average prices at one
time relative to their highest at some other time that is taken a3 the base period. The index

- number of prices can also be defined as a number calculated by a statistical device to estimate-

 the relative variations in the magnitude of a pheromenon from time to time and from place to

cormaodities should be chosen for constructing an index number. It &

place®.

74 ESSENTIAL FACTORS FOR THE CONSTRUCTION OF INDEX
NUMBERS |

The index number of prices Is a statistical device covering the changes in the prices of the
commodities. The foltowing factors enter into jts computation.

1. The Choice of a Base Year : The first step in the construction of index numbers is the
setection of a base year, The changes in the price level are always measured with reference to
the base period. It is therefore necessary that the base year should be a nominal year, ie, a
year of normat economic activity. It should be a'year of comparitive price stability. It is better
il the base year is"a near rather than a remote vear because it reflects the real price changes.
Sometimes the previous year is taken as the ‘base year for the construction of index numbers.
Such index numbers are termed chain indec numbe:-s.

The base year should be an year of normal economic activity, vsually it will be a prominent
year in some manner. For example, a Pre-war or pre-depression vear may be selected for
comparison of future changes in prices. ' ' :

2. Choice 6[' Commodities : To obtain accurate results of price changes, the right type of

et to include ai; -
fypes of commodities since there are hundreds of thousands of corr- “ities ' the work ', The

,kind of commodities which have to be included for computation of i, - mr e e prices will

¥

depend upon the purpose of the index numbers. To show the vzlue . sy in general tis
necessary to include as many important goods as possible. But, & we p. s s to fnd out
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the value of money to a worker it is necessary to take the retail prices of those goods which-
enter into his consumption. C '

3. Collection of Data : The collection of data should be comprehensive, accurate and
systematic. The guestionnaire, designed- for the collection of data should facilitate to get
comparable, representative, adequate and accurate data. Representative data means that it
should include all important commodities and their prices. Comparative prices taken should-be
the representative of the whole group. The data shotild cover the same set of goods over the
years in order to ensure comparability. As far as possible the data should be collected through a
competent authority. The data should be adequate so that an acceptable index fumber of prices .
may be constructed. For instance, the index number of agricultural prices cannot be calcutated
only with the prices of rice. It is necessary o include prices of wheat, jowar, bajra and so on.

4, Choice of Index Numbers : The choice of index number is the essential requirement in
the construction of index numbers. It determines the chain of commuodities and the collection

of price data.

There are many types of index numbers of prices such as general purpose index numbess,

the wholesale price index numbers, the retail price index numbers and so on.

If the probiem before us is to study the standard- of living of a worker, we have to select

' ~ thie cost of living index numbers. The results will be accurate if the choice of index numbers is
. correct.

' §, Cholce of Weightage : The commodities inciuded in the computation of index numbers
should be given proper importance oF weightage. For instance, some commodities are far more

‘important than others and a larger proportion of the income of the. peopie may be spent on

them than others. For example, wheat is more important than fruits or sugar. A large number
of people buy and spend a large proportion of their income on wheat than on sugar or fruits. In
order to give different articles their due importance in the caleulation of averages, the weightage
to be given to each commodity is to be estimated. This can be expressed as a proportion of
the total value of commodities. Supposing the total value of ali goods is Rs. 100 crores and
suppose all goods are given a total weightage of 100; if the production of rice is worth Rs. 15
crores, rice will be alioted a weightage of 15. If the production of wheat is Rs. 5 crores wheat

will be given a weightage of 5 and so on. .

6. Cholce of Average : Many types of averages are used for construction of index numbers:
arithmatical average, geometric average, harmonic average, etc. The most commonly used
method. is the single arithematical average in which the aggregates of prices of all items is
divided by the number of items. ‘The other fype of average commonly used-is the geometric
average. . :

CHECK YOUR PROGRESS - 1
List out the steps involved in the construction of Index Nufnbers. '

........................................................................................
....-............-..................-........................................... .......
........................................................................................
...-...v—--.....-...-......--.................--..‘.....-................_-.....‘.-- .........

[ e T LA LR LR R R R R TR L R i

66




7.5 CONSTRUCTION OF INDEX NUMBERS

The index number of prices can be constructed in the following way. Let us suppose that
in a country only three comodities are produced, viz., wheat, ctoth and fish; and their prices in
the year-1 (the year which we take as the base year. ie., the year with which we can measure
the prices of the commodities of the other years) are Rs. 5 per kg of Wheat: Rs. 4 per metre

of cloth and Rs. 3 per kg. of fish. These prices of the base year can be considered as equivalent .

to 100 and with reference to the base year the prices of other.years can be compared. Let us
further suppose that during the year- -1 the prices of these commodltles change in the following
manrer.
Wheat Rs. 10 per Kg.
Cloth Rs. 4 pér Metre.
Fish Rs. @ per Kg.

This means that in the year-1] the price of wheat per ke has doubled, the price of cloth
‘per metre has remained constant and the price of fish has mcrcased by three times. In this case,
the construcﬂon of Index Numbers witl be as follows:

Price Relatives (Year - 1 Base Year)

Commodity Year-I ' Year-II
Price per Unit * Price Relatives

1. Wheat | Rs. 5+100 " Rs. 10=200

2 Cioth  Rs. 4=100 Rs. 4=100

3. Fish . Rs. 3=100 ~ Rs. 9=300

Total S © 300 600

Average _ - 30(0+-3=100 - 600+3=200

] _ Price of the commodity for current year
- Price relative = x 100

price of the commodity for base yé,ar

The average price relative for the year-I is 100 and for the year-I1 is 200. It means over the
_period the price-level has doubled. The value of money is reduced to one half. Thus the index
number of the prices indicate as to how over a period, prices have risen or fallen. With the
rise in the price-level, the value of money will fall correspondingly. This is the simplest way of
measuring the changes in the price-level through the construction of an Index Number of prices.
The index number of prices reflects the price-movement over the years and the consequent
changes in the value of money.

Weighted Index Numbers : The simple arithematic average of prices gives equal importance
to all commodities and therefore it fails to depict the correct situation. While constructing index
numbers for particular purposes, all goods are not of equal importance. Ir: the budget of an
industrial labourer, foodgrains are more important than sugar and as such while constructing
the workers' cost of living index, due weightage should be given to foodgrains, Weights reflect
the relative importance attached to different commodities. We get the %= 's%124 index numbers
by mulnpiymg the pr:ce-rclatlves by appropriate weights as ahowf; highew
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In the previous example, suppose: the Weights are 'given as wheat: 5; Cloth= 3; Fish = 2;
then the weighted Index Number can be calculated as shown below:

Year-1 Year-11
-Corﬁmodit}_r '
Price Relativex - Price Relative x
Weight - Weight -
1. Wheat 100x5-500 . 200x5-1000
2. Cloth 100x 3=300 . | 100 x 3=300
3, Fish 100 x 2=200 300 x 2600
Total (10) 1000 (10) 1900
Average 100010100 1900+10=190

_ This means that wheat is five times impoftant, cloth three times and fish two times. The -
. result is, over the years, the prices have risen by 90%. The satistician has to carefully study the
" p:cblem and give appropriate weights to the commodities to arrive at the correct result.

7.6 DIFFICULTIES IN THE CALCULATION OF INDEX NUMBERS

There are some difficulties in the calculation of index numbers. While some of them can
be solved, others have remained unsolved. The following are some of the difficulties.

1. ‘Collection of Data : One of the difficult tasks in the computation of index numbers is with

regarc 0 the collection of adequate, representative and continuous da:a. In this connection, it

may be noted that satisfactory figures are available for commodities deait with in the wholesale
market, whereas data are inadequate in the case of retail prices. As such the index numbers of

. wholesale pices are more accurate than the index numbers of retail prices. Sir Dennis Robertson

states that "It is not always easy to get accurate figures of prices except for certain staple
commodities sold wholesale”. He further contends that the prices we are comparing may not
be exactly of the same commodities. : '

2. Difficulties in the Choice of the Base Year and the Commodities : The base year should
be a normal year with relative price stability. Further the commodities selected and their prices
should be in accordance with the type of index numbers that are required to be computed.
For instance, for the construction of the cost of living index numbers of industrial workers we
should choose accurately the goods consumed by them. With regard to the computation of the
retail price index numbers, only goods traded in retail market and their prices are to be taken
into consideration. . '

A certain amount of arbitrariness is involved in the matter of deciding as to which base’

year has to be taken; what commodities are to be included and what kind of weightage is to be
given to them. ' -

3. Selection of Averages : The choice of thé fight type of average is anothei problem of
index numbers. But generally the arithematical averages are made use of for computation of
index numbers. '

4. Changes i_n' the Quality of Commodities : The consumer price index fails to take into
consideration the quality changes and the consequent better service. Another drawback of the

consumer price index numbers is that they do not take into consideration the introduction of -
new goods which may be close substitutes for the older and higher price commodities. There.
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7.7 UTILITY OF INDEX NUMBERS

5. Technical Difficulty : If the base ycar is reversed we do not get the same resﬁlt but a
different one. This is a mathematical problem. Sonie of the above difficuities which dimit the

utility of index numbers have been rectified. Marshall's systemn of chain index is a device by
which new goods are introduced and old ones are dropped. This facilitates comparison of index

‘numbers-of successive years. Further, the technical difficulties such as non-comparability of the

index numbers when the base year is reversed have been solved by means of reversal tests.
CHECK YOUR PROGRESS - 2 '

.. Spell ont the difficulties you come across while calcutating index numbers.

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

R P T

Index numbers have the following uses.

2. Measures Changes in the Value of Money : A study of the purchasing powaer of money

is important on various grounds. Stability in the purchasing power of money is the fundamental

condition to stabilise the economic set up of the country. Hence in all the countries steps.
ae taken to keep the purchasing power of money stable within certain limits. To achjeve this
objective, it is necessary to measure the changes int the purchasing power of money through the

index numbers of prices .

Evéry couzitrj_f prepares different sectional index numbers such as index numbers of wholessie
prices, retail prices, profits, etc. Bach index number has its own use and significance. :

3. Helps Consumer to know the Valve of Money : The consumer price index shows the

price changes of consumption goods. It alsg indicates. the changes'in the standard of living of

the consumers because of changes in the pfXe level. These index numbers reveal as to whether
the consumers are better off or worse off because of the price changes.
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4. Compares Purchasing Power of Two Currencies : The purchasing power theory says
that the extérnal value of a currency depends upon its internal purchasng power. Naturally for
calculating the rate of exchange by this method the index number of prices will be of great
relevance under the inconvertible paper currencies. The external value ‘of a currency tends to
be determined by its internal purchasing powaer or the price level in the country.

78 KINDS OF INDEX NUMBERS
Index numbers are of different types. They are discussed in the following paragraphs: .

i) General Purpose Index Numbers : The chief objective of general purpose index numbers
is to measure the general purchasing power of money. 1t is computed by combining the weighted
average of many different index numbers such as wholesale prices, retail prices, wages, profits,
interest, etc. This index measires the value of money in the most peneral sense. Many people
consider such index numbers as a useiess hotch-potch without the reat significance. The different
index numbers may be in different directions and their average will not properly represent the
general trend. : '

if) Index Number of Wholesale Prices : The purpose of index number of wholesale prices
is to measure the value of money with reference to those important and sensitive goods which
are traded in wholesale markets. The coinmodities which enter into this type of index numbers
inciude important foodstuifs, raw materials, semi-finished goods and manufactures. For all
practical purpose, this index number is used to represent the general purachasing power of

~money.

{ii) Index Number of Retail Prices : The purpose of retail price index numbers is to measure
the vatue of money with reference to the final consumption of goods which are traded in the
retail market. The difficulty in computation of this number is that retail prices may not be .
available for the same goods and for continuous periods. -

iv) Index Numbers of Consumption Goods : These numbers take into account final
consumption goods and services which consumers buy. The purpose of this index numbers is to
measure the changes in the value of money 10 the consumer. This is the most significant and
usefl type of index number. But it is difficult to construct becaue it has to include so many
goods and services. ' : '

v) Index Number of Wages : Many countries construct index number of wages to show the
changes in wages over aperiod of time. Besides, index number of wages is helpful in calculating
the real wage of labourers. This is obtained by comparing the money wage with the working
class cost of living index numbers. B

7.9 SUMMING UP

4

Purchasing power of money over goods and services is called as the value of monesi. Index

number isa statistical device to measure the changes in the value of money. The steps involved in

the construction of index numbers are, selection of base year, choosing of commodities, collecting
the prices data, estimation of weights, seleciing an appropriate average, clc. The difficuities in
calculating index numbers inciude, collection of data, selection of base year, commodities, and
averages, efc. Index numbers serve some purposes like studying the economic phenomeneor,
comparing the purchasing power of currencies of two countries, eic. There are some kinds of
index numbers like general purpose index rmbers, whole sale price index numbers, retail price
index pumbers, index numbers of wages, and index pumbers of consumption goods.

3
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* 3, Fisher’s theory. holds good in the long run. Inthe short run with changes in supply of
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and changes in (T), But when the short period transactions aresexer, V) and (T) w111 become
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The quantity theory of money as embodied in the equation form{ﬁa}ee?biiﬁgﬁéifﬁﬂ%eﬁ?

subjected to the following criticism.
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2. Pigou points out that (V) varies with the volume of trade and prlces. (V) is also affected

by changes and expected changes in the volume of money. Fisher assumes that.the, price Jeveh

(P) is passive and is dependent upon changes in M. This is baseless. As a mattgr of fact, each )
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their total spending is equal to the total volume of money held by them, multiplied by the

vetocity of money. From, the,view pojnt,of the community-as cers, total expendigire is
equal to the volume of trade multlplcd by the price at which transactions take piace. Thus the

equation merely splits up expenditure into two different parts namely MV and:PT. This equation

is'a mere truism and is of no use as a tool of wq_nomlc analysm
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4 The quantity theory does not deal with the general purchasmg power of money. It deals
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cosumption and focm a pact.of the fotal volume of transactions. Thus Fisher’s equition. gives.
us the value of money in terms of a unit of transaction but not in terms of a composl te unit.of .
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In the above diagram price and employment are measured along the Y axis and quantity of =

money on X axis, CD is the line of full employment on which P is the point of full employment
There is no doubt that inflation is accompanied by seme rise in prices but every rise in price.
does not indicate inflation. There is'some inflation upto the point P and the line AP measures
- partial inflation. It is because upto P, increase in money supply was accompanied by 1ncreasmg
employment opportumtles It is beyond the pomt P, inflation sets in. R

The term inflation, as.understoood by Ke)mes can be apphed to an underdeveloped
economy like India where there is mounting unemployment and unutilised resources. Due
to- several constraints like limited capital, machinery, lack of ttans.port madequate tcchmcal
know-how, ect., rise in price level may not lead to increased output even though the eountry.
may not have reached a stage of full employment

6.3 APPROACHES TO UNDERS’I‘AND INFLATION

There are two approachcs to undersiand: 1nﬂatlon whlch are explamed beiow'
63, 1 QUANTITY THEORY APPROACH | L

‘This approach is mamly based on the quantity theory. of money The advocates, of the_
quantity theory of money contended that an increase of the quantity of money is the root cause .
of inflation. Milton Friedman and others stated that inflation is purely a monetary phencmenon.

-This theory is defective because it fails to explain adequately the concept of hyper- mﬂatlon and -
mﬂanon in economies which are characterlqed by depressmn and unemployment :

6.3.2 EXCESS DEMAND APPROACH

Swedlsh and Cambndge economlsts like chkseil Bent Harnsen and Keynes 3nd ngou
“have contributed significantly to the Excess Demand Approach. Aocordmg to.them the root
cause of inflation is the excess demand over supply of goods and services. Just as the price of a
commuodity is determined by the demand for and supply of that commodity 50 also the. general
price-level is determined by the aggregate demand for and supply of all goods. Excess demand '
results in rising prices and leads to inflation. Excess demand arises either due to upward shift
in demand or downward shift in supply. The factors responsible for upward shift in demand are

: _' .-__'gmmng public and private expenditure; reduction in taxation; etc. Similarly, shortage of supply,
" increéase in exports, hoarding of commodities, etc. are some of the factors causing downward-

- shift in supply. -Excess demand cccurs during periods of war, during the course of economic
planning, technologlcal progress, etc.

6.4 ’_I_'YPES OF INFLATION

ﬁe:e are different types of inflation. We now describe'éaeh'brieﬂy.

- i) Money Inflation and Price Inflation: Money'inﬂation occurs in the initial stages. During
this stage, expansion in money supply leads to a sharp rise in the price level. Price-inflation is
the next stageé when a rapid rise in demand leads to an enormous increase in the money supply :
In this stage: prices. rise ‘rapidly and money supply lags behind.

) Demand Puil and Cost-Push Inflation: Demand - pull inflation takes place when price
rises owing to excess of aggregate demand over the existing supply of goods and seevices., It
* may be caused by an increase in the volume of money. As a result, money income: of various
factors of production will increase leading to an mc:ease in effective demand, lncreased effectsve -

demand leads to further rise in prices.

Deman_d—pufl inflation also occurs ander anofher situation, Whea marginal efficiency of
capital increases, investment expenditure will automatically increase resulting in an increase in .




N

effective demand. Increased effective demand without a corresponding rise in the supply of-
. goods and services leads to rise in price level.

~ Cost-push inflation occurs when prices rise dile to an increase in cost of produciton. The
reason is that prices ‘of various factors of production increase. This situation arises as a result
of either wage-push or profii-push factors. R .

jii) Open or Suppressed Inflation: Open inflation refers to a situation where prices rise
without any interruption. The Government does not take measures to stop the rising prices.
On the contrary, suppressed inflation is one where the Government attempts to check the rising
prices through price ceilings, rationing, etc. During suppressed inflation, private holdings of
cash, bank deposits, etc., increase. While prices do not rise in the controlled sector, they increase
disproportionately in the uncontrolled sector. -

iv) Creeping, Walking, Running and Galloping Inflation: The above classification is made
on the basis of the extent to which prices rise. Inflation is said to be creeping, when price rise is
very low, say 2 to 3% a year. Walking inflation refers to a situation, when prices rise gradually
at the rate of 3 to 5 per cent a year.. Running inflation occurs when prices rise by more than
10% yearly. The most severe form of inflation is ‘Galioping’ or ‘Hyper-inflation’ in which prices
tend to rise by more than 16%. During the post First World War period, Hyper- inflation was
experienced by Germany and the situation was s0 severe that a cart load of notes had to be

-carried to buy a cup of coffee. Similarty in France, a basket load of currency had to be carried
to-huy a loaf of bread. _ : : : '

v) Comprehensive and Sporadic Inflation: Depending on the coverage and scope, inflation

is divided into two categories: (1). Comprehensive inflation and (2). Sporadic inflation.

Comprehensive inflation refers to 2 situation when every sector of the econony experiences

_inflationary pressures. Sporadic inflation is a situation when inflation occurs only in certain

sectors. It is sectoral in nature. For example, increase in prices of food grains due to failure of
crops or rise in prices of fertilisers, etc. ' : S

" vi) Wage-Induced and Deficit-Induced Infiation: Wage-Induced inflation is a sttuation
where prices rise on account of inerease in money-wage. Tncrease in money wages would lead
to increase in cost of production without a corresponding increase in output. This leads to a
further rise in prices. Money-wage has a tendency to increase whenever prices rise.

. Deficit-inducéd inflation oceurs when Government resorts to deficit financing. Government.
resorts to deficit financing when it is unable to meet expenditure through taxation. This increases
the total money supply or purchasing power of the people. The result is rising prices, = .

6.5 CAUSES OF INFLATION

According to Kenneth, K. Kuriharan, inflationary pressures arise from both the demand
side and the supply side. The term demand is understood here as demand for money income,
and supply means available output on which the money income is spent. The factors that cause
inflation are discussed below: '

_ 1) Demand Factors: Increase in money income may be caused by factors such as (1) Increase
in the total money supply in the economy (2) Increase in the amount of disposable income
(3) Expansion of Bank credit, (4) Increased consumer expenditure and business outlay.

ity Suppty Factors: Inflation is aiso caused by factors affecting supply side. For instance
when there is shortage of raw material, equipment and machinery, etc., the output of goods and
* services may not increase corresponding to an increase in money income. As explained earlier,
there will not be any increase in the general price fevel inspite of increase in money income, -
if there are unemployed pessons in the economy. But inflation will set in if money income :
continues to increase even after full empolyment level is reached. : |
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8 0 AIMS AND OBJECTIVES

Th]S unlt mtends to explam the. ongm .md types of banks functlons of Commetcnal Banks
and their significance in an economy. o : o ;

After I'Cddll‘lg this Unit, you should be in'a pos1t10n 10 ;

ot --explam the origin-of banks ..
* '__dlscusm the functions of Commercial Banks;

L+ describe the role of Commemal Bzmks in the economic: growth and

*  explain’ different. types of banks

8. 1 INTRODUCTION

Commerc;al Banks play a s:gmﬁclant role in: the eeonomu: development of ‘a country. They -

- _ perform a wide variety of functions. In this- unit, we will deal with the functions performed by.:

Commercial Banks and- show how banks play a sngmﬁcant role in the eeonomlc development of:"
natlons . . . :

8.2 BANKING IN. ANCIENT MEDIEVAL AND. MODERN PERIODS

The word "Bank" is supposed to'be derived from the German word "Bane“ whxch means';-;
‘a ]omt stock firm’, Some believe that the word is derived from ‘banco’ or -‘banque’ which:
means ‘a bench’. In Greece and Rome, money lenders were called “benchers’ as they used to
keep their coins on the bench for- the purpose of changing ‘one kind of money into another.
Barnking in the medieval period was mostly connected with money ‘changing - busifess.” ‘The -
merchants, -goldsmiths and ‘money lenders can be regarded as the ancestors of present: day
bankers.: Goldsmiths used to. hold considerable stocks of valuable netals,; They used to receive -
and issue reeel%s 4 claims against the stocks held by them. They became prominent ini England
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during the seventgenth century. ‘Eveh it the ancient and medieval-periods they used to accept

deposits of precious metals from the public for safe keeping. With the passage of time they
. offered some interest on deposits to a'ttratt'more‘_d_gp'os_its. They used to charge higher rates of
interest by lending these depasits to make profits. Thus right from ancient times, banking was
a bulsiness activity and was carried on by some members of the society. ' ' _

~ Barliest of all the banking institutions was the Bank of Venice founded in 1157. Thus the
first banking institution came into existance in Haly. The bank of Bercelona was established

in 1401 and the Bank of Genoa in 1407. The Bank of Venice and the Bank of Genoa could

‘survive only il the end of the 18th century. In 1609 the Bank of Amsterdam and in 1690 the

Bank of Hamburg were established. The Lombards of Italy who migrated to England and other
parts of Europe were mainly responsible for the planning and development of modern. banking.

Lombard Sreet in London represents the locality where the Lombards settled, During the reign

of Queen Eligebeth 1, goldsmiths, merchants, private money lenders and money exchangers
came into prominence, With the seizure of targe gold boards from-the London merchants in.

1640 by King Charles 1, the merchants were scared to keep their. surplus funds with them.
Their surplus funds were deposited with goldsmiths who were doing the modern commercial
banking operations. The goldsmiths' business suffered greatly during the reign of Charlés T7,
who imposed several restrictions on the business of goldsmiths and ordered them to deposit
their funds in the ‘Exchequer’. The business of goldsmiths was finally ruined when the king

closed the ‘Exchequer’ without making any repayment. The role of goldsmiths was replaced by a

large number of private bankers. Though in 1694, the Bank of England came into existence, the

growth of joint stock commercial banking was actually started with the passage of the Banking .

Act of1833 in England. Thus in the 19th century, the seeds wete sown for growth of the modern
Joint stock commercial banking in different countries, o '

In India our ancient Hindo scriptures provide ample testimony to. the existence of m'onéjf

lending activities. Even durinig the periods of he Ramayana and the Mahabharata; the money

lending activities are carried on. - Many references to money lending operations are made in
Manu's Smrithi, Dharma Sastras and Arthasast_ra. The Vaishyas of -'the.-Hind'u: Cominunity were
mostly responsible for undertaking these activities. Qthers were called by different names like

Sresties, Kausambi, Avanti, Seths etc. During the Mughal period in the 12th century, Multanis
.and Shroffs were undertaking ban King activities to finance internal trade and commerce., Before -

the advent of the British traders into India, during the 17th century, the indigenous bankers and
money lenders acted as bankers. These indigenous bankers have been called by different names
such’as: Mahajans, Seths, Sahukars, Shroffs etc. Until the fafl of the Mughat Emperors and
Nawabs during the 18th century, indigenois bankers flourished well by controlling the banking
activities. After the entry of foreign traders into India and the establishment of the East India
Company, Indigenous bankers suffered greatly due to severe competition from the banks set
‘up by the East India Company on modern lines. The first bank came into existence in 1688
in the province of Madras as a Government institution. In 1724 another bank was set up in
Bombay. In Madras also another bank was started later on the same lines. Modern banking
business on Western lines was mostly developed during the beginning of the 18th century, when

the employees of the East India Company started commercial banks with the name of "Agency -

houses”. A large number of "British Agency Houses" came up in Calcutta and Bombay. The
first bank called the Bank of Hindustan was established in 1770 in India. Due to the famine

of 1788 and its effects, the bank could not function well and was closed in 1791, The Bengal -
Bank which was started in 1786 was atso dissolved in 1791. Due to the mushroom growth of -

banks and sagency houses, there were frequent bank failures, Hence it became necessaiy to
codify the rules and regulations for a systematic development of banking in India, Consequently
the Companies Act was passed in 1833 to control their activities. Subsequently, the system of
Agency houses disappeared creating a big void in banking activity, :

In India, thice presidency banks were started with the financial participaﬁon of the

" Government. The first of its kind was the Bank of Bengal which was set up in 1806 with
the contribution of capital by the Government. The Bank of Bombay and. the Bank .of Madras
were started in 1840 and 1843 respectively. The Government subscribed Rs. 3 jakhs to each
bank, . : : : S o
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~i)-Agency Services

832 SUBSIDIARY FUNCTIONS

Apart from the above main fanctions, banks perform a large number of other functions.

Banks act as agents of ‘their customers. Banks éollect and pay cheques, drafts, bills, etc. On

- ‘behalf of their customers they pay insurance premium; subscriptions, rents, income-tax; etc., by
.debiting the customers’ Atcounts.as-per specificinstructions given. They. atso-buy and sell shares
_-and securities on behalf of the customers. They provide informa_tﬂi_en:abou't different ways and
“means-of productive and safe investment of customers'funds. Sometimes bankers: may also act

- as brokers for-selling or purchasing securities on behalf of their clients.for-which they get some

. commission. Banks transfer the funds of their-citstomers from arie place to another by drafts

or free mail or telegraphic transfers: In certain complicated matteis; banks not only advise the. .
customers but also act as their trustees, executors and attorneys. On behalf of the customers,
banks may collect dividend and interest warrants and credit them to their account.” ~ ~

i) General Utttity Sersices

" Generally banks provide: locker -facilities for the safe keeping of valuables, jewellery "
docunents, etc., at a nominal charge. o' ensure maximuin security they provide double-key
lockers. Thus banks act ds ‘custodian of valuables. They issue drafts; ttavellers' ‘cheques, -
etc., for the benefit of the people to enable them to transfer their funds safely from place to -
place. - Banks provide travetiers™ cheques free of charge. Sometimes banks act as a referee to
the financial standing and credit worthiness of customers. When people take loans from any
financial insfitution or other parties they are required to provide refernces to their bankers in-

_‘which they maintain their accounts so that their credit worthiness and financial stability can be

verified by the prospective creditors. When new companies are not able to mobilise capital for

investment, banks may. provide underwriting facility by purchasing the new issue of shares ‘and
- securities of the company. Banks coliect information relating to business, trade and general.

€conmic conditions in the country and publish monthly or quarterly jpurn__al_s'Which are very
useful and informative to the public. Banks mmay also deal in foreign exchange. They collect
foreign exchange and make payments in the localcurrency, They also finance foreign trade of a

~‘country and discount the bills of exchange of the f_:kpo_rters.. Bankers also help the importers by .

accepting the. bills drawn by foreign exporters. Banks issue letters of credit to help the traders -

~ and businessmen to Gbtain credit at distant places. Thus banks perform a large number of
* subsidiary services which are very usetul to the people in general and customers in particalar.. -

CHECK YOUR PROGRESS - 1
. What is a bank? Lis'.t out its functions..

¥

84 SIGNIFICANCE OF COMMERCIAL BANKS IN AND ECONOMY

. Commercial banks play an important role in the economic growth of a’country. ‘They
are_not only the warehouses of a country’s wealth but are also the reservoirs of the country’s
résources to speed up the process of growth. The economic history of the developed industrial
world bears ample testimony to the fact that commercial banking coritributed much to their .
industrial Tesvolution. e L I
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i) Promote Capital Formatien _ - o S ' : _ I |

~A well organised bankjng system helps in_pooling the small savings from the public. They
“encourage the habit of thrift and saving among the public. When all the smail and scattered
savings of the people which would have remained idle are combined together, they become a
sizeable amount which can be utilised for productive purposes. _

+ Thus the. idle resources are: mobilised- and funnelled into productive channels.. Saving
is essential for capital formation. A high -rate: of saving .and investment constitiites. capital
formation. Economic growth depends upon the diversion of resources from consumption to
-investment or production which facilitates higher.rate of capital formation. They- provide sifety
-and security ta the savings of the peoplé. Thius on one hand banks help the people to get some
income by way of interest on their savings and on the other hand: banks help the country to
.mobilise more resources for raising the rate of investment in the country. :

.ii.) Assist Bt;sjnes's, Tr_ade_and Industry

Banks help the development of business, trade and industry in the country. They provide
the liquid capitat which is the iife blood of commercial and industrial activities. They grant loans
and advances to traders, industrialists and manufacturers to increase the real national income
of the country. By means of cheques, promissory notes, bills of exchange, etc., banks provide -]
adequate credit to cncourage commercial and industrial expansion, In India they extend credit ' :
facilities only to the Tight type of traders, businessmen and industrialists in accordance with
the objectives of our Planned econemic development. The commercial banks route the surplus
funds of the community into productive channels. With the help of the banks, the financial
resources of the community may be put to optimum use. Bank credit helps entrepreneurs to

~Increase their productive capacity. New methods and techniques of production, with the help
of more credit facilities, would help in the optimum utitisation of existing idle capacity in the
country.” With large scale production and specialisation, the real national income of a country
‘Increases, _ . : : .

iii) Provide Finance for Priority Sectors

7 Commeéicial banks divert their investmenyt towards the priority sector. In India, agriculture,

small scale industries, self employment schemes and export promotion industries get more credit
facilities from commercial banks as'thcyl are included in the list of priority sector.

.iv) Reduce Regional and Economic Inequalities

Bartks promote balanced regional development by minimising regional disparities in development, .

A country promotes balanced growth by proper distribution of investible funds among the v 4
backward and less developed regions of the country. By establishing a large number of branches

in rural or semi-urban dreas, uniform development of different regions can be achieved. Not

only the regional disparities but the economic inequalities among the people also can be bridged

to some extent. For example, the Reserve Bank of India provides credit at low rates of interest

to the small traders, marginat farmers, self-employed people, etc., under the differential rates -

of interest policy. The people are encouraged.to improve their economic position with the heip h

of cheap credit provided by the commercial banks.

v) Economic Activity

The interest rate in the economy atfect the level of economic activity. Higher interest rates
may di'sccu_ragc_i;we_:__stnwnr and economic activity@pd lower interest rates may encourage higher -
nvestment and ecoriomic activities. The orgarised banking system under the conirol of the -
central bank fegulates fluctuations in economic activity by manipulating the interest rates in the
economy. To maintain stable, cconomic growth banks may raise the. interest rates when there is
overinvestment in the cconomy. To stimutate investment, interest rates may be reduced. ‘Thus _
banks help to maintain equality between savings and investment to avoid fluctuations in: the “&i

| £CON0TIC activity and maintain stable growth. ' : Co LT e
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vi) Monetise Debt

By providing discount facilities and granting loans, commercial banks monetise debts. Banks
buy the debts of other persons. Demand deposits are created in exchange of debts. When banks
discount bills of exchange they create deposits on the debts of other persons. The drawee’s debt

s monetised by the bank when the drawer gets the bill discounted. '

. Thus commercial banks play a vital rale in the process of economic growth of a country.
Banks heélp in accelerating the economic activity by increasing employment opportunities and the
incomes of the people. The huge resources necessary for the planned economic development of
various countries are supplemented by the financia! resources of the banking sector to achieve
the goals of economic development. : '

85 TYPES OF BANKS

_ With the passage of time, several types of banks have come into existence performing
- different specialised functions. Based upon the functions performed by them, banks may be
classified into different types. '

i) Commercial Banks

“They are joint stock banks which accept different kinds of deposits from the public and
grant short term-loans. Their main aim is to provide security of funds to the depositors and
make profits for their shareholders. As their deposits are mainly for short periods; they cannot
lend money for long periods. They mainly finance business and trade for short periods to meet
their day-to-day transactions. They may provide finance in the form of cash credits or overdrafts
or loans. They also provide finance by discounting bills of exchange. ' : '

ii) Industrial Banks

These banks are also cailed investment banks. They provide long term finance to industries
ranging over a few decades. They finance long term projects and developmental plans. They
receive long term deposits from the public. They may aiso raise funds by the issue of shares and
debentures. They specialise in the undertake industriat finance. They may purchase the new
issue of shares, debentures and securities of new enterprises. They may also provide underwriting
facilities. unlike commercial banks, these industrial banks do not exist in ail countries. in some
countries, commercial banks under the mixed banking saystem are: undertaking both commercial
banking aind industrial banking functions. They meet the long term capital requirements of
industrial concerns. They also promote new industrial units. They provide not oaly financial
assistance but aiso technical and managerial guidance for efficient working of industries, In
the developed world, especially in Germany and America, these banks are assuming increasing
importance. T : o . -

" iif) Agricwitural Banks

The Commercial and Industrial Banks are not able to meet the financial requirements of
agriculture. Agriculture requires both short term and Jong term finance. Short period loans are
provided by Co-operative banks while long term loans are provided by land mortgage banks,
Farmers requires short term finance to buy seeds, fertilises, implements, ete. They require long
term finance to make permanent improvement on their land like digging wells or purchasing
farm. machinery and equipment of a permanent nature. They provide long term loans against
the security of land. ‘As the loans are given mainly for development purpose, these banks are
called as "Land Development Banks". These banks may borrow funds from Government. They
may also raise capital by jssuing bonds and debentures. They have become prominent in India
and other countries like Germany and Japan. ' :
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iv) Co-oper_ative Bal_iks

These banks are formed to supply credit to members on casy terms.. They do not aim at
profit in their operations. They attract deposits from the farmers and promote thrift by offering
slightly higher rates of Interest than commercial banks, They provide credit facilities to needy
farmers and small scale industrial units. In India we have State Co-operative Banks at the state
level, supplying Co-operativse credit through central Co- operative Banks at the district le vel,

“In India Co-operative banks are assuming an important role in providing agricultural finance,
They protect the farmers from the clutches of the money lenders by supplying cheap credit. .

v) Exchange Banks

They specialise in financi ng the import and export trade of the country. They purchase bills

from exporters and sell them to importers, Exchange banks discount these bills of exchange
to promote foreign trade. They may open many branches in different countries and settle the -

¥i) Savings Banks.

‘These banks collect small and scattered savings of the fow and middie income group people.

These banks aim at promoting thrift among the low income people who otherwise would have
spent the money for unproductive purposes, These banks receive small amourtts of deposits
and withdrawals are restricted, Banks offer minimum interést on these deposits.

vii} Central Banks

deposits, current account deposits and savings deposits and granting of loans and advances. The
latter includes a wide variety of sefvices classified as agency services and general arility services,
Under the agency services, the banks collect ang pay cheques, drafts, bills, etc., on behalf of the
customers. They also pay insurance premium, subscriptions, rents and income-tax and collect
dividend, interest etc., on behalf of the customers. Under general utility services, they provide

locker facilities for the safe keeping of valuables, jewellery, documents, et They issue drafts

and travellers cheques to facilitate transfer of customers’ funds safely from place to place. At
times, they also act as referees to the financial standing and credit worthiness of customers,
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types of banks have come into existénce performing dift‘erent: specialised functions,. They are -

commercial banks, industrial banks, agricultural banks, co- operative banks, exchzlinge banks,

savings banks, central banks and indigenous banks.

8.7 CHECK YOUR PROGRESS: MODEL ANSWERS

1. A Bank is an institution whose business is-primarily to hotd deposits and make loans and
© jnvestments with the object of geiting profits. - '

Functions of Commercial Banks include:

a) .Priméry Funétjons: _
‘i) Receiving deposits from the public,

ji) Making loans and advances.
b) Subsidiary Functions:

i} Agency services like collecting and paying cheques, bills of exchange, drafts, etc., on
" consumers behalf and buying and seliing of shares, debentures, securities etc. for its
customers. : ) :
i) Miscelianeous functions like providing lockers to the customers for keeping jewellery,
valuable documents, etc., issuing various forms of credit instruments such as drafts, .
travellors’ cheques etc., issuing letters of credit and acting as a referee to its customers,
etc.

88 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS

Answer the following in about 30 lines each:

S Definf_: the term ‘Banking’. Describe the functions of a Commercial Bank. .

. 2. Discuss the role of Commercial Banks in a modern economy.

3. Explain different types of Banks.

4. Describe the evolution of Commercial Banks.

B. SHORT QUESTIONS

Ans'wcr the following in about 15 lines each: -

1. Briefly expiain different types of deposits.

2. How Banks act as agents of their customers?

3. Distinguish between Commercial Banks and industrial Banks.
4. Write a note on :
i) Co-operative Banks, and '

ii) Ekchange Banks




89 RECOMMENDED BOOKS

1. Sayers RS. : Modern Banking

2. Sundaram KPM. . Money, Banking & Interpational Trade
3. Vaish M.C. - . :_Money,Bamkjng & International Tréde
4. Jhingan M.L. _ E Monéj,) Bénkjng & International Trade

810 GLOSSARY

Bank ) : Establishment for keeping money and valuabies safely and
: the money being paid out on the customers order .

Cheque 1 Written order {usually on a printéd form) to a bank to pay.
Commer_cial Banks : Joint stock banks which accept diffcrent Kinds of deposits

from the public and grant short term loans. -

Exchange Banks - ¢ Banks that specialise in financing foreign trade through the
sale and purchase of exchange bills, :

Fixed Deposits * Deposits repayable after a certain period of time.
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9.0 AIMS AND OBJECTIVES

In this unit, we have explained you the process of credit creation by commercial banks and

‘significance of bank credit.

By the end of this unit, you will be able to:
* distinguish between primary and-derived deposits;

* describe the process of credit creation;

~* explain the multiple expansion of credit?

_* list out the limitations on credit creation; and

* explain the significance of bank credit in the economy.

9.1 INTRODUCTION

The term, ‘Credit’ is derived from the Latin word *Credo’ which simply means belief or -
trust. In the modern commercial world, credit refers to the faith or confidence of the creditor in
the capacity of the debtor to fulfil his promise to pay some amount in a certain period of time.
The creation of credit or deposits is one of the important functions of commercial banks. By
creating credit, commercial banks play an important role in determining the level of economic
activity in an economy. This unit explains how commercial banks createa credit. '

92 PRIMARY AND DERIVED DEPOSITS

One of the most important functions of a commercial bank is to create credit. Commercial
banks create credit on the basis of their deposits and loans. These deposits mainly depend upon

- the banking habits of the people. The initiative for making deposits comes from the customers.

In order to attract more deposits from the public, barks offer different rates of interest on’
various types of deposits. By mobilising more deposits the banker will be able to create more
credit. When an individual deposits money with a bank, th bank credit- his account with the
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amount of his deposit. Similarly when a customer deposits cheques, drafts or bills for collection,
the banker, on realisation of the amount, credits the account of the customer. All these typesof -
‘deposits are called primary deposits. If people decide to keep more money with the banks, the
volume of primry deposits may be more.” All these deposits are not kept idle with the bank in
the form of idle cash holdings. These primary deposits are used by commercial banks to create
some additioal deposits. As these additional deposits are created from the primary deposits

~ they are called derived deposits. : '

Eminent economists like Sayers and Halm have expressed the view that commercial banks
do create credit in the process of their operations. But economnists like Walter Leaf and Edwin
Cannan do not agree with this view. According to them, banks do not create credit in the -
. economy. However, as we know the commercial banks in course of their operations, on the
basis of their confidence in their customers, extend credit in several ways,

9.3 PROCESS OF CREDIT CREATION

Let us study now the process of credit creation, the different methods adopted therefor
and the limitations faced by the bankers in this direction. ' ’

i) Granting Loans

"Loans create deposits”. When a bank grants a loan to its customer it does not gcﬁcraliy

pay cash as the borrower may not require it immediately. Tt credits the individual’s account with
the amount of the loan. Thus without receiving any cash or cheque or draft or any other credit
mstrument from the <ustomer, the banker creates an additional deposit simply by granting a
loan to the customer.. The banker supplies a pass book and a chéq’ue_ book. The banker allows
him to withdraw the deposit from his account as and when the customer likes. Thus by granting
- loans banks create additional deposits. Hence, it is rightly said that ‘deposits are the children
of loans’ :

if) Discounting Bills of Exchange

Derived deposits are created when a - bank discounts a bill of exchange. The bank does
not pay cash. It credits the account of the customer with the amount equal to the value of the
discounted bill. In this case also the ban_k creates a deposit without receiving any cash,

iih) Purchasing Securities

When a banker purchases Goveriiment bonds and securities from a customer it will credit
the customer’s account with the value of the security. In this instance also, the banker creates
a deposit without receiving cash. . ' : :

It is clear from the above description that the commercial banks create additional or derived
- deposits which will add to the total supply of money or the purchasing power of the COMMmunity.

CHECK YOUR PROGRESS - 1

What do you mean by Bank Credit?

..........................................................................................
..---..--.---.----.--..---.--.-.-‘..----.---.---;---..---.--- ---------------------------
R R T

.
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94 MULTIPLE EXPANSION OF CREDIT

The banker receives deposits from the public. The hanker pays interest on these deposits.

He cannot afford to keep the deposits idle. Therefore he lends them to the needy people and
institutions at higher rates of interest to make some profit. But how much can he lend is an
important aspect of credit creation. Generally the bankers know by experience that a part of
the deposits can be lent as ail customers de not withdraw all their deposits at the same time.
Some people may withdraw money from the bank, whlle others may deposit new money. The

" new deposits and withdrawals-of every day may tend to be equal in such a way that the money

held by a bank may not change substantially over a short period.

It is generally believed that banks cannot lend more than their deposits. But in reality,

~ banks can lend much more than what they receive as deposits. According to R.S. Sayers, an

authority on modern banking, banks are not only purveyors of money but atso manufacturers
of money. Let us try to understand the significance of this statement. In all the countriés where
the banking habit is developed, people feel if secure to keep their money with the banks. They

prefer to make payments by cheques as they find it more convenient and methodical. Moreover -

a cheque is a proof of payment. Everyday the banker receives cash and pays cash across the

counter. The receipts may batance the payments in day-to-day transactions. The total ‘deposits -

of the bank may not decrease. The banker knows by experience that he need not keep the

entire money that he received. All customers do nat withdraw cash from the bank. Some .
* customers may draw cheques in favour of their creditors. Those creditors may deposit these
cheques with the same bank or with some other bank. They may not withdraw cash. Even if

they withdraw cash from one bank they may deposit the same with another bank. Thus peoplé

“in general may not wish to keep a large part of their money with them as it involves risk. When
" people receive cheques from their debtors they may deposit the cheques inte their account.

The banker simply debits one account and credits ‘another account when debtor and creditor
maintain their accounts in the same bank. Even if they have accounts in two different banks

through the clearing house the claims can be realised by debiting the account of the debtor’s

bank and crediting the account of creditor’s bank. Thus money may not actuaily flow out of the
bank, but transactions may take place by book adjustments. Hence the banker maintains only a
fraction of his total deposits in the forni of cash to meet the claims if customers and inter-bank

_claims. The remaining balance is used for the purpose of credit creation. He need not restrict
“the total volume of credit upto the amount of this batance, He can lend much more than that.
" Let us study a concrete example.to understand the extent to which the commercial banks can

create credif. Let us assume that a customer deposits an amount of Rs.400 in his account in
bank A. All this amount of Rs.400 cannot be fent to other_perscms A part of it must be kept

with the bank as the depositor may withdraw some amount. The amount of money kept by a

banker against the deposit is called the liquidity ratio of the bank. For example, et us assume
that the bank maintains 20% as the liquidity ratio. Then the bank has to prepare its balance
sheet in the following manner as far as this transaction is concerned.

Balance Sheet of Bank ‘A’

Liabilities Rs. Assets Rs
Deposits 406 Cash 400
400 - 400

Out of this Rs. 400, the bank has to keep 20% as cash under the liquidity ratio. The
rcmalmng balance ‘may be used for the purpose of granting a loan. That is Rs. 80 is kept with
the bank as cash and the remaining balance of Rs. 320 may be given as loan to a person named -
X’ Then the balance sheet of bank A will be written as follows:

h.,.-.'” .




Balance Sheet of Bank ’A

Liabilities Rs.  Assets - Rs,.
Deposits 400 Cash ' 80
— LoantoMr’X'. 320
400 400

Bank. A may grane a loan to ‘X’ and credit his account with the amount -of his loan. *X’
may issue a cheque to one of his creditors 'Y’ who may be having his account in bank ‘B’ After
obtaining the cheque from “X’, *¥’ may not withdraw cash from bank *A’,. He may deposit the
cheque with the bank ‘B’ in which he aperates his account. Bank ‘B’ realises the amount from
bank ‘A’ Cash is kept with the banks. Only book adjustments are made by debiting the bank
‘A’ account and crediting Bank ‘B’ account through the clearing house, Thus money is with

banks and not withdrawn by individuals. Then this transaction is entered in the balance sheet

of bank ‘B’ as follows, -

Balance Sheet of Bank ‘B’

m .
tn

Liabilities . Assets " Rs.
Deposits 320 Cash 320
320 . 320

|
|

Out of this amount of Rs. 320/- the banker’ B may retain 20% or Rs. 64 as'cash to maintain
liquidity and the remaining balance of Rs. 256 may be used for granting a loan or discounting
.a bill of exchange or purchasing a security from another individuat ‘Z’. If the amount of Rs.
256 is used for discounting a bill of exchange, this transaction is entered in the balance sheet

of bank ‘B’ in the following manner.

Balance Sheet of Bank ‘B’

Liabilities Rs.  Assets Rs,

Deposits 320 Cash "

: . ___ Bills discounted’ 256
320 320

|

- The creditors or drawers of the bilt may iésuc a cheque to their creditors who _in_ay deposit
the cheque with bank ‘C’. Then this transaction can be entered in the balance sheet bank ‘C” as

follows.

Balance Sheet of Bank ‘C’

‘Liabilities Rs.  Assets Rs.

Deposit 256 Cash 256
236 _ 256

Out of this Rs. 256, the bank ‘C’ has to retain 20% or Rs. 51.20 and the rcmaining balance

o_f_-Rs. 204-80 may be used for granting loan to some other person who may be having his
account in bank ‘D’. Then this transaction is written as follows, :

Bﬁlanée Sheet of Bank °D’
Liabilities - Rs. - Aéscts . Rs. -

Deposit - 256 Cash - 51.20
. loan -204.80
' T 256.00

B
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Thus the process gets repeated in the banking system by creating new loans and new deposits.
till the original deposit of Rs. 400 is completely used. When we take the total amounts of
deposits created by all the banks with the original deposit of Rs. 400, it will be equal to Rs.
2000 including the original deposit. It means the banking system could create or manufacture
additional deposits or derived deposits of Rs. 1600 with a primary deposit of Rs. 400. '

In the same way even though Rs. 1600 crores are granted as loans against Rs. 400 crores
of original deposits, people. do not withdraw all the amounts in the form of cash. Only 1/5th
or 20% is withdrawn in the form of cash and the rest of the transactions are settled mostly by
cheque, drafts, etc. Hence the cash balance of the commercial banks acts as the foundation or
basis for the creation of the entire superstructure of credit. Qut of Rs. 400 crores of deposits
people may withdraw 20% of deposits or Rs. 80 crores which the banks maintain to meet the
claims of these people having Rs. 400 crores as deposits . It means the remaining Rs.- 320
crores witl remain with the banks as idle cash balances. In order to convert these idle balances,
into active balances, the banking system as a whole will lend to the extent of Rs. 1600 crores.
These loans are granted on paper by book adjustment, as we_have seen earlier. Actual cash
is not paid to the individuals. They may require cash only to the extent of 20% of the total
loans of Rs. 1600 crores granted which is equal to Rs. 320 crores. Thus these idle balances of
Rs. 320 crores lying idle with the banks wili become active when Rs. 1600 crores of deposits

-will answer the claims of derived deposit holders to the tune of Rs.1600 crores as they require

only about 20% or 1/5th of the total derived deposits. 80 crores of rupees cash held by banks
will answer the claims of primary deposit holders to the tune of Rs. 400 crores. Thus banks
may pay interest on some part of the total primary deposits of Rs. 400 crores which are in the

form of fixed and savings deposits but they collect a higher rate of interest on their foans and

advances to the tune of Rs. 1600 crores. The difference in the rates of interest is the main
source of profit to the banker. If the liquidity ratio is less, the bankers can create more credit
and get more profits. With the same amount of Rs. 400 crores of primary deposits, banks can

creat Rs. 4000 crores total deposits if the liquidity ratio is reduced from 20% to 10% .Thus by =

lowering the liquidity ratio, banks may create more quantity of credit. Hence it can be rightly
stated that one rupee deposit creates 4 rupees credit or Rs. 400/- deposit creates Rs. 1600
additional deposits with 20% liquidity ratio. It is evident from the above that banks can lend
much more than what they receive as deposits by this mechanism of credit creation. Similarly
if we assume the total deposits as Rs. 400 crores, the banking system retains Rs. 80 crores as
cash when the liquidity ratio is 20% and the remaining balance of Rs. 320 crores are used for
creating additional deposits of Rs .1600 crores in the deposit credit ratio of 1:4 Including the’

original deposit the total deposits would grow from Rs. 400 crores. to Rs. 2000 crores. Hence

R.S. Sayers rightly termed the commercial banks as the manufacturers of credit. The process is
known as multiple expansion of deposits or creation of credit. : '

95 DEPOSIT MULTIPLIER

The amount of credit created by the banking system as a whole depends upon the liquidity
ratio or percentage of cash to be kept by the banks against their deposits. This percentage will
determine the Deposit Multiplier. With the following formula, the deposit muliiplier can be
calculated. K = ;’T in which K = deposit multiplier, r = percentage of cash reserves to deposits. M

the percentage cash reserve ratio is 20% then the deposit multiplier will be -}?‘.ﬂd or ‘i- or 5 times,
It is 25-;1 or 4 times. If the percentage cash reserve is lowered to 10% the deposit multiplier

is '-11?5 or & or 10 times. Thus it is evident that the lower the rate of cash reserve, the higher
will be the deposit multiplier. By multiplying the additional deposits with the deposit multipltier
one will be able to calculate the amount of additional or derived deposits that would be created
by the entire banking system as a whole with & given amount of increased deposits. Just as
there is multiple expansion of credit there would be multiple contraction of credit when cash
js withdrawn from the banks. Hence Crowther rightly said: "the bank’s cash is the levy with
which the whole gigantic system is manipulated”. :
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9.6 LIMITATIONS ON CREDIT CREATION

Though the deposit multiplier indicates the maximum extent of credit that can be created

- by the banking system as a whole, banks face certain limitations to credit expansion. Credit

creation depends upon the cash to be heid by the commercial banks. The percentage of cash

~ reserves of commercial banks is determined by the central bank. For example, in India the

Reserve Bank of India determines the Statutory Liquidit Ratio and Net Liquidity Ratio (NLR)

of the commercial banks. If the reserve ratio is increased by the Central banks, the capacity of
commerc:al banks to create credit wlll decrease :

The banking habits of the people will also affect the total volume of credlt ¥ people
develop banking habits and deposits more money with the banks and carry on their day to day
transactions with cheques, drafts and other credit instruments, banks would be in a position to
create more credit. But if people do not have much faith in the banking system and prefer to
keep cash with them and withdraw their deposits from the banks, the volume of credit would
beé reduced. The Commercial banks are also required to keep a certain prescribed percentage
of total deposits with the Central bank under the cash reserve ratio. For example, the Reserve
Bank of India can increase this ratio from the minimum of 3% to 15% on which the central
bank does not pay any interest to the commercial banks. By mcrcasmg this ratio, the credit .

- creating capacity of the commercial banks can be reduced,

Thepower of the commercial banks to create credit depends upon the availability of good
securities and bills of exchange in the market. If good securities are not available or if genuine
bilis of exchange are not. presented, banks may not be able to expand credit. 1f the economic
- conditions are good and prosperous, the business people and traders come forward to make
more investment with a view to making more profits. In such prosperous boom periods, banks

- may lend more. But during periods of depression when the economic activity is at a low level,

banks may not come forward to expand credit.

¥ the monetary pollcy of the central bank is anti-inflationary, the commerciat bank’s credit
creating capacity will decrease. Quantitative and qualitative credit control weapons arée used by
the central bank to control the total volumc of credit in the economy

Crittcism

: Edwin Cannan, an economist, and Walter Leaf, a practlcal banker, are of the opinion thar -

- ‘banks donot have much power to ereate credit as people withdraw cash from the banks. They
may not keep their cash with the bank for a long time. Dr. Cannan compares the bank with that
of a cloak room in which 100 umbrellas are deposited every day when the members visit a- night
club. The in-charge of the cloak room knows by experience that not mere than 20 umbrellas
are demanded during club hours. Hence he can give 80 umbrellas to the needy persons and
‘collect some rent during the night and get some income. By any stretch of imagination can we
say that the cloak room incharge created 30 umbretlas? Certainly not. Just as he cannot rent
out more than 80 umbrellas, banks also cannot lend more than what they receive as deposits.
This argoment may be true only when it is applied to a single bank. But in respect of the entire
banking system banks can create much more credit than the deposits they receive.

CHECK YOUR PROGRESS - 2
List out the limitations on credit creation,

R R e T
R I T T
.........................................................................................
A T T T
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9.7 SIGNIFICANCE OF BANK CREDIT

sonrce of investment to exploit the available resources in a country. When credit is productively .
" invested, the total employment and incomes of the people will also increase. During periods of o

- bank credit, industrialists, traders and businessmen generaily refy on bank credit, to promote

_ bilis of exchange of customers and by purchasing Government bonds and securities. The banker

* maintain only a fraction of their deposits in the form of cash and the remaining balance is

Bank credit refers to the loans and advances granted by the banks. It is an important

depression more credit is creatéd to stimulate the economic activity so that the economy may
move into the phase of recovery and prosperity. Thus the total production and consumption of
goods and sexvices in a country can increase with the additional investment made available by

and expand their enterprises. As credit increases constimptionof goods and services, there
will be encouragement for the development of large scale enterprises in a modern capitalistic
economy. Credit plays a pivotal role in the corporate form of business organisation which issues
shares, bonds securities, etc. Institutions like commercial banks, insurance companies and other
financial institutions deal with these issues in creating credit. Credit enables the state to meet
its expenditure over and above its revenue. Above all, credit is very important iry an economy
as it provides a convenient and economical medium of exchange in addition to other types
of money. As changes in the quantity of credit lead to changes in the total money supply, it .
renders the monetary system of the country elastic. White explaining the importance ‘of capital,
J.S. Mili writes".... though credit js but a transfer of capital from hand to hand it is generally
and naturally a transfer to hands more competent to employ the capital more effectively in
production”. Credit has aasumed such an important role that it is very difficult for us to imagine
the functioning of a modern economy without credit. :

98 SUMMING UP

The basis for credit creation is deposits and loans of commercial banks. Deposits arise in
two ways: a) When people actually deposit their cash in commercial banks (primary deposits);
b) when banks sanction loans to the public (Derivative Deosits). The derivative deposits are
created from primary deposits. Commercial banks create credit by creating derived deposits.
These deposits are created in different ways, like by granting loans to the public, by discounting

allows the customer to withdraw the deposit from his account by way of cheque as and when .
he requires, ' : ' o

The banks by their 'experience know that all depositors do not withdraw their deposits at
the same time and hence, they need not maintain 100 per cenf of deposits as reserves. They

used for the purpose of credit creation. The amount withdrawn from one bank will appear as
primary deposit in another bank and that bank also create derived deposit from that primary
deposit and so on. This is how the banking system creates credit in the country. The amount
of credit created by the banking system depends mainly on the percentages of cash to be kept
by them againsat their deposits. The lower the amount to be kept in the banks as reserve, the
higher would be the credit creation & vice-versa. The credit creation by commercial banks is
subject to-certain Hamitations like, cash reserve ratio of commercial banks, banking habits of
the people, availability of collateral securities, monetary policy of the central bank, etc. The
money created by banks plays an important role in the economy in determining the level and
direction of econormnic activities, the levet of production and employment, etc. '

99 CHECK YOUR PROGRESS: MODEL ANSWERS

1. Loans and advances granted by commercial banks.
2. The limitations on credit creation by Commercial Banks arc:

i) The percentage of cash reserves of Commercial banks against t_heir deposits;

/-




it} Banking habits_ of the people;

iii) The percentage of total deposits with the central bank;
iv) Availability of collateral securities;

v) Willingness of the people to borrow; and

-vi} Monetary policy of the Ceniral Bank.

910 MODEL EXAMINATION QUESTIONS _

: A. ESSAY QUESTIONS

Answer the following in‘abo'ut_ 30 lines éach:
L Disti.ngﬁish bet_weéh primary a_nﬁ derived deposits. How do banks creat_é derived deposits_?
2 'Loans creat;e_[)eposits’. . Djscuss. _

3. Can the commercial bank lend more than what they receive as deposits from the Public ?
explain,

4. "Bankers are not merely tfaders in money but in an important sense manufacturers of
money”. In the light of this statement explain how and to what extent commercial banks
~ create credit. :
B. SHORT QUESTIONS
Ansiver the following in about 15 lines eacﬁ:
i. Hov;r derived deposits are created ?
2, .Explain ﬁmltiple éxpansion of credit.
3. List out the Iimita.tions on credit creation,
4. Explain the significance of bank credit.
- 5. How do'you arrivé ‘Deposit Multiplier’?
S 6. Expiain the proc.ess qf credit crcat_ion by commcréia& banks. _

7. Explain the criticism levelled by Walter Leaf against credit creation by commercial banks. -

9.11 RECOMMENDED BOOKS -

1. Lrowther G. : : *An outline of Money’ -

-2. Sayers RS. : ‘Moderﬁ Banking’

3. Jhingan M.LL . : Money, Banking and International Tr_ade.
4. Sundaram KPM | i Money, Banking and International Trade.
5. Vaish M.C., _ ' :- Money, Banking and International Trade,
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9.12 GLOSSARY

Credit
Credit Creation
Derived Deposits

Overdraft

: Faith or confidence of the creditor in the capacity of the

debtor to fulfil his promise to pay a certain amount.

: The power of commercial banks to expand deposits through

expanding their loans and advances.

: Deposits created by commercial banks from primary deposit

by granting loans to the public. - : :

: Refers to an amount of money by which a bank account is
overdrawn. :




10.2.3 THE PRINCIPLE OF PROFITABILITY : .

Banks’ are influenced by the principle of profitability. The aim of investment is t6 make
profit. As the very name implies commercial banks are mainly commercial in their banking
activities.. They cannot afford to keep funds idle. After mobilising the deposits, banks have
to invest them in profitable ventures with adequate security. The banks lend some portion of
their funds to get constant and regular return. All the investments of the banker may not be
profitable. A profitable investment is one which yields some income to the bank. Loans and
advances, investment in securities, money at call and short notice shown on the assets side of
a balance sheet represent profitable investments. Cash reserves held by a bank and the dead
stocks represent non-profitable investment. Cash reserves held by a bank and the dead stocks
represent non-profitable investments. Land, building, furniture, stationary etc., represent the
dead stocks. They may not directly yield any income. But they are essential for the functioning
of the banking system.

10.3 CONFLICTING NATURE OF THESE PRINCIPLES

Even though the rate of return is high, loans may not be granted unless the bank is satisfied
with the security. Thus safety and profitability may not go together in all types of investment.
Hence the banker should strike a balance between the two. Similarly when banks maintain .\_‘.
high liquidity, their profitability may fall. If the banker prefers to lend more, the liguidity
ratio of the bank may fall below the required level. The bank may have to face shortage of
funds and may not be able to meet the demand from customers. Tt may lose the confidence
. of the depositors and may have to face a run on the Bank. Ttus it looks as though prinicipal
of liguidity and profitability are conflicting and contradictory. Liquidity principle cannot be
discarded onthe ground of profitability. Similarly security principle can not be set aside on;,
the ground of profitability. Hence a prudent banker has to take wise decisions relating to the
diversion of investment into various productive channels keeping in view the three important
‘guiding principies, of liquidity, security and profitability. In view of the coinflicting nattire of
these principles,a wise banker must frame his investment policy by striking a balance between
profitability on the one hand and liquidity and solvency.on the other.

CHECK YOUR PROGRESS-1

List ont the guiding princip].cs of investment policy of a bank. Briefly.explain the cbnﬂicting
nature of these principles. S : :

10.4. FACTORS INFLUENCING LIQUIIDI-TY'OF_ BANKS

' Every bank maintains cash balances and other liquid assets to meet the claims of customers.
The ratio between the liquid assets and the total deposits of the banks is called liqidity ratio..
_ This is determined by several factors. :

i) l.;egal'Réi_;uirement__é .

The Central bank. p’%‘ﬂfé" country any prescribe a certain minimum liquidity ratio applicable
to all commercial banks. This is calied statutory liquidity ratic. At present in India commercial
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Ba_nks are reghired to maintain 35% of total depos:ts in the forms @f cash and other.llqmd-
assets. This ratio is precribed by the Central Bank from time to. time in accordance with the

changes in economic conditions of the contry. All Countries do not mainfain an uniform ratio.

- For example in England it is 8% while in US.A. it is 10%.

ii} Banking Habits and Conditions

.The liquidity ratio of a bank is mostly mﬂuenced by the banking habits of the people It
the people are in the habit of keeping money in the banks in the form of deposits and make -

payments by way of cheques, less cash may be withdrawn from the banks. Hence the liquidity

* ratio may be less. On the other hand, if people vm:hdraﬁ' ‘cash from the bank and do not

use-the cheques in the course of their day-to-day transactions, banks may have to maintain a
higher liquidity ratio. In developed countries like U.K. and U. S.A. people make use of credit
instruments like cheques, drafts, etc. in most of their transactions. Hence the liquidity ratio in

‘those countries may be much less compared to underdeveloped countgies. Similary even within

a country, in rural areas where the banking habit is not much developed, banks may havc to
mamtam a higher liquidity ratio compared to the developed u.rban areas.

i) Structure of the Banking system

The structure of the banking system .ilso mﬂuence% llquldlty If large number of branches
are functioning under each head office of a bank, each bank may functlcm with less cash reserves
as they can borrow from its main otﬁoe in case of any need.

iv) .Nature of Money Market.

If the money market is well developed in a country with a large number of banking and
other financial institutions, the liquidity ratio may be kept at a low level. Possibilties to borrow
from others will Le more when the money market is well dcvelaped Banks may borrow not
only from other banks but also from the Central Bank. :

v) Slze‘ of Deposits

If the number of deposits is large, banks may function with saml cash reserves. The

withdrwals of some depositors may be made good by receipts from other customers. - When
there are 3 small number of depositors each having a huge amount of deposns, banks may have

to keep more cash reserves to meet their claims.

vi) Nature of Deposnts

The nature of the accountsalso determines the liquidity. If the bank maintains more current

accounts, the funds may be withdrawn by the depositors at any time withour notice. Hence
banks have to maintain more cash reserves. On the other hand if banks havc _huge funds in
ﬁxed deposit account, liquidity may be less.

vii) Busy Penods

‘During a certrain’ busy season like the harvesting period thcrc may be more mthdrawals

from the banks. Hence the llquldlty ratio may be hjgh durmg stich pcrmds.

viid) Economic CODdlthﬁS "

The general economic conditions in the countries also mﬂucnm the cash reserves of -

commercial banks. In a period of rising prices and inflation business conditions may be
prosperous. A small cash reserve may be sufficient to meet the withdrawals.

ix)y Nature of Advances and Invemnents

If the banks have mvested a major pottion of their funds in short period ioans and in othzr

liquid assets which can be converted into cash easily, the hqmdl_ty ratio may be less,
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| 10.5 BALANCE SHEE’I‘ OF A COMMERCIAL BANK-STRUCTURE OF
' ASSETS AND LIABILITIES :

The balance shect of a commercial bank is a statement showing its financial position on-a -

partlcular date. It consists of assets and liabilites. Generally assets are shown on the right side

and labilities are shown on the left side of the balance sheet. Usually this statement is prepared -

at the end of every financial year. There is no uniformity in presenting the balance sheet among
the various countnes But all balancc shcets reflect their business transactions. Let us examine

the structure of assets and liabilities of a commeraa] bank. The main headings of the balanoe' :

sheet of a commercial bark are glvgy below

Balance Sheet of a Commercial Bank

Liabilities . . . _ Assests
1. Share Capital 1. Cash in hand
Authorised Capital _ " L
Issued Capital 2. - Cash with other Banks
Subscribed Capital 3. Moneyatcall and short notice reocrvable
Paid-up Capital. o 4, . Investments.
2. Rcsgrve Fund and other reserves. 5. Advances _
3. Deposits and other accounts. 6. Bills rccelvable being bills for collectlon -
-4 .-Borrowmgsfrom other Banks or Agent& - c-aspercontra. .
5. Bills payable L 7. Constituents; Liabilities for acceptance,
6. Billsfor collectlon being bills receivable cnd::rscments and other obligationsy per
: as per contra. _ ok
7 Other‘ldabillitics; : 8. Prcmlsgs fess dgprcciation. '
8. Acceptances, Endorsements and other Furniture and fixtures fess depreciation.
- obligations as per contra. .~ _ 10. Other assets including silver.
9. Profit & Loss Account. ' 11.. Non- Bankmg assets acqurred in satlsfactm :
10. Contingent Liabilities described in the of claims.

B/S. 12. Profit and loss.

10.5.1 LIABILITIES
The liablities represent others’ claims on bank. Let us discuss these claims in detail.
Capital

It is the paid-up capital that actually brings funds to the bank. Paid-up capital represents the
amount of capital already paid by the shareholders. Authorised capital represents the maximum
. amount of capital which a company can raise by way of shares. Issued capital is that part of the

authorised capitall which is issued to the public for subscription. The subscribed capital is the

actual subscribed by the pub[lc
Reserve Fund

This fund is created by transfering a portion of the accumulated profits of the bank. In'
India 20% of a bank’s annual profits must be transferred to the reserve fund so long as it lsg
_ not-equal to the paid-up capital. In the event of any unexpected losses, the bank is permitted’

to draw upon these reserves. These reserves belong | to the shareholders. Only in the event of -
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liquidation of the bank, the capltal and reserves will be repaid to the shareholders Generally a
‘bank with a high reserve.fund enjoys more. confidence. It acts as an additional secuity to the
customers. The reserve fund is invested in first ¢lass Govcrnment securities which yield regular
income to the bank.

Deposns

Dcposrts are of various types like. tlxed demand and- savmgs dcpomts whxch we have

. discussed earlier. Generally deposits form the- fargest item on the liabilities. side. Inceeased

. deposits not only provide more liquidity but also réflect the increased confidence of the public

-in the working of the bank. Both the primary and secondary deposits form a major portlon of
the total liabilities of a bank

Borrowing from others

~ Inaddition to these deposits, the banks may also borrow funds from other banks or finanical
institutions in times of need. The commercial banks may also borrow from the central bank by
rediscounting its bills of exchangc All these borrowings form a part-of the total liabilities of
the bank. : . :

Biils Payable

The bills payable wiil shown on the liabilitics side. These bilis are payable to the customers
to facilitate remittance of funds. Bills of exchange accepted or endorsed by the bank on behalf
of the customers will appear on the Liabilities side as the banks have to make payments: They
also appear on the assets side as the bank has to get these payment% from the customcrs.

Bills for Collectlon

1 o o On behalf of customer*s banks collect bills. cheques, drafts etc. After collectlor: they
' - become the liabilities of the bank. They are treated as liabilities as the bank has to- pay the
proceeds to the customers.

Other Llabllltles

I

- Under this jtem, other liabilities like grarulty or pension to the employees unexplred
dlscounts insurance fund unclaimed dividends, branch’aujustments. etc., are shbown. separately

Acceptances Endorsements and other Obligations

The banks accept or endorse the blllS of exchange on behalf of their customers lt means
guarantee the payment of bills at maturuty. These obllgatlons fali on the hablllltles side
banks have o make the payment on maturity. : _ B

he bank is pas'!able to the shareholders. Hence it is also shown on

§provision for these liabiiities in ifs balance sheet. These are
#iown in advance. For example, liabilities may occur when banks
-fen on hehalf of customers.” :

Qe tiabilities side of the balance sheet '-Eé't_ us turn to assets sidc




Rl

1052 ASSETS =~ .

The assets of the bank are shown m the batance sheet on the basis of their liquidity.
Following are the various items that appear on the assets side. '

. Cash

- Cash is the most liquid form of assets, Hence it appears first in the list of assets. A bank
has 'to maintain sufficient liquidity to meet the claims of customers. Cash is the first line of
defence against.depositors. Though cash is not an-earning assets, to avoid any risky situation

it maintains sufficient cash balances to meet the customers’ demands. Further, a commerial '

bank hds to maintain a minimum percentage of cash agamst the tota] deposits to sahsfy tho
‘Tequirements of law, .

Cash with other Banks

Banks also keep a certain percentage of their total deposits with the central bank and with
other commercial banks for the purpose of inter-bank clearance adjustments, Small banks may -
keep their funds with bigger banks for the purpose of safety as well as clearance. Commercial -
banks maintaining cash reserves with the Central bank have more prestige in the eyes of the
customers.

Money at call and short Notloe

Short penod loans whlch are repayable to the bank on demand or at short notice are
' included_ under this category. These are regarded as a second line of defence against depositors.
. these loans are highly liquid as they can be converted into cash in & short period of time. These
loans are given for a maximum period of fifteen days and the bank can recall them at short
notice. These loans carry a nominal rate of interest.

Investment

Banks mvest their funds to maximise their prot‘ ts. The d]fferent types of mvestments are
shown separately on the assets side of the balance sheet. Banks mostly invest in Government -
securities. The fixed interest yielding sicurities are caled gilt edged securities. As there are
no risks of loss, banks prefer investment in Government bonds and securities, The investment
made by banks in non-Government securities is alse shown separately in the balance sheet.
These short term investments of banks are regarded as secondary reserves.

¥

Loans and Advances

Banks generally give short term loans and advances which yield high.income. Loans and
advances, cash credits, overdrafts, etc, are the forms in which banks create additional purchasir-
power in the economy. These loans and advances are given against tangible securities offcre"
the customers. A Bank also lends on the personal security of the borrowers to fulfill 1ts,

" obligations in helping the economically poor people. :

Bilis Reoewahle

Bitls of exchangc will appear on both sides of the balance she~
of exchange on hehalf of the customers. As thése bills receive f
the asséts side. As commercial banks sell these assets easily th
" These bills of exchange may be rediscounted by the Central B
to the central Bank they become more liquid. i

7

Acceptances and endorsement

These items refer to the obligations which the banker§
customers. They represent the total dues of a bank’s custo
appear on both sides of the balance sheet.
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bank. These are-takit o it
““sheet. Usually these assets are undervatued. ‘This und
_reserves of the bank. In the event of failure of the bank, these assets may come to the rescue

.

thf

4 buitding, furniture, total assets of a
(AT

ervaluation is the source of the secret

of the bank to keep up its public confidence and solvency.

o Othér Assets’

_Tﬁe irerest accrued on investments, silver, income-tax paid in advance, rent recoverable,
etc., are included under this item. These items are shown separately under different headings.

‘Non-Banking Assets

In the course of their business, banks may acquire certain assets in settlement of claims.
‘Under the Banking Regulation Act of 1949 banks must dispose off such assets wthin a period

~ of seven years from the date of their acquisition.

CHECK YOUR PROGRESS - 2

Tdentify the items on the asset side of balance sheet of a Commercial bank on the basis of
" liquidity. '

10.6 SUMMING UP

Commerial banks foliw three important principles while framing their investment policy, viz.,

principle of security, principle of liquidity and principle of profitability. These three principles

are opposed to each other. In view of the conflicting nature commerial bank should follw a.
wide investment policy by striking a judicious batance between profitabilty on the one hand and

‘liquidity and safety on the other. Liquidity is the capacity of a bank to produce cash on demand.

Tt depends on various factors like jegal requiesements, banking habits of the people, structure of
the banking system, nature of money market, nature and size of deposits, economic conditions
in the country, efc. ' '

The balance sheet of a commercial bank shows its financial position at the end of financial

" year. The liabilities of the bank are the items which are to be paid by the bank-either to its

share holders or the depositors. They include share capital, reserve fund, deposits, borrowings,
from others, Bills payable, profit and loss account, contingent liabilities, etc. The asset side
reflects the distributions of the bank funds on different types of assets. The assets are shown '
in the balance sheet on their liquidity basis. They are cash in hand cash with other banks,
monev at call and short notice, investments, loans and advances, bills receivables, acceptance




107 CHECK YOUR PROGRESS: MODEL ANSWERS

1 The ."_m- rta'nf nfinci_nl,es of invéstm(;nt policy : are ; 1) Princi f sééurity, ii)
- Principle of liquidity, and iii) Principle of profitability. o

These principles are contlicting to each other. If the bank seeks high profit, it may have to
sacrifice some safety and liquidity. Or if it seeks more safety and liquidity, it may have to give
up some profitability. Hence, a prudent banker will follow his investment policy by striking a
judicious balance between profitability on one hand and liguidity and safety on the other hand.

. 2. The items that appear on the asssets side of the balance sheet of a ;ommc:rtial bank
on the.basis of their liquidity afe ; cash in hand, cash with other banks; monéy at call and
short notice; investments, loans and advances; Bills receivables; acceptances and endorsements;

premises and furniture, other. assets, non-banking assets and profit and loss.

108 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS
Answer the following in about 30 lines each:
1. What are the aims of the commercial banks’ investments policy? How can these be achieved?

2. Explain the meaning of ‘liquidity of bank assets” and the factors influencing the liquidity of
commercial banks '

" 3. Explain the balance sheet of a cdm_merciaj bank. Analyse the various jtems in jt,
4. Explain the principles guiding the investment policy of commercial banks. |
B. SHORT QUESTIONS
.Answef the following in about 15 lines each:
1. Expléin the importance of liquidity of commercial banks.

Analyse the asset structure of a commerciat bank with the help of an illustration.

Ll

Explain any five important items of ljabilities side of a bank.
4. Write short notes on the following;

a. Money at.call and short notice”

b. Acceptances and endorsements. _

"3, What are the factors sta‘nding in the way of maximising the profitability of commercial
banks? : ' '

6. Explain the conflicting nature of principles of investment poticy of bank.
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11010  GLOSSARY

Assef

Balarnice Sheet of a Bank

Liquidity

Lugquidity Ratio

:+ Anything owned by person or company, etc. that has money

value and which can be sold to pay debts.

: The statement of assets and liabilities of bankiﬁg company.

:-The capacity of a commercial bank 1o produce cash on

demand by custormers.

+ The ratio between the liquid assets and the total deposits of
a bank.
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11.0 AIMS AND OBJECTIVES

&

The aim of this unit is to describe the different structures of commercial banking organisations.

After reading this unit, You will be able to: _
* explain Branch banking system and its advantages and disadvantages:
* describe unit banking system and its advantages and disadvantages;
* distinguish between branch banking system and unit banking system;
* describe the mixed banking system; and '
* explain the systems of'Group Banking,Chain Banking and. Correspondent Banking,

111 INTRODUCTION N . S o ﬁ\

The structure of banking system differs from country to country. PDue to differences
in economic, political and social conditions, different systems have come into existence in
‘accordance with the traditions and conventions of the people in various countries. Broadly,

. speaking we can classify these systems into two types as Branch Banking and Unit Banking.
- Besides these two, other banking systems like Group Banking, Chain banking, Correspondent :
banking and Mixed banking have also come into existence. We discuss below these different CT
forms of bank organisations. : -

112 BRANCH BANKING

Branch banking is a system in which each bank operates its banking activities as a single
entity having one Board of Directors and one group- of share holders. Each bank will have a
large network of branches spread all over the country. The large sized banks may have branches
in foreign countries also. :
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The smaller banks may operate with a sm _“r of branches located only in a few
areas of the country. This system of banking is very pop ,couritries like England, Canada,
Australia, India, Pakistan, South Africa etc. All the branches under this system carry on their
functions in accordance with the policies and directions of the head office from time to time.
Usually the head ofice is located in an important place or large city. The credit of starting the
branch banking system goes to England. It is also called “Localised Banking”. In the early
stages of banking development in England,banks were functioning with very few or no branches:

' In course of time, the small banks were merged with big banks. In England, the bulk of the

banking business is carried on by the big five barks, which are cailed the “Big Five”. Their
names are Midland, Westminister,Barclays, Lioyds and the National Provincial Bank. About
three-fourths of the entire banking operations are controlled by these five banks whose branches
are spread over all parts of England. Similarly in India, banks like the State Bank of India,
Central Bank of India, The Bark of India, Punjab National bank,The Bank of Baroda and the
United Commerial bank share a large part of the total banking operations in the country. Now
let us study the advantages and disadvantages of branch banking.system which is very popular
_in most of the countries of the world. ' ' :

11.2.1 ADVANTAGES
The branch banking system has many advantages, They are di'scussed'below._.

i) More Deposits : Under this system branches of a bank are spread over a wide area in
the country. Hence banks may be able to mobilise more deposits from every nook and corner
of the country. These branches in rural areas may promote the habit of thrift and saving among
the rural masses. As this system of banking covers a wide geographical area, there are more -
possibilities of mobilising huge deposits. Even the rural savings can find way into the banking

- sector. In some places a bank may mobilise more savings and in other places may not succeed
in receiving more deposits. But on the whote the volume of deposits is likely to be more under -
the branch banking system.. ' : '

il) Grester Public Confidence : As huge financial resources are mobilised with a large
fumber of branches,banks enjoy much public confidence even during periods of depression and
low level of economic activity. Even if there is a run on one branch funds from other branches
of the same bank can be transferred to meet heavy withdrawals during any period. Thus the
system has an inherént advantage to work as a shock absorber in the event of any crisis of
confidence in banking. The image of the bank in the eyes of the peopie will be enhanced as
the balance sheet of the bank shows the total deposits of all the branches running into a huge
amount. This attracts the attention of the pubiic who may deposit their funds on their own
accord even without any publicity by the bank. - W ' :

1) Economy In Reserves : Under this system, banks may carry on their day-to-day activities
with a small cash reserve. Idic cash reserves kept by Commercial Banks can be minimised as
‘ they can draw cash from head office or. other ‘branches of the bank when withdrawals are

heavy during any busy season. Hence the possibilities of bankruptcy can be relegated to the
'background. Each branch can maintain only small liquid reserves to meet the requirements of
customers. Hence the barik will be in a position to expand credit to a larger extent. The financial
resources are economically used as the idle cash balances with each branch can be reduced to -
the minimum, '

iv) No Duplication of Work : Each branch need not spend on advertisement as the head
office will look after that work. All the routine work like publication of weekly reports, supply
of eqiipment, recruitment of staff, etc. are attended to by the head office. Thus duplication of

' work is avoided. : : : :

'v) Proper Use of Funds : This system enjoys the economies of large scale operations as i

- funds of the entire bank are pooled together . These funds can be moved from some branches

where there is a surplus to other branches where there is shortage. Thus funds can put to
optimum use. : . : '
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vi) Diversification of Deposits : Under this system the prosperity of any bank is not
dependent on any region or industry as the funds of banks are diversified over a wide area
covering different industries and sectors, Even if any industry or region is under financial
stress, the bank need not be afraid as the finances of the entire bank can be used to meet any
situation. Once the bank is established and becomes popular depasits flow into the bank from

all directions. ' '

vii) Low Cost of Operations : Customers get more benefits and facilities at low cost due to

the economies of large scale banking operations. Through scientific management of the banking .

- aperations , by adopting the principle of division of labour and innovative banking, it is quite

possible to reduce the costs of operations with specialised and expertise staff. New meéthods
and techniques are adopted to improve and expand banking -business at low cost. '

viil) Loans and Advances made on Merit : Loans are granted only after proper investigation

without fear or favour. Local influence does not play any important role in granting any loan as

- the bank is guided by the three principles of character, capacity and capital of the prospective

" borrower. He can throw the burden of refusal of a loan to the head office in case of influential .
applicants from doubiful characters. ' :

ix) Greater Efficiency in Management : All the branches of a commercial bank are controiled
by the head office and the head offices of various banks are under the direct influence and
control of the Central Bank. On the basis of information provided by the head offices of various
banks, the Central Bank will be-in a positicn to formulate policies, rules and regulations from
time to time. There will be more effective control of the Central Bank on the tunctioining of
the entire banking system. There will be greater efficiency in management. Most efficient and
able people with expertise in hanking may be recruited with proper selection.

X} Better Prospects of Prometion and Employment : There will be more prospects of
promotion under this system as the number of branches increase from time to time with the
progress of the bank. Under this system with the growth of deposits and volume of credit,the
banking industry develops faster. It provides more employment opportunities directly and
indirectly. When people get jobs in the banks,they are directly employed. When banks are in
a better position to give more loans to different sectors and sections of people,there wili be a
fillip in the production of goods and services. Thus more employment opportunities are created
with the help of finances provided by banks. '

xi) Minimisation of Regional Disparities : These finances are invested in utilising the -
resources of our country. The entiig banking system can help the Government to achieve the
objectives of planned economic growth by promoting the habits of thrift and saving. As funds can
be transterred from one branch to another branch,the backward areas can be improved to reduce
regional disparities. Under this system, it is easy and more convenient for the Government to
have more control and supervision on the banking system.

xii) Increase in Banking Facilities : In the abscence of branch banking system perhaps
number of small regions or villages would not have had the opportunity of enjoying banking
facilities. Branch banking system makes it possible to locate or establish a branch in a small
town or village. ' - :

Xiii) Remittance Facilities : Under this system as a bank will have a targe number of
branches at different places, customers may find it very convenient to transfer their furids from
one place to another by means of drafts, telegraphic transfers and travellers’ cheques. Money
need not be transferred from one branch to another, The branches make the necessary book
adjustments as all branches befong to the same bank though they are operating at different
places. ' '

xiv) Uniformity in Interest Rates ; As the funds can flow from one area to another area
depending up on the demand for money it is possible to bring about equality in interest rates, -
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In view of these aumerous advamagcs bank failures are very rare undcr the system of
‘branch banking.

1122 DISADVANTAGES

Though there are many advantages of branLh banking it has some dlsad\%ntages also. These
are discussed as under. o

i} Fear of Monopoly : The system of branch banking may lead to concentration of economic -

“power in the hands of a few executives of the bank at the top level. The head office will have the

direct contact with the Central Bank but not with the branches. These branches are controlled
by the head office. A handful of high barik officials control the entire banking operations of
the bank spread over a wide area: They may be guided by their seifish motives and corner the
huge finances of the bank by channelising them into those sectors or industries in which they
have their persenal interest. The bank officers may be more interested in sanctioning huge
loans to a small number of people like big business magnets in whom they are interested. They
may ignore the needs of thousands of small businessmen. Moreover these monopolists may use
their position as a stepping stone for aguiring political power and may divert the funds of the
bank to fulfil their selfish ends. Hence there is an inherent danger of crcatmg Monopoly power .
which acts as a constant threat to the progress of the community.

i) Red-Tapism and Delay : Branch banking suffers from the evils of Bureaucracy. There
is likely to be much red-tapism and delay in taking decisions as the branches have to refer
important matters to the head office. The branch managers may not be given the freedom
to take quick decisions. For example, branch banks may not be allowed to sanction big loans
without the prior permisssion from the head office. Delay in decision making may be due to
tack of sufficient authority on the part of branch ranagers. :

iii) Difficulties of Management : The head office may face more difficulties in efficient

_ management and control of a targe number of branches functioning at different regions. Undue

expansion of the bank by opening new branches may create more problems of mis-managemnet
and lack of co-ordination. When new branches are opened there will be more expenditure for
the bank towards establishments and maintenance. There is no guarantee that the business of
the bank would increase with more branches. Heace the new branches may reduce the profit
of the bank. 1Jue to mismanagement, lack of adequate control on all the branches there may
be bank failures. This may spread as a contagious disease leading to a disaster of the banking
system. People may lose their confidence in the entire bankmg system Shakmg the entire banking
organisation. : .

iv) Unnecessary Competition: When severaf banks open their branches in the same region
there will be unnecessary and unheatthy competition which may lead to wa~tage of advertisement
and consequent losses.

v) Inadequate Knowledge of Local Needs: A manager of a bank is appointed by the head
office. These managers are not allowed to stay for a long period of at one place and are
transferred to other places. Hence in the period of their short stay they may not be able to -
acquaint themselves with the local conditions and special needs of the people in that drea,

vi) Defective Lending Policy: The managers may not be able to judge the credit worthiness
of the borrower properly,as they may not be ailowed to stay for a long period in one area. Hence
funds may flow into the hands of the people of doubtfuf character who.may not propf:r!y repay
their loans taken from the bank. .

vif) No Personal touch: Under branch banking the banker-customer relationship may not

be harmonious as it is not possibie for the banker to identify a large number of customers.

There is lack of personal touch and contact beiween the banker and customer. If the manager
does not know the local language,it will be an additional d1badvantage o speak with all types of
customers for improving his contacts with them. .
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viii) Neglect of Local Area: The funds of a local area are not used for development of the
~ same region as all deposits ares pooled together by the head office. The investment policies
are not framed by the branch offices in accordance with their local conditions. The policies
are formulated by the head office and the branches have to simply follow them scrupulously.
Similarly,the localpeople may not be able to secure employment in the branch as the recruitment
is done by the head office or any centrai agency.

ix) More Trade Unlon Activity: Under branch banking system in view of very large number of
employees there are more possibilities of emergerice of Trade Unions among the bank employees.
The employee-employer relationship may not be harmonious due to some differences between

the workers and management. This.may iead to mare strikes and lock-outs causing wastage of .

several man-days of work.

x) Lack of Adequate Supervision and Respensibility: As the employees are large in number
they may not feel any individual responsibility. They may not fully involve and jdentify themselves

with the bank to work most efficiently as the supervision may not be very effective. Consequently -

the proﬁts of the banks may be reduced considerably.
CHECK YOUR PROGRESS - 1

List out the merits of branch banking.

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

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

CHECK YOUR YOUR PROGRESS - 2
~ List out the demerits of branch banking.

T T LA R R R N N R R
P N R R R R AL AL R
........................................................................................
........................................................................................

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

. 11.3 UNIT BANKING

Under Unit Banking system, each bank operates as a single entity without any branches.
It is also known as localised banking or open system of banking. The US.A. is regarded as the
house of the Unit banking system as it was predominant in that country until the 1T World War
period. Since that period there has been a decline in the importance of Unit Banking which is
the product of free enterprise and rugged individualism. Under this system each bank works
independently with its Board of Directors and management. The operations of the bank are

strictly limited to a certain area. In a few cases the bank may be permitted to open a branch

_whicls has to limit its activities within a strictly limited area. The banking operations are carried

through a single office, Thus,the area of operation is less and size of the bank is small. The
. ‘unit banks are linked together by a system of correspondent banks for the purpose of easy
remittance facilities and transfer of funds from place to place. '
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14.8 Glossary

14 .0 AIMS AND OBJECTIVES

The aim of this unit is to explain the various methods w1 h which the Central Bank controls
the credit created by Commercial Banks. '

By the end of this unit, you will be able to:

* explam the need for credlt control and

describe the dlfferent methods used by the Centrat Bank ‘to’ control the crecllt created by
oommermal banks

' 141 INTRODUCTION.

In modern days, the credit created by commercial banks constitutes a major portion in
the total money supply in the country . It is ‘possible for commercial banks either to intensify
inflationary pressure by expandmg credit or ‘to contribute to deflationary situation by contracting
credit. Thus,it is clear that there should be some authority which’ controls the credit creation
of tommercial banks, lt is.the central bank which conigols the credit creation of cammercnal

* banks. ‘Tt follows" various methods for controlling the ¢ edit creation. This unit first explains

the: need for the control of Cl'edlt creatron and fater conoentrates on thc various methods of

. .controllmg 1t

14 2 NEED FOR CREDIT CONTROL

. For all praCIICdl purposes, credlt plays. the samc role in. the cconomy as. that of money
Changes in the volume of credit bring about similar changes in the price level. Money creates
credit and credit creates money. Commercial banks create credit in the economy. In their

. anxiety to make more profits the commercial banks may cueate excess credit, which may cause

incalculable: damage to the economy. Hence the need for credlt con{ml is felt on the fol[owmg' _
grounds: : _ \ ;
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~ These methods are broadly divided into two graups. - - -

... InBation: If the total volume of credit is nat kept within safe limits excess.credit Ty
create-ipflation in the ecanomy. All the credit, creafed by commercial banks may net be used
productively. ‘A‘portion dficreditniay-be §pent extravagaitly and unproductively withouf resufting
in increased production of goods and services of equial vilhe: fsequently, prices may tend to

rise creating inflationary situation. On the other hand if the total volume of credit is inadequate
to meet the requirements of trade and business there may be a decline in the economic activity -

and prices may tend to fall. Hence the monetary aiithority. shoutd make efforts to bring' abiout
equilibrium between the total supply. and demand £0r_credit, so that inflation can be avoided.

“ .

ii} Speculataive Activities: Credit may create u'ﬁilcalthy growth of busmcssandmdustry I:t..

may encourage more speculative activity which may discourage produstive activities. ‘Hoarding
and black marketing activities may increase if credit is not restricted:t& productive uses,

iif) Difference between the Poor and Rich: Credit makes the rich richer and ‘the poot
poorer. Credit creates two classes of people in. the society~creditors and, debtors The debtors
may be forced to borrow at high rates of interest. Rising prices, and higher interest rates may
accentuate this phenomena unless the volume of credit is regulated Yccording t6 the needs of
the economy. AR

tv) Trade Cycles: The economic debacle of 192021 was ¢sused due to unsound credit
conditions. Uncontrolled expansion of credit against security was one 'of the -causes ‘of great
depression that occured between 1929 and 33. Thus history is full .of.instances to show that
uncontrolled expansion of credit can harm the interests of society. o - '

It is evident from the above discussions. that unconirolied expansion.of credit may. make
or mar the economic progress of a country. Hence to maintain 2 stable econemy; the velume

of .credit created in the economy must be controtied. In-alf countries, the. central banks are

entrusted with the task of regulating the total volume of credit for the smooth. functiening of

143 METHODS OF CREDIT CONTROL. . |

There are several methods by which the central banks control the total volime of _cre_clif._

~ .- iy Quantitative or ‘General Credit Control ¢ - v

il). Qualitative or Selective Credit Control.

. Let us study each one pf them in gi_r__c_:at_- detail. N

143.1; QUANTITATIVE OR GENERAL CREDIT CONTROL ;- -, . i, .

... The aim of the quantitative eredit; control is 1o regulate the total volume of credit creatod.
by the commercjal banks. These are used mainly for expansion or congraction,of the total
quantity of credit in the economy. They are npt much concerned with the purposes. for. which.
the credit is used. The commercial banks depend upon their reserves to"expand.or contract the
lume. of their credit. The instruments. of quantitative credit conteol effect the cash reserves.
thereby {oanable funds of the commercial banks. Hence these are indirect controls which .

volu
and B
bring about changes in the volume of excess reserves of commercial banks so that the capacity
of the commercial banks fo create credit can be altered. These methods deal with the volume

and cost of bank credit in general, without referetice t6 any particilar fieldf of ecohomic activity.
Quantitative methods include bank rate policy, open market operations and the variation of the
cash rescrves:‘Let us.deat with them in-detait, - ST e ey T e

i) Bank Rate or Rediscount Rate -

el '\_"-N' I I T * ...-'.-f' OO :-_':_--_ o nte U s e R T N A .
+.. Bank rate is the ratc at.which the central. bank. rediscounts the bills-of exchange.or grant
loans against approved securities to commercial banks. Section 49 of the Reserve Bank of India-.
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 Firstly we explain three Principles 4 then concentrate on factors influencing quui_diﬁ of
bank. At the end of the Unit, various items of the commercial banks’ balance sheet are also

_ described.

102 GUIDING PRINCIPLES OF COMMERCIAL BANKS’ INVESTMENT

The commercial banks’ earning capacity depends upon their investment policies. The

investment policy of a bank should aim at managing its assets -and liabilities in order to seek
. 5ome optimum combination of profit, liquidity and saféty. Thus generally the investment policy

of commercial bank is influenced by three- importnt Principles. They are : Security, liquidity
and profitabiliyty. Now, we explain these Principles.

102.1 THE PRINCIPLE OF SECURITY

The most important principle s the safefy of security of fnds. As the banks act as custodians
and trustees of depositors, their interrests must be safeguarded at any cost. The banks should

ot choose risky investment though they may yield more profit. As the banks deal with others

money, they must be very careful ‘while granting loans and advances or else they may not be
able to recover them. The funds of the bank should not be locked up for 2 long time. Hence
Commercial banks tend to invest in short term securities. If the banks are influenced only by
large security considerations they may not advance a large portion of their funds and may not
earn much profit. On the other hand, if the Commercial banks are very greed and lend more
funds without looking into the security aspect, they may have to face several risks of loss. If
the bank lends heavily to one individual or group of individuals, it may or may not be able to
recover the money safely unless the enterprise is in a position to repay the loan. Hence it must
lend to as large a number of persons as possible so that the loss of income by bad debts may be
compensated by proper recoveries from safe investment. Similarly, banks should not invest al
the funds in one place as there is a danger of natural calamities like floods, famines, etc., causing
untold damage and misery to the people of that area: If the people of that area have taken a
high portion of the funds of a bank, the bank's finacial position would be endangered. When
the funds are diversified and invested in different places, lossesat one place may be compensated
by gains iri other places. : o

1022 THE PRINCIPLE OF LIQUIDITY

Liquidity is another important guiding principle of investment. Liguidity refers to the ability
of banks to pay cash aganst deposits. A bank receives deposits from the public in different forms.
A portion of these deposits may be withdrawn by the depositors with or without any notice.. _
The banker can enjoy the confidence of the public only when he pays the depositors on demand.

‘Hence a wise banker must keep adequate cash or liquid assets to meet this demand. The liquid

assets-deposit ratio is called liquidity ratio. The banks must keep a certain percentage of their
total deposits liquid or in near liquid form, to meet the claims of customers and inter-bank
claims. Liquid assets refer to those assets that can be converted into cash easily. The liquidity of
any asset depends upon the ease with which it can be shifted on to other banks or the Central .
Bank before maturity in case of need. Thisis referred to as shiftability of an asset. If the assets of
a bank are mostly shiftable, they increase the liquidity of the bank. The Central Bank prescribes
certainy rules and regulations when commercial banks want to shift their assets to the central -

~ bark. Generally commercial banks tend to invest their funds in Government securities so that

as and when they are hard pressed for liquid cash they can easily sell the Government securities
in the market., The investment of bank funds in easily saleable securities or debentures will
increase the liquidity of commercial banks. In case of any need, the bank can sell the security
and realise the money without any loss. When commercial banks mﬁg}tmn a high percentage of
liquidity, the funds of the bank are immobilised without contributing any income to the bank.
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1023 THE PRINCIPLE OF PROFITABILITY DA

Banks’ are influenced by the principle of profitability-. The aim. of investment is to make
profit. As the very name impties commercial banks are mainly commercial in their banking
activities. They cannot afford to keep funds idle. After mobilising the deposits, banks have
to invest them in profitable ventures with adequate security. The banks lend some portion of
their funds to get constant and regular return. All the investments of the banker may not be
profitable. A profitable investment is one which yields some income to the bank. Loans and
advances, investment in securities, money at call and short notice shown on the assets side of
a balance sheet represent profitable investments. Cash reserves held by a bank and the dead
stocks represent hon-profitable investment. Cash reserves held by a bank and the dead stocks
represent non-profitable investments. Land, building, furniture, stationary etc., represent the
dead stocks. They may not directly yield any income. But they are essential for the functioning
of the banking system. ' :

10.3 CONFLICTING NATURE OF THESE PRINCIPLES

Even though the rate of return is high, loans may not be granted unless the bank is satisfied
with the security. Thus safety and profitability may not go together in all types of investment.
Hence the banker should strike a balance between the two. Similarly when banks maintain ."
high liguidity, their profitability may fall. If the banker prefers to lend more, the liguidity
ratio of the bank may fall below the required level. The bank may have to face shortage of
funds and may not be able to meet the demand from customers. It may lose the confidence
of the depositors and may have to face a run on the Bank. Thus it looks as though prinicipal
of liquidity and profitability are conflicting and contradictory. Liquidity principle cannot be,
discarded onthe ground of profitability. Similarly security principle can not be set aside o,
the ground of profitability. Hence a prudent banker has to take wise decisions relating to the
diversion of investment into various productive channels keeping in view the three important
guiding principles, of liguidity, security and profitability. In view of the coinflicting natire of
these principles,a wise banker must frame his investment policy by striking a balance between '
profitability on the one hand and liquidity and solvency on the other.

CHECK YOUR PROGRESS-1

List out the guiding principl.cs of investment poticy of a bank. Briefly explain the conflicting
nature of these principles. :

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

104 F_ACT ORS INFLUENCING LIQUIDITY OF BANKS

Every bank maintains cash balances and other liquid assets to meet the claims of customers.
The ratio between the liguid assets and the total deposits of the banks is called ligidity ratio.
This is determined by several factors. :

D Legal'Requirement_ﬁ.__ '
The Central baﬁk,px_f%g country any prescribe a certain minimum liquidity ratio applicable

to all commercial banks, This is called statutory liquidity ratio. At present in India commercial
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113.1 ADVANTAGES
The Unit banks,being independent and one-office banks, have the following merits;

i) More Attention to Local Needs: As the operations of the bank are confined fo a limited
area the bank can serve the local needs of the people in the specified arca.’ The resources of the
" bank are first used for the development of the local area and then the surplus funds are invested
in Government Securities. Thus the resources of the bank are used for the upliftment of the
local area but not transferred to other areas on any considerations of profit. Since the bank
officers and other staff members of a unit bank are recruited from the same area,emplioyment
opportunities for local people are created. Moreover the bank people of the same locality are
fully acquainted with the local needs of the area for providing funds for development. The
special problems of the area for providing funds for development. The special problems of
the area can be better served by attending to the needs of the individual enterprises of the
community through quick decision making. : :

i) Efficient Credit Policy: As banker and customer belong to the same area,the character
and credit-worthiness of the customers are well understood by the bankers before they grant
loans and advances. Hence the funds of the bank may not flow into wrong hands.

iv) Happy Customer-Banker Relationship: As the banker and people are from the same
locality the harmony and understanding between them would be more to help in the speedy
development of the area. The banker may be able to identify the customer of the bank easily.

This promotes the happy relationship between the customer and the banker.

iv) More Harmony between Employees and Employers: As the bank is a small unit there
may not be any problem of management supervision and control. As the number of workers
is small within a bank the employee-employer reiationship 8 likely to be more happy and

" harmonious. The scope for strikes and lock-outs is less as any dispute between the workers and-
the management can be solved by direct discussions.

" v) Efficiency in Management and Supervision : Cases of fraud, i'rregularit'ies. mismanagement
and irresponsibility may be minimised as the scale of operations is small. Wastages. and
diseconomies of large scale operations can be eliminated. ' '

“vi) No Scope for Monopoly : This system does not help in the formation of monoboly and
concentration of CCOI'IOI:I‘liC_ power in-the hands of a few individuals as there is a large number
of small independent banks. : :

S 1132 DISADVANTAGES
Despite these advantages,unit banking pOsSesses cersain diudvantﬁes.'

1) Inability to Face Crisis : Unit banks being small in size may not be able to face adversity.
During the great depression between 1929-1933, a farge number of Unit Banks in USA could
not survive. In the event of any run on the bank it may not be sble to meet the sudden rush

of deposit withdrawals. The funds of the bank are mostly invested in the same locality. In the
event of natural calamities like fioods or famine or droughts occurring in that area the bank
“may land in financial crisis. '

. if) Ineficient Mansgement : As the size of the bank is small and its operations are restricted

to a limited area, the bank may not afford to use the services of well trained persannel and most

modern methods and techniques of banking. Thus funds may be mismanaged. In the absence

" of many avenues of employment of funds in the same locality the banks may hold more liquid

" cash without earning any income. The scale of operations being smali the establishment costs
. may be more and the profits may be less. : i : .
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12.0 AIMS AND OBJECTIVES

The aims of this unit are to describe. the functions of a Central Bank in.an economy and
explain the distinction between Central Ibanking and Commercial banking. After going through
this unit, you will be able to:

* define the Central bank and explam the prmmples of Central bdnkmg,
* EXplam the functions of a Central bank and

* distinguish between Central banking and Commercial' ‘banking.

12.1 INTRODUCTION

In almost every country, there is one bank which is the apex of the banking system. It
regulates and controls the whole monetary system in the country. It plays an active role in
implementing the Government’s monetary policy in the country. The functions of such a
bank are discussed in this-unit, besides explaining the dlffcrence‘; between Central banking and
Commercial banking.

122 ESTABLISHMENT OF CENTRAL BANKS

The Central Bank of any country, as the very name implies, occupies the central position in
the entire banking system of the country. Almost every country in the world has its central bank
as the apex banking institution controlling the activities of the money market. Central banking
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in its modern sense is only of recent origin, although some central banks were established in
the 17th and 18th centuries. The oldest central bank is the Riks Bank of Sweden which was
established in 1656. The central bank of England is the Bank of England established in 1694 by
an Act of parliament. England is considered to be the home of central banking as the Bank of
England was the first to perform the fundamental functions of a modern central bank. Many
countries in Europe, Asia and Africa established their central banks during 19th century. The
Bank of France was set up in 1800, the Bank of Netherlands in 1814, the National Bank of
Denmark in 1818, the National Bank of Belgium in 1850, the Bank of Spain in 1856, the State
Bank of Russia in 1860, the Reichs Bank in Germany in 1875, the Bank of Japan in 1882 and
the Bank of Italy in 1893. By the end of the 19th century, almost all countries in Europe had -

. established their central banks to control their monetary systems, Java, Persia, Servia, Turkey,

Porfugal, Rumania, Bulgaria, Egypt, Algeria also established their central banks in the 1%th
century. In the US.A. the central bank is represented by the Federal Reserve system which
was established in 1913. In India, the Reserve Bank of India ¢ame into existence in 1935 as
the central bank of our country. The Bank of Cdnada was established as late as 1934, During
the post-World War 1 period, the spirit of Nationalism gave much encouragement for the
development of central banking in the world. The International Financial Conference held at

. Brussels in 1920-encouraged all countries without a Central Bank, to establish such banks in their

countries in the interests of world co-operation and stability of monetary and banking systems.

The establishment of the International Monetary Fund (JMF) in 1944 gave further fillip to the

growth of central banks in the new Afro-Asian and Latin American countries. Today there is

hardly any independent country without a Central Bank. These banks were originally started

as private joint stock banks, providing finance to the goverfiment. The changes in economic,
political and social conditions have enhanced the status of central banks as the arch pillars of

their country’s monetary and fiscal framework. - .

123 DEFINITION OF CENTRAL BANK

Let us acquaint ourselves with some of the definjtions of central bank to understand its
varied functions.” In the statute of the Bank of International Settlements, a ceritral bank is
defined as "the bank in any country to which has been entrusted the duty of regulating the
volume of currency and credit in that country’. According to Kisch and Elkin, a central bank is
that bank the duty of which maibtenance of stability of the monetary standard which involves
the control of the monetary circulation™. In his famous book” Central Banking’ M.H. Dekock

. defined central bank in a lengthy manner. According to him, a central bank is a bank which

constitutes the apex of the monetary and banking structure of its country and which performs
several functions in the national economic interest. According to Kent, it is an institution which
is charged with the responsibility of managing the expansion andscontraction of the volume of
the money in the interest of general public welfare. R.S. Sayers in his book "Modern Banking"
pointed out that the business of a central bank as distinguished from a commercial bank is
to cntrol the commercial banks in such a way as to promote the general monetary policy of
the state. From the various definitions, owe can conclude that the centrat bank is the highest’

banking institution in any country entrusted with the task of controlling and regulating the

monetary and banking system in the country to serve the best interests of the nation..

12.4 - OBJECTIVES OF CENTRAL BANKS -

The Central bank is guided by the spirit of national weifare. Public welfare is its primary
consideration and profit motive is secondary. It does not mean that it should suffer losses while
working in the national interest. Unlike commercial banks, the central -banks de not invite
deposits from the public. Another important principle of the central bank is that it should help
in the process of £COoNnonic developme_nt'of ‘the country by maintaining financial and monetary
stability in the country. The central bank should be free from all politicai influences so that it
can pursue a suitable policy conducive to economic development. Though there can be good.
co-operation and harmony between the central bank and Government in their functioning, the
central bank should not be influenced by the ideologies of the political parties in power.
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125 FUNCTIONS OF CENTRAL BANKS

* Central Banks in all countries perform the following functions in- spite of differences in
social, political and economic systems. These functions are described as traditional functions of
the central bank. Let us now describe each one of these functions briefly.

12,5.1 MONOPOLY OF NOTE ISSUE

In every country the Central Bank enjoys the monopoly of note issue. No other bank
in the country is authorised to issue notes. The central banks were originally called banks. of
issue until the beginning of the twentieth century. In a few countries even now central banks
do not enjoy monopoly power in the issue of notes. There are several benefits in centralising
the note issue function. The Central Bank enjoys much prestige and public confidence due to
this prerogative of note issue, Uniformity in note issue can be achieved with a single central
authority. The. Central Bank will have direct control on commercial banks which have direct
contact with different sections of people. The commercial banks can assess the requirements
of finance in the various activities of country. On the .basis of this information, the Central
Bank can bring about required changes in the guantity of currency in the country. The required
elasticity is provided by the central bank by regulating the supply of money. Different systems
of note issue have been adopted by the central banks based upon the principles of elasticity and
security. : T '

12.52 BANKER, AGENT AND ADVISER TO THE GOVERNMENT

Another important function of a Central Bank is to act as the banker, agent and adviser to
.the Government. In all the couniries of the world the central bank functions as the banker and
fiscal agent to the Government of the country. Just as the commercial banks perform several
services to its customers, the central bank performs several services to the Government. As the
fiscal agent of the Government it collects the chieques and drafts on behalf of the Government
and credits them to Government account. Not only does it mairitain Government account; it
also transfers funds from place to place and from one account to another account. The Central
-bank maintains the income and expenditure accounts of the Government for the entire country

free of charge. It does not pay interest on the deposits of the Government. On the other hand,

Government may pay some amount towards the cost of performing these services or may keep

- minimum cash balances with the central bank. Due to the close relationship between the public -

finance and monetary affairs, the Central Bank acts as banker to the Government.

The Central Bank performs enormous services to the Government as its agent, as a
commercial bank does to its customers. But in performing these services, unlike commercial
banks, the Central Bank is mainly guided by the nation’s welfare motive and not by a profit
motive. As a banker of the Government it manages public debt and Government accounts.
When people pay taxes the supply of money in circulation decreases. When Government spends
money on <ivil defence and development projects in the country the supply of money expands.
The Central Bank as agent and adviser of the Government will take suitable monetary steps
to regulate the supply of money to stabilise the price level. On all matters.relating to money
and finance, the expert advice of the central bank is sought by the Government fo formulate
monetary and fiscal Bpolicies. It plays as important role in advising the Goverriment in the
preparation of the budget. It floats the loans and receives subscriptions on behalf of the
_Government. Issuc and redemption of Treasury bills. bonds, secirrities etc., are undertaken by
' the central bank. Due to the increasing importance of deficit financing in the planned economic
development of underdeveloped countries the central banks and Government have to maintain
perfect co-operation and co-ordination in all monetary and fiscal matters to maintain growth
with social justice. : .
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'12.5.3 BANKER’S BANK

In all the countries the central banks act as the banker of alt other banks. All other banks
are required to keep a certain percentage of their deposits as cash reserve with the central bank,
either by law or by custom. Tn England, the Bank of England enjoys this privilege as "a matter
of tradition”. In US.A. and [ndia, banks are required to keep a certain percentage of their total .

_ deposit liabilities statutorily. In U.S.A. banks maintain 3 to 13 per cent of their total deposits

while in India banks keep 3 to 15 percent of their total deposits as cash reserve with the central -
bank as required by {aw. Thus the cash reserves are centratised in the central bank which is a
source of great strength, power and prestige 1o the banking system of the country. When all the

‘reserves of the commercial banks are pooled together in the central bank, they can be used for

meeting any financial crisis. Thesc reserves provide more liquidity and stability to the banking
system. These reserves are uscd by the centrat bank to clear inter-bank claims through the
clearing house. During a slack season, clommercial banks may opt to keep more reserves with
the central bank while in a busy season théy may withdraw their surplus cash reserves to meet
the ciuims of the customers. These reserves are very helpful in settling payment between one
bank and another bank as this is done by the central bank by crediting the account of one bank
and debiting the account of the other. Thus the central bank acts as the custodian-of the cash
reserves of all other banks, safeguarding and protecting the interests of the nation 1n general
and customers in particutar. The central bank can divert these reserves to places where there
is greater need. The benefits of the centralised cash reserves can be realised by the banking
system by more co-operation and understanding between the central bank and other banks in
the country. : -

Commercial banks get various benefits from the central bank. The central bank gives
financial hiclp to commercial banks in times of need. They also get rediscounting facility from
the central bank. Thus Central Bank acts as the ‘lender of last resort’. As the ieader of
the entire money market, the central bank formulates the policy for the effective and efficient
working of all the banks in the country. Hence the_commercia}-banks loak up io the central

. bank for guidance and. direction in the cvent of any monetary and financial problems.

Further, the central bank acts also as a clearing house. The function of centrai clearance
and settiement was originally started by the bank of England in the middle of the 19th century.
Later other countries adopted this practice. This system enables the central bank to know the
liguidity position of each bank. It also enables the central bank to take corrective measures
retating to the control of the total volume of credit created by commercial banks.

12,54 CUSTODIAN OF NATION’S RESERVES

Gold and foreign exchange reserves are maintained by the central banks in all countries.
The central bank is required by law to maintain a minimum reserve against its note issue.
The reserves are maintained by all central banks to meet deficits in balance of payments and
maintain the external value of its currency. The foreign exchange reserves are maintained to
avoid fluctuations in exchange rate. For this purpose it has to selt or buy foreign currencies in
the exchange market. Tt is the responsibility of the central bank to maintain stable exchange
rates. Foreign exchange reserves help the central banks to maintain stable external values of
the currency. As the bank of issue, the central bank also takes the responsibility of maintaining
stable internal vatue of the currency. For this purpose under the gold standard system., the
central banks used to maintain cent percent gold reserves against the total currency. Afier

‘the abolition of the gold standard system, many céntral banks maintain both gold and foreign

exchange as a reserve against the note issue. The Central Bank hoids some cash reserves of
commercial banks statutorily. For meeting these reserve liabilities of the co_rnmei-cia] banks,
central’ banks maintain a reserve. A central bank is required to maintain certain minimum
reserve against its currency. For example in India, at present, the Reserve Bank is required
to maintain a Rs.200- crores worth of reserves consisting of a minimum of Rs. 115 crores of
gotd and Rs. 85 crores worth of foreign securities against its note issue and deposit liabilities,

This amount of reserve is immobitised in the central bank and cannot be used for meeting. any




international transactions. Only the additional foreign exchange reserves can be used to avoid
fluctuations in exchange rates. Thus the central bank aims at stabilising the external vatue of the
currency,- besides providing safety to note issue dand protecting the interests of the depositors
by being the custodian of the.nation’s reserves.
12.55 CONTROLLER OF CREDIT

The control of credit is the most important function of-a central bank in the context of
the present day cconamic unrest in most of the countries of the world. Wide fluctuations in -
the value of money are caused mainly due to unwarranted cxpansion in the supply of money
and credit in the economy. The commercial banks create credit where as the central bank
controls credit in the cconomy. The central bank influences economic activity in the éountry'
by discouraging expansion of unproductive and undesirable credit,. With the help of the various
technigues of credit control, the central bank controls the expansion and contraction of credit
to stabilise the price level, We shall study these methods of credit control at great iength in the .
following unit. o

CHECK YOUR PROGRESS - |
List aut the functions of :-1. Central Bank.

12.6 SIMILARITIES AND DIFFERENCES BETWEEN CENTRAL BANK-
' ING AND COMMERCIAL BANKING

Though Central banking is different from commercial banking, there are some similarities
between these two. They are;

SIMILARITIES

i} Money dealings : The Central Bank as well as the commercial banks are monetary
mstitutions dealing in money. The moeney created by the Central Bank is legal tendcr but the
money created by commercial banks is called credit money or bank money.

i) Credit Creatlt_m . By rcdiscuuntmg, the bills of commercial banks credit may be created
~ by Central Banks where as commercial banks create credit on the basis of their primary deposits.

iii} Lending Policies : Both institutions do not lend against immovabie propertics, lest
their liguid funds may be reduced. Hence they are not.in favour of long term loans. Tht‘:};r lend
mostly for shart periods to maintain high l]qu;dzty :

Though there are certain similarities the Central Bank is an institution whlch Is cntlrely :
dlfferent from commercial banks as could be observed from the foilowing: :

DIFFERENCES

i) Ownership : The Central Bank is generally owned by the State while the commercial
banks may be owned by private indjviduals as shareholders.

1i) Right to Note-Issue : Though at one time commercial banks had the right to issue notes,
at present note issuc'is the monopoly of the Central bank in all countries. As an agent, adviser
and banker, the Central Bank is closely connected with the Government.
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- I.I_i) Profit Motive : The Cenf_ral Bank is not a profit making institution. Profit is secondary

- and service to the people and the nation is’its primary objective. On the other hand the

commercial bank naturally aims at securing maximurm profits. The funds of the Commercial
Banks are invésted even in risky enterprises to earn maximum profits. But the Central- Bank
works in the broad national interest with a view to achieve stable economic growth. |

iv) Relationship with Government ; Usually the Central Bank and the Government will have
a close relationship as the top officials of the Central Banks are nominated by the Government.
As the Commercial banks are privately owned institutions, Government generally does not

‘interfere in the working of the commercial banks. As a matter of fact there is no. direct

refationship between the government and the Commercial Banks.

v) Foreign Exchange Transactions : The Central Bank maintains the foreign exchange.
reserves of the country. One of its functions is to maintain stabie exchange rates. The commercial -
banks may also deal in foreignexchange, but do not act as custodians of foreign exchange reserves.
They have nothing to do ewith the maintenance of foreign exchange rates.

vi) Position in the Money Market : The Centrai Bank is the apex monetary institution in
any country. All the commercial banks in a country are controlled by the Central Bank. The
Central Bank acts as the bankers’ bank by controlling some portion of the funds of Commercial
Banks. It is their guardian and lender of last resort. It will only hetp the Commiercial banks
rather than compete with them. ' :

Though there are similarities and differences between the functioning of Central ‘Banks
and the Commercial banks, the success of a Central Bank depends mostly on the whole
heartéd. support and co-operation of the Commercial banks. The Commercial bank’s activities
are controfled and regulated by the Central Bank to achieve co-ordination and avoid any
competition in the healthy and smooth working of the menetary system in the country.

CHECK YOUR PROGRESS - 2

Explain, how Central Banking differs from commercial banking.

127 SUMMING UP

Central bank is the apex monetary authority in the country. As the ieader of the money

" market it supervises, contyols and regulates the activities of commercial banks and other financial

institutions. It helps in the process of economic devetopment by pursuing a suitable monetary
policy.Central banks perform certain important functions, like issuing currency, acting as banker,
agent and adviser to the Government, acting as bankers’ bank, maintaining nation’s reserves
and controliing credit creation by commezcial banks. :

Though there are a few similarities, central banking differs from commercial banking in terms

of certain aspects like ownership, note issue, profit motive, relationship. with the Government,
transactions of foreign exchange, etc. : '
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128 CHECK YOUR PROGRESS: MODEL ANSWERS

1. Central bank performs various functions in an economy. They are:

~Issue of currency;

Acting as banker, agent and adviser to the Government;
Acting as banker’s bank; ' _ '
Maintaining gold and foreign exchange reserves, and

controlling the credit creation of commercial banks.

A Points of difference between Cenral bankjng and Commercial. baﬁking a;ré:

i)
i)

jif) -

iv)

V)

vi)

The central bank is owned by the govern'mént. while commercial banks may be owned -

by private individuals, .

Central banks have the right to issue curfency notes, whlle commcraal banks do not
:‘enjoy such rights. : u ; :

Lentral banks do not aim at prohts whercas commerc1al bdl‘lkS aim at sccurmg maximurm
profits; :

There is direct relationship between the Government and Central bank whereas the

direct relationship will not exist between the Government and commercial bank.

Central banks act as custodian of foreign exchange reserves, whereas comniercial banks
do not act. :

Central banks are the apex institutions in the money market, whereas commercial
banks are controlled and regulated by central banks.

129 MODEL EXAMINATION QUESTIONS

A) ESSAY QUESTIONS

Answer the lollowing'iﬁ about 30 lines each®

1. Define a central bank and expldin the functions of a Céhtral Bank

2. Compare Commercial Banking with Central Banking.

B) SHORT QUESTIONS

Answer the following in about 15 lines each:

1. What is a central bank? How does it differ from commercial banks.

2. Write short notes on:

i)

i

Clearing house and

Lender of Last Resort.' o

3. Write short notes on;

i)
i)

Monopoly of note issue; and
Banker’s bank.”

4. Explain the objectives of Central Banks.
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13.0. AIMS AND OBJECTIVES

This unit aims at explaining the princi'ples ang systems of note issue..

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

* " explain the principles of note issue; _ _
N dlscuss the dri,umentb for and against the controt ot note issue. by the Guvernment
* dexcribe the various systems of note issue; and '

* discuss the case for single note issue system.

13.1 INTRODUCTION

A good paper . currency systemn shoukd possess certain important qualities, It should be
economical, elastic and should command public confidence. The note issue systerh is based
"on certain principles. This unit discusses such principles and different methods of note issue
adopted from time to time by the various countries.

13,2 PRINCIPLES OF NOTE ISSUE

In dlfferent countries different prmCLpIes are followed for the issue of notes., Al thesc
principles aim af securing uniformity and elasticity to the entire currency system. me monetary

- authorities must be in a position to bring about changes in the volume of currepcy to suit the - -

B requ:rement of trade and business. Let us study the principles of note issue in detasn,

There are two prlntlples of riote issue.
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12.16 RECOMMENDED BOOKS

I | . L DeKockMH. . : Central Banking

: 2. Sayers R.S, : Modern Banking
3. Shaw WA, _ : Theoty and Principies of central banking
4. Sundaram K.P.M. : Money, Banking and Internatioﬁal Trade.

‘5. Vaish M.C. : Money, Banking and International Trade.

12.11 -GLOSSARY

Central Bank o The bank that controls the volume of currency and credit
_in.any country. :

Clearing House 1. An agency. through which the inter bank indebtedness is
cleared. Usually the Central bank acts a clearing house for
member banks. - :

Lender of Last Resort : When the Commercial banks and other finance houses want
to borrow shogt-term loans and cannot borrow enough from
one another as money market is short of cash, they come in
the last resort to the central bank. So central bank is cailed
the lender of the last resort.

Money market ( : A market for the purchase and sale of liquid assets especiatly _
bills of exchange, Treasury bills and other securities that are
due to be redeemed within a short time.
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132.1 CURRENCY PRINCIPLE

According to this principle, the currency in a country should be backed up by cent percent
metallic reserve ie., either gold or sitver. According to this principle every monetary authority
should acquire gold to issue an equivalent amount of currency so that the Government can
command the greatest confidence of the people. Government will be in a position to provide

gold for currency when all the members want to convert their currency into gold. When this

principle is adopted, the expansion of currency is limited by the availability of gold reserves to
the menetary authority. This prmuple has the followmg mmts and demerlrs

Merits

i} Security: It provides complete security to the currency system as the currency is backed
up by cent percent geld. When currency authorities adopt this mmupln there 15 no danger of
over issue of currency.

iiy Public Lonhdencé: As paper notes are convertible into metallic coins, people will have,
more faith and confidence in the monetary system whei this principle is adopted.

Denterits

. Iy Lack of Elasticity; A monetary system hach upon this prmuple sacrifices the quality ot

' claqtlcwy which is very essentiat for the present-dav growing economies.

i) Lack of Economy: A monetary system based upon the currency printiplc is a 'LGS{'II\;.

-System. It is most uneconmical as every note isssed should be backed up by cent percent gold or

sitver. 1t leads to wastage of precious mctals as they are kept as anzdie reserve against Lurrency
without being used for more profitable and productive PUFPOSCS. . '

iii) Difficult to put into Practive: A monetary system based upon this principle may not he

able to expand its currency if the available gold and silver mines are exhausted. All countries

do not possess equal guaniity of mineral resolrces. Some countries may be endowed with rich
mineral resources while other counrries may face acute scarcity, In such countries where there
is scarcity of these metals, monetary authorities may find it difficult to adopt this principle.

13.22  BANKING PRINCIPLE

-According to this there is no need o keep ceat percent merailic reserve dg,amst the note
issue. This principle dssumes that all peaple do not wish to convert their currency into gold at
the same time. At any time only a few people may desire to convert currency into gold. Hence
it will be sufficient if the government holds a fractional rescrve. This principle is derived from
the practice of creating more credit with tess cash reserves by commercial banks. A monetary
system based upon this principle believes that rthe responsibility of varying the supply of currency
in the country should be ieft in the hands of an independent authority like the Central Bank.
According to this principle, the question of how much quantity of money is to be created in the
economy shouid be left entirely to the discretion of the banking system.

This .prin'cipie has the following merits and demerits.
Merits

i) Elasticity: When this principle is adopted., the currency system becomes elastlc and
rcsponswe to the changing needs of trade and business.

[]] Eoonomical A monetary system based upon this pnncnple does not require cent percent
metallic reserves. Hence it proves to be more economical. The prmc1ple gives some degree

‘of freedom to the monetary authority to adjust the supply of money in accordance with the

changing needs of the economy.
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Demerits

1) Risk of Over-Issue: A monctary system based upon this principle may expand the currency
even beyond the safe limits as cent percent metallic resérve need not be maintained against the
note issue. Over-issue of notes may create inflation in the economy, Hence it does not provide
much security. '

i} Less Public Confidence: A monetary system based upon this principle may not enjoy
much public confidence as it does not provide full metallic backing for the entire currency.

133 REGULATION OF NOTE ISSUE

In every country laws have been passed for the issue of currency and its regulation. |If
note issue is not properly controfled the économy may be subjected to viotent price fluctuations
which may adversely affect the total output, income and employment in the economy. The total
volume of curency should be properly adjusted to the requirements of trade and busigess in
any country. Some economists are of the opinion that the Central Bank in any country should
have the right to issue and reglate the volume of currency., Some others held the view that
‘the state should have the power to regulite the note issue. Let us discuss the various shades

" of opinions on this aspect.

Arguments In Favour Of State Control

i) It is argued that the state has more prestige and enjoys the confidence of the pcob[e _

more than any other institution to regulate the note jssue.

ii) The advocates of State Control on note issue contend that when Government issues
the notes and regutatés the volume of currency, there wilt be more security to the note. issue as

all the assets-of the Government will back the entire currency. Issue and reguiation of currency .

by government will ensure €asy convertability of currency.

iii} It.is pointed out that the Government will have the machinery and organisation at
every level to (_:stimate'the needs of the total volume of currency. Therefore, it must have the
power to expand or contract the total volume of currency in circulation to suit the nceds of
frade and business. : ' '

iv) Source of Profit: 1t is argued that the issue of currency and its regulation will be a
source of profit to the state. These profits are used by the Government in the larger inferest
of the country. . . - '

v) Defacto Autherity: Though Central Banks are vested with the authority to issue and
regwlate the total volume of currency, Government exercises great influence in framing the
general economic policy in the country. Hence it would be better if Government regulates the
issue of notes. S ) ' ‘

vi) Legislative Powers: "Government enjoys the legisiative power to pass the rules and
regulations for effective and efficient working of the monetary system.  During periods of
emergency and economic crisis, government should have the regutating authority to correct any
disequlibrium in the economy. ' '

Arguments Against the Issue and Control of Notes by Guvernment.

i) Political Considerations: It is pointed out that politica considerations play a dominant
role dn all matters of economic policy when Government regulates the supply of currency in
circulation. Hence effective monetary policy may not be followed under the state control of
note issue. ' - :

ii) Infation: Under the pressures of heavy deficit budgets, irresponsible govermments may
indulge in over issue of notes causing irreparable damage to. the economy. Issue of currency
in excess of demand creates infiation. If the power of reguiating the volume of currency is in
the hands of Government it may not be possible to prevent the Government from abusing this
power. =
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iii) Tnadequate Knowledge of Trade and Business: The State, with all its heavy burden of
administration, may not be in a position to develop intimate knowledge of trade and business.
Hence it may not be able to assess the actual requirements of money. Trade, industry and
. business sectors may have to suffer if the volume of currency is not adjusted to the requirements.

.iv) Red-tapism: Government departments are characterised with their inordinate delay in
decision making and its execution. Hence it.may not be possible for the Government to bring
. abeut quick changes in the totat currency according to the changing economic conditions. Delay
causes much damage to the stability of the economic system. ' - :

v} Inefticiency: Highly placed government officials who are well Ex;}erienced in dealing with
political and administrative j?r'obl_ems may not possess the techmical knowledge required to deal
with monetary and financial problems. ' :

'vi) Historical Evidence: History 18 full of instances to show that (Government lost the faith
and confidence of the public when government flotes were depreciated. '

~ In view of the above considerations in atl _coim-tries of the world, the power of regulating.
.the volume of money is vested in the hands of a non-political institution like the Central Bank.

13.4 SYSTEMS OF NOTE ISSUE

Based upon the principles of note issue different systems of note issue have been adopted
by various countries. ' ' :

134.1 FIXED FIDUCIARY SYSTEM

Under this system, the Central Bank is given authority to Issue currency upte a certain
amount without the backing of gold. This timit is fixed by Government statutorily. This
uncovered or fiduciary portion has fo be covered by Government Securitics. Beyond this limit -
there should be cent percent gold backing against the issue of currency. This system is based
upon currency principte with the aim of providing convertibility of notes. This system was .
adopted for the first time by England under the Bank Charter Act (1844), which authorised the
Bank of England to issue notes upto £ 14 million. This timit was changed from time to time.
Tn 1939 the limit was changed to £ 530 million. This system was introduced by Japan, Norway,
. Finland and also Italy. Tn India this system was introduced in 1861 with a Fiduciary issue of Rs.4
Crores which was enhanced to Rs. 120 Crores in 1920. This system was considered inelastic
as the quaniity of money in circulation was nat connected with the needs of the community.
It is expensive as every unit of currency is to be backed up by gold. As the fixed limit was
changed by the Government it has lost its significanice. This system, no doubt works as a brake
on unnecessary expansion of currency by irresponsible Governments, This system is also called
partial fiduciary system. - ' :

1342 MAXIMUM FIDUGCIARY SYSTEM

Under the maximum fiduciary system, the maximum limit upto which the Central Bank can
“jssue notes without any gotd backing is fixed by the Government. Upto this limit, the Central
Bank can vary the amount of money in circulation according to the needs of trade and business
in the economy. Above the ceiling limit, the issne of currency must be backed up by cent
percent gold reserves. England introduced this system in 1939 and fixed the maximum fiduciary
limit at £ 580 miilion. This was increased to £ 1450 in 1946. Between 1870 and 192§ this
system was adopted in France with the Fiduciary limit of 59431 million Francs. Japan adopted
this system in 1941. This system has also been adopted in Finland, Norway and Russia. J.M.
Keynes considered this as the best system since the law of the land controls the volume of note -
issue.. As the system dispenses with gold reserve against note issuc there is the danger of over

issue and revision of the ceiling limit by Government as and when the Government requires
additional resources. . :




1343 PROPORTIONAL RESERVE SYSTEM |
Under this system a c_ertain percentage of the total ciz_rrcncy issued should have gold baéking.
The rest is covered by Government securities. This percentage is not rigidly fixed and can be

changed with the consent of the Government.. The proportional reserve generally varies between

25 and 40 percent of the total note issue. This system was fizst adopted in Germany in 1875 and
was followed by India in 1927 with some modifications. This was adopted by U.S.A. and France
in 1928. Australia, Canada, New Zealand, Belgium, Holland, Switzerland and Argentina also

. adopted this systern. This system was in vogue in India upto 1956 with 40 percent gold backing.
The balance of 60 percent was backed up by rupee securities. According to the provisions of

. Reserve Bank of India Act the value of gold reécrve_should never be less than Rs.40 crores.

This was described as percentage deposit system in Tndia. In US.A. it was adopted with 40 -

* percent while in Australia, Canada, Yaugoslavia and Argentina it was adopted with only 25

- percent gold reserves. This system is economical as large amounts of gold are not locked up as
reserve against currency. 1t is elastic as supply of currency can be easily increased. The system
provides security to a great extent as the currency is backed up by gold reserves upto a certain
percentage. The system may not provide full convertibility as all ¢urrency is not backed up
by cent percent gold. Moreover currency contraction should take place with any loss of gold
reserves. This may create deflationary tendency in the economy with disastrous consequences,
Under this system if the Central Bank maintains only the minimum reserve it may not adopt
convertibility as the-gold reserves cannot be used for exchange against currency.

13.4.4 MINIMUM RESERVE SYSTEM

Under this system the monetary authority should maintain a minimum reserve of gold or
foreign securities or both against currency as prescribed by law., At any cost the monetary
- authority shall maintain the quantity of' stipulated reserve. Any currency issued beyond this
limit need not be covered by any reserve. Usually the ' monetary authorities decide the amount
of currency to be issued in accordance with the needs of the country and interests of the
economy. In 1956 this system was introduced in India Under this system the Reserve Bank
-of India should maintain a minimum reserve of Rs.115 crores in gold and foreign securities
of Rs400 crores. Subsequently in 1957 this limit was drastically reduced to a total reserve of
Rs.200 crores of which the value of gold shall be not less than Rs.115 crores. The remainng
. balance should be covered by foreign securities. Under this system the monetary authority can
provide adequate funds for developmental purposes. The system provides much elasticity and
- economy. The monetary authority. can issue’ any amount of currency without any increase in
the gold or foreign exchange reserves. This system can easily meet the situations arising out of
banking crisis. But the system is not very secure as irresponsible Governments may indulge in
unwarranted expansion of currency landing the ecanomy in the grip of inflation.

Any system of note issue should be guided by the accepted canons of uniformity, elasticity,
and security to provide a strong and stable monetary value for the currency. During the 19th
Century the main objective of the monetary authorities in several countries was to provide
convertibility of currency by maintaining metallic backing. In view of the growing needs of a
vast number of countries, during the present century currency notes are. accepted on their own
merit without any metallic backing. : ' '

. CHECK YOUR PROGRE_SS -1 _
‘Briefly explain the monetary system followed in our country.

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

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

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

........................................................................................
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13.5 SUMMING UP

" The systems of note issue are based on two principles, viz., currency principié &d:bamking.
principle. According to the first principle, the monetary authority is required to keep metal
in reserves for the total value of notes issued by it and according to the second principle, the

. paper notes are issued without full backing of the metallic reserves. A monetary system based
_on banking principle is economical and elastic when compared to currency principle. The paper
. curréncy system is not automatic and hence it has to be managed. The tfotal volume of currency

has to be adjusted to the requirements of trade and business in the country. Otherwise it may
adversely affect the economic activities in the country. The power of regulating the volume of

. money is vested in the central bank. Over the years different countries have evolved various
~methods of note issue. They are i) Fixed Fiduciary system, ii) Maximum Fiduciary system. iii}
Proportional Reserve System and lv) Minimum Reserve System Our country is follo\mg the

Minimum Rcserve System

136 _CHECK YOUR PROGRESS : MODEL ANSWERS

1. Our country is following the Minimum Reserve system of note issue. Undcr this system, the
Central Bank is authorised to issue notes to any extent, but it must keep a statutory minimum
.reserve of gold and foreign securities.  Accordingly, in our country, the Reserve Bank of India
Jis required to keep a minimum reserve of Rs.200 crores. Of this, Rs.115 crores should be
kept in gold and the remaining Rs.85 crores in foreign securities. This system is very uscful to

developlng countrles like India, as it is clastrc and economical.

"13 7 MODEL EXAMINATION QUESTIONS

A, ESSAY QUESTIONS
- Answer the following in about 30 lines each:

1 Explam the various systems of Note Issue. Which is the best system 7

2. What are the principles of note issue ? Describe them. _
3. Describe the arguments for and_a'gainst the control of note issue by the Government.

B. SHORT QUESTIONS

- Answer the follomng in about 15 Imes each :

1. Dlstmgmsh bctwccn leed Fldumary System and thc pruportlonal Reserve Systemdf. note
" issue. .

Briefly explain the system of note issue that is followed in our country.

3. Explain the principles of note issue..

4, Explain the Maximum Fiduciary szstet_n of note issue.

.I 138 RECOMMENDED BOOKS

1. Basu SK. : A Review of Current Bankmg 'I'heory and Practlce
2. De Kock MC.  ° ~  ‘Central Banking’-

3. Jhingan M.L. _ ! ‘Money, Bankmg anil Intema_tidn:a_l Trade’

4, Sayers, RS. -~ : ‘Modern Banking o

5. Sundaram KPM : ‘Money, Banking and International Trade’

6. Vaish M.C. _ . : Money, Banking and Inteniationai-'["_r?dc




139 GLOSSARY

Currency principle of According to this prinrciple, currency notes must be issued
Note Issue - : : with cent percent backing of gold. '

" Monopoly of Nﬁte Issue : The Central bank which has right to issue notes.
Bu_ssin_éss'Cycle _: Ups and downs in an economic activity. These are referred

* to as Booms and Depressions.
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14,0 AIMS AND OBJECTIVES

The aim of this unit is to explain the various methods ¢ h which the Central Bank’ controls :
the cred1t creatod by Commeraal Banks.

By the end of this unit, you will be able to:.
* explain the need for credit control; and

* describe the different methods used by the Central Bank to control the credit created by
commercial banks :

' 14.1 lNTRO‘DUCTlON.

In modern days, the credit created by commercra! banks constitutes a major portion m.
the total money supply in the country . It is possible for commercial banks either to intensify
mflatlonary pressure by expanding credit or to contribute to deflationary situation by contracting

-credit. Thus,it is clear that there shiould be some authority which' controls the credit creation

of commcrcral banks. It is.the central bank which con{sols the credit creation of commercial
banks. "It follows various methods for controlling the cledit creation, This unit first explaing
thc need fot the control of credit crcatlon and later conccntratcs on the vanous methods of

: -controllmg lt

14.2 NEED FOR CREDIT CON’I‘ROL

" For all practlcal purposes, credrt plays, the same role in thc cconomy as. that of money .
. Changes in the volume of credit bring about similar changes in the price level. Money creates
* credit and credit creates money. Commercial banks create c¢redit in the economy.- In theéir
" anxuéty to make more profits the commercral banks may cegate excess credit, which may cause
incalculable. damage to the economy chce the' need for credlt control is felt on the followmg'

© grounds: - _ ) :
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i) Inflation; If the total volume of credit is not kept within safe limits exeess.ciedif may
creatc Jnt_] ion. in the economy. All. edit created by, smmercial banks may nef:be used
prodw;ﬁwely ‘A'portion ofcreditniay-be Spert extravagarith ndunproductively without résalting
in increased production of goods and services of equa[ vale Cﬁnbequently, prices may tend to
rise creating inflatjonary situation, On the other hand if the total volume of credit is inadequate
to meet the requirements of trade and business there may be a decline in the economic activity
and prices may tend to fall. Hence the monetary-authority should make efforts to bring*about
equitibrium between the total supply and demand for credit, so that mtldtlon can be avmdcd

ii) Speculataive Activities: Credit may create unhealthy growth ot busmess dﬂd lndmtryr It.
may encoirage more specu!dtwe activity which may discourage produstive activities. Hoardihg

- and black marketing activities may increase if credit is not restricted to productive ses.

iif) Difference between the Poor and Rich: Credit makes the rich richer and the poot
poorer. Credit creates two classes of people jn. the socigty-creditors. and debtors, The debtors
may be forced to borrow at high rates of interest. Rising prices,and higher, interest rates may
accentuate this phenomena uniess the volume of credit is regulated accordmg to thc needs of
the economy. : el

iv) Trade Cycles: The economir:'debacle of 1920-21 wis caused dite’ to unsound credit
conditions. Uncontrolled expansion of credit against security was one of the causes of great
depression that occured between 1929 and-33. -Thus history is full of instances to shew that
unmntrol]ed expansion of crcd;t can harm the interests of soc:lety S

1t is evident from. the above discussions. that uncontmlled expansion of CTEdlt may makc
or mar the economic progress of a country. Hence to majntain 2 stable econemy; the. volumc
of credit created in the economy must be .controlled.. In.all. countyies, .the-central banks are-
entrusted w1th thc task of regulatmg the total volume of credn for the smooth functionmg of
the €conomy. ' N .

143 METHODS OF CREDIT CONTROL..

. There are several methods by which the central banks control the totat volume of credlt
These methods are broadly divided into two groups. AR AT -

' -i): *Quantitative or General Credit Control =

i) Qualitative or Sclective Credit Control. -

Let us study each one of thcm m great detall

"143.1; QUANTITATIVE OR GENERAL CREDIT CQNTRQL

_ I‘he alm ot' thc quant:tatwc crc;ht control lS to regulatc the total volume of credlt crcatcd-_ :
. the 'commcrclal banks. These are used mamly for expansion or contraction of the total
. __._crcdlt in the economy., They are not. much.cancerned w:th the, purposes for, which
the crcdl S used The commcu:c;al banks depend upo.n thclr te.scrve:a to° expand. or contract-the.
volumc of thclr crf.:dlt The mstrumcnts of quanntatwe crcdlt control effect thf: cash 1ESETVES .
and thereby loanabie funds of the commercial banks. Hence these are indirect contmls which. '
bring about changes in the volume of excess reserves of commercial banks so that the capamty
of the commércial banks to create credit can'be altered. These methods deal with the y )
and cost of bank credit in general, without refereiice’to any particular field of econdmic’ actmty
Quantitative methods include bank rate policy, open markct operatlons dl'ld the vanatlon of the
cash reserve& Let us- deal w:th them m detali o o o

R

l) Bcank Rate mz Rediswunt Rate

.,Bamz rate is th¢ rate al; whlch the central bank redlxounts the hlils of e:xchange or gr,am:' '
" loans against approved securities to commercial banks. Section 49 of the Reserve Bank of Iridia:.




of exchange or other commcrclal paper chgzbl’c for p_urchase urider rlus Act . in th

thc ratc of mtcrcst of the Bank of Englanﬂ was-

or’ dlscount of ‘bills by’ the centraf bank constltutes bank rate pohcy When thc surplus cash:
balances of 'a cormercial ‘bank are compiete[y teatt or used and the c ’h‘bafanccs have Tallent’
to ‘the: minimum Icgal requirements or ténd to'fall below this’ mimmum I:mlt thc commerclai:
bank ‘may borrow or distotint’ifs Bils from-the’ cEntrai bank. The initerest rate af- which’ the’
central bank grants loans or rediscounts the bitls of c};changc of commercial banks is called the
bank rate. These bills which are presented b}f commeércial banks 60 the ccntrai bank are already_'
discounted by commercial banks, when customers have presented them. As these discotnted’
bills -are rcdlscounted by thc ccntral bank thc rate at w}nch thcy are rcdlscounted 1s called
redlscount ratc A

. Assumptmns of Bank Rate Pollcy

ot

Thc bank rate pollcy becomes more succcssful and cﬁ’cctlve when the fcllh)wing assumptlons-'
are satisﬁed _ N .

' 5 - 1) It is assumcd that therc isa closc relanonshlp betwcen bank rate ‘and- markct rates ir -
} the economy. It means that any change in bank ratc 1s accompamed by corrc‘Spondmg changes?“
“in the market rates in the same dtrcctlon '

ii) It is further assumed: that the. mcney market is highly developed so that the volume of
: credlt created by commerclal ‘banks.can be.controlled by brmgmg about. unmcdlate changes in
_ market rates as.and when the bank rate is changed _ o R

iif} 1t is also assumed that banks have sufficient cl1g1b|e bills: and securities ‘and have no"
prejudice to discount their bills with the central bank. The existence of a Wcl! dcvelope,gl short
term funds market hclps the workmg of bank rate cffectlvcly .

' 1v) 1t is assumcd that the economy is. hlghly flexible wlth an elastlc ec{mormc strucn;m Itﬂ
means that the level of economic activity can be easily adjusted to the changes in the volume
‘of credit caused due to: changes in bank rate. Unless:the businessmen: and traders: respond to
changes in the market rates of interest the desired results may not be achieved.: R,

_ W), The cbmmerc;al banks’ do not possess any surplus cash rescrves w1th thcm, so they act""
1n dccordince with- the needs of the dcsued 51tuat10n :' _' : S

Let us now discuss the workmg of bank rate in the cconomy For undcrstandmg tlus aspect
we must: be very .clear-about the distinction and relationship between market ratés and bank
rate. Market rates inchude the deposit rates and lending rates of commercial' banks along’ with
L SR the inter-bank call rates. Changes inbank rate are followed by corresponding changes in market -

' rates: Fall in bank rate.is accompaniéd by a fall in market rates. Leét us suppase-that theiﬁ are’
inflationary conditions in the economy due to excess quantity of credit in.the economy »1In: {t:n'clcri
to control the price rise, the central bank may raise the bank rate. The market rates will also be .

. raised.. The higher deposit rate of commercial banks may attract more deposits of money from
the public. Higher lending rates may discourage fresh borrowing as borrowing. becomes ‘more
costly. Those who have already taken loans from the bank may prefer to liquidate their stocks in
ordér to: rcpay theu' loans. Credit'is nghtcned Consequcntly the mlume ¢f credit fay dccrf:ase _
There may be a fall in business actmty, ncomes, -and demand for’ gn wis"bringmo down the

“price level. In'a period of deftation, a reduction in-bank rate may create ‘the. opposite effect
to stabilise 'the price level. Thus thie central barik fifluences the' ic,f 4wt ceonotmic activity and’
prlce ievel by mampulatmg thc bank rate in accordance with' the requiry e 1ts of fhe ex onomy _

leitatmns of Bank Rate Pollcy _ _
The Bank rate pohcy has ccttam ilmnatlons Thcy are d‘m@sed bcioW'

1) Bank ratc pohcy may be succcssﬁ.li in:a developcd ecanomy. wherc the majon*j' of thc-' :
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above assumptions can be futfilted. But in undcrdcveloped economies, the banking systcms may
not succeed as there may not be a close relationship betwetn changes in the bank rate and
market rates. The economy may be highly rigid but not ﬂc)ublc 50 as to allow frequent changes
in ‘wages, prices and incomes of the people. Changes in the bank rate may not be followed by
corresponding changes in the market rates. The market rates may not be uniform throughout
the money market to bring about desired changes in prices and incomes. Moreover changes in
the rate of interest may not have much bearmg on ertrepreneurial. activity as they are guided
mostly by profits. There is no direct relatlonsmp between interest rates and. the volume of

influences the volime of investible funds to be rmsed rather than the rates ot“ interest in the
economy. . oo

i) In under-.dé\}elopéd countries commercial banks do not posses many e_l'igibl.e bills of

- exchange to get them rediscounted by the central bank. Moreover in recent times commercial

banks have acquired large liguid funds to make their financial position very streng and sound.

They may not find it necessary to approach the central bank, for any financial assmtance -

lrrespectwe of changes in the bank rate.

iii} The bank rate policy may not be very effective during periods of depression. The Bank

“rate is reduced to allow the market rates to fall so that investment may increase at lower rates of

interest. But this may not happen as entrepreneurs and businessmen are not induced to mvest
more. due to declining rate of profits and prices. _ : e

iv). Banks may not have compléte control over the entire volume of investment. as there '

are several other non-banking financial intermediaries. Any increase in the interest chm‘ges' of
bank may not have much impact on the total volume of bank credlt if the interest rates are still

higher in the non-banking sector.

v) A l"ise in the bank rate may harm the interests of productive investment ‘as 'the policy'

does not make any distinction between productive and unproductive credlt As bank crcdlt
becomes costlier, even productive credit may be dlscouraged :

vr} During a period of inflation the central barik may raise the bank rate as an anti-inflationary
measure. Along with the bank rate, the market rates may also be. increased. Rise in interest
rates may attract short term foreign, funds into the country. As it leads to expfmsmn of the

supply of money in circufation, prices may begm to rise. Thus the working of the bank rate .

policy may be disturbed due to the inflow of short term forelgn funds.

_ In the advanced countrles the money markets are highly orgamsed and their economies are
“inter-dependent. The short term funds do not flow in and out due to changes in the bank rate.
Herice within the country, the total supply of money in circulation could be changed by bringing
about changes in the bank rate. There are no external influences-on the economic activity of
' these independent economies in the advanced countries. Hence the bank rate policy is more
!effectwcly used in the advanced countnes. : : = : .

;u) Open Market Operations

' Open market operations reter to f_h_e sale and pu_rchése of vaéfnmcm_ and other hpprove_d
" Isecurities by the central bark on its own. initiative in the money market. Along with the
central bank and commercial banks the other institutions like Financial intermediaries, Public -

Corporations, Public Agencies, Insurance Companies, investment Trusts, Development Banks,

Industrial Finance Corporatiohs, etc, will participate in these operations to control the supply '

-of total bank credit in the economy. The credit creating capacity of commercial banks can
.be increased or decreased through these operations by influencing the cash balances of the
commercial banks. The central bank may sell or purchase government securities or other
public secursities or banker’s acceptances. Usually the central bank does not deal in private
securities. These operations are undertaken by the central bank to maintain a stable price level
and e¢conomic activity, These operations have a direct and immediate effect on the volume of
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money and credit. This method of credit control assumes the existance of a good market for
securities as securities are considéréd the more important and decisive part of the whote money

market. It is also assumed that the commercial banks maintain pHnimum cash reserves so that
sale or purchase of sccuntles can bring about de51red changes in their cash balances and thelr

capa(:lty to create credlt ' . _ . e .

“Let us study the process ‘through wluch these operations are ca:rried out In times of
inflation the quantity of currency and credit circulating in the economy may be more. The cenral .
bank may consider this situation as harmful. To maintain a stable price level the central bank
‘sells the securities to the commercial banks and the public. When banks and private individuals
purchase these securities they make the payments. People may withdraw their deposits from
commercial banks to make payments to the central Bank., Money moves into, the vaults of
the central bank. As the' deposits of the commercial banks afe reduced, their credit-creating
capacity is also reduced. A reduction in the quantity of mosey and credit in the economy may
bring down the avérage price level. Thus by selling securities, the central bank exercises control
on inflation. During periods of deflation the cenitral bank buys the securities in the market to

-increase the cash reserves of commercial ‘banks for expansion of credlt m the economy.

Limitations - L B _ o B : o = .
The limitations of open market operatlons are explamed be[ow

i) Open market operations may not be very successful and effective if pcopie and banks do_
not have the habit of purchasmg dl'ld selling the Government securities in thc morney markct

ii) The commcrmd] banks may not expand or contract their credit in accordance Wlth the
changes in their cash reserves, Under unfavourable economic and polmcal conditions even
business people and traders may not come forward to make use of credit for investmenits. Hence
the increased cash reserves of the commercial banks may not increase the velume of bank credit.

1)) The commercial banks may sell the securities to offset the reduction of cash reserves due

to open market operations. Then their cash reserve position may not be altered significantly.
Sometimes the commercial banks may get their bills rediscounted by the central bank to maintain |
their credit-creating capac:ty In'such a case the central bank’s open market operations may not
be very effetive. : : :

~iv) When the central bank sells the sécuritics and if the commercial banks and public do.
not purchase the securities it is very difficult for the central bank to reduce the cash reserves
-and credit-creating capacity of the commercia! banks.

V) If the commercial banks possess large cash balances even after purchasing the securities
from the central bank it may still have sufficient reserve to expand credit.

vi} Unless there is a close connection between changes in thi quantity of money and credit
in circulation, open market operations may not be successful in maintaining a stable price level.
In practice we find no such relation between the two. Irrespective of any change in the quantity
of meney in circulation, commercial banks may contract or expand the volume of credit in-
accordance with the needs of business and trade. Unless the velocity of c1rculat10n of money_
remains constant, open market operations may not be effective. T

_ 1n5pite' of thesk limitations gpen markét operations are considered to be more effective
than the bank rate pollcy as thay. have a direct and immediate effect on the quantlty of money,

© credit, interest rates .md pnces of securities in the economy

|11) Varlable Cash Rreserve Ratlo

- The perCentage of cash depos:ts which the commf,rcm! banks maintain- thh the central
bank ‘is called the reserve ratio. Commércial banks are compelled to maintain this minimun’
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- -reserve_ either: by law. or by custom. In England the commercial banks maintain.about 3% of
theiz total -deposits. with the bank of England -as a matter of custom: In.India the commercial -
barks maintain 3% of their total deposits with Reserve Bank of Ingdia. as a matter of law.. This.
ratio can-be-changed by the central bank depending upon the economic sjtuation in the country..
In India the minimum reserve ratio can be increased from 3% to 15% of the total deposits of -
the commercial banks. By increasing the cash reserve ratio the cash réserves of the commercial -
banks are directly reduced: Hence their-credit-creating capacity is curtailed. - Thi i dene during
periods of iinflation: In.a periad of deflation: the central bank reduoes thls Tano to enabk: the
cummerclal banks o expand credlt T . T TR i

_ leitaltons

Variabie cash Rcserve Rat:o has Ceftdlﬂ limltdtlons They are explamed below

1) When the reservc rano is |ncrca<;cd and lf thc commcma] l}anks prefer to work with
lcss cash’ balant,es without contractmg tht,u ‘volume of ciedit this method ,may not be effective.
Moreover if the commercial banks | possess a Ial:gc cash balance a smiall increase in the reserve
ratio may not reduce their credit-creating capacity subatantlally ‘During pBi'lOdb ‘of dt,pre3510n"
* even though the central bank reduces the cash reserve ratio, commercial banks may not be able
‘to expand credit if there is no demand for bank funds.

if) As this reserve ratio ié'uni;‘drﬁily.'épplié'd in the case of all commercial banks, the small
banks. may find it difficult to manage with reduced cash balances whenever the reserve ratio is
mcrcwr:d - : : :

- 1ii). When the rcserw: ratio Is increased by the central banks, the commercial banks may
sei] thﬂl’ sccuntle% in the mackioi, .thn these securltles are. sold on a ]arge sca]e, thelr prices
mdy fai] and thﬁ 1ates of mti.rust maty l'lbt:

w) This method creates wiuch ‘;cope for uncertamly as the centrai bank can suddenly change
the reserve ratio. To meet unexpected changes in the reserve ratio, the commeraa! banks may
have. to keep &dic cash bdlanccq with them. Thus a portiml or the resources of the banks will -
remain unutilised. As the commerc‘dai hanks do nof get any interest.on the reserves kept W1th
the central bank this mcthod 1mposes & g*edt fmancnal burden on the commcrcral banks )

CHECK YOUR PROGRESS -1

" What do you mear by ’[:)'a_'nl{'__r'at'é?: List out the ‘assumptionis of barik Tate policy. - o

i43.2 QUALITATIVE OR SELECTIV_E 'CREDI'T CON'TROL
Qualltdrwe Credl { Control refers ta all those measures taken by the Central Bank to direct
rhe ﬂow of Lredlt n LLl’tdlI] selected desirable channels and prevcnr its f[ow into_undesirable
spheres. These méasures -.ihfmgum between productive and unproductlve crcdlt They restrict
the credit to productive purposes dmouragmg the flow of credit into unwanted sectors. ‘These’
measures atfect the demand for and supply of bank credit. Hence both borrowers and lenders -
are affected. Unlike general credit controls, qualitative credit controls are discriminatory in’
natere and aitempt to draw a distinction between essential and non-essential uses to which |
credit-is used.-These measures do not affect indiscrim#nately all the sections of the economy. .
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Priority sectors are given impartance in the allocation of availdble ‘crodit imethe ‘economy. These
meisares e become mare prominent tlurlng, dnd dtter the Qn‘i‘t:()n(l World Wdr Let us :,tu(iy
lm M un t\.pu of: \L}L(.fl\'l,‘ -..u.df( mnnol if dennl sl : : ;

i '\I,m.ll ‘wu.muu e :;._ Y

": w,m-:n mc.im po\u.j‘slul‘l Ihc (t,nndl Bank persuade.:s ti‘e Commerc;dl Banks tD ddppt'

mL generat monegary policy-under, this mcasu:c In. a penod of 1nﬂd[10n thc Ccntrai Bank may
pLImedL Ahe . u:-nmercmi Bdﬂk\ tu restrict, lhmr credit for ew:ntlcﬂ and produutlve purpose‘;
[ HECIHIGRTDION TR muml mt]uf.nu, ;md |}L[‘~Udd€ the Commprcml Bdnkb not £0. app]y for. furthcr
,lmnmmndanon It niay request the . Commercial Banks not te extend credlt for spei: ative
purposes. T’ hmwh this methad has no threat or Icg,ul sanction bchmd it, 1t mdy have a reatrdml,ng
mtuenee. The Bank of Engtand, the Reserve Bank of India along with a large number of other
¢ entral Banks have uscd this method with o high degree of success. The success or o;hg:rmsc
of this meisure mainty depends upon the degree of co-operation between the Central Bank and
thy banking system. Fhe prcﬂ:nge pox:tlon and duthorlty of the ccntral bank WJII determlne the

dcf,;"m—.‘_of RN ot_ I;hh mcasu:tn a <rrc.)t ement

: uJ DII‘L‘L[ Mlmn I S I IR

W ht‘l‘i [ht.‘ com mc:cml hank% du nor acr in confmmlry wzt}} Ihc dLLId;de ]JOiKZy of the C(:ntt:al :

bank. dircet action may he faken-on the-commercial banks by the. central, banks.; Direct action
may be in the form of.refusal 10 pmwde lm(mudl:fdc.wmmoddt;nw {0 the, erping banks. The
centril bank may atso refuse to provide rediscounting facility at bank rate to those banks who
do not tollow the prescribed rules, It may charge penal rate of interest. -1f. a.commercial bank
Fails to maintain the required cash reserves or liguidity, the central bank may refuse to extend
financial help to the defaulting bank. \drect action. carries some. amount of. coercion or force:

Hence it may produce adverse psychological re}dtlons 1t tends to vitiate the cordial and peacefui

.1[11103;)h<_ru mn.the, b.mk:ng sysrem itit 15 used op 4 large numbcr of baoks, - . . .

Cn.dlt T 1£|onmg is mtthod by whmh thc centr’ll bank w;li fix ma;nmum llmlts Q- }oans
dnd advances, Credit rationing may take ditferent forms, A .ceiling lirgit. may.be’ fived on the
rotal amount of credit to the economy or on the total amount of credit by way of rediscounting
“facHity. to gny-tndividual-bank.: (e Gentrat bdnk may. also-fix- maximum: limits on_specific type
of-credit e Par ticubalk sector. o total: amount of credit to a sector. . The Central Bank may
alspotithe, maxinsum limits on. its-financial accommodation to:each. and: every: bank .affiliated
tp: Mo AR the makimui. fimit dsifixed on:the total.amount of credit- to the entire.¢conomy it;is
@ quantitative measure but it Jt is-for. a spegific purpose.or sector it:is a: qualitative  measure.
The guestipn -of rationing credit; arises only when thedemand for, fimancial .accommodation by
commercial banks exceeds its supply. If the commercial banks have surplus cash bafances there
is.no need-for rationing as:banks may not reguire any financial help. But when. the banks are
in real trouble and require assistance even.beyond a.certain limit-the central bank .as, Lender of
last resort may have to LompIy with the genuine reque‘;tq of commercial banks especml!y ina
pcrmd of financial crms, T T S SV R i

_w}' Margin Requirementis:

-~ Fh “diftérnce birtween” the 1oaf valile and’ the - markert value ‘of 'securities offereéd by

BOTrowers it Kiowi s ‘margin® Cotitmercial banks do not-give loan to ‘the fuli valive or the

“security pledged by borrowers: loan is given only upte a certain percentage of value: of:ithe

security pledged. This percentage of loan is determined by the margin. For example if the

» 7 mirghvis prescribed is 40% loan.can be sanctioned otily uptor % of the value of ithe/security.
During periods of inflation, the central bank may enhance the margin®to discourge’ credit for

“speculative activity. This method helps in diverting credit from speculative activities to areas of

productive investment. in:ordeér to control-black marketing and. hoarding-activities.in ¢ssential
commodities-like  food grains; oilseeds, suga: -etcy; Rebcrvc Bdnk of Indla has. been adopttng

this-method frequently in-our country. = - o fa Do e e B IS A




v} Reg.ulatmn of Consumer Cred:t

Most of the (urable consumer goods like Telewsnon Refngerators Motor Vehicles, etc., are
purchased on instalment credit system in Western countries. A certain proportion of the value
of the durable consumer goods is paid by the consumer and the remaining balance is financed

_.by banks which can be repaid by the consumer in some instalments.. Whenever the durable
consumer goads are in scarc1ty, banks ‘tighten the rules of the credit. Whenever the goods
are available in plenty, banks liberalise their credit instalment schemes. Thus the volume of
consumer credt for the purchase of du rable consumer goods can be controlled by the commercial
bariks to avoid fluctations in economic activity and maintain stable prices. This method was first
adopted in 1941 by the Federal Reserve system of USA and is now followed by many developed
and underdevelr)ped countries.

' 'v'i) Publicity

" Publicity relating to the working of the banking system tries to eliminate iinhealthy trends.
Through publicity, banks may come to lmow what they should do and what they should not do in
their banking procéss. Weekly statements and monthly reviews of el_'edit and functioning of the
banking system provides a good source of information to bring about uniformity in credit poticies

of the commercial banks. This method is widely used successfully in developed countries, But

in uniderdeveloped countries due fo widespread itliteracy people may not properly understand
or appreciate the ‘spmt w:th which the Central Bank may publ:sh the mformdtlon

leltatlons of Selective Credit Control
The limit:itions of selective credit controt are exp]ained below:

i} Selective Credit Control techmques trifliénce the credit created hy Commerc:al hanke
But a large number of non-banking financial instittitions, money lenders, mdlgenlom banker‘;
etc. creating a sizeable portion of the total credit in the economy, do not. come under’ the
-purview of the central-bank policies. Hence the desired goal% of. monetary ]Johcy ma’y not be
achleved through these measures. : . e :
ii} Selective credit controls aim at discouraging unproductive credit. But the commercial
. banks may not be abie to ensure that the loans granted by thera are used for productwe purpo‘;es
by the borrowers. Moreover it is a problem for the commetcial banks to distinguish between
~ the productive and unproductive credit. The profit motive of commerical hanks may encourage
_them to grant unproductive loans which m.iy be shown us productive:through manipulation of
dccounts The central bank may not be able ro %ruom?e sueh cases to take direct action.

lu) Under this pohcy there are no restrictions on clean credit. llenoe margin requlrements
-mdy be set’aside by borrower% by securmg cfean loans. -

w) T the rise in pr|ce% of goods is mainly due fo their scarcity in the market these meaﬂ;ures
may not be of much use fo control the price rise.

¥} These controls may come to operations when Commercialk Banks cresdte excess credit.
Hence these measures may be taken after suffi ment damage - has already been done to the
€CoTIomy. . -

w) Under the umt bankmg system these measires may not be as effective as they are under
the branch banking system.. .

\oi) 'Fhe selective credlt controls can be nsed successfully only when there is no-interference

trom the Governrent on political considerations. Many a-time, we find the pollmes of rhe
Centml Bank are made subservient to the policies of the Government.
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Superiority of Selective Credit Control

While quantitative credit controls affect the total volume of the credit in the economy,
qualitative credit controls affect credit only in certain sectors or areas of economic activity. As
they control the purposes for which the bank credit is used these selective credit controals help in
maintaining balanced growth of the economy. Productive credit can be used for the development
of backward sectors and regions of the country. Selective credit controls discriminate in facour of

_productive uses of credit while quantitative credit controts do not make any such discrimination.

The general credit controls are used only to regulate the total quantity of credit but not its
gquality. The traditional weapons cannot be employed to channelise credit into those lines where
credit can be used most productively.

CHECK YOUR PROGRESS - 2

~ Listout selective methads adopted by the central bank to control credit creation of commereial
banks. : : '

144 SUMMING UP

In order to maintain stability in the economy the credit creation of commercial banks
has to be controlled. Tn very country the central bank controls the credit. The Centrat Bank
uses various methods to control it . These methods are broadly grouped into quantitative and
qualitative methods. Quantitative methods include Bank Rate, Open Market Operations and
Variable Cash Reserve Ratio. By changing the bank rate, by participating in the selling and

--purchasing of government and other approved securities in the money market and by changing

the cash reserve ratio of commercial banks, the central bank would contro! the credit creation of
commercial banks. The qualitative methods include the moral suasion, direct action, rationing of
credit, regulation of margin requirments, regulation of consumer credit and publicity regarding
the working of banking system. The qualitative methods are cossidered to be superior to
quantitative methods because of their selectiveness,

14.5 - CHECK YOUR PROGRESS: MODEL ANSWERS

1. The bank raté or the discount rate is the rate fixed by the centrat bank at which it
rediscounts bilis of exchange and government securities held by the commercial banks. The
Central Bank uses the bank rate policy as an instrument to contro! credit. The efficacy of the
bank rate policy depends on certain assumptions. They are; ..

i} Existence b_f a close relationship between bank rate and market rates of interest in the
economy. ' '

i} Existence _o_f highly developed money market.
iii) Availability of eligible bills and securitics to the éommcrcia[ banks.

iv) F”Iexibilitf in the economy.

v} Keeping of minimum reserves by the commercial banks, etc.
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iii)

v}

V)
vi)

Maral suzasing oy the oonieal bank;
Dbt aot.on on Lopmernal Banks:

Rationing of i

Regulation of wimrgin reguirements;
-Regulation of consumer credit; and

Publicity regarding the working of banks.

-

146 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS

‘Answer the following in about 30 lines each:

1. Briefly discuss the weapons of credit control employed by the central bank.

-2

F ow s ow

Answer the following in about 15 tines each:

.SHORT QUESTIONS

Discuss the efficiency of general credit control methods adopted by the central bank.
What is Variable Cash Reserve Ratio? Explain its importance in controlling the credit.

Discuss the efficiency of géncral credit control methods adopted by the centrol Bank.

Describe the different methods of selective credit control. Why have selective credit contols
become maore impartant than the guantitative credit controls?

1 Distinguini: netween the goantitative and gualitative methods of credit confrol.
2. Explain the bank rate policy as a method of credit control.
3. How is credit controlied through open market operations?.
4 Expdain the need for regulating the credit? _
- 5. Wrile notes o i} Moral Suasion, ii} Credit Rationing, and iii) Direct Action.
-14.7 RECOMIHENDED BOOKS
1. Basu S.K. ¢ ‘A Review of Cuirent Banking Theorv and Practice-
2. De Kock MH. : (,entrdl Banking '
i J'hingan ML : Money, Banking and International Trade
4. Sayers R.S. " . Modern Banking
5. Sundaram KPM : Money, Banking and lnternatiohal Trade
6. Vaish M.C.

3 Money, Banking and International Trade
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Bank Rate

Beom

Business Cycie

138

: A tate at which the Central Banks rediscount the bills of
exchange of commercial banks. :

: Prosperity period during which the economic activity expands.

s Ups and Downs in an economic activity. 'I'hcse are rcferred
to as Booms and Dcpresmons
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Dear Money Poliecy

Security

Othu INTCTest rates are kLp[ at a high level. _ b

DoANy valuabde given ax a pledge for the tepayment 0{;,1[011n

or the fulfilment of & promise or undcrtdkm},. o
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15.0 AIMS AND OBJECTIVES

The aim of this unit is to introduce you to the Money Market and how the central b_ank"

functions in developed and under-deveioped money markets.
After going through this unit, you will be able to

* explain the meaning of money market and its composition ;

* describe the characteristics of developed and under-developed money markets;

* explain the significance of money market in economic developmenti;

* explain the role of central banks in developed and under-developed money markets; and

¥ list out the objectives of monetary policy.

15.1 INTRODUCTION

A money market is a market for short-term loans. The money markets may be either
- developed or under developed. The central bank plays an important role in the money markets.
This unit explains in detail the characteristics of both developed and under-developed money
markets and the role of central bank therein.

15.2 MONEY MARKET: DEFINITION AND COMPOSITION :

The term money market refers to a market in which short term funds are borrowed and
lent. The money market does not deal in cash or money, but in trade bills, promissory notes
and Government paper which are drawn for a short period. In other words, the money market
is a pldce where short term funds are bought and sold.

The funds are borrowed in this market for a period ranging from a day to six months,

against various types of credit instruments such as bills of exchange, banker’s acceptance, etc.

A
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According to Madden and Nadder, "Money Market is a mechanism through whibh short term ,

funds are loaned and borrowed and through which a large part of financial transactions of a
particular country are cleared™ o .

Each nation has its own money market. But only two money markets are internationally
known. They are the London Money Market and the New York Money Market. The main
parties dealing in the London Money Market are the discount houses, the Bank of England
and the Commercial Banks. The component parts of the New York Money Market are the
Federal Reserve System, the United States Treasury, the banks, the foreign banks, stock and
commodity exchanges, insurance companies, discount houses, etc.

Having understood the meaning of money market, it is desirable to know the distinction
between the money market and the capital market. While the money market is a market for -
short term funds, the capital market refers to a market for long term funds. Sometimes, the
same institution discharges both the functions. However, there are some specialized institutions
dealing only in long term finances and others dealing only in short-term funds.

COMPOSITION
The money market is heterogeneous in character. It is composed of several sub-markets

k_ - each orie of which deals in different types of short-term credit. The following are some of the
j import4nt constituents of the money market. ' o

MONEY MARKET

Call Money Acceptance Bill _
Market Market Market
1* . : i) The Call Money Market

The Call Money Market is a market for extremely short period loans. These foans are

: ~ populacly known as'Call Loans’ as they can be called back at any time or at a very short

; o notice. These Ioans are given for a few days normally not exceeding seven days. But more

*  often, they are lent for day to day or overnight onty. The call loans do not require coliateral

* securities. They possess high liquidity. These loans are often availed of by brokers and deaters
in stock exchange. ' :

The Call 'M.one-y Market is composed of commercial banks and stock exéhange brokers and
deaters. While the commercial banks act as lenders, the stock exchange brokers and dealers act
as borrowers. ' ' :

ii} Acceptance market

The Acceptance Market refers to the market for banker’s acceptances which arise out of
trader transactions (both home and foreign transactions.) Raymond P. Kent has described a
Banker’s Accéptance as ‘a draft drawn by an individual or a firm upon a bank and accepted by

. the bank whereby it is ordered to pay to the order of a designated party or to the bearer a certain
sum of money at a specified time in tuture’. It should be noted that a Banker's Acceptance is
different from a cheque. The former is payable at a future date whereas the latter is payable
on demand. The banker's acceptances are mainly wsed for financing the movement of goods
in international trade. They are also used for domestic shipment and storage of goods. The
bankers’ acceptance can be easily sold and discounted in the acceptance market. In the London
Money Market, there are specialised firms dealing in bankers’ acceptance. They are known as
Acceptance Houses. . : : : :
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The Bill Market is also an important segment of rhc money market: Thc ‘Bl]l Market’ 9
the Discount Markct rcfcrb to the market in which short dated bills are bought and sold. This -
; suck’ shore datéd | papcrs a8 Billsof - ‘exeharige - and tredsary bils. : These
bills 6t exchange ar”c- ¢ Countctl by tne o 'rctal banks to lehd moncy to the custcmers and-,. i

The money market-is gcneral[y?'conmascﬂ'?cf he'-fautiwingfimtitutions::; :

Fhe commergtal banks,: - v
Tf'le aca:punc:e hOuSes and’ bru_ brokeis

oW o=

The Commercial banks are the promlncnt group of operators in the money market. The_y
provide short-term funds for business and industrial concerns, These banks also offer call tidney
loans to b![_l_ brokcrs and dcalcrs m the %tock Exchangc Market Thcy al‘;o prowdc short tcrm

The acceptance houscs and the bl” brokcrs are the mam mstitutmns dcaimg in the: blll san
market. These houses specialise in acceptance and guaranteeingf trade bills. In the London '
Money Market the acceptance houses perforft a: vcry asefulrole as merchant “bankers’. The .

" bill brokers also partic;patc in.buying and selling .thc,_.blils. ._dra.wn on dcceptance. th_l._szS-

Non-banking fi

| icial institutions like insuratic ‘cotmpanies and business cefpoi'dtlom also
take part in the tra

ctions ot the money market With their short-term investible: mm:la

Thc Central Bank of a nation occupies a pivotal position m the money. market ;md 1t 135_:' y
regarded as the guardlan of the money market. i

In the developed money market there will be a Central Bank at the top -of the entire
bankmg system to control the activities of the various constituents of the money market. It acis
as the l¢; the mbncy ‘markét. - 16 haintaits the: réserves: of commercidl banks. it helps
them“wheén ‘they are in"hieed-of finafcial décémmadation; I ‘provides rediscotnting fadilities to' - -
the commercial banks. It permits the sub-markets to convert their near money assets it cagh<! .«
to increase their liquidity position. In a developed money market the central bank will be in a
position to guide, lead and control the sub-markets to achieve the desired goals.of . monetary.
policy. It undertakes open market operations to maintain a stable price level. As the lender of
last resort th central bank comes to:the:rescue of commercial banks during: periods of financial

~ crisis. (Just:as a ship canndt sait properly. without a rudder,: a.well - -developed maney. markcr:-
cannot function properly ‘without an-efficient. and powerfut central bank.  In undes-developed., .
money-tmarkets the! central banks may: not:exist, even'if.they cnust thcy méy nat be vcry powc;ful S
and st;’rmg to controi the mmmuems or the memcy marl;et. Ghottil : L

ii) A Deveioped, Wsll @rgamscd aml Imegratcd Bankmg Syste

'mon'cy'mkc -_--thcrc w:lt be a wcll Ol‘gdﬂiSﬁ ! and wcll co ordmated bankmg systent.
good co-ordination and integration, there will be‘a more economical uise of cash in the ban
systenn. The COITlmC‘I'Cldl banks which form thc “nuc!c us of the whole money market” r’nay adopt
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tower cash reserve ratios uniformly as a measure of ¢eonomy. As they occupy an important
position, commercial banks serve as alink among the various sugments in the money market. The
commercial banks may provide financial assistance to other institutions in the money market,
The commercial banks in turn look to the Central Bank for financial accommodation. In an
under-devetoped money market the commercial banks may not be well organised as that of a
developed money market. 1t may not be well knit and well integrated. Some parts of the money
market may not be under the effective controi of the central bank.

iii) Existence of Specialised and Integrated Sub-markets

* There are various types of sub-markets like Bill Market, Collateral market, Call Market,
Acceptance Market, etc. Each of them undertakes specialised transactions in the money market,
According to Sen "the larger the number of sub-markets, the broader and more developed will |
be the structure of the money market”. These sub markets concentrate on a particular type of
activity like providing short term loans or discounting bilis, etc. This is to avoid duplication and”
bring about more co- operation and co-ordination in conducting various types of transactions in -

the money market. In each sub-market there will be a large number of borrowers and lenders

of money or near money. There will be good competition between them. This competition
heips the money market to employ its liquid funds to the maximum extent. As there is close

- relationship among all sub-markets, any action in one sector of the market witl have its reflection

on the other sectors. For example, changes in the bank rate will be immediately accompanied
by changes in the market rates. Thus in a developed money market, the various sub-markets
will respond to- any action taken by the central bank in the right direction. The developed
money market is highly sensitive not only to domestic events but also to international influénces.
For example, when the central bank in a country raises its bank rate, short term funds from
other countries may flow into that country. In an underdeveloped money market the various

| . sub-markets are not well developed properly. The central bank may not have full control on

all the sub-markets. In under-developed money markets, there may not be a large number of
sub-markets and specialised institutions. They may not have close relationship’ between one -
sub-market and the other, the various sub-markets may not respond properly to the actions of
the central bank. ' ' -

iv) Availability of Proper Credit Instruments

Along with a powerful and strong central bank, in a developed money market, there will be
adequate and proper credit instruments like trade bills, treasury bills, short dated government
bonds, promissory notes, bills of exchange, etc. The larger the number of financia! instruments,
the higher will be the degree of development of the money market, Various types of bills and
securities are available to all the segments of the developed money market. The number of

dealers and brokers who are prepared to deal in these bills and securities will be sufficiently large,

S0 as to create a healthy competition. A well developed bill market is an essential feature of a
developed money market. With the help of efficient and experienced dealers and brokers, it is
possible to bring about a proper aflocation of bonds and securities for proper functioning of the
moncy market. Absence of sufficient number of dealers will not create the needed competitive
spirit to ali constituents of the money market. In an under-developed money market we do not

-find adequate number of dealers to deal in credit instruments. Moreover the credit instruments
" also may fall short of the requirements. '

v) Adequate Resources and Perfect Mobility of Funds

A develoged money market consisting of several sub-markets will have adequate funds to
deal in various types of short term financial transactions conducted in the money market, As
there is a large variety of financial instruments each sub-market speciatised in dealing with a
certain type of transaction will have adequte funds. If the funds available in one market are
in plenty, they flow into other markets. Due to this reasonable mobility of funds between one
sub-market and the other, the interest rates tend to move in the same ditectio=, When funds
move from one market to another market it is possible to bring about uniformity in interest
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rates; One of the important features of a developed money market is that it provides cheap
facilities for the remittance of funds frem one place to another. Perfect mobility of funds will

help the money market to bring about a well co-ordinated and well integrated interest structure "

in the economy. The disparities in interest rates in each sub-market can be reduced through
this interest rate co-ordimation. The central bank exercises better control on money market
with co- ordinated interest rate structure. Any changes in-the ‘bank rate are accompanied by
corresponding changes in the market rates in a developed money market. If the resources

available within a country are not adequate the developed money market can ativact funds from

other countries. In countries like the US.A, and the UK. the developed money markets could

mobilise foreign funds by means of foreign trude. In underdevetoped money markets. domestic

funds may not be available adequately. They may not be able to attract foréign funds due to
their poor economic conditions and lack of adequate political stability.

 The money market requires all- the above features for-its development. Along with these
features it should enjoy the confidence and faith of dealers and brokers in particutar. and
people in general, by the absence of any discrimination 4 developed money market can attract
huge foreign funds. The development of foreign trade improves the bill market, and the
industrial development brings about the development of stock market. Thus several other
factors in addition to the above features help the -developed money market to bring about a

well integrated and organised monetary “tructure in the cconomy. The absence of any df these

characteristics will make a marker an under dueveloped money market. Taking into account
all the above features London and New York are undoubtedly the mosi important financial
centres in the world. Though the New York money market i3 developed it could pot retain its
pre-eminent position due to dollar orisis.and floating exchange rates since 1973,

—k "

CHECK YOUR PROGRESS - 1

List ‘out the characteristics of under-developed money markets.

154 IMPORTANCE OF A DEVELOPED MONEY MARKET

Moﬁey markets may be either déveloped or underdeveloped. -So far, we discussed in detail
the features of developed and undeveloped money markets. Here we explain how a developed
money market helps in.the economic development of a country. oo

A well developed money market is an éssential condition of the economtic development.

The following points bring out the significance of the money market in economic development.

Firstly, the money market is of great help to trade, and industry. This is a mechanism

through which surplus funds are pooled together to meet the working capital requirements™of
trade and industry. The money market provides for discounting and rediscounting of bills of

exchangae to finance trade and industry. The acceptance markets and discount m‘rkcts provide
finances for industriat transactions, . :

Secondly. the money market provides a profitable asset for the short-term funds of the

commercial banks. The loans to the Cal} Money Markek and the Bill Market are highly secure

~and tiquid.
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" influences the total volume of credit and level of busifiess activity in the country.

Thirdly, the money market. is.of great help to the central bank of the country. The
short-term rates of interest in the money market are the indicators of the monetary and banking
conditions in the country and help the céntral bank in the formation of its policy. The central
bank can easily influence the different sections of the money market, In the words. of Professor

Sen " the more organised 4 money market the greater is the smoothness with which the central

- bank can excercise control over the banking system”,

Lustly, the money market renders signal service to the Government. The Government gets
short term funds from the money market through sale of treasury bills. Tn the absence of the
money market the government-would have been obliged t6 obtain funds ¢ither by borrowing
from the cental bank or by issue of currency notes. Both these measures are harmful to the
€conomy because they intensify the inflationary situation in the economy. B

15.5  ROLE OF THE CENTRAL BANK IN A DEVELOPED MONEY
- MARKET o S - -

. As the leader of the money market, the centrat bank occupies an important position in the
smooth tunctioning of the entire economy. The Central Bank is the nofe issuing authority. At
the same time it also controls the flow of currency and credit in the economy. In a developed
money market the various sub-markets uickly respond to central bank policies. The organised
money market is highly sensitive as any action taken in one sector quickly percolates to other

- sectors. Hence the central bank formulates the monetary policy keeping in view the prevailing

economic conditions in the money market from time to time. As the various segments of the
money market quickly respond, the ceatral bank can take timely action through its monetary
policy. As the various sub-markets are highly integrated and coordinated, the central bank
exercises direct control over the entire monetary system and enforces its- polices on all the
various segments for their faithful implementation. These segments are not only competitive but
also complementary. Hence the central bank need not operate in all segments of 4 developed:
money market, It can operate only in the mast sensitive sub-markets. As the working ‘of one -
sub-market is influenced by the other sub-markets actions of the central bank in'one market are
easily reflected in all other sub-markets, For ¢xample, a rise'in interest rates in one sub-market
may bring about a corresponding rise in interest rates in all- sub-markets. thus in a developed
money market the central bank influences one segment in the money maket. Tts impact may
be felt in other sub-markets immediately. The céntral bank can curb the inflationary trend in
the ‘economy by means of open market operations. The surplus cash -reserves of commercial
banks are rediiced when the central bank seils securities to commercial banks during inflationary
situations in the economy. To counteract detlationary situations the central bank purchases
securities to increase the cash balances of the commercial banks. In this way the central bank

.

~The central bank serves the business and industrial sector by meeting thieir working capital
requirements with the help of the bill market, which is one of the most important components

"~ of a developed money market. It provides rediscounting facilities to the commercial banks

At the same time the central bank is in a position to issue fresh currency. This currency is

w'i-th(_!ra:wn when the bills are repaid. In a developed money market the central bank operates
the guantitative and qualitative credit controls effectively and efficiently to regulate’ the volume'
and quality of credit. By its direct control over the available funds in the money market the
central bank infl.:ences the market rates of interest. Due to a rise in the bank. rate the central -
bank attracts huge short term funds from other countries and allow its exchange rate to move

- in favour of its country. If the central bank decreases its bank vate, funds may flow out of the

country seeking a higher return. Consequently, the exchange rate may ten unfavourable to-its
country. In a developed money market, changes in the bank rate are reflected through changes
in other interest rates prevailing in the market. As the commercial banks are dependent on
the central bank changes in bank rate influence the market rates in the country, But constant
movement of funds from one country to another may disturb the smooti: functioning o! the
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money market and may jeopardize the effective controb of the central bank vver the money
market . Hernce it is said that the more organised a money marker, the greater i< the smoothness
with which the central bank can exercise control over the banking system.

15.6 ROLE THE CENTRAL BAN KIIN AN UNDER-DEVELOPED MONEY |
MARKET : - g

The ¢entral banks have to play a more important roie in the under-developed money
markets-of developing countrics thun in the organised markets of developed countries in which

the banking system as a whole is well developed and integrated. In less developed countric

where people do not have sufticient faith in the. banking system, they may not deposil then
surplus money with the banks as the banking babit is not well developed. Hence the money

market is not well organised and the centrat bank plays a more positive and dynamic role in the

development of an cificient monetary system. In the underdeveioped money markets the central
bank is mainly concerned with the control of total volume of credit. FPusther. the central bank
lius to shoulder additional responsibilitics to bring about growth with socidl justice. For this
purpose, it has to perform several promotienal and developmentat functions through various
types of sub-markets. Besides providing credit to the agricultural sector through the commercial
or co-operative sector it has to meet the short term credit requirements of trade and industry.
Hence it has 1o develop the bill market, acceptance market. etc. to provide short term working
caﬁxitat to meet the credit needs of the business sector. '

In an underdeveloped meoney marker the central bapk has fo play a significant role in
the development of money and capital markets, Commercial banks which provide the most
important link among alt- the various segmenfs of the money market must be deveioped to
provide more banking facilities to the people and dealers in various sub-markets. According

to R.S. Sayers, in an underdevelopéd money market in view of inadequate development of i

well knit banking system the central bank must be alowed to take up the ordinary banking
facilities to the community besides the usual traditional functions. The central bank must
extend all facilities to alf regions of the country by formuiating liberal policies. As the under
developed money market sutters from dearth of capital the central bank with its note Issding

power should supplement the commercial banking facitities and provide a viabie link for a more’

integrated banking structure. 1t-does not mean that the central bank should compete wirh
commerciat lranks. Bur it should undertake commescial banking functions on a hmited -scale
so that it can easily assess the total requirements of credit by different sub-markets and bring
about co-ordination among all the segments of the money market. To fill up the gaps in the
credit structure, the central bank can encourage the establishment of new banks. or provide
‘subsidy to the newly established commetrcial banks. The central bank 'may also provide liberal

k.

rediscounting facilities to provide more liquidity to the commercial banks. For the efficient

working of the monetary system, the central bank may establish staff training colleges to provide
needed technical knowledge to the persons empioyed in the different sub-markets. The central
bank has to develop the bill market which is a good source of short term funds. By controliing
the. bilt market the central bank may be able to bring the unorganised sections of the maney
market like money lenders and indigenous bankers under its effective supervision and control.
Tnspite of all the difticuities in underdeveloped money markets the central banks are making

rapid strides to. achieve & well integrated banking structure. Nationatisation of central bank.

facilitates proper control and direction of currency and credit policies in an underdeveloped
- market. The various segments of the money market will be well knit to function- as a strong
and sound monetary system. ' -

15.7 OBJECTIVES OF MONETARY POLICY

Central bank plays its role in the money market with the help of apolicy, known as monetary
policy. The objectives of this policy are discussed below: :

The ecenomic policy of ary country can be divided into monetary policy and fiscal pqlicyi |

"In a harrow sense monetary policy refers to the credit control policy of a central bank:but
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in a broad sense it refers te all monetary and non-monetary measures taken by the banking
system fo influence the cost and supply of money. Monetary policy refers to all monetary and
non-monetary decisions and measures that affect the monetary system. The quantitative and
qualitative credit controls which were already discussed are the instruments of monetary policy.
Following are the important objectives of monetary policy {(a) To achieve internal price stability
(b) To maintain stable exchange rates (c) To control or eliminate trade cycles (d) To maintain
fall ernploymcnt and (e) To achieve a high level of economic growth The central bank employs
its credit instruments to achieve these ObjCCfIVCS ' :

The supply of money in a country consists of the total legal tender money and the guantity
of credit money created by commercial banks. The central bank issues the notes and the credit
is created by the commercial banks. The central bank operates the credit control measures to
maintain a stable: price level. Until the downfall of the gold standard system the stability; of |
the exachange rate was considered to be the most important objective of nionetary policy. The
disequilibrium in the balance of payments was automatically adjusted due to the inflow and
outflow of gold. Due to these movements of gold the currency and credit in the economy was
automatically exp'a*ﬁded or contracted to maintain ‘a stable price level. After the downfall of
the gold standard mechanism, maintenance of internal price stability is given more importance
than the exchange rate. This internal price {evel affects the volume of imports and exports. |
Consequently there may be a change in the bajance of payments in situations which may bring
about changes in the exchange rate. Hence the volume of credit is controlled. to maintain
stable prices to avoid any changes in the exchange rates. The monetary policy aims at avoiding
fluctuations in business activity. During a period of boom, production, consumption, saving,
investment, demand for goods, etc., will be high and in a period of depression the level of
economic activity will be at a low levet with high unemployment. Monetary policy aims at
eliminating trade cycles by means of expansion or contraction of credit. The credit control
policy séeks to promote and maintain high levels of employment and economic growth .The
banking system provides additional finances to exploit the available idle resources in a country
so that the rate of growth of the économy can be acceﬁtuated

CHECK YOUR PROGRESS - 2
Mention the important objectives.-of monetary pbiicy.

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

B L O I N N O N T T

' 15.8 SUMMING UP

A moriey market is a market in which short-term funds are borrowed and lent, Different
sub-markets constifute the money market. They are, call money market, acceptance market, bill
market and collateral loan market. The money market consists of various financial institutions
like commercial banks, savings banks, insurance companies, acceptance houses, discount houses
etc., and above all the central bank of the country, :

The m'oney markets may be either devclopcd or under-developed. Developed money
markets are characterised by the ¢xistence of 2 powerful central bank, existence of integrated
‘banking system, existence of integrated sub-markess, availability of proper credit instruments
_ and perfect mobility of funds, On the other hand, weak central bank, under developed banking
system, not well integrated sub-markets, inadequate number of dealers in credit instruments
and imperfect mobility of funds are the charcteristics of under developed money markets. .
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The central bank plays an important role in the money market In a devcloped money
* market as the sub-markets are well integrated, the ceritral bank operates only in the sensitive
sub-markets which in turn affect the other sub-markets. In such markets the central bank
can operate credit control methods effectively. The central banks play a more significant role
in the under-developed money markets as compared to developed money markets. Tt has a
great responsibility in achieving the growth with social justice; developing the commercial banks,
co-ordinating ail the segiments of money marker, etc. It controls the credit in the economy with
the help of monetary policy. The objectives of morietary policy are to achieve internal price
stability, maintain stable exchange rates, achieve a high level of economic growth, etc.

159 CHECK YOUR PROGRESS : MODEL ANSWERS

1. I‘he characteristics nfmndcr-deveioped monoy market are:

iy Existence of a central bank Mthoutﬁaaeaﬂatc capai:lty to influence and controb the
sub-markets,” . g

1) "Lat_:k of fully d'f;velopcd banki’ng systems,
iii) Absenice of sufficicrit short term credit instruments as waell as dealers,
.. iv) Existence of disintegrated sub-markjets, T
\J*) Abserice of adequate resources, ete, -
2. The im'portant Ql}jcc_t_ives of'nmnétary'poiicy_ are:
iy To achieve internal price stability, |
iy to mai_htain stable exchange rates,
ifi) to maintain the level of full employment,

iv) to achieve a high level of cconomic growth, etc.

- 15.10 MODEL EXAMINATION QUESTIONS

A) ESSAY QUESTIONS
Aris'wer the following in about 30 lines each:

1. tht is Money market? Descnbt. thc lmportant characteristlcs of a dcvelopcd money
- market.

[Yiscuss the importance of a df.VLiClpt d money market in the economic development
Explain the role of Central Bank in a ‘developed money market,

Describe the different objectwes of monetary polu,y

oA LN

Distinguish between developed and undcveloped money markets and describe the roke of
‘central bank in the developed m{)ncy marke

B) SHORT QUESTIONS.

Answer the l’ollnwmg in about 15 lines Lach.
1. Distinguish between developed and under-developed' morey markets. .
2. explain the role of central bank in an underedeveloped money market.
3. Write notes on: ' '

i) Sub- marketas, dnd

i} unorganised sections of the money markct

4. List ouf the characteristics of undeveloped money markets.
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Under the mixed banking system deposit banking and investment banking are combined
together.  Commercial banks can participate in the programmes of industrial and economic
development of the country by providing industriat finance. They may grant long term loans
or subscribe to the shares and debentures of industrial units. Commercial banks provide their
expert guidence to the industrial units in which they have invested their capital. Banks may also
underwrite the new issue of shares and debentures under this system.

The surplus funds of the commercial banks can be productively invested by providing long
term industrial finance. On the other hand,commercial banks may face difficulties by granting
loans and advances to the industries during a period of depression. During a period of depression
the prices of shares and securities may fall and the bank may incur losses. Due to inefficiency
if the industriat unit incurs losses, its credit banker also suffers losses. Several banks collapsed
in Germany, Japan and France during the great depression period after 1929. Moreover it is
not safe to freeze the finances of the bank in a few industrial units. The liquidity position of
the commercial banks is more important in maintaining sound commercial banking instead of

. risking their capitai in meeting long term needs of industries.

11.5 GROUP BANKING; CHAIN BANKING AND CORRESPONDENT
BANKING

In addition to the systems explained above, certain other systems have also come into
existence. These are explained below.

Group Banking : Under the group banking, system two or morc banks are directly or
indirectly controlled by an Association, Trust or Corporation. In this system there wili be '
centralised management and control of all banking units by a hotding company. When a big
bank wants to become more powerful it begins to acquire over a large number of small banks.
Before the Great Depression this system of group banking was popular. But due to a large
number of bank failures this system lost its importance. o

Chain Banking : Under this system two or more banks are owned and controlled by one
person or group of persons. The chain banking system was popular in US.A. till the twenties
of this century. This system collapsed during the great depression period due to a large number
of bank failures. .

Correspondent Banking : Under this system a bank in a small town or village will be
connected with another bank in the city as its corespondent bank. It is a system under which
the various Unit banks are linked together for easy transfer of funds from place to place. The .
small banks in towns will hold deposits with the city bank which is calfed Correspondent bank.
The city bank also will hold the deposits of the bank in a small town. This small bank is called
Respondent bank. This system is very popular in US.A. The correspondent banking system
provides a machinery for the smooth functioning of Unit Banking system in U.S.A.

116 SUMMING UP

Commercial banks differ in their structure from one country to another. There are two
principal banking systems such as branch banking and unit banking. Under branch banking
system,each bank operates its banking activities with a number of branches in differnt parts
of the country. This system has both advantages and disadvantages of its own. The main
advantages are mobiiisation of deposits, making loans and advances depending on the merit
of the case, diversification of deposits,operating the banks at low cost, proper distribution of

" capital, efficiency in management, etc. The demerits of the system are: red-tapism and delay,lack

of knowledge of of local needs, using the funds of one locality in ancther locality,creation of
monopoly power etc.,, Although the unit banking system has certain advantages it is not free

" from certain shortcomings. They are; inability to face cricis, inefficiency in management, less

mobility of capital, inability to reduce regional imbatances,unhealthy competition, etc. Because
of these shortcomings,the branch banking system is regarded as superior to unit banking system.
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The mixed banking system is one in which the commercial banks advance both short-termn
and long-term loans to commerce and industry. Apart from these banking systems, there are
other banking systems, like group banking,chain banking and correspondent bankmg

11,7 CHECK YOUR PROGRESS - MODEL ANSWERS

1. The advantages of branch banking system are

i) Mobilisation of savings

ii) Diversification of deposits -

iii) Making loans and advances on merit.
iv) Proper use of funds:

v) Minimisation of regional disparities
vi) Efficiency in management
vii} Economy in working, etc,

2. i) Fear.!of nionopo]y

i) Red-tapism and delay

iii) Inadequate knowledge of local needs

iv) Defective lending policy

v) Neglect of local area

vi) Lack of adequate supervision and responsibility
3. Yes, in view of shortcomings of unit banking, the branch banking is regarded as svperior

to it. The demerits of unit banking are:

i) Limited financial resources

ii) Less mobility of capital

jif) Unnecessary competition among banks

iﬁf) Inability to reduce regional imbalances .

v) Inefficient management

11.8 MODEL EXAMINATION QUESTIONS

A) ESSAY QUESTIONS:
- Answer the following in about 30 fines each:

1. Compare the merits and demerits of branch and unit banking, Wluch system would you
recommend t0 our country?

2.__ What is mixed banking ? Discuss the merits and demerits of this system. -.
3. What is branch banking? Explain the advantages of branch banking over unit banking.
B) SHORT QUESTIONS: | |
An_swer the following in about 15 lines each;
1. Ts branch banking superior tb unit banking? Explain.

2. Distinguish between unit banking and branch banking..
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3. Ezxplain the hm]tatlons of unit banking system }

4. Point out the merits of unit bankmg

'Write short notes on:

i) Chain banking,

ii) Group banking and
- iii} Correspondent banking

5. Briefly explain about Deposit banking
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1110 GLOSSARY

- Branch Banking

Chain Banking

Correspondent Banking

Deposit Banking

Group Banking

: Mixed Banking

Unlt Banking

T A s;éstem of banking in which each bank operates with a net

work ‘of branches spread all over the country.

:The system of banking in which two or more banks are owncd

and controlled by one.or a group of persons,

: A system of banking in which a bank in a small town or village

is connected with another bank in the city as its correspondent
bank.- .

* A system of banking in which banks receive deposits from-

public and lend them for short periods.

: A banking system in which two or more banks are d:rectly or
- indirectly contro!led by an Assomanon ‘Trust or Corporation.

: A banking system in-which commercial banks make short term

Ioans as well as long term loans to commerce and Industry.

: A system of banking in which each bank operates as a single
- entity without any branches,
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120 AIMS AND OBJECTIVES

" The aims of this unit are to describe the functions of a Central Bank in an economy and
explain the distinction between Central Ibanking and Commercial banking. After going through
this unit, you will be able to : ' . : :

* define the Central bank and explain the principles of Central banking;
+ Explain the functions of a Central bank; and

*  distinguish between Central banking and Commercial banking.

" 121 INTRODUCTION

In aimost every country, there 1s one bank which is the apex of the banking system. It
regulates and controls the whole monetary system in the country. It plays an active role in
implementing the Government's monetary policy in the country. The functions of such a
bank are discussed in this unit, besides explaining the differences between Central banking and
Commercial banking. '

122 ESTABLISHMENT OF CENTRAL BANKS

The Centrai Bank of any country, as the very name implies, occupics the central position in
the entire banking system of the country. Almost every country in the world has its central bank
as the apex banking institution controlling the activities of the money market. Central banking
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PREFACE

This book deals with the topics in Money and Banking (Theory and Practice) included in
the syllabus for the Second Year of the B.Com,, course offered by the Andhra Pradesh Open
University. These topics generally cover the “core” area of the subject to be studied in the
Second Year of the Three Year Degree Course in Commerce (B.Com.,). The syllabus for the
sake of convenience is divided into Blocks, each of which comprises a number of units. Each

' Block generally covers a specific area of the subject. The units are prepared by specialists in

accordance with a format so designed as to enable the student fo read and understand them
without much difficulty. Each unit begins with a statement of its objectives followed by.contents
and has at its end questions intended to test the student’s comprehension of its subject matter.
Technical terms with which -the student may not generally be tamiliar are given at the end of
each unit under the head, “Glossary”.

As we all know, Money plays an important role in economic life. It facilitates many
economic activities like production, trade, public finance, etc. The economies would not have
been developed without the use of money.

‘Banks occupy a pivotal position in the cconomy of any country. They help in the development
of commerce and trade by mobilising deposits and advancing loans to the industrial sector. Banks

“have become indispensable to the modern business world as they provide various services to

business-men as also the general public. Tt is for this reason that ‘Money and Banking ' forms

* an important subject cf study in the B. Com., course.

The course material of this paper is divided into three sectlons The first section deals with
Money, Functions of Money and Theories of Money. The second section explains different
topics related to Banklng (theory). This section discusses such important aspects as Commercial

. Banking, Central Banking, Indian Banking and the Reserve Bank of India. The last section

covers in general the Law and Practice of Banking and in particular, the Banker-Customer
relationship, Types of ‘Accounts, Negotiable Instruments takmg mto account the lata;t trends:
and changes in the Law and Practice of Banking in India.

The University hopes that this material will help the student to get acquainted with the
principal i issues concerning Money and Banking. _ -
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160 AIMS AND OBJECTIVES |

The aim of this unit is to introduce the Indian Money Market and explain its features.
After going through this unit, you will be in a position.to : ' ' a
« - describe the Indian Money market and its features;

o discuss the folc:played by the RBI in removing the defects of the Indian Money Markét;.

o explain the indigenous bankers and their methods of lending;
o list out the defects of indigenous banks; . , _
o explain the steps taken to bring the indigenous banks under the influence of the RBIL.

16.1 INTRODUCTION

In the previous unit we have explained the developed and undeveloped money markets and

the role of Central Bank therein in general.

This unit explains the Indian money market and indigenous bankers in the Indian money

market. At the end of the unit, the various.efforts made to integrate the indigenous bankers
are also discussed. - '

162 THE INDIAN MONEY MARKET

T_lw"[_ndian' money market is not a single homogeneous entity. It is broadly divided-into
organised and unorganised sectors with divergence in the structure of interest rates. The
organised sector is comprised of the Reserve Bank of India, the State Bank of India group,

" the public sector commercial banks, the Exchange Banks and the Central and State Industrial

Coiporations and the State Cooperative Banks,

162 The Indian Money Market | . , T
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The unorganised sector is compriséd of the indigencous bankers, money lenders, etc. T

Reserve Bank of India (RBI) has a close link with the moncy market. It occupies a pivotal

position in the money ma_rket and controls the flow of currency and credit in this mar_kel.

The operation of the Indian money market may be divided into three parts nam_el'j i) The

‘Call-Money Market ii) The Collateral Loan Market, and iii) The: Bill Market.

) The Call Money market

In India the Call Money Market refers to the lending and borrowing of money for a very
‘short period by the Indian commercial banks from each other. Borrawing in the call money
market does not require any collateral securities. The operations of the Indian cail money
market. are mainly confined to cities likc Bombay and Calcutta, and to some extent, to Madras.
The total funds borrowed and lent vary from day to day and do not exceed Rs.70 Crores. The .
main operators of the call money market in India are the Indian commercial banks and some

- of the exchange banks. The S.B.I does not participate in operation of the calt money market.

Exchange banks like the Grindlays Bank and the First National City Bank of New York are

" the major participants of the call money market. The call money market in India has remained
~underdeveloped. There are wide variations in the rates of interest charged in Bombay and
“Calcutta markets. The Indian Call Money Market expériences two seasons 1) Slack scason

{May- October) and ii). The busy season (Nov.-April).

i) The Colateral Loan market

. Another important constituent of the Indian money market is the Collateral Money market,

In this market loans are offered in three forms : i) !_..oahs i) Overdrafts and iii) Cash Credit.

- The loans are given against collateral securities such as government bonds, shares of First Class

Companies and Agricultural and Manufactured commodities which are easily marketable and
do not vary much in price, A.major part of the asséts of the scheduled commercial banks
consists of these collateral loans. - I B

~ i) The Bill market

In India, the Bill Market was established in 1952. The Indian commercial banks and the
foreign banks discount the bills of exchange and other eligible commercial ‘paper of the approved
parties. All the bills - internal and foreign and short dated government securities of 90 days
duration are dealt with by the bifl market. . ) SR

There are very few bill markets in India. Even though the R.B.L has announced special
facilities to encourage bill markets.not much progress has been achieved in this respect. Since
the major internal trade of the country consists mainly of agricuttural goods, there is a paucity of
internal bills. Therefore, the bill market in India mainly exists for foreign traded goods and short

. dated government securities, Efforts are being constantly made by the monetary authorities to

develop a good bill market in our country.

16.3 FEATURES OF INDIAN MONEY MARKET

) Lack of Integration

One o. the most important defects of the Indian money market is its division into different
segnients disconnected with each other. In the past, the relations between various members of
the money-market were not cordial. But with the setting up of the RB.L in 1935, and with
the passing of Banking Regulation Act in 1949, conditions have been greatiy improved. The
R.BLL treats all the components of the money market equalty as regards licencing, opening of

. branches, share capital, types of loans and advance to be given, etc. The R.B.. is fully effective

in the organised sector of the money-market. Both the commercial and cooperative banks have
to rely more and more on the rediscounting and borrowing facilities provided by the Reserve
Bank of India. : : : _ : S
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i) Existence of Indigenous Bankers

. The presence df-indigenqus."lﬁaﬁi:ers is an important weakness of the Tndian money. ﬁlarket.
The indigenous bankers follow their own rules of banking and finance and do not submit to
the control of the Reserve Bank. The attempts. of the Reserve Bank to bring the indigenous

bankers under its control have been in vain. However, most of the indigenous bankers are
~ being covered under the organised money market through gettmg redlscountmg faalmcs from

the latter.
iii) Differences in Money Rates of Interest

Another major shortcoming in the Indian money market is with regard to differential rates
of interest. The basic reason for the existence of divergent rates of interest was the immobility
of funds from one section of the money market to the other, But this defect has been more or
less removed now. At present different money rates of interest promptly adjust themseives to

: changes in the bank rates.

iv) Differences in lnterest Rates in Deffereat Centres

Disparity in money rates of interest in different regions including Bombay and Calcutta was

another important drawback of the Indian money market. Differential interest rates in differept.

centres led to fluctuations in the prices of securities. Inspite of the existence of R.B.L these
differences continued to persist even today. However, the Reserve Bank has rationalised and

changed the system of remittance of funds between different parts of the country and thercby- '

paved the way for equalising money rates all over the country
v) Seasonal Strlngendes of the Money Markeat

The Indian money markct cxpeﬁences seasonal monetary stringencies during the crop or

| busy season (Nov-June). There is a greater demand for funds in the money market and as a result

the market experiences paucity of funds. On the other hand, in the slack season (July-October)

-funds lie idle. This leads to wide variations in money rates and the rates vary from 1% in the

stack season to 15% in the busy season.,

vi) Absence of Well Developed Bill Market

. The Indlan money market does not have 2 waell developed bifl market in whsch short term
biils could be bought and sold. A well organised bill market is essential for the smooth working .

of the credit system. _It is also necessary to link up the various credit agencies to the central
bank of the country. One of the most important reasons for the absence of the bill market
has been the practice of financing foreign trade by foreign exchange banks to discount bills of

‘exchange in the London Bill Market or hold them till maturity. The R.B.L introduced in 1952

a Biil Market Scheme which was not really a market for bills but a system to enable commercial
banks to borrow from R.B.L But in 1970 the R.B.L introduced a paper bill market which is
knowa as the New Bill Market, in which short term trade bills are bought and sold. To establish
a well developed money market in India there is a need to integrate the various components
of the money market through a suitable monetary policy. The R.B.I ‘should develop the biil
market and open DlSCOlJl'lt Houses,

164 R.B.I AND THE INDIAN MONEY MARKET

'I‘he above dlscuss:on has revealed the role played by the R.BI in removing some of the
defects of the Indian money market. It has been able to remove the differences between different

“sections of the Indian moncy market. The distinction between the Indian and foreign. joint
“stock banks has been wiped out. The variations in the rates of interest which existed in different -

places and at different times have been mitigated. A considerable reduction has been brought
about in monetary strmgenmcs through open market opcrations and bill market schemes.. -
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However, many loopholes have remained unplugged. The absence of the Bill market limits
the ability of the Reserve Bank to withdraw surpius from the money market by discounting of
bills. The inadequate development of the money market poses problems for some banks because
they do not keep-fixed ratios between their cash reserves and deposits. The indigenous bankers
still occupy an important place in the money market and they are yet to be integrated with the
rest of the money market.

165 INDIGENOUS BANKERS

The indigenous bankmg system dates back to the very ancient times. The indigenous

bankers occupy a very important place in the Indian financial system. They have been variously
called as shroffs, sahukars, mahajans, chettiars, kothiwals, sarafs, etc. They vary in their size
from petty money lenders to substantial shroffs, whose business sometimes exceeds that of some
of the scheduled banks. The indigenous bankers provide finances to the internal trade of the
country by means of Hundis. They may be grouped into three categories Viz. i) Those who
do banking business only ii) those who carry on trade and banking business, and iii) those who

are principally traders but utilise their surplus funds in banking business also. A large section _

of indigenous bankers beélongs to the second category.

- The Indian Central Banking Enquiry Comumittee has defined an indigenous banker or bank -
as “an individual or private firm:receiving deposits and dealing in Hundis or lending money”.

According to this committee, the: indigenous banker was different from a money lender in as

~ much as the primary function of money lender was to lend meney and not to undertake any

banking business. The committee is of the opinion that the acceptance of deposits is 2 necessary
condition for calling any one as indigenous banker. But in practice, many indigenous bankers
do not accept depesits. Hence,this condition cannot be considered as an essential prereqms:te
for calling a person as mdlgcnous banker.

The indigenous banking is mostly confined to certain castes such as Vaishyas who iriclude

Jains, Marwaris and Chettiars. The Vaishyas and Jains are spread all over the country. The
Marwaris operate in Rajasthan, Bombay and Calcutta. The operation of chettiars is mostly
confined to Madras. Many of these indigenous bankers have offices and branches in several
parts of the country and in several trade centres like Bombay, Calcutta and Madras.

The indigenous bankers generally act independently of each other. But some of thcm are
organised as guilds of ancient origin. The guilds discuss matters of fommon interest and settle

. disputes among their members and function as insolvency courts. ¥ recent times indigenous

‘bankers have formed into associations such as Shroffs’ Association in- Bombay, the Marwari
Chamber of Cormimerce, the Bankers’ Association in Delhi etc. These Associations have been
functioning usually in bringing together indigenous bankers in different parts of the country.
However, a bulk of them are still left unorganised.

T_hc ind_igemms bankers do not have a formal and systematic banking education. They

receive practical training in their own style and form and acquire experience in due course. Their -

establishments are small and economical and their accounts are simple and accurate. They do
not maintain separate accounts for banking and trade. Since they know the family backgronnd

of the borrowers, they do not insist any security and also have an idea of their credit-worthiness.
Their methods of business are extremely simple, acocptable and are rcadlly available to rural

people.. _
The bankers operate their banking business with their own money. But theji also receive

' déposi_ts from the public and pay interest. The rate of interest depends upon factors like the

principal amount, the duration of déposit, the market conditions and personal relations. But
the volume of deposits received by indigenous bankers has been declining in recent years due
to an increase in competition from the Co-operative Banks and Joint- Stock Banks. Generally
the indigenous Bankers do not permit withidrawals by cheque but in cash only.They obtain

resources by borrowing from others. In citics, they get accomodation from the State Bank and
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Joint-Stock Banks on demand of promissory notes, drawn by approved bankers or discounting

Hundis endorsed by them. Théy generally deal with agriculturists and small traders. However
théy do not establish direct contact with agriculturists. They finance the agriculturists through

local money lenders and traders, with whom the indigenous bankers maintain contacts.

Methods of Lending

'3
)

Although their methods of doing business are outdated, indigenous bankers occupy a very

important place among the various financial agencies which extend financial assistance to trade -

and industry. One of the usual methods of lending money is on written demand promlssory .

notes. In the case of large loans they insist on sureties. The secured method of lending is to
demand a receipt signed by the borrower acknowledging the loan and stating the rate of interest.
Another method of lending is against bonds written out on stamped legal forms which state
‘all the conditions of loan including rate of interest. The fourth method of lending is through
getting the signature of the borrower on the affixed stamps in the books of the banker. The
conditions of lending are settled orally. The fifth method of lending money is by the mortgage
of land, house or any other property. Finally the indigenous bankers also financc their customer
by borrowing and dlscountmg Hundis: -

The Hunchs are called the indigenous bills of exchange They are of two types - Darshani
and Muddati. They are similar to Demand and Usance bills of exchange. Darshani Hundis
are used for remittance of funds from one place to another whereas the Muddati Hundis are
employed for financing trade or for rautual accommodation. .

Relation between Indigeneous Bankers and Joint-Stock Banks

The indigenous bankers depend prmc:pally on their own funds. They have very httie contact
with the organised sector of the money market. However, when they are hard pressed for money
during busy seasons they re-discount Hundis with the Joint-Stock Banks.They aiso borrow from

the Joint-Stock Banks and the State Banks against the demand promissory notes and signed by ~ -

one or two bankers and one merchant, However, the Joint-Stock Banks and the State Bank lend

money up to a certain limit and only to those indigenous bankers who are on their approved

lists.

The indigenous bankers are made to-act as a link between the Joint-Stock Banks and the
‘traders. They advance money to the merchants and draw Hundis on them. These Hundis are
easily rediscounted by the Joint-Stock Banks because they bear the signature of the indigeneous
Banker. Such endorsement is necessary before the Hundis can be rediscounted by the State

Banks because the State Bank of India Act stipulates that no Hundi can be dxscounted unless_

it is endorsed by two independent persons

16.6 DEFECTS OF THE INDIGENF.OUS BANKERS

The indigenous bankers are not properly organised. They are conservative and jealous of
each other. There is no ce-ordination between them. They lack initiative and adopt antiquated
‘methods of business, They do not undertake the business of large scale deposits which is the
fundamental feature of organised banking. As a result, they are not able to mobilise the small
savings of the rural pecple. By and large, they deal in Hundis and finance them with cash. They
charge a very high rate of interest. It was observed by some experts that the rate of interest
- charged by the indigenous bankers ranged from 25% to 100%.. -

. There are some defects in their method of uperatlon They combme banking busmess '
with private trading activities and rarely keep separate accounts for these two types of acnwn,és _

Neither de they pubtish their actounts nor subject them to audit.

Thcy conduct their operations as independent units and are unwilling to come under the
controt of the Reserve Bank of India. They ae partly responsnble for blocking the development
of the fully organised money market in Inma
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Only a small portion of the loan extended by the indigenous banker is for the purpose
of effecting. improvements on loan. The bulk of the loan is for payment of interest or for
the liquidation of old debts. So, their system of lending activity is considered detrimental to
the borrowers. The indigenous bankers do not care for repayment of the principal amount as
long as.they recover the mtcrest regularly. Thus enables them to have a perpetual hold on the
borrewers. .

Inspite of the above defects, it must be admitted that the indigenous bankers play a very
important role in the money market of the country. The Shroff Commitiee estimated that about
75% to 90% of the total internal trade is being financed by indigenous bankers.

Some people feel that much of the criticism levelled against the indigenous bankers cannot be
adequately substantiated. They are of the opinion that the indigenous bankers have distinguished

the loan into short term and long term, They do not lend money for Iong term purposes except

~ on security of the property.

It is to be noted that agriculture, trade, commerce, crafts and cottage industries own their

existence, and continnance to the credit supplied by indigenous bankers. Inspite of the operation.

of a large number of Joint-Stock Banks, indigenous bankers have remained to play 51gn:ﬁcant
role in providing finance to agnculture. trade and smail scale industries.

However, mdigcnous bankers are not governed by rigid rules and regulat:ons. The traders
can secure loans more easily from mdlgenous banks than they can from Jolnt—Stock Banks.

_ CHECK YOUR PROGRESS 1
List out the defects of indigenous bankers in India.
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16.7 INDIGENOUS BANKERS AND THE RESERVE BANK OF INDIA

Though indigenous banks have been playing a promment role in the country from time
immemoral, they have remained outside the control of the organised banking system. The Central

Banking Enquiry Committee (1931) emphasised the necessity of unifying the two sectors of the
Indian money market. It recommended that the indigenous bankers should be brought into. -

direct relation with Reserves Bank of India. The Committee also feit that indigenous bankers

should be encouraged to provide the banking facility to areas where there is no bank at present

.and to serve the population whose requirements are not generally catered to by the Joint-Stock
Banks or Co-operative Banks. Since the inception of the Resesrve Bank of India in 1935, efforts
have been made repeatedly to bring indigenous bankers under its control. In 1937 the Reserve
Bark prepared a draft scheme for the direct lmkmg of 1nd1gcnous bankers Thc salient features
of the scheme are as follows:

i)- the mdtgenous bankers should confine themselves to the bankmg business proper.
They should give up thelr tradmg and commlssnon business w1th1n a reasonable tlme

11) They should maintain proper books of account v a recogmsed manger znd should get
- the books of account audited by qualified auditors, :

111) Theey should svmch over to the western type of accountmg and bankmg

di




iv) They should submit periodical reports of their accounts and actmnes to the Reserve
Bank of India. : .

v) They should develop the deposit side of their bankmg activity.
vi) They should have a minimum worlung capital.

- vii) The ambiguous systcm of Hlmdls should be given up It must become a negotmblc
instrument.

~ viii) The indigenous bankers should play the role of a dis.coum house as in London.

ix) They should subject themselves to supervision and.control by the Reserve Bank. The

‘Reserve Bank of India should have the right to regulate the business of the indigenous
bankers on banking lines. In return, the Reserve Bank of India should be obiiged to
offer or extend to the mdigenous banker facitities available to schedu]ed banks.

: The mdlgenous bankers refused to accept the above conditions. They were unwilling to
separate the pankmg business from other business activities. They also disagreed with the
' suggestlonwf accepting deposits. They further argued that the facility provided by the Reserve
Bank of Tndia was’ madequate to compensate their loss in banking business. In 1954 the Shroff
Commiittee examined the problems of linking indigenous bankers with-the Reserve Bank of
India. Tht;Commlttee also recommended that the R.BI. should encourage the Hundis of the
mdlger;mis bankers. In 1961 the All India Shroff Committee made a plea (or a direct link
betﬁfeen the R. BL and the mdtgenous bankers

_ 16.8. INDIGENOUS BANKERS AND THE BANKING COMMISSION

’I‘he Banking Commlssmn 1972 has attempted an evaluation of the utility of the indigenous
bankmg system. The commisson confined itself to the ‘urban areas with sizeable banking activity
and:to the mdrgensus bankers who are close to the organised money market, According to
the Commission; indigenous bankers cater to the needs of numerous borfowers engaged in
small and meédium sized trade and industry. They are sought after because of their flexibility,
“absence of formalities and promptness. Some important sectors of indigenous bankers provide
commercial banks with a useful money market instrument i.c., Hundis. The Hundis possess a

high degree of liquidity and give a good yield. However, the Commission felt that the indigenous-

. banking system might be abused. It examined the scope of institutionalising the operation of
" the indigenous bankers. The Commission also made certain recommendations with a view to
dlsmplmmg the. aCthtieS of indigenous bankers in thc;r ﬁnanmal and social aspects.

Thc Commission feit that the mdlgenous bankers could be controlied through the commcrmal
banks. The R,BJ. should exercise some indirect influence over the indigenous bankers through
: the commercial banks by laying down certain guidelines for the latter to deal with the former.
The Commission feit that indigenous banker ; should fuifill the following recommeridations if

: they wanted to gualify for the discounting facility with the commcrc;al banks. :

i)_ “They should not be cngaged in any trading actmty

ii) They should put in the:r "own  capital” of not less than rupees one Iakh The discountmg_ '

.. facility will be fixed as a given multlplc of own funds.” i

ifi)y They should maintain regular books of account and get them aud:tcd annua}Iy

iv) They should submit to the R.BJ. a statement of business in a prescribed form annually.
| 'v) TFhey should not borrow from more than one bank. :

viy They should be membffrs of an assocrahon -

“The Commlssmn has taken note of the fact that many attempts of the indigenous bankers '

to forge a link with the R.B.L had failed in the past. It has observed that a direct link is neither
~ necessary nor pracmahie Hence it has suggestcd an md;rect control through commeércial banks

157



" generally deal with agriculturalists and s
lending like lending money on promissory notes, against bonds written on stamped legal forms,

It has made the following recommendatlms to ensure that the indigenous bankers become more

useful to the nanon

. 1y The R.B.Ishould indicate the type of Hundis eligible for discounting and the quantum
- of Hundis to be allowaed in business transactions of indigenous bankers.

if) . The commercial banks should call for regular retums from indigenous bankers and

- undertake a systematic analysis of their ﬁnanclal statements.

: iii) The commercial banks shouid. t:y to satisfy themselves, at least at random, about the
proper use of credit sanctioned by them to the indigenous bankers.

iv) There should be some understanding between the commerc:al banks and the mdrgenous
bankers regarding the rates of intetest to be chargcd by the mdlgcnous bankers from
their customers. -

- v} The indigenous Bankers should be encouraged to get themselves incorporated in the
: organised sector and a code of conduct be evolved for the operation. Bankers indulging
in malpractices should not be altowed any further bankmg accommodation.

- vi) Itis necessary to codify the pract:ces and usages pertaining to all ladigenous negotlable
. instruments like the Hundis and brmg such instruments under the framework of

COd].ﬁCd laws.

vii) Some of the indigenous bankers who come under the category of money. lenders ie.,
those who do not accept deposits from thc public, should be regulated by a central
legislation, -

Tt is to be noted that the Banking Commission has repeated all the suggestions that have
been made since 1935, The Commission seems to have deliberately ignored the fact that the
indigenous bankers have been refusing the terms offered by the R.B.I. for proper integration,
It is said that the Commission made these recommendations in the hope that. with the passage
of time, the indigenous bankers would change their minds.

Thus, all the Commissions that have been appointed after the establishment of the R.BL

have realised that the indigenous bankers play very useful role in the development of the

country. If they are linked with the R.B.L the entire financial system in the country will get
strengthened. The Commission rightly pointed out that some of the efficient indigenous bankers

could effectively function as the acceptance houses or discount houses like those that are present

in London and meet the growing needs of a developing economy.

169 SUMMING UP

The Indian money market can be broadiy divided into organised and unorganisaed sectors.
The organised sector includes commercial banks, exchange banks, RBI, etc. Whereas unorganised
sector comprises of indigenous banks,. money lenders, etc. The Indian money market is

characterised by the features of under- developed money markets like, lack of integration among -
- its different segments, presence of indigepous bankers, prevalence of different rates of interest,

seasonal stringencies and presence of undeweloped bill market. Thus many defects exist in Indian
money market inspite of the efforts by the Bl to remove them.

market is the presenc_e-df indigenous bankers.
;_g;_é_the country by means of Hundis. Majority of

-They operate mainly with their own funds and
aders. They follow simple and easy methods of

An important defect of the Indian‘,-f-
They provide finance to the internal tr; s
them carry both trading and banking bulsz_,

by the mortgage of properties, etc. They also approach the joint stock compamcs for getting
financial assistance in busy seasons by re-discounting Hundis:
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The md:genous bankers have many defects like ;nablllty to mobitise the small savings of the
rural people, charging high rates of interest, combining banking business with private trading
activities, etc,

In spite of their significant role in the country, the indigenous bankers remained 6utsidc- '

the control of the organised banking system. The RBI also. made certain efforts to bring the
indigenous bankers under its control. For this purpose it also prepared a scheme. But the

indigenous bankers had not accepted this scheme and did not separate the banking business
from the private trading business. The ‘banking commission felt that the indigenous bankers
‘may be indirectly controlied by the RBI through commercial banks. '

16.10 CHECK YOUR PROGRESS : MODEL ANSWERS

1. The defects of the indigenous bankers are:

i) lack of co-ordination among tﬁem,
ii) inability to mobilise savings of the rural people,
iii) charging high rates of inferest on the loans,
- iv) combining banking business with pl_—iVate trading activities,

¥) grantiljg loans. for unproductive purposes, etc.

16.11 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS
Answer the following in about 30 lines each:

1. Describe the characteristics of Indian money market.

2. Examine the deficiencies of the Indian money markct. Suggest measures to make the Indlan
money market a developed one.

3. Discuss the role of indigenous bankers in the Indian money market Offer some measures

to link these with the organised sector of the money market,

4, Explain the defects of the indigenous banking system. How do you rectify them?

S. ‘Explain briefly the steps taken to brmg the mdlgenous bankers under the mﬁuence of the
Reserve Bank of India.

B. SHORT QUESTIONS

Aumrﬂaefnlhwingin aboutwlineseach:

Describe the different parts of the Indian Money Market.

Discuss the rote of the Reserve Bank of India in the organisation of the money market.

List out the characteristics of Indian money market. '

Discuss the suggestions of the Banking commission to promote indigenous bankess in India.

LU O

List out the defects of Indigenous bankers.
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16.12 RECOMMENDED BOOKS

1. Muranjan SX. ~: Modern Banking in India
2. Panandikar G.S. : Banking in India

3. Sayers R'S. : ~ - 1+ Modern Banking

16.15 GLOSSARY

Bill Market : A market in which short: term bills are bought and sold.

Call Money Market : A.market for extremely short period loans.

. “
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17.0 AIMS AND OBJECTIVES

This unit aims at discussing various types of banks in India, their nature and functlona] .
relationship. It also attempts to analyse the changing scene of banking in India with special
emphasis on the statutory regulations and the recommendations of expert study groups.

After going through this unit, we expect you to be able to

o _ classify the commecial banks and explain their nature;

. analyse the growth of banking in India; '

* e describe the emergence of public sector bankmg in Indla,

s describe the Lead Bank Scheme; and

« explain the schemes of Deposit Insurance and Credit Gurantee.

17.1 INTRODUCTION

Indian banking today has made a parallel advances with national aspirations. A banking
system which was mainly colonial in nature till independence and confined credit activity to
commerce and export houses, soon refashioned itself to meet the financial requirements of
manufacturmg ‘industries also. It has all the requisites of 2 developed organisation, except that
its volume and veloclty are small. It is true that it does not possess some auxiliary institutions
like the discount and issue houses, savings banks, investment trusts and mvestment banks.

This unit explains the nature of various types of banks in Indla and the changes that have
taken, piaoe in the Indian banking scene. . - o .




172 CLASSIFICATION OF COMMERCIAL BANKS
The commercial bariks in India can be classified as (i) Scheduled Banks (ii) Non-Scheduled

Banks (ifi} Licenced and Unlicencchanks(iv)FomiganRS(v)MmhmtBanksorBanks

of Deposits. -

i) Scheduled Banks _ |
* According to section 42(B), a scheduled bank is one which has been-included in the

second schedule of the Reserve Bank of India Act, 1934. To be eligible for such inclusion, the

aspirant commercial bank has to be financially and economically sound, and satisfy the following

a) Capital and Reserves

It should have a paid up capital and reserves of an aggregate vahie of not less than Rs. §
. lakhs. The expression ‘value’ means the real or exchangeable value and not the nominal value
which may be shown in the books of the bank concerned. In common pariance, it is called
‘networth’ - realisable tangible and intangible assets minus outside Liabilities. The Act farther
provides that in case there is a difference of opinion between the officials of the Reserve Bank
of India and these of the bank concerned in assessment of the values of various assets and
liabilities, it is the Reserve Bank’s valvation that will prevail. _ : :

ﬂmmmmm

The banks’ affairs should not be conducted in a manner detrimental to the interests of

ifs presenf of Tuture depesitors. A bank will be said to be working against the interests of
the depositors when the management is acting dishonestly or doing anything which is not in
consonance with sound banking principles or practices. .

©) A Company or'OtherNoﬂnedlmﬂtuﬂon_ '

. The bank must be a company as defined in Sec.3 of the Companies Act, 1956 or an institution
notified by the Eé‘rltral_gpveﬂmnt in this behalf or corporation or company incorporated under
any law in force in any piace.outside India. Thus the Banking Regulations Act prevents any
sole trader or partnership firm froin-carrying on banking business.

Whether the above conditions are fulfilled or not shall be ascertained after an inspection
of the bank’s books and accounts. Only when these conditions are fulfilied, the RBI may direct
the inclusion of the bank in the second schedule. A bank wahich had been scheduled, but later
fails to comply with any of the conditions described above or goes into liquidation will cease to
- carry on banking business. : '

' Status of Scheduled Banks

Scheduled banks in India are just like the member banks of the Federal Rescrve System of

the United States of America. The scheduled banks in India comprise riationalised banks, the
State Bank of India and its seven associates, all the foreign banks and the State Co-operative

Banks and the 74 other Indian banks. These are eligible for. certain facilities and are subject to’

certain oblig tions. The privileges to which they are entitied are as follows:

a) Remittance facilities by bank draft, mail or telegraphic transfers through offices of the

Reserve Bank of India and its agencies free of charge and or at concessional rates of 1/64% or
1/32% with a minimum of Rs.1/-

b) Advances under various sub-sections of Section 17, and an emergency advance under

162 Section 18 of the Reserve Bank of India Act: This facility is allowed on a purely temporary
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basis because the maximum period for which it could be availed is 90 days. These advances are
almost taken for general banking pur 5. Section 18 promdes for extension of facilities to meet
abnormal requirements of scheduled banks. This would be done when the Reserve Bank feels
that a situation has arisen where a scheduled bank, due to a lack of siach advances, would cause
a serious dislocation of trade, commercé and industry. These advances may be granted against
such varied securities as mortgage, sub-mortgage of immovable properties, hypothecation of
goods, pledge and sub-pledge of shares of joint stock companies, ctc Apart from thesc pnwlcges,
tlmsclwdnledbmksbearthcfouomngobhgam _

a) They have to maintain an avcragc daily balance with the Rcscrve Bank, the. amount of
which shall not be less than 5% of the demand and time liabilities, b) They are regpired to
submit periodical returns under Section 42(2) of Reserve Bank Act and Sectlons 10,18,20,23 to
27 etc., of Banl:mg Regulatmns Act.

Scheduied Co-operative Banks

. For the first time in 1965, the provisions of the Banking Companies Act were extended
to certain co-operative societies also. Accordingly all those State Co-operative Banks, Central
Co-operative Banks, and Primary Non-agricultural Credit Societies which have a paid up capital
: . and reserves of not Jess than one lakh rupees have been brought within the regulatory provisions
_‘ of the Reserve Bank. Consequcntly the name of the’ Bankmg Companm Act was changed into
- Banking Regnlahom Act. . _

(i) Non-Scheduled Banks

. The non-scheduled banks are those whlch have not been included in the second schedule
of the Reserve Bank of India Act. The reasons might be that their paid up capital and reserves
do not aggregate Rs.5 lakhs, or the affairs are being conducted in a manner which is prq;udlclal
‘to the interests of the depositors. Generally, the non-scheduled banks are smali mstltutlons
which restrict their activities to local areas, . .

These banks are not eligible for all the privileges of Scheduled banks. Yet there is no
exemption for them so far as the maintenance of their daily cash reserves in concerned. They
are permlttcd to keep the cash balances with them, but some of them voluntarily maintain
H . - the balances with the Reserve Bank of India. These banks are also eligible for concessional
1 - remittance facilities provided they have been included in the “approved list" under the scheme
of Reserve Bank of India. For such an inclusion, the non-scheduled bank must be. a company
. registered under the Companies Act and it must be transacting banking business in India. A
l non-schedu!cd bank is not entltled to the credit facility of the Reserve Bank.

’ C (iii) Licenced and Unlicem:ed Banks

The commerc:al banks in the country are also divided on the basis of licences to carry on
the banking business. The provisions for licensing are contained in Section 22 of the Banking
Regulations Act. The provisions are designed to ensure the continuance and growth of only
such banking companies as are run on sound lines. Those banks whose. functioning is unsound
should be weeded out and an indiscriminate floating of new banking companics should be
discouraged. . However, the provision for licensing has been used by the Reserve Bank as a
method for improving the working of individual banks rather than as mere restrictive measures. |
The conditions which a banking company has to fulfitt before becoming eligible to carry on
banking business are set out in sub-section (3) of Sec_22 of the Act. These conditions are as
follows: :

a)Capadtytopayﬂwdepositots- . o _ |

'I‘he capacity 1o ;my thc present or futurc depositors is a basic condmon for the grant of
license. Asmmbaz:mconmanymrequued to maintain liquid and other reali able assets
€ ~in the banl:s on the basis of which officers of the Reserve Bank can form an opxmon;-__:_' it §




solvency. Further the affairs of the company are not to be conductcd in a manner detrimental
to the mterests of its present or future dcposnors.

: b) No dlscnminatlon Abroad

If a banking company is incorporated outside India, the Govemment or law of that country

should not discriminate in any way against such companies. Further, such a foreign banking

~ company must comply with all the provisions of the Act in India.. If a company, at any time, fails
to comply with any of the above provisions, the company ceases to carry on banking- business
in India and the Reserve Bank may cancel the licence granted to such a banking company

iv) Forelgn Banks

The commercial banks are further divided into Indian and forelgn banks, dependmg on

whether they have been incorporated under the Companies Act in India or outside. The banks
having their incorporation abroad are now referred to as foreign banks. Until 1950, they were
called foreign. exchanage banks since they' alone transacted most of the import and export
financing business of this country. . o

v) Mérchant Banks or Banks of Deposits

The business of merchant bank is to render advisory services to entrepreneurs in setting up
_new industrial ventures, actirig as issue houses, organising and extending finance, etc. It does
not open an account for any member of the public and does not ordinarily issue cheque books
to its customers. In UK. and other western countries merchant banks have been operating for
the last 100 years. In India separate merchant banks do not exist. However, foreign banks have
been handling this business through a separate division for quite some time. The lead was taken
by the National and Grindlays Bank. Later other foreign and Indian banks have set up their
merchant bankmg dmsmns.

CHECK YOUR PROGRESS 1
List out _thc different types of banks.
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17.3 GROWTH OF BANKING IN INDIA

Banks constitute an 1mp0rtant segmcnt of the financial mfrastructurc in any country The
economic history of many countries reveals that economic development and the. growth of
financial infrastructure go hand in hand. Without the growth of the financial infrastructure,
there can be no development. In a majority of the countries including India, industrialisation
and the development of banking have been almost simultaneous. But one peculiar feature of
the development of banking in India was that it was starfed by business houses and was closely
associated with such houses. For example, the Central Bank of India was associated with the
house of Tatas, United Commercial Bank with the house of Birlas, the Indian Bank with the

Rajahs of Chettinad, Purjab National Bank with Jains, etc. One of the reasons that prompted-

nationalisation as to break such associations. The barks in India merely acted as depositors
of community savings and lent such savings to needy investors who were acceptable to them
aocordmg to certain criteria. They were mainly guided by the objectives of profit maximisation.

164 These business houses have established their banks'in developed: regions and developed sectors.
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L 3 They did precious little to take the banking system to areas-in the interior. Further, thcy did
littte to develop banking along new lines of mvestmcnt and productlon. '

‘When India took te economic planning immediately after mdependence, attention had to
be paid to the financial system. Without this, the pattern of savings and investment could not
be made to maximize the growth rate of the national income and bring about an equitable
distribution of such income. The planners made a systematic study of their functioning which

_reveaied the following features: -1} Although banking had been functioning in this country for
over a century, its area of operation was confined to port towns and urban centres. Rural and
interior areas of the country were practically neglected. Such a state of affairs facilitated the
undesirable flow of funds from rural to urban areas and from undeveloped states to comparatively
developed states. 2) The banks finance mostly, the wholesale trader and large and medium
scale industry. They had neglected the most important sectors of the Indian economy namely
agriculture, small scale industries and retail trade which contribute over three-fifths of the
national income. 3) The bank credit was mostly security-oriented and there was no watch over
large borrowal accounts. Banks did not pay attention to the real purpose of the borrower; or
actual end use of the money. Consequently banks did not promote growth with stability and

. social justice. The small farmers, retail traders, small industrialists etc., who could not offer
: _ adequate security were neglected by the banking sector. 4) Banks were mostly in the hands of
. . big industrial houses and a substantial part of the credit was given to units under their contro}
{ " 'and on preferential terms. This resulted in the concentration of economic power. 5) There were

©, regional disparities in the distribution of bank credit. -6) There was no mechanism in commercial

‘banks to ensure a close watch over the large borrowal accounts. Bank credit was mlsused for

" hoarding and spem]atmn Sometlmes there was diversion of credit. . '

The RBI, as leader of the commercial banks tried from tlme to time to impose some
discipline through credit controls, inspection, licensing policy étc. Steps were also taken to
open branches in unbanked centres, diversion of credit from trade to industry, provision. of
finance to smalt industries, preferential terms for exports credit and several other methods in
order to overcome some of the deficiencies discussed above. These measures did not yield the
desired results because of the conflict between social benefit and private profits. As a result the
Government introduced a scheme of "Social Control of Banking™ in 1967. It was later given a

Jegal framework under the Banking Laws Amendment Act, 1968.

e e

Soc.ialCnntmlol’Banks

Social control denotes a level of regulation either through policy measures or through
legislature enactments for the achievemnent of certain desired ends. Social control mainly aimed
at reducing the influence of property interest, professionalising the management of the banks,
etc. ' ' '

The salient featurés of the scheme are 1) che setting up of a national Credit Council to
bring about a re-orientation in the lending poiicies of the banks, 2) the appointment of non-
industrialists, as full time chairmen of ail banks, having deposits of Rs.25 crores or more, with
the previous approval of the Reserve Bank, 3) Prohibition of all advances and guarantees by -
bankers to directors and consumers in which they are interested, 4) setting up of a training
institute at Highest level to improve technical expertise of banks’ executives and 1nstxllmg asense
of mdependeme and mtegnty into the banking profess:on _

17.4 THE BANKING COMMISSION

The Government of India appomtcd the Banking Commission in February 1969 under the -
chairmanship of Sri R.G. Saraya. The terms of reference were related to the improvement of
the structure of commercial banks, their geographical and commerciat coverage, improvement
and. modernisation of operation' methods, management policies, cost and capital structure,

' recruitment of personnel and review of existing legisiations. The recommendanons on whxh
the gavcrmncm toak a final decision are summerised below: _ 165
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i) Banks, operating methods and procedures: The two recommendations which were not
accepted by the government of India relate to the establishment of a common inspection agericy,
for all banks and for the banking system. But all the recommendations pertammg to opcratlonal

, methods and procedures were accepted.

i) Speciallsul Tnstitutions: The government did not accept the rtcomme'ndation for the
establishment of a separate merchant banking institution. The recommendation for the setting
up of a specialised institution for consumer credit was also not accepted by the government. The
government accepted the findings of the Commission that there was no need for a spec:ahsed

- savings bank or a specialised discount house. -

Based on the récommendations of the Commission the Government accepted certain

reforms. For example, the Commission recommended that legal provision should be made to
protect all individuals who maintained accounts with banks in current, savings or fixed deposits

and also for the safe custody of articlesflockers. Suitable amendménts have been made to the.
- Banking Regulations Act to give effect to the above recommendations.

175 THE EMERGENCE OF PUBLIC S_ECTOR BANKS

The concept of the state sector in banking is not new to India. A number of such banks’

were started in the princely states of Mysore, Travancore, Sourashtra etc. But a real beginning
was made with the enactment of the SB.L Act 1955 which recommended that the business and
staff of the imperiat bank be transfetred to the State Bank of India. When the Act came into

" force in July 1955, roughly one-third of the total banking deposits aand one-third of the total

bank offices were with the S.B.1. and its subsidiaries. With the nationalisation of the 14 major

banks, roughly 85% of the Indian Banking in terms of deposits and bank offices came under _

the state sector. . Another 6 banks were nationalised subsequently on April 15, 1980. There
are now 20 public sector banks besides the State Bank of India and its subsidiaries covering

nearly 90% of the total banking busmcss in India. In 1969 the basis for the nationalisation.of. -
_ banks was that the banks should have more than Rs.50 crores of deposits. In 1980 banks hawng'

more than Rs.200 crores of - depos:ts were selected for nationalisation. The main consideration

for nationalisation of banks in the second phase was to speed up the implementation of the -

20 point econiomic programme by raising the share of the priority sector advances in the total

banking credit and ensuring, effective control over the 1mpicmentatlon of the credit polrcy in .

the bankmg system,

17.6 THE LEAD BANK SCHEME

Suggestions for the development of credit -and barking in the country on the basis of the
area development approach were first made by the Gadgil Study Group of the National Credit

.Council. The main idea tehind this was that depending on their field of operation znd location,

each commercial bank should be assigned a particular area where it coutd act as a pace-setter in.

. prowdmg credit and banking facilities, The group suggested that the unit of area to be adopted
for this purpose would be a district. ' All the districts in the country excepting in metropolitan’

aréas and a couple of union territories have been allotted for the development of the public

. sector and private sector banks - A lead bank has to assess the resources and potential for

exparision of branches and diversification of credit facilities in the district allotted to it. It acts

as a consortium leader, to invoke the co-operation of other banks. It has to keep in close touch

and maintain 2 liaison with other development agencies particularly the State Government so

that bankable schemes may be evolved and taken up for ﬁnancmg by commercial banks for the

economic developmcnt of the partlcular dlstnct.

1. 7 DEPOSIT lh SURANCE & ("REDIT Gi ARANTEE CORPORATlON

The Dep051t Insurance Scheme was started with a view o give a measure of protcctlon to

depds:tors particularly the small depos;tors, from the rlsk of loss of their savmgs msmg from_

YR




bank failurez. Such a measure is intended to infuse confidence in the minds of pcople and
facilitates the promotion of the banking habit and the.banking system. For this purpose the

Deposit Insurance Corporation was set up by an Act of the Parliament in 1962. In the wake

of social control measures initiated in 1968 followed by the nationalisation of banks, the banks

were expected to ensure an increased flow of ¢redit to small borrowers, who found it difficult to

have access to institutional credit. The Deposit Insurance Scheme ensures agtomatic coverage .
of deposits of all commercial banks in India. A similar coverage is also extended to deposits

of Co-operative Banks in certain states. The coverage was initially provided for Rs.1,500 per
depositor per bank, and has since been raised gradually to Rs.30,000. Under this scheme, 75%

of the total depositors and 99% of the accounts have been covered so far.

With a view to giving an impetus to the commercial banks for the extension of liberal credit
to small borrowers, a Credit Guarantee Scheme covering bank loans given to borrowers was
considered necessary. For this purpose, the Credit Guarantee Corporation of India was set up

. on 14th January 1971. It is an agency to provide a simple but wide ranging system of puarantee
for loans granted by credit institutions to small and needy borrowers.

CHECK YOUR PROGRESS - 2

List out the various schemes started in India in the banking sector.

S L L R R L R
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17.8 SUMMING UP

Commercial banks can be clasasified into various kinds like Scheduled Banks, Non-Scheduled
Banks, Foreign Banks, etc. A scheduled bank is one which is included in the second schedule
of the Reserve Bank of India Act, 1934. To be included in this schedule, a bank has to fulfil
certain conditions. These banks are eligible for certain facilities provided by the Reserve Bank
of India (RBI) and are also responsible to certain obligations. The banks which are not included
in this schedule are nonscheduled banks, Based on the licences to carry on the banking business
banks are cassified into licenced and unticenced. Depending on their incorporation in India
and outside, banks are divided into Indian and foreign banks. The banks which render advisary
services to the enterpreneurs, under writting the issues, etc., are called the merchant banks.

hr ]

The banking in India was fitst started by business houses with the profit maximisation
motive. Being privately managed, these banks had many deficiences and could not promote the ;
economic growth with social justice. In spite of the efforts of the R.B.I. the deficiencies could 4
not be removed. Then the Government introduced a scheme of social control of banking in 1967 '
for regulating the banks. The banking commission which was appointed by the Government in :
1969 had recommended on various aspects, like operating methods and procedures, etc., Certain .
recommendations had been incorporated in the Banking Regulating Act. With the enactment '
of SBI Act in 1955, the public sector banking has emerged in India. Later 14 banks in 1969
and 6 in 1980 were nationalised. . . _ _

Based on the suggestions of the Gadgil Study Group, the lead Bank Scheme was started.
Under this scheme, each commercial bank is assigned a prticular area in which it acts as a pace 167
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setter in providing credit and banking facilitics. With a view to giving protection to depositors
the Deposit Insurance Scheme was started in 1962 and for providing guarantee to the small
borrowers for the loans granted by banks, the Credit Guarantee Scheme was started in 1971,

179 CHECK YOUR PROGRESS : MODEL ANSWERS

1. Scheduled Banks, Non-scheduled Banks, Licenced and unhcenccd Banks, Forelgn Banks,
and Merchant Banks.

* 2. Different schemes started in the India banking sector are: .

i) Social control over commercial banks scheme
i) The Lead Bank Scheme
iii) The Deposit Insurance Scheme

v) Credit Guarantee Scheme

17.10 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS:

Answer the foliowing in about 30 lines each.

- 1. Fxplain the structural changes that have been brought aboot in Indian banking in recent -

years. Do you think that such changes have been useful to trade, commerce and industry?
2. Discuss the merits of the Credit Guarantee Scheme and Deposit Insurance Scheme. -
3. Briefly analyse the growth of banking in India since independence.

4. Explain the classification of commercial banks.

B. SHORT QUESTiONS
Answerthefol]owingihMlS[imdn:
1. Examinc the emergence of public sector banking in India,
2. Write down on _the following:
i) Deposit Insurance Scheme, and
ii) Credit Gurantee Scheme
3. Explain what is lﬂeant by "Schedunied Banks”

4. What alm:' the functions of merchant banks ?

5. Listout the terms of reference of the Banking commission. What are the two recommendatxons |

which were not accepted by the Government.

ol
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17.12 GLOSSARY

Lead '_nank Scheme

' Non-Scheduled Banks

Scheduled Banks

: It is a scheme in which each bank is expected to provide

financial leadership to other banks and financial institutions
located in the district alloted to it.

RBI Act. These banks are usually small in size and restrict
their activities to local areas, ' :

" : Banks which are included in the second schedule of the RBI

Act.

. Banks which are not included in the second schedule of the '
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India and to rcv;ew the progress made by them after nationalisation.

At the end of this unit, we expect you to be able to:

¢ cxplain the social control over banks;

s -describe the causes for the nationalisation of commercial banks;_and

o analyse the progress made by the commercial banks after nationalisation.

18.1 INTRODUCTION

Opinion was crystallised in favour of nationalisation as far as Centaral Banks are concerned.
But there are diverse opinions in case of nationalisation of commercial banks. The supporters
of nationalisation of commercial banks state that nationalised commercial banks would function
more effectively than those under private management. But the critics of nationalisation state

that the evilslike red-tapism and bureaucracy, that are associated with Government Departments

would percolate into commercial banks.

On the one hand it is argued that the highest degree of cooperation and coordination
between the central bank and commercial banks can be possible only when both of them are
brought under Government control. Those who are against nationalisation on the other hand
state that nationlisation of commercial banks should be the last but not the first step for this

purpose.

The supporters of nationalisatibn of commercial banks put forth their argument that legal
tender money and bank money should be under the.control of the state. They further argue that
al| fields of production including commercial banks shoutd be brought under the state control

‘where socialism is accepted as a desirable form of economic organisation of a country.

This unit explains the nationalisation of commercial banks in Ir_ulia' and their progress after
natiqnalisation.
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182 SOCIAL CONTROL OVER BANKS IN INDIA

There has been a demand for a long time from the leftist sections for nationalisation of
commercial banksin India. It is pointed out that Indian Commercial Banks neglected agriculture,
small industry, exports and the interests of weaker sections of the society. They provided finance

‘mainly to business, commerce and that too, to rich people. Over the three Five Year Plans, bank
credit to industry increased from 1479.2% during the Third Five Year Plan. Agricultural sector -

acccounted for only 2.1% of the total bank credit in March 1967 as against 64.3% in the case of
industry and 19.4% in the case of commerce. Thus it is clear that commercial banks were de

to finance agricaiture and small industry. The Fourth Five Year Plan was agricultural oriented
and the agricultural sector required huge national resources. In this connection, the cooperative .

banks which were entrusted with the task of providing agricultura finance failed in discharging
their responsibilities. Against this background, Government was thinking of nationlising the
Indian commercial banks. -

Mr. Morarji Desai the then Deputy Prime Minister, made a statement in Lok Sabha on
December 14, 1967 imposing social control over banks. The objective of social control was to

_prevent monopolistic trend, concentration of economic power, misdirection of resources and

to make banking system Serve our socio-eCOnOmMiIc objectives. Thus the basic goal in imposing
social control was to achieve the social ends that nationalisation could secure withont taking
over the banks into public ownership. '

Consequenty National Credit Council was set-up on 22-12-1967 to assess perodicatly available
resources of credit and to ensure its equitalble and purposeful distribution among the several
sectors by keeping. national cconomic development inn view. This council assessed the demand
for bank credit, determined priority for the grant of loans, coordinated lending and investment

policies of commercial and cooperative Banks. :

- Another step in this direction was the enactment of the Banking Laws (Amendment)

" Act of 1968. This Act provides for reconstitution of Board of Directors with majority of the

directors from among non-industrialists and persons from agriculture, cooperatives, economists,
accountants, lawyers, etc. .

183 NATIONALISTION OF COMMERCIAL BANKS IN INDIA

The working of social control during the short period did not contribute to the attainment

of its goals. The lending poticies did not show any phenomenal change. The crisis of planning
was deepened. The Prime Minister felt that only public ownership of banks would contribute
to the most effective. mobilisation and develonment of natural resources and their utilisation
for productive purposes in accordance with ot plans amd priorities. The then Prime Minister
Mrs. Indira Gandhi, after assuming the finance portfolio in a dramatic manner, announced

the nationalisation of 14 major scheduled commercial banks on July 19, 1969. An ordinance -

was promuigated on the night of July 19, naticnalising 14 leading scheduled banks each having
deposits of Rs50 crores and more. Consequently the Banking Companies (Acquisition and
Transfer of Undertakings) Act of 1970 was passed. The 14 Nationalised Banks are Aliahabad
Bank, Bank of Baroda, Bank of India, Bank of Maharastra, Canara Bank, Central Bank of

India, Dena Bank, Indian Bank, Indian Overseas Bank, Punjab National Bank, Syndicate Bank,

United Bank of India, United Commercial Bank and Union Bank of India

Nationalisation was considered necessary for the achievement of the objectives of social
control, (1) Removal of control by a few. (i) Provision of adequate credit for agriculture, small
industry and exports, (i) Giving of professional bent to bank management (iv) Encouragement
of new classes of entrepreneur, (v} Provision for adequate training as well as reasonable terms
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Later the Government nationalised six more commercial banks on 15th April, 1980 viz.
(1) Andhza bank (2) Corporation Bank (3) New Bank of India {4) Oriental Bank of Commerce
(5) Punjab and Sind Bank (6) Vijaya Bank.

CHECK YOUR PROGRESS -1 _
List out ‘objectives of nationalisation of commercial banks in India.

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

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

18.4 PROGRESS OF COMMERCIAL BAN KS AFTER NATIONALISATION

Nationalisation of banks changed the complexion and dimension of commerciai banking
in India. It helped to hasten the pace of geographical and functional diversification. The
new dimensions piaced varying tesponsibilities on the shouiders of commercial banks such as
_expansion of branch offices in unbanked and remote rural areas on 2 massive scale, meeting the
credit requirements of export sector, agricultural sector, small scale sector, cottage and rural
industries, self-employed persons, artisans, weaker sections of the society, small traders and
other persons of small means. This progress is discussed under the following heads: -

i) Branch Expansion

‘Branch expansion programme of commercial banks is very significant for fulfilling the
. socio-economic goals particularly bafanced development of various parts of the country. Impressive
progress of commercial banks in increasing their branch net work and diversifying their activities
has brought about a wider, special and functional spread of banking facilities in the country.
‘After nationalisation the traditional concentration of banks in and around urban centres has
turned in favour of a wide dispersal of branches in semi-urban, rural, backward and unbanked

dareas.

Nationalised banks launched a massive branch expansion programme for which there is no
parallel in banking in any country. Growth of branch offices is shown in the following table.

June 1968 June 1983
Number of % to ' Number of " % to
o bank branches .. total bank branches total
- Rural ' 1,832 000 22 22,618 . 53.8
Semi-urban . 3322 o 40.2 9,036 21.5
Urban 147 175 5575 133
Metropolitan 1,661 Y. 4,787 - 114
Tota] . 8,262 C 100.0 42,016 _ 100.G

Dunng the 14 years of natlonahsatlon (Upto Junc‘1983) banks opcned a record number
of 33,754 branches of which 21,117 were ir'rural-areas. “The national average per bank office
which was 65,000 at the end of Junie, 1969:dediniéd to 17,500 by June, 1982. However, a lot
of effort is still to be made in this direction: ‘by op¥hing more and more number of branches in

Fe




ii) Deposit Mobilasation

Another area of progress of banks is acceleration of deposit mobilisation. Alongside the
- geographical expansion, functional diversification took place. Consequent upon the massive
efforts taken by banks, deposits increased from Rs. 4,646 crores (in June 1969) to Rs. 53,566
crores (in June, 1983). Deposit mobilisation efforts by banks still fall short of the needs of
the present economic environment. There is vast scope for mobilising deposits from different
sections of the economy, particularly in the rural areas. Most of the deposit mobilisation schemes
are now tailored to the convenience and preference of urban depositor, neglecting potential
-rural depositor. The banks have to tailor the scheme to match the convenience, preference and
the needs of the rural depositor to be able to exploit the untapped rurai savings. Besides this,
in a vast country like ours, the requirements and preferences of various groups of people in
{ different areas undergo periodic changes. The banks have to change their schemes in the light
of every emerging situation,

The success of any deposit mobilisation scheme would very much depend upon the

. personalised services of the staff of rural branches. Integration with the ‘rural community,

participation in local activities and development of personal refations by the bank staff will

‘enable the bank to tap the rural savings. But the present bank staff with an urban cult and little

knowledge about rural areas is unable to deal with the customer properly. The banks should
give preference to rural orientation in their recruitment policies. :

i) Agricultural finance

~ Commercial banks entered upon undertaking agricultural finance in the year 1967-68

. almost from scratch. But emphasis was laid on agriculturai finance only after nationalisation of

commercial banks in the country. Several measures were taken to bridge the credit lacuna in

agricultural sector viz, Lead Bank Scheme, Area Approach, Differential Interest Rate Scheme,

Village Adoption Scheme, financing through Cooperatives, Small Farmers Development Agency,

; Marginal Farmers and Agricultural labourers Agency, Organisation of Farmers, Service Societies,

C : setting up of Agricultural Finance Corporation, sponsoring Regional Rural Banks etc. As a

result loans granted by commercial banks to agricultural sector increased from Rs,162.33 crores

(by the end of June, 1969) to Rs. 5,269 crores (by the end of March, 1983). Increased bank
advances to priority sectors are as follows.

Rs. in crores
June June "~ March
i 1969 1981 - _ 1983
H 1. Agriculture : 162 441 5,269
i 2. Small Scale Industries 251 : 3,515 4,480
3. Road & Water Transport '
Operators 55 820 ' -
4. Retail Trade and Small Business : 19 752 -
5. Professional and Self Employed . 2 220 -
6. Education - 08 12.6 -

But habitual defaviters had been financed to reach the credit targets. The commercial banks
are tempted to take the easy course of lending to well-to-do farmers instead of catering to the
needs of the marginal and small farmers and thus adversely affected the object of nationalisation.
It is not cnough just to spread the branches to rural areas. What is needed is 2 change in the

attitude of the banks towards the agriculturists and a total involvement of the banks in the
agricultural economy with a determination to help in overcoming the agricultural problems.

 What is significant here is to improve the quality of service and bring the agriculturists into
the fold and then to guide small and marginal farmers in the utilisation of credit, Besides the
bl abdve impediments in agricultural finance, the staff of _commercial bank branches in rural areas 173
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are not keen on doing the filed work. Even agricultural graduates prefer to be posted in cities

and urban centres. :
i) Siall Scale Industry

Small Scale Industries play a pivotal role in our economy as they contribute to balanced
development of different regions. Commercial banks have been financing Small Scate Iridustries
basing on the guidelines of the Reserve Bank of India which stipulate three categories of
small scale units viz., (a) artisans and village cottage industries, (b) small industrics in the tiny
sector, and (c) large size small scale uriits. Commercial banks, financial assistance to small scale
industries increased from Rs. 251.10 crores (June 1969) to Rs. 4,480 crores (March, 1983).

There are some problems in increasing the financial assistance to small industries such as
absence of accepted accounting procedure, incomplete feasibility reports, etc. Most of these
problems canfiot be solved until Bankers adopt a constructive attitude which would facilitate
the attainment of the social objecives of bank nationalisation. So the bankers have to consider

~ the technical soundness, commerciat feasibility, financial profitability, managerial competence

and socio-economic viability of the project rather than emphasising on security and procedural )
formalities. Ariother problem is that bankers are niot familiar with the technical aspects and
technology of the industries on the basis of which they are asked to provide finance. Bankers
may have to depend upon various technical agencies in addition to employing technical experts
in financing smatll scale industries. : .

Commercial banks are also facing problems such as absence of awareness and confidence
on the part of rural and cottage industialists and artisans in the country-side regarding the
éestablishment of industries and. their unorganised nature. In addition, rural industrialists
experience problems relating to absence of continuous supply of raw materials and potential
market facilities. Herice banks have to help the industrilists in setting up of the units, i securing
raw material and in finding out marketing facilities in addition to providing required finance in
right time on favourable terms and conditions.

The chronic problem associated with financing of small industrial units is that of their
growing sickness. Consequently the banker is facing the problems like mounting overdues and

* poer recoveries. The efforts adopted by bankers in this direction did not prove effective. It is
.essential that bankers evolve a system of monitoring the accounts to check sickness at incipient

stage and for taking prompt action. The bankers may also adopt the measures like revamping of
management of the units, offering concessions such as lowering of interest rate and reduction

in margin, rescheduling of repayment of loans and the like,
. k. ]

v) Self-Employment

Banks have also been helping self-employed persons as a part of their priority sector lending.
Bank advances to self-employed persons increased from Rs.2 crores (June 1969) to Rs. 220
crores. (June, 1981). To help the self employed or an entrepreneur, the bankers have to spend a
little more time outside their offices trying to acquaint themselves with the small enterpreneurs
and assessing their financial needs. This movement should gather momentum and reach out to
the entrepreneurs in all walks of life and take care of their variety of financia! and non-financial
needs including management of the project. But the young unemployed seeking help under
this scheme and enterpreneurs have been facing a variety of problems due to commercial and
unsympathetic attitede of bankers. Bankers in order to heip the disappionted young unemployed

‘have to give up their time consuming procedural foninaiities, liberatise the ferms and conditions

to solving their problems sympathetically with realistic and practical approach. Bankers should
also provide right quantum of finance in right time besides helping with non-financial services
like specialist advice, nursing the projects, etc. ' '




vi) Assistanice to Area Priority Sectors

a) Transport Operators

Under the scheme , a [oan may be given to an individual or an association (not more than
six individuals) owning and normally operating by himself or themsetves a transport vehicle hired
for carrying goods or passengers. The definition of transport vehicle also includes Rickshaws,
Carts, Boats, Steamers and Launches. The loan may be granted upte Rs.1 lakh for meeting

expenses relating to repairs, taxes, overhaul of the vehicle. Bank advances to road and water .

transport operators incresed from Rs. 5.5 crores in June 1969 to Rs. 820 crores in June, 1981.
b) Retail Trade and Small Business

Individuals, firms or cooperative societies engaged mainly in trading activities other than in
fertifizers and with an annual turnover not exceeding rupees one takh are eligible for loans under

this scheme. Loans granted by banks under this scheme 1ncre:sed from Rs.19 crores (June,1969)
to Rs.752 crores (June 1981y

¢) Assistance to Education

Banks have also been rendering their financial assistance for the spreading of education

on priority basis. Banks, financial assistance to education boosted up from Rs, 0.8 crore to Rs.

12.6 crores from June, 1969 to June, 1981.

The commercial banks have to strive further with all smcemy to achieve the objccwes for

which they have been nationalised.

18,5 SUMMING UP-

The Indian Commercial Banking system had not played its proper role in the planned
economic development of the country. Small industrial and business units were ignored. The
commercial banks could not finance the agricuttural sector adequately. Small business units,
. exports units, etc had beén continuously ignored. To over come this situation, the Social Control
over commercial banks was introduced. As this social control could not attain its objectives, the
Government has gone for nationalising the commercial banks. So far 20 banks (14 in 1969 and
6 in 1980) were nationalised in India. The main objective of nationalisation of Commmercial
Banks was to mobilise and utilise the financial resougces for productive puposes in accordance
the plan priorities. After nationalisation, commercial banks achieved a very good progress in
terms of branch expansion, resource mobilisation, provision of finace for agriculture and priority
sectors, etc.

186 CHECK YOUR PRoGREss': MODEL A_NSWERS

1. i) to remove the ownership and control of banks in a few hands
ii} to moﬁilise resources | |
iii)  to provide adequate c‘redit for agriculture, smali industries.
iv) to professidnalisc the banks, managements
v} to utilise the resources in accordance with the social objecives of the Five-Year Plans

vi) to providc reasonable terms of service to the bank staff.
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18.7 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS _ _
. Answer the following in about 30 lines each:
i. Explain thé progress made by nationalised commercial banks in India,

2." What are the causes of nationalisation of commercial banks in India?

B. SHORT QUESTICGNS
Answer the following in about 15 Imes each:
1. Explain the objectivcs of social controf over banks,
Explain the progress of branch expansion of commer(:lal hanks.
Explain the problems faced by commercial banks i in financing small scalc industries,

What are the arguments for nat;onahsatlon of commercial banks ?

LA

Explain the assistance of commercial banks to the priority sectors.

18.8 RECOMMENDED BOOKS

1. Johsi N.C. : Indian Banking

* 2. Panandekar S.G. i Banking in India

18.9 GLOSSARY

Nationalisation : It is a process by which the Government assumes controf of
_ orgamsatwns operating in the pnvate sector.
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19.0 AIMS AND OBJECTIVES

This umt attempts to explam the estabhshmcnt management functions and progress of
the State Bank of India (SBI).

At the end of this unit, you will be able to :
s explain the establishment of State Bank of India;

» explain the functions and objectives of the Bankﬁ and )
o analyse the progress of the Bank in different fiehds. i

19.1 INTRODUCTION

In India the public sector banking emerged with the establishment of State Bank Sf India.
It was established by nationalising the Impe_rial’ Bank of India. State Bank of India with its
subsidaries is playing a significant role in the planned development of our country. This unit
explains the establishment, functions and significant achievements of State Bank of India in
detail.

19.2 + ESTABLISHMENT OF STATE BANK OF INDIA

The Imperial Bank of India was instituted by the amalgamation of the three presidency
banks of Bombay, Calcutta and Madras in}921. It was governed by the Imperial Bank of India
Agt, 1920 which was amended in 1934. H gccupied a pivotal position in the banking industry by
virtue of its large resources, business and branches. Out of the total deposits of all s¢heduled
banks by the end of 1954 the share of Imperial Bank was 24.5 per cent.

Before the establishment of Reserve Bank of India (RBI), Imperial Bank acted as the banker
te the government, custodian of government funds, bankers' bank, clearing house, etc. Although

‘'there was a change in the status and working of the Imperial Bank after the establishment of

Reserve Bank of India in 1938, it did not lose its prestige as it acted as an agent where the
latter had no branches. . :

b .
.Government was thinking of nationalising the Imperial Bank from 1947 itself. The Rural
Banking Enqmry Committee, howeveér, expressed against nationalising the Imperial Bank and
recommended certain measures of control over the bank. But the Government took the
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historic decision of nationalising the Imperiat Bank on 20th December, 1954 on the basis of the

" recommendations of the Committee on All India Rural Credit Survey appointed by the R.B.1. An

important recommendation of the committee relates to the setting up of "State Bank of India as

one strong, integrated, state partncred commercial banking institution with an effective machinery
of branches spread gver the whole country for stimulating banking development by providing
vastly extended remittance facilities for cooperative and other banks and followaed a policy which
would be in effective consonance with the national policies adopted by Government without
departing from the principle of sound business.” The Government accepted the recommendation
and established the State Bank of India on 1st July 1955 by nationalising Imperial Bank of
India. The State Bank of India (subsidiary banks) Act was passed in September 1959 and in

course of time 8 major 8fate associated banks were amalgamated with the main Bank or its -

subsidiarics. They are: Bank of Saurastra, Bank of Patiala, Bank of Bikaner, Bank of Jaipur,
‘Bank of Rajasthan, Bank of Indore, Bank of Baroda, Bank of Mysore. State Bank of Hyderabad
and the Travancore Bank.

193 OBJECI‘IVES AND FUNCTIONS

The mportant functions and objectives of the Bank are explained below;
i) Functions of the Bank

The functions of the bank are specified in Section 33 of the Act lmportant among them

1. To act as an agent of the Reserve Bank of India at all places in India wherc the State Bank

hasabrﬁmchhnthcre;snobrmhofmeﬁankmgbepamnentoﬁhe Reserve Bank to
pay, receive, collect and £emit money, bullion, and securifies on behalf of the Government
of India and transacat any other business which the Reserve Bank may entrust to it from
time to time.

2. To advance and lend moncy and to opern cash credits upon the security of stocks, title to

goods, shares and debetures.

3. To sell and realize the proceeds of sale of any promissory notes, debentures, stock receipts,
beonds, stocks, shares, securities of goods or documents of title which have been deposited
with or pledged, hypothecated, assigned or transferred to the State Bank as security for

- such advances, loans or credit which are held by the State Bank or over which the State
Bank is entitled to any lien or charge in respect of any loan, advance, credit or claim of
the State Bank and which have not been redeemed in due time.

4, To draw, acocpt,' discount, buy and sell bills of exchange and other negotiable instrument&' '

5. To invest funds of the State Bank in any of the secunt:cs and to convert the same into
money when need arises to do so,

6. To issue demand drafis, to affect teiegraphic transfers and other kinds of remittances made
payable at its own offices, to purchase drafts, telegraphic transfers and other renuttances,
to make, issue and circulate letters of credit to the bearer on demand. :

7. To buy = 14 sell sitver and gold. ;

- 8. To receive deposits and keep cash accounts. .

9. To receive all kinds of bonds, scripts, fitle deeds or vahlables on deposit or fur safe custady:

10. To sell and realize all property, whether movable or immovable, which may come intc the
possession of the State Bank in satisfaction of its claims and to hold any right, title or
interest in mypropertywhichmaybcﬂleStateBamfsmmtyforanyloanmadvm
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11. To act as agent of any cooperative bank which is registercd under any law in force.

12. To underwrite i issues of any stocks, shares, debentures or other securltles in whlch the State
Bank is authorised to invest its funds under clause (5) above.

| 13. To transact pec:miar-y -agency business on comnﬂssion.

14. To administer whether jointly with other persons or alone estates for any purpose whether
as exeqor, trustee or otherwise.

15. To draw bills of exchange and grant letters of credit payable out of India.

16. .To buy bills of exchange payable out of India at any'usancc not exceeding 15 months in
the case of bills relating to the financing of seasonal agricuftural operations or six months
in other cases, .

I.’?. ~ To borrow money for the purpose of the business of the State Bank to give security for
money so borrowed by plcdgmg assets or otherwise.

18. To advance or lend money to or to open cash credit in favour of any company having rupee
share capital or any cooperative socicty registered under any law in force, for the purpose
of averting the winding up of the company or society or where any such company is being
wound up for the purpose of facilitating such wmdmg up for any period upon the security
ofthe assets of such company or society.

19. With the approval of the Reserve Bank, to subscrﬂ)é to buy, acquire, hold and. sell any
shares in the capital of any banking company and to form and conduct any such banking
institutions, a subsidary of the State Bank or in any other manner.

20. To subsidise from time to time the pension funds referced to in section 8 if necessary.,

21. To do any other kind of business which the Central Government in consultation with the
Reserve Bank and on the recommendations of the Central Board, may authorise.

22. To perform functions entrusted to or required of the State Bank by thJs Act or by oy
other law in force Tor the time being. .

23 General!y, to do all such matters and things as may be mmdcntal or subsidiary to the
transacting of the various kinds of business, 1nc1udmg forczgn exchange busmess herein

specified. : _ b
i) Objectives |

: The main objective in nationalising the :mperial Bank was to spread banking facilities
through the establishment of a large network of branches over the country. According to the
State Bank of India Act, the bank had a statutory obligation to apen 400 new branches in the
rural, semyi-urban, and binbapked. areas during the First Five Years of its exaistence or such
extended period as may be permitted by the bank. The motto behind this expansion is to serve
the unbanked areas of the country. In this connection, the bank created a speciat fund known
as the "Integration and Development Fund”. This fund is created with the dividends due to
R.B1I, the contributions of the R.B.I. and Central Government. The fund will be utilised for
meeting the losses in excess of such yearly sum as may be agreed upon between R.B.I. and S.B.L
and attribiatable to the additional branchqs established in pursuance of the provisions of the
the State Bank of India Act and such other losses or expenditure as may be approved by the
Central Government in consulation with R B.L

; : S.BJ was expected to operate its actmtjes in confonnity with the broad economic policies
jt . of the Government. Another important objective of the Bank is to promote the agriculture
: . finance ang to satvc t@ problems of the e:ﬁ::lmg system of agricultural finance. In addition 179
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the bank aims at providing special facilities for the training of the personnel of the bank and
imparting k:mwledge on cooperative principles.

The bank is expected to help the Reserve Bank in its credit policies and check any monetary
disequilibrium that is likely to develop in the money market. .

CHECK YOUR PROGRESS - 1

List out the objectives of State Bank of India.

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

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

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

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

19.4_ PROGRESS OF THE BANK

At the time of establishment of S.BL, two responsibilities were placed on ‘its shoulders.

Firstly, the State Bank has to enstire smooth transformation from profit secking commercial

banking to a truly national institution to serve the cause of the country. Secondly, it was

' required to undertake such developmental activities which do not normally include in the
" business of commercial banks. S.B.1. made a commendable progress during the 29 years from

its inception in different spheres of the economy. There was phenomenal change in the aptitude
and outlook of the bank towards the nation at large. It has become a pioneer in the entire

* banking industry. It has also developed itself as a model bank to all other commercial banks

in the country in contributing to the attainment of socio-ecoriomic goats of the country. The
significant achievements of the S.B.1. can be summarised in the areas of branch expansion,
deposit mobilisation, advances to priority sector like agriculture, small scale industries, export
finance, establishment of merchant banking division, innovative banking, etc.

i) Branch ¢xpansion

The objective of the bank during the days of its establishment was to open 400 branches
within 5 years of its establishment. The bank achieves! this object well in time. Since then it

has been opening its offices in rural areas, semi-urban, unbanked and under-banked areas. The -

number of branches in' India increased from 466 at the end of June, 1955 to 3,072 in 1974.
Further this number increased to 6,434 by the end of June, 1983. Total number of branches of
associated banks were 3, 057 by the end of June, 1983.

i)y Deposit Moblllsaﬂon

The State Bank of Indla has formuiated several innovative schemes for deposrt mobilisation.
Further its vast branch network is an added advantage for accelerating the deposit mobilisation
by the bank. The bank’s ::3gregate deposits increased from Rs.188 crores in June, 1955 to Rs.
2,237 crores by the o+, ° 1973, A substantial amount of these deposits were mobilised from
rural and semi-ush arews These deposits further i+ -2ased to Rs.. 13,541 crores by the end
of October, 1983. Qut of this, term deposits amounted to Rs.10,799 crores. This reveals that
time deposits form a significant portion of the total deposits of the bank. Aggregate deposns
of the associated banks stood at Rs. 3,452 crores by the end of October, 1983. :

ey

<




ili) Advances

The Bank’s total advances increased from Rs99 crores at the end of 1955 to Rs.1,582
crores at the end of December, 1973. The bank's share in the total credit of all scheduled
commercial banks stood at 23(excluding investment in Government securities) increased to Rs.

11,825 crores by the end of November, 1983, The share of advances of SB.I and its associates

forms 31.84advances of all scheduled commercial banks by the end of November, 1983.

The Bank has been the major institution providng finance for short-term and medium-term
for the agriculture, small scale industries medium and large industries, weaker sections of the
society, etc. Normally commercial banks do not enter into medinm-term financing but S.B.I

' was allowed to provide medium-term finance to industries.  Certain industries like, Iron and
‘Steel, Engineering, and Fertitisers and Chemicals got major credit finances from the Bank.

iv) Export Finance

The Bank’s role in the field of export promotion includes export financing, exploring and
developing new markets for Indian exports, both traditional and non-traditional. The Bank
maintains an information service for its customers on export possibilities of varions commodities,

The Bank also circulates information to the Indian exporters and tmporters.. The Bank also’

established the International division in Bombay in 1970. This division seeks to bring together
the Indian exporters and foreign importers by means of the information supplied to them. The
Bank also assists in securing loans in foreign qurrency. o : '

v) Lead Bank Scheime

~ Under this Scheme, 96 districts were allotted to the State Bank and its subsidiaries and
detailed survey reports were completed about almost all the districts. The State Bank group

“has been allotted 208 centres in. its 69 lead districts and 224 centres in the lead districts of

other banks. The State Bank group conducted action oriented studies of a much smaller and
more manageable area to enable it to draw up a specification plan for meeting credit needs of
various economic activities in the area. The Bank has also taken up varions studies in all the

community development blocks in the lead districts alloted to it.

vi) Sm_alll. Scale Industries

‘A scheme for financing smajl scale industries was formulated by the State Bank immediately
afier its inception. The scope of the Bank’s scheme was extended in 1960 to cover the grant of

term loans for purchase of fixed assets. In addition the bank decided to go out to the prospective.

borrowers through a system. of surveys in coordination with the state governments so as to
overcome the psychological inertia on the part of small scale industrialists and meet their entire

credit requirements. Thus it offers a package of credit covering the entire Tequirements of the

borrower at liberalised terms and conditions.

Specialised and competent staff were appointed in those branches where small scale financing. .

is largac. At these branches a local working group comprisng representatives of the Small

Industries Service Institute, Cooperative Banks and the National Small Industries- Corporation

is in operation. Coordination committees are formed at the local head offices, with the

representatives of state level agencies or departments.
" The Bank also introduced the Entrepreneurs Scheme in 1967. Under this scheme

importance is givenr to the competent entrepreneur -and technical feastbility and economic -

viability of the project. The Bank also introduced Rural Industries Project in 1969 to help
small artisans. The Bank is also actively associated with the half-a-million job programme
sponsored by the Government for the educated unemployed. The Bank started implementing
the recommendations of its study team from 1975 on all aspects of small industry financing
which aimed at improving the qualitative aspects of financing, implementing and nursing the
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Bank’s assistance to sinall scale industries increased from Rs.10 lakhs at the end of 1956 to
Rs.251 crores at the end of 1973, This amount further boosted up to Rs.1490 crores (including
that of associate banks) by the end of June, 1983. By the end of June, 1983, the total number

. of small scale units benefitted by the S.BI and its associate banks are 3,61,536 and 1,40,651

respectively.
vii) Agricultural Finance

Ttie Bank grants direct advances to farmers for all agricultural activities, with a view to
boosting up agriculiural outpot. The bank mainly considers the progress of the farmers and the
economic viability of the sachemes. I :

The Bank introduced the schemes for small farmers and farm graduates in 1969, The first
scheme is designed to help the small farmers in making their farm viable by providing loans
and advances. Loans are granted on the basis of group borrowing. In this scheme the Bank
primarily insists upon group guarantee without insisting upon any other security. The Farm
Graduate Schemte seeks to extend credit to technically qualified personnel particulariy. graduates
in Agriculture, Dairy Science, Agriculfural Engineering, etc. : _

The Bank’s strategy for financing agricultural sector was reviewed during 1971. The Bank
decided shift from scattered lending to intensification of the area approach. An important
feature of the strategy was to select intensive centre. Preference was given to backward areas.
Agticulturat Development Branches (ADB) were st up at such centres. Total direct assistance
of the S.B.L group to agriculture increased from Rs. 176 crores to Rs. 1634 crores by June,
1983. Similarly, indirect finance provided by the Bank increased from Rs. 65 crores to Rs. 386
crotes by June 1983, Totai number of beneficiarjes were 47,18,226 and 72,304 under direct and -
indirect financing respectively by June, 1983, :

vﬁi) Agricultural Development Branches -

The Bank has opened agricultural development branches at selected centres in the entire’
country in order to provide credit to farmers intensively. These branches were opened in
backwardiand underdeveloped areas particularly in SF.D.A/MF.A.LA. districts, and also in
areas covered under special agricultural development programmes formulated by the State -
Government, By the year 1977 the Bank’s group had opened 314 agricultural development
branches. These branches provide credit to agriculturisty in about 100 villages by way of crop
loans, investiient loans and also to meet other needs. Finagce is also provided for allied activities
to agriculture like dairy and pouitry in order io providé a subsidiary means to the farmiers.
Finance is aiso provided for the construction of godowns, transport facilities and marketing of.
crops, etc. :

ix) Village Adoption Scheme

Village Adoption Scheme was formulataed by the State Bank. This scheme is mainly
implemented in rural and semi-urban areas. According to this scheme, a branch adopts a few
villages for intensive and integrataed financing to farmers for meeting various requirements.
All the villagers in these adopted villages are to be financed by the bank for their various
requirements. A system.of group guarantees has been instituted in case of non-viable farmers.
The Bank also provides finance for allied activities in order to raise the incomes of small farmers.

%) Financing of Primary Agricultural Credit Societles

- In-addition to providing direct finance to farmers ihe Bank also provides finance indirectly
182 through primary credit societies. . e
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xi) Financing Lsnd Mortgage Banks
ﬂmbanksass:stamemlandmongagebankmsofﬂlrcctypesm,

L Subscnpﬂontothedebmﬂ:mmuedbyﬁmomtrallandmoﬂgagebm
2. Granm)gadvamesontlusecmnyofmhdebcntmuand B

3 prMNanﬁnmagmmdatlon to central land mortgage banksagamst B

--:--Govermentgnarantee.

'_memanBusimnmee

~ 'The Bank has formulataed its policics for meeting the credit needs of the small borrower
engaged int other economic activities such as distribution, transport etc. Loans granted by the

1983.
xiif) Employment—()rlented Lending

‘The Bank was the first to bmmiatc employmcnt-onented lendng scheme to ﬁnanoe on -
concessional terms to technically qualified or experienced persons to set up small industrial units.
* Similar schéeme was also extended to Agricoltural Graduates. This decision was taken in 1971 -

to lend to promote employment opportunities. The schemes such as Entreprencur Scheme,
Farm Graduate Scheme and Scheme relating to Agro - Service Centres were implemented more
vigorously. New schemes were devised for doctors, dentists, engineers and other. graduates.

~ Initially, the emphasis was laid on self-empioyment: In due course, the policy was modified
" to cover sclf-employment/additional employment on account of expansmn and removal of-

under/partial employment. -

. -xiv) Differential Merestllate Sacheme

This scheme was introduced in August, 1972, Bank’s advances under this scheme increased
from Rs3.9 crores to Rs.124 crores durmg ‘December 1973 to June 1983. This scheme resuits

" in the generation of gainful economic activities. Loan is granted on reasonable terms and _
conditions under this scheme. Total beneficiaries under this scheme were '14.37 lakhs by the -

end of June,1983.

' xv) Merchant Banking Division

State Bank set up the merchant bankmg dms:on in 1972 and the dmaon was properly -
organised in June, 1972, This division in' addition to serving the clients, helps the small and

medium- entrepreneurs who wish to set up industrial enterprises and enter the capital market

for the first time. This division assisted technocrats and new entrepreneurs who did not. know

how to deal with financial planning, capital structure, pul_:l_n: issues, etc.
xvi) Innovative Banking : Sl e

Bank’s group to small businessmen mcreased from Rs. 32 crores to Rs. 630 crores by June. _

Banks like other institutions have to strive to respond effectively to the changing needs _

of the society. The State Bank in recent years initiated: measures to. generate a proper climate
within the organization for social responsiveness. The measures are intended to a) bring to bear
social orientation on the part of Bank's employees in operating situations, bj encourage the
staff to develop operating units at local institutions,and ¢) persuade and mpport the employees
for a greater political involvement ‘in comimnity affairs.

Thus, the State Bank of India has taken up a number_of innovative schemes and it has :

also been continuing this task with a view to contribute to the sacio-economic welfare of the
members-of the country. - :
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195 SUMMING UP

SmmekofmdmwasstarwdeSSbymhmlangmmpmalekofhmm
mhngasﬂwaaemokaLﬂperfomsallﬂwoommmﬂbmkmgﬁmﬁmm,mmeem
deposits, advancing and lending, making investments and so on. Apart from these normal
muomltﬂmummmmmmmmmmommmm
acquires and sefls shares in the capital of any banking company with the approval of RBL Thus,
it has wide range of functions to perform. The important objectives of the bank are to expand

bmlwsmmﬂwunbmmedmmmamMMmmnfomnymuwm

polmes of the Government, etc.

Thebankhadmadeaagmﬁmmmmdlﬁmemwlmcsofﬂrmomy 'lhebank's
adﬂmmcntsmd:ﬂmntmnﬂnﬂebmrhmomdwmmwvmw
priority sectors like agriculture, small-scale industries, exports, etc, Inaddmon,mebmkalso
hadtakenupmerchantbanknubuanessandmanymatwcsclwmesmbmm :

19.6 CHECK YOUR PROGRESS MODEL ANSWERS

1 'I‘heunpormnobgectwesofSlntacBankoflndmare
i) Bramhmmonmprwndebanhngfauhuesmunbmkcdmoﬂmm

ii) Toopcratertsacﬂwhesmconformstyw:ﬂmdzceconmmc_pdmsofﬂu Government.

jiii) To promote agricultural fikance, _
iv) To help the RBI in impicmeting its credit policies.

197 MODEL EXAMINATION QUESTIONS

A ESSAY QUESTIONS |
" Answer the following in about 39 lines eack:

1. Describe the progress made by State Bank of India. _

2. Explain the important objectives and functions of State Bank of India.

nsubnT'QUEs'nous
mmmmmumm
1 Mmﬂwmsesofnaﬁmﬁmhonoflmpuﬂ&nkoﬂﬁm |
2. Explain th: establishment of State Bank of India.
3 McnuontheobjectwesofStateBankofMa.
5, Wmﬂnmmadebysmwhmko{mmthemmﬁnm

" 7. What is Village Adoption Scheme ?

'8 Explain the assistance of State Bank of India to small scale industries.

i




198 RECOMMENDED BOOKS ..

1. Joshi N.C. . Modern Banking

2 Panandekar S.G. '+ Banking in India

3 RBI ' o : Report on Currency and Banking.
4. State Bank of India - AnnualReports |

199 GLOSSARY

Lead Bank Schesme ":Itlsaschememwlncheachbanknsexpectedtopromde
financial leadearship to the other banks and financial institutions
located in_the district alloted to it. _

Vﬁgmsm :Itsasclwmemwlnchabramhadoptsafcwvilamfor
' ' mtensweandmtegrawdﬁnanangtofarmm

. * . .
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UNIT20 : EXCHANGE BANKS IN INDIA
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_ | 20:6 Summing Up :
207 Check Your Progress Model Answers
20.8 Model Examination Qucsnons '
209 Reoommended Books _'
20. 10 Glossary |

zoo AIMS AND OBJECI‘IVES

oo ~ This unit aims at explaining the workmg of exchange banks in Indla and the measures fnr
l : L 1mpr0vmg their performance. .

After going through this unit, you w;ll be able to :

o e cxp]am the functions of exchange banks;
I : .} discuss the criticism against the working of exchange banks;
¢ - mention the measures suggested to improve the performance of exchange banks;
o explain the Export-Import Bank of India. |

20.1 INTRODUCTION

Exchange barks are those banks, whlch provide finance to foreign trade and which have
their head offices located outside India, ie., in foreign countries. These exchange banks have
an important place in the Indian money market. There are 13 exchange banks in India by the

~ end of May, 1980 viz, i) Algemne Bank of Netherland; ii) Bank of America; iii) Bank of Tokyo; .
", iv) Banque National de Paris v) Butix Bank of the Middle East; vi) Chartered Bank; vii) First
~ City National Bank; viii) Grindiays Bank; ix) Hongkong Bark; x) Mitsui Bank; xi) Sonali Bank;
Xii) Amencan  Express International Banking Corporation; and xiii} the Emirates Commercial
Bank. They have 136-branches in India. Their deposits in India stood at about Rs.900 crores.
- and credit advanced by them was Rs.750 crores by the end of 1976, This shows that most part
- ~of our foreign trade was largely depended on these foreign banks. According to Reserve Bank’s -
survey, neatly 80 per cent of the forelgn trade was- ﬁnanced-by exchange banks. .

: lndian Banl\s and Forelgn Exchange Business

Ind1an commerclal banks are not able to participate in India's foreign trade to large
-extent. The reasons for the limited parnclpanon as.pointed out by the Central Banking Enquiry
- Committee are:

o l) Severc competmon from the big foreign banks, Whlch have Iong establishment and larger




i) LackofadequatenumbcrofbrandmoflndlanjomStockBanksmLordonandwch
other significant financial centres, N o

- Hii) Non-availability of competent staff for Indtan Banks.

e v) l.ack of hquld resourccs S and ‘absence of smtable monetary condmons of our emnomy
o . '
e ﬂnsumtmplan‘stlmmuonsofmmngebmmmﬂwworhngofthese
banks and measures to improve their posmon Later it is also attempted to describe the
Export-lmport Bank of India. . _

20—2 FUNCTIONS OF EXCHANGE BANKS

ﬂwunpmtantﬁmmomofexchmgebmkststoﬁnatmexpoﬁmdlmporttransactlons.
©. This is explamed below : .

-I)Export'l'rmsaeﬂons L

Whenanlndlanseﬂsgoodstoatoregmr (saytoaBnttsher)theIndme:xpomerumaﬂy
insists on having .a credit opened by ﬂtc'foretgnmporter through a bank of London. "'When
the credit is opened, the Indian exporter is advised by the branch or correspondént in India. of-' _
the London bamkwhxhhasmadethemmgemt Now the exporter draws a bill of exchange, . -
irsually- drawn for a period of %) days after sight and negotiates it with his banker in. India. The
negotiating bank sends it tothe bank which has established the credit. The bill is prescnted.‘for-'.:_
acceptance. The exchange bank generally does not hold such a biil till maturity. 1t is dlscounted o

" in the London Money Markctwthﬂwendorsementfortheexchange bankconoemed S

ii) lmm’l‘ramauions

Whenanlmhmnnportsgoodsfromaforelgn country,ﬂienegouamlgbanksends the bﬂl -
to its office in India for presentation to the importer for acceptance in the case of a D/A biil or
payments in the case of a D/P bill. In the case of D/A bills the documents accompanying the
bills-are handed over against acceptance. While.in the case of D/P bills the documents are not
handed over except on payment of the amount of the bill immediately. Generally India’s export
trade1sﬁnamedbyﬂieexchangebankonD!AtermwlnlethemporttradeonD!Ptcnns.

ﬁi)OlherFlnmdalOpemﬁodeaﬂngtoFmtgnTnde

a) Exchange banks also ﬁnance foreign tr sde by financing movement ofgoods from Indlan
ports to foreign ports and from foreign ports to Indian ports.

b) Theyalsoﬁxmweforﬂwmovementofgoodsfmmportstottwmtenortnwnsand'
Irommtenortowntotheports. . .

w)cmmnmmmons;"' S o
a) Mmmmmwbmmnfordomgmmnﬂm
b Theyprwﬂeuademmwﬂwnbuﬂmenandtheyahomasﬂwmm&
Ly T!wmlmhgebanksMalltypesofHumiw&mdBﬂhbelonmmﬂwbmmmen
i - ) 'Iheyaetasagentstothebusmessmm R ' '
-,‘e} muchmgebankbemgammnemalbankacceptsdeposmﬁ'ompubhc _
'f) Elﬂlmbankspwvldemdustxialﬁnmoealso . : : 187 o




. CHECK YOUR PROGRESS - 1
List out the functions of Exchange Banks. -
< ol

---------------------------------------------------------------------------------------
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203 COMPLAINTS AGAINST EXCHANGE BANKS

Theworkmgoftheexchmagebankshasbeenscverelymmdmthmﬂwoounﬁy These .
complaints may be broadly grouped under two heads viz, the complaints made by the Indian
joint stock banks and the complaints made by the Indian Clientele of these banks.

1. According to the Indian Joint Stock.banks these exchange banks which are controlled by
foreign intcrcsts enter into unfair oompctition with them by monopolising the foreign trade.

2. - Exchange banks extend their operations into the field of internal trade byestabhslung the
branches in unportant industrial centres of the country.’

3.~ In addition to the complaints made by the Indian Banks there are a number of complaints
raised by Indian clients. Imporiant among the criticisms raised by them are: : _

L ' l) the differential treatment of financing the export trade of India by D/A bills and the
import trade by D/P bills; and

i) thedlscrnnmatmgtreatmentbyforembankshetween Indtanﬁrmsandforelgnﬁrms.
For example theyfollowchffemtmargmratesandmterest rates in between the Indian
firms and foreign firms. -

4. 'I'hec:chmgebanks fremlcmtymsastthatbusmess should be given toforelmsluppam
' compames, msurame oompames etc., before gmng awommodanon to Indian ﬁrms.

5. The exchange banks prtmde forengn frade information to the fomlgn compames in India.
The Indian owned companies are not provided with such information, -
6. Indians are not given preference in the sefection of personnel.
A “’Iwnevertheforemexchangcbanksmnmtolossesthcremﬂ benoclalmon theassets
- of these banks by Indian depomtors.

8. The exchange banks i unpose too many restncnons on Indians wnthout lmposmg the same
on foreigners.

204 SUGGESTIONS FOR IM!’ROVEMENT

" Whatever the criticisms. levelled against the working of the exchange banks may be, we
should not forget the contribution made by them for the growth of India’s forcign trade. In
wewoftlus,certamsugsesnonshavebeenmadetounprowmepomtlonofmemdmngebanks
andforthlsoerﬁmrestncuonswerealsomposedbytheRcserveBankofmdm. 1

1 Thedlﬁerennaln-eanncntokﬁnmangt}wexpontmdeoﬂndmbyﬁmhﬁlsmthemport
188 trade by D/P bills should be given up.




ﬂnmmgmremmemmnoflﬂlolsperwmwhxhﬂwmhmgebanksrequmﬁommmm-

ﬁmuforopenmgmnﬁnmdhﬁﬁfofaedﬂ(ﬂmhmn&ﬂpplmblemfomgnﬁms)s}wuld
bewawedw:th.

Int the same way the benefit of lower rate of interest should also be applied to Indian firms
on par with foreign ﬁrms. .

Exchange banks should not insist that busmess should be gwen to foreign slnppmgcompames,

etc., before giving accomodation to Indian firms.

. TheReserve Bankoflndla should have a more effective: control over the exchangehanks. '

Emchmgebankshavetogethoemﬁomkeservsemnkoflndmforoperatmgmthe

_country and openmgofthenewbrmchesmthecountry

7. The exchange banks are to be inspected regnlarly by the Reserve Bank.

10,

L

14.
15,
16.

17.
18

" At the time of granting a licence to exchange banks Reserve Bank- should -satisfy 1tself.'

regardmgthegovermnemmdmelawofﬂaeeounny

Anmﬂmbmkmmormdwmdelndlamreqmdmhavemaggregatevﬂueof
pmdwcamtalandresemofatleastks.ﬁlakhs. ’

mmhalrgebanklsreqmredtokeepdepomsmthmeResewe Bankanmnwntofnot
Jess than Rs.20 lakhs, elthermcashor in unencumbered securities.

They should not be allowed to acquire any controllmg interest in any Indlan Bank as this
will lead to the encroachment of the exchange banks in the mtemanonal trade. '

Zo%ofthepmﬁtsofﬂweamhmgebanksﬁ'omthebusmessaretoberequred to deposit -

with the Reserve Bank.
Exchange banks should be prohibited from undertaking trustee business in India.

Restrictions should be placed on the aggregate volume of deposats which were raised and

medbytbeexchmgebmks
'I‘heexchangcbanksslmﬂdbecompelted toreglstermthmpeccaprtalsothatmdmscan

' mmmeﬂmesmtlwmandthmebymmasetheupamupahonmmm@mhmgebusnm

The first charge on the amount deposited with Reserve Bankwould be that of the lndnan
depositors and creditors of that bank.

ngranmngofeommemalpmﬂegeshmncbebasedmthepnmpleofrecmromy
Apmelyhmmachmwebankmmﬂwco-nperahonofﬂwlndmnlmmsmm

Mdmmmaontmmmdﬂmﬁowmmroumtmmem

business.

mewmmnmm

Atmctlmeofthenatlonahsatmnofumqorcommermlbanksmluly1969 there was

also a demand for nationalisation offorelgnmhangcbmks But they were notnatmmhsed.

L
o2
3.

_mmmﬂwmbyﬁmnmntare.

cxistence of legal restrictions;
opposition for foreign countries; and

wﬂmafmmesmdmofhremﬂmhmwbmks ﬂleyareoonﬁnedmosﬁy
‘to foreign trade,
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Foneign Exdlange Business And Indian Banks

Inview of the problems associated with the flmcttons of forelgn exchangc banks, it is desirable
- that India should not continue to depend upon foreign exchange banks for the provision of
foreign exchange facilities. On this basis certain measures were taken for export promotion.

1. The Industrial Development Bank of India has been participating in giving term finznce -
and guarantee facilities to industrial concerns, both public and pnvatc
The refinance facility was provided by the Reserve Bank of India to cxport contract&
"The Risk Insurance Corporation was set up in 1951,
Export Credit Guarantee Corporat!on was set up w1th effect from 1964
The "Intcrnatlonal Dms:on was established by the Statc Bank of India.
6. The most important step is the ostabllshmcnt of Export-Import Bank of India.

oA W

" 205 EXPORT-IMPORT BANK OF INDIA

Among the long standing demands of the representatives of trade and industry, most
significant and worth-while one is for an Export-Import Bank (EXIM Bank) for India. In recent
years there has been much discussion on the need for a single and specialised institution te cater
exclusively to the needs of foreign trade. Several official committees and trade ofrganisations
have time and again favoured setting up of such an institution.

The Joshi Commmee on Export Credit and Finance (1967) had expresscd itself in favour -
of an institution which could provide the required services to foreign ‘trade and which could
eventually evolve itself into an-EXIM bank. Latey, the Indian Institute of Foreign Trade (IIFT)
after a detailed study had recommended to the govvemment on the possibility, desirability and
feasibility of setting up of an EXIM bank for India on lines of the EXIM bank of USA and
the EXIM bank of Japan.

In the promotion of exports particularly capital goods, provision of credit facilities plays a
dominant role. The competitive strength in the present international farket is mainly infleenced
by the terms and conditions of payents: The financial resources at the disposal of the Indian
Financial Institutions engaged in providing export credit are inadequate. :

Before 1969 commercial banks offered ﬁnanoe to the exporters on a priority basis and at
concessional rates. But since nationalisation in 1969 they have been mostly preoccupied with
the socio-economic development of the country. At this juncture it was too much to ask them
to provide credit to the export sector on a large scale. ' : S

The financial reqm'remcnts aside, the exporters also require othey services like insurance,

- guarantee, market information, acceptance etc., which have been met all along by. the Export
Credit and Guarantee Corporation (ECGC) and the IDBL Consequently, the exporter had to
approach a number of agencies resulting in Unnecessary paper work which was time consuming
process: to complete single transaction. Besides this, due to the preoccupation of the e existing:
institutions, they were unable to meet all the requ:rements of the Ind:an exporter. '

In view of these shortcomings of the then mstmg system of financing foreign trade a
number of committees favoured a single and- specxahsed export financing agency which may be

- termed as the EXIM bank of India to provide necessary banking and non- bankmg services to
meet the requirements of Ind:a s Foreign trade. .

. Lack of co-ordination among the institutions with varying degrees of 'organisational sef
" up continues to be an obstacle for reaching higher export targets. The problem of finance for
- exporters cannot be tackled with a fragmented approach:and needs a weil co-ordinated and
190 comprehenme plan.’ 'Iherefore the Gwemmcnt in 1981 thought that it was an opportune tlme .




mfmmammhsﬁongcrandmsowceﬁdorganmnmmmeetﬂwnmdymedsoﬂheapom
in an effective manner. :

Consequently The Export-Import Bmkof[ndmwasestablishedon}maxyl.wﬂ.asa

: stétumwrpormmwluﬂlywnedbyﬂwUmonGmnment

* Objectives

mmaiitobjectivesofﬂerxhthnkare

(i} to ensure an mtegrated and co-ordinated approach to solve thc problems of exporters,

‘providing special attention to capital goods and project exports, joint vertures and-
export of technical services and international merchant banking;

(iiy to extend buyer's credit and lines of credit; and

(i) totapdomsﬁcmdowmc&mrkctsfmmsomoesfmundeﬁakmgd«dwmaf
mdﬁmachwtmmthemaofexpona .

Promotional Activities
The promotional activities of the bank are as follows:
i) Planning, promoting and developing exports and imports;
ii) Providingtechnical, administrative and managerial assistance fofpromot‘ion. managemen
~ and expansion of exports; and

- i) Undertaking market and investment surveys and techno-economic studies related to
deveiopmentafexpmtsofgoods and services. . _

Export Promotion Schemes

"The Bank mainly give term credit for export of goods and services on deferred terms. The

. Bank started its lending operations on March 1, 1982. It has introduced a variety of schemes

for the promotion of exports of engineering capital goods, technology and consultancy services.
It offers financial assistace of flexible and responsive credit terms to enable Indian exporters to
compete in international markets. It also operates schemes for financial assistance to overseas
buyers for the purchase of engineering goods (known as buyer’s credif) and to Indian promoters
towards their equity contribution in joint ventures abroad.

Resources

" The authorised capital of the Bank is Rs.200 crores which can be increased to Rs.500 crores.
The paid-up capital is Rs. 75 crores. The Government of India has given a.long-term joan of
Rs. 20 crores. The Bank is authorised to borrow from the Government of India and Reserve
Bank and can also raise resources in domestic and international markets. -

Operations

' Since commencing operations from March 1, 1982 till June 30, 1982, the Bank has extended
assistance to the tune of Rs.133 crores consisting of Rs.24 crores medium and fong-term loans;
guarantees amournting to Rs.32 crores and rediscounting of export bills aggregating to Rs.77
crores. During the same period, the Bark cleared 99 bids valued at inore than Rs. 3,700 crores
in respect of constiuction contracts, turn key projects and supphes which would involve the total -
commltment of Rs.852 crores for the Bank.
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20.6 SUMMING UP

Exchange banks are those banks which are specialised in financing foreign trade. The main
function of exchange barnks is to finance foreign trade transactions. In addition, exchange banks
also undertake the commercial banking business, such as the acceptance of deposits, grantmg
of loans and advanoes.

In India the working of exchange banks was subject to a lot of criticism. According to the
Indian joint stock companies, the exchange banks have more or less monopolised the finanacing of -
India’s foreign trade, and they are competing with the Indian banks in financing the International
Trade. The Indian clients have criticised that the exchange banks are discriminating between

- Indian firms and foreign firms in their assistance. Certain suggestions were made to improve the

position of exchange banks, such as giving up the differential treatment in financing foreign trade,
non-insistance of giving the business to foreign shipping companies, having effective control by
RBI over the exchange banks, etc. In India various committees have recommended a single and
specialised export financing agency to overcome the defects in the system of financing foreign
trade. Accordingly, the Government of India have established the Export-Tmpott Bank of India
in 1982 to provide necessary banking and non-banking services to the foreign trade of our
country. The bank undertakes many activities for promoting foreign trade. It has introduced
various schemes to promote exports of our country.

20.7 CHECK YOUR PROGRESS: MODEL ANSWERS

1. The functions of exchange banks are:
i) Financing export trade,
ity Financing impdrf tfade,_ o _ | .
iii) Financing other operations rélating to foreign trade,

iv) Undertaking Commercial banking functions, such as acceptance of deposits, grammg
of loans and advances, etc. .

20.8 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS

Answer the following in about 30 lines each:

1. What are the criticisms levelled against the working of exchange banks in India 7 <mggest
measures to improve their performance

2. Explain the ob]_cctlves and significance of Ekport-lmpdrt_ Bank of India.

B. SHORT QJESTIONS

Answver the following in about 15 lines each:

- 1. Explain the export promotion schemes of EXIM Bank of India.

-2. What are the commercial banking functions performed by exchange banks ?

3. What are the financial functions of eéxchangae banks relating to foreign trade ?




4. Whatdoyouundcrstandbyexcbmbanks?
5. Hawthclndmnexporhcrswcrchelpedbcforcw&?
6. Mention the measures taken for export promotion in Indla.

7. What are the reasons for limited participation of Indian Commerclal Banks in the forengn
tradc ?

20.9 RECOMMENQED BOOKS

1. Joshi N.C. : ‘Indian Banking ’
2. Panandekar S.G. : ‘Banking in India’
3. RBI : ‘Report on Currency and Bankmg '
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Exchange Banks : : The banks that specialise in ﬁnancmg foreign trade. In
' India they are called foreign exchange banks smce, thcy are
mcorporated outside Indla. :
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The aim of this unit is to explain the Co-operative Banks and Land Development Banks
By the end of this unit, we expect you to be able to :
e describe the Co-operative Credit Structure;
« cxplain the functions of Co-operative Banks;
* visualise the future of Co-operative Banks;
» describe the Land Development Banks and their structure;
* examine the workmg of Land Development Banks,

21.1 INTRODUCTION
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this field. Since 1969 the nationalised banks also have cntered the rural credit field in a big way.

The Agricultural Refinance and Development Corporation was set up in July 1963 to provide

finances for various projects in the rural areas.

The commercial basiks and co-operative banks are two wings of the organised banking
structure of any country. The operations of the commercial banks are mostly confined to the
organised industrial and commercial sector, while the co-operative banks are primarily engaged

inprqvidipgmditfaciiiﬁeétﬁthcagricultural sector.

The State and Central Co-operative Banks provide financial assistance to agriculture through
Primary Co-operative Societies. The Co-operative Urban Banks cater to the needs of artisans,
petty traders and businessmen. These institutions together constitute the Co-operative Banking
System. Besides, there are land development banks which provide long term credit for agriculture.
As a matter of fact the land development banks do not strictly fail within the scope of the
legal definition of banking. However, they are organised as an integral part of the co-operative
" banking system, becanse they piay a vital role in the development of agricultural and allied

. This unit explains the working of these banks in detail.

212 THE ORIGIN AND GROWTH OF CO-OPERATIVE MOVEMENT

Before discussing the functions of co-dperativé banks it is essential to examine, in bﬁcf,

" the origin and growth of the co-operative movement in India. The evolution of co-operative

movement in India may be traced back to the beginning of this century. The movement was -

- started with the objective of providing finances to agriculturists at lower rates of interest and

thus relieve them from the clutches of the village money lenders. The Co-operative Societies g

Act, 1904 provides for the formation of the co-operative credit societies. Under the Acta

. number, of small primary credit soueties were stasted in several parts of the country. But they
could not mobilise the resources consistent with the growing demand of members for loans.

Consequently, the new Act called the Co-operative Societies Act, 1912 was passed. It provided

for the establishment of Central Co-operative Banks with headquarters in urban centres. The Co-
operative Central Banks were formed by the unions of primazy credit societies and individuals
and industrial units. The main functions of these banks are: S -
- i) to pool the surplus resources, if any, of the member socities. .

i) to raise deposits from the public. ' |

iii) touse the resources for lendmg to the needy societies to meet their growing requirements.

v) to provide the managerial skills requirer] in ﬂg:_management of banking business ; and

v) to supervise and guide the affiliated societies. -~ ' .

In 1914 the Government appointed the Maclagon Committee on co-operative credit
to examine the progress in the co-operative movement in India and to make appropriate

recommendations for its improvement. This committee recommended the establishment of .
state level federations of Central Co-operative Banks called the State Co-operative Banks.

_ These banks function as the leaders of the Co-operative credit structure for the whole state.
Thus every state has established a State Co~operative Bank to function as the Apex Bank of
the co-operative sector. : _ - ' .

213 THE CO-OPERATIVE CREIIT STRUCTURE

As explained sbove the Co-operative Banking in India has come to be developed with a
three tier systesn with the State Co- operative Banks ai the state tevel; the Central Co-operative
Baniks at the intermediate level located at the district headquarters; and primary credit societies
at the base level which cover small towns and villages. '
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The primary credit societies lend money to villagers at lower rates of interest. They -
supplement. their funds by borrowing from the Central Co-operative Bank either directly or
through the banking unions where such unions exist. The banking unions or federations
of primary co-operative societies act as a link between the primary societies and the central
co-operative banks.. The Central Co-operative Banks get their funds from the Apex Banks
or Reserve Bank or Commercial banks. The Apex Banks ie., the State Co-operative Banks

- obtain funds through share capital, deposits and loans from commercial banks, RBI and the
Government. This three - tier system of c6- operative banks has been found 1o be an ideal set up
in India to cater to the credit needs of the rural poor. It has the advantage of decentralisation by .
operating through the small units at the basé and involving the local leadership. The bigger units
at the higher level can command the status required to mabilise resources, extend necessary
credit support and affect recovery of dues. ' :

213.1 PRIMARY CREDIT SOCIETIES

" The primary co-operative society is an organisation of persons living in a particular locality.
It can be started with ten or more persons normally belonging to a village. The membership is
open to all those residing in that locali_ty or village, irrespective of their status.

Each member contributes to the shaze capital of the society. The sale price of each share
is generally nominal so as to enable even the poorest farmer to become a member. The liability
of each member is unlimited, that is each member is fully responsible for the entire society, in

.the event of its faliore, This makes it obligatory on all members to know each other well. The
principle of unlimited fiability is a check on the activities of the borrowers and the purpose for
which loans are borrowed from the society and their utitisation. The society is managed by an
honorary secretary and a president assisted by the Board. of Directors. All these officials are
elected from among the members on the principle of one man one vote,

-~ The society gets its funds from share capital, reserve fund, deposits, loans from members
- and non-members, funds from Central and State Co-operative Banks. The loans given are for a
short period for carrying on agricultural operations, and the rate of interest is fixed (about 6%).
Dividends are not declared and profits are generally used for the weifare and development of

the village.

The number of primary co-operative societies has declined from 1.08 lakhs in 1951-52
to 0.95 lakhs in 1980-81. This was due to reorganisation of these. societies. However, the
membership has increased from 4.8 lakhs in 1951-52 to 54.14 lakhs in 1980-81 i.c., a growth of

- mote than ten times during a period of about three decades. There was also a phenomenal
increase in the loans due from the members. _During 1951-52 to 1980-81, the loans due from
members, increased from Rs.34 crores to Rs.2,912 crores. Inspite of this impressive progress
the primary societies have continued to remain as the weakest organ within the co-operative

" banking structure. The reasons are as follows: _ . SR

i). They could not extend adequate financial assistance to the farmecs and this led to the
dependence of farmers on money lenders for short-term loans. '

ii). Since the resources of these societies are meagre, they were unable to‘lmce_t even the
basic needs of the members, I

ifi). There was an alarming increase in the rate of over dues of the members. The study

team on over-dues of co-gperative credit institutions found that the over-dues of the members

of the primary societies exceeded their own funds and deposits put together. The over-dues of

_ the societies were of the order of Rs. 972 crores at the énd of 1981 (June) constituting 44% of
- 106 outstandings. ' - S T R




2132 CENTRAL CO-OPERATIVE BANKS

The centrai co—opgraﬁve banks are federations of primary credit societies in a specified area,

normally; a district. They are usually located in the district headquarters or prominent towns

in the district. These banks can have some private individuals also as members. Such banks

are called mixed type central banks. These banks are based strictly on co-operative principles -
while the mixed banks do not strictly adhere to such principles. However, the mixed type banks

have an advantage of getting funds from private individuals also. But the disadvantage is that
the private individuals use the funds for trading purposes and- thereby vitiate the purpose of

" loan which is agricultural credit. These banks obtain their funds from the sources such as share

capitai, reserves, deposit from public, and loans from the State Co-operative Banks. They also

borrow from R.B.L and commercial banks. Besides, the deposits of the primary credit societies - .

form another source of funds for the Central Banks. - _ .

The main function of the central co-operative banks is to finance the primary credit societies
and thereby enable the latter to extend financial assistance to the persons in rural areas. These
banks play a useful role in attracting funds from the general public and using them for agricultural
purposes. They also recover surpliss funds of the primary credit societies and make them available
for other needy societies. In addition to these functions, the central co-operative banks carry on
commercial activities such as acceptance of deposits, giving loans and advances against security
of first class gilt-edged securities, fixed deposits, gold, documents of the goods, collection of
their bills, cheques and hundis, receiving of valuables from customers for safe custody, etc.

During 1951-52 to 1980-81 therc has been a reduction in the total central co-operative
banks, from 509 to 337. This was due tc the merger of weaker banks with stronger banks but the

-share capital and foans have increased steadily. All the central co-operative banks put together

had share capital and reserves of Rs.591 crores and deposits of Rs.1968 in 1980-81. The total
loans issued was to the tune of Rs.3,020 crores. The loans outstanding were Rs.2,591 crores in
1980-81 as against Rs.36 crores in 1951-52. - : S i

2133 STATE CO-OPERATIVE BANKS

The State Co-operative banks, ‘also known as Apex Banks form the highest financial

institution in the entire co-operative credit structure. The state co-operative bank may be pure
or a mixed bank. Tt is said te be pure if it is a federation of Central Co-operative Banks, It
is a mixed bank if its members consist of both the central co-operative banks and individual
share holders. The State Co-operative banks finance, co-ordinate and control the working of
the central banks. They serve as a link between the Reserve Bank of India and the-general
money market on the one hand and the Central Co-operative Banks and primary co-operatives
on the other. ' ‘

There is no co-operative bank at the all-India level. But there is an Indian Co-operative
Banks Association which co-ordinates the activities of the various state co-operative banks and
renders its services to all the member banks. The agricultural credit department of the Reserve
Bank of India maintains a close contact waith state co-operative banks. It collects and publishes
very useful information regarding the co-operaiive movement in India. - :

The State co-operative bank derives its funds from its share capital and deposits. It receives
current and fixed deposits from the members as well as the general public, the local boards, the
municipalities, etc. It obtains loans from commercial banks and the Reserve Bank of India. A
certain portion of the working capital is provided by the State Government. _

* The state co-opci‘ative bank acis as 2 balancing centre between various central banks in the

state. The central banks are prohibited from dealing with each other directly. The excess funds
of the central banks are directed to other needy central banks through the state co-operative
bank. It has no contact with the primary credit sacseties. The ceniral banks act as intermc_giiaﬁes

~ between the state co-operative bank and primary credit societies.
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' to 1980-81.

o o ' 1951-52 1980-81

- Number . - | 16 26
Own furids (Rs. in crores) ‘ 7.65 290
Deposits (Rs. in crores _ . 211140
Loans & overdrafis (Rs. in crores) 201,91

Thie above table reveals that there is a noticeable progress in respect of state atiw

banks in the country. The bank’s own funds increased significantly during this period. Similarly

. the total deposits increased from Rs.21 crores in 1951- 52 to Rs. 1,140 crores in 1980-81.

 CHECK YOUR PROGRESS - 1

Mention the sources of finance to Central Co-operative Banks.

---------------------------------------------------------------------------------------

-----------------------------------------------------------------------------------------

CHECK YOUR PROGRESS - 2 _
List out the three levels of Co-operative Banking in Tndia.

.......................................................................................
e R T T

---------------------------------------------------------------------------------------

214 THE CO-OPERATIVE BANKS AND THE RESERVE BANK OF INDIA

In recent years the relationship between the cooperative banks and the Reserve Bank of

India has been strenghtened. Co-operative banks can get direct accommmodation from the
Reserve Bank by discounting agricultural and other eligible bills at concessional rates of interest,

The regulatory powers of the Reserve Bank of India have been extended to the co-operative

banks, through the enactment of the banking Laws (application to co-operative societies) Act
1965. Further, certain provisions of the RBI and Banking Regulation Act, 1949 extended to
the State, Central and primary co-operative banks, have brought them under the direct control
of the R.B.I. Consequent upon the amendment of the RB.L Act, the State Co-operative Banks
have secured the status of scheduled banks. The extension of control by the Reserve Bank
of India has enabled the State Co-operative Banks to enjoy the facility of tive banks to enjoy
the facility of deposit insurance. The state co-operative banks can obtain refinance from the
RBI for short-term and medium-term agricultural requirements of the small-scale and cottage

198  industry within the co-operative scctor. The R.BL extends the short-term and medium term

Thie following table shows the progress of state co-operative banks in India during 1951-52

—
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? : : Ioamatconoessmnalrawsofmberestayﬂwendofl%o-sulwkm had sanctioned credit
o facilities to the tune of Rs.798 crores for.seasonal and agricultural operations.

: W:thawewtoplaangthemﬁastmcﬂneofaglmﬂuml credit under a separate national

' level bank, the National Bank for Agricylture and Rural Develament "(NABARD)™ has been
established in 1982. Ithasbecomeﬁwapexofthe agricultural credit structureatthcnat:onal
level, tnkmgcvertlwroleofreﬁnmng&omﬂwRB!. : .

b - 215 THE FUTURE OF CO-OPERATWEBANKS

: “The tural debt and investment survey by the R.B.L in 1961-62 revealed that co-operatives
provided 15 per cent of the agricvltural credit. By the end of 1980-81 the agricultural credit
provided by co-operatives was estimated at 1/3 of the requirement of the agricultural sector, -
Thus co-operatives became the largest single institutional agency for financing agriculture.

" In recent years co-operatives have changed their banking policies to suit to the changing
conditions on the agricultural front. Mechanisation of agriculture and modernisation techniques
like high yieldig varieties of seeds, intensive irrigation facilities, multiple croping etc., have
necessitated more credit for agricultural purposes. In the chanaging environment, co- operatives
have to play a vital role in meeting the credit requirements of small and medium farmers. It
is in this context that we should consider whether the existing three tier co- operative credit
structure will be able to meet the needs of the farmers or any structural reforms are called
for. Since the primary credit societies are in direct contact with the farmers, it is necessary to
strengthen such societies. It is recognised that credit should be integrated with the supply of
mputs and promotional and technical guldanoe and other services to the farmers.

The concept of a farmer service society has been evolved on the basis of the recommendanons
of the National Commission on Agriculture. When the nature and scope of the functions of the
primary societies are enlarged it is appropriate that they should be viable units and should be
managed by qualified and competent people. A step in this direction may be the amalgamatlon
of some units so that they can discharge all these functions effectively.

- The Three-tier system of co-operative credit institution was criticised on the ground that
the cost of meeting credit is high and that there are many avoidable procedural delays. The
primary socities cannot be dispensed with because of their close rapport with the farmers. The
Apex organisation is needed in order to provide. access to the money market and the Reserve
Bank of India. In view of this it is only the Central Co-operative-Banks that can be replaced
by the branches of the State co- operative banks. The Reserve Bank appointed a study team
| : for Kerala in 1973 to report on the need for the elimination of the central banks. The study
:" : team reported that if the central banks did not attain the requird level of performance within

' a period five years, they should be merged with the state co-operative banks. This practice was
to be extended to the central co-operative banks in other states as well.

21.6 THE LAND DEVELOPMENT BANKS

Agriculturists need fong-term loans to affect permanent improvements in their tands, such
- as the purchase of costly agricultural machinery etc., besides short-term and medium-term loans

; . to carty on agricultural operations. The primary credit societies provide only short term and
| medium-term loans. In order to meet the lorig - term credit requirements of the agriculturists, -
the establishment of a separate institution has become necessary. The Land Development Banks
(or land mortgage banks) were reorganised for the purpose of providing long-term. credit to
agrlcujtunsts. The first Land Development Bank was started in 1920 in Punjab, followed by one
in Tamil Nadu in 1925. In the light of the experience gained in Punjab and Tamil Nadn, other
. states established land developmcnt banks. But the progress of the land development banks
* _ - was observed to be very dis-satisfactory. These banks came to occupy an important place by

providing Iong -term credlt during the Second Five Year Plan. It was during the Second Five 199




Year Plan that the land development banks got the needed impetus. By the end of the Second
Five Year Plan, all the states in the country had established Land Development Banks.

/2161 STRUCTURE OF LAND DEVELOPMENT BANKS (LDBs) '

Land Development Banks may be federal or unitary in their structure. The federal type
consists of one Central Land Development Bank and a number of primary land development
banks. The unitary type consist of a number of Central Land Development Banks with branches
spread over different areas. Under the federal system the Central Land Development Banks
collect funds through the issue of debentures and pass them on to the primary 1and development
banks, which in turn, finance the agricuiturists. The central institution docsnothavedlrect
contact with the customers.

The land development banks which are orgamsed on 'co-operaﬁve lines do not aim at
making a profit. Their main objective is to lend money at low rates of interest to farmers.

_In some states there are branches of central land development banks or central co-operative
banks which act as agents of central land development banks for financing individual members.
In Madhya Pradesh, the state co-operative bank functions, as a central land development bank. .
In Andhra Pradesh, Maharashtra, and Kerala, there are a number of central land development
banks and efforts are being made to integrate them into one unificd bank for each state.

While the orgzmlsauon of central land development banks is the same throughout the
country except in Madhya Pradesh, there is a considerable diversity in the organisation below
that level. For example, in states like AP., Tamil Nadu and Karnataka, the units of operation
at the Taluk level are primary land development banks. They advance loans to individual
agncdtunststromfundsprowdedbyﬂne&ntrﬂLmdDevelopmentBank. ’Ihesepnma:yland .
_development banks are affiliated to the Central Land Development Banks. :

However, in Andhra Pradesh .thmc banks were merged with Co- operative Banks under

the ‘Single Window Co-operative Credit Dellvery Sysiem’. Under .this system the Primary
Credit Societies provide al] types of Ioans, i.e., short-term, medium term and long-term to the -
member-farmers. : -

21.6.2 FINANCES OF LAND DEVELOPMENT BANKS

The Land Development Banks derive funds from the share capltal resesrves and dcbentures.' : .
Debentures are the most important source. The debentures are issued for 20-25 years by Central . =
Land Development Bank and carry a fixed rate of mterest.

The banks issue two types of debentures: (i) ordmary debcntures, and ii) rural debcnmres.
In the case of the latter the period varies between 7 and 15 years, The banks create a
regular sinking fund to repay debentures. The debentures are generally guaranteed by the state
government regarding payment of interest and principal. These debentums are subscribed by
the public, the co-operative banks, the LIC, etc.

21.63 WOFKING OF LAND DEVELOPMENT BANKS

The tand development banks grant-foans on the security of agaraicultural property. Since

the period of loans runs to 20- 30 years, the niies with regard to security are very rigid. The

~ loans are granted against the first mortage of agricultural property. Generally the loan is given
- to the extent of 50the vah_ne of the property mortgaged. However, the maximum amount of
loan given to an individual is limited to Rs.10,000 Rs.15,000. While granting a loan, the banks
take into account not only the valuc of securities but also the mtegnty of the borrower and his -

200 repaying capacity.
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 The land development banks grant loans to farmers for avariety of reasons like improvement
of land, liquidation of prior debts, purchase of costly machinery, sinking of wells, installation of

pump sets, etc. Until recently, the farmers were taking loans from the land development banks
mostly for the liquidation of earlier loans. Now there is a change and the loan is utilised for

the purposes of production. Tthe Rescrve Bank of India has also insisted that the loans should

be given for productive purposes only. However, the farmers today are engaged in a number
of subsidiary activities which also contribute towards economic development. Keeping in view
the changing trends, the land development banks are now providing finances to non-traditional

- muessuchasdauyfaxmng.pmutryfarmng.pw sheep-marmsenwimre gobar gas

(2164 CR!TICISM LEVELLED AGAINSI‘ LAND DEVELOPMENT BANKS

One of the main criticisms againtl-.and DevelopmentBanksisthat the rate of interest
charged is generally very high, sometimes 10% or even more. This, however, is not a valid
argument because the rate ofmterestofﬂmsebanhdependsuponthccostmwmdbythem
toobmmﬁmdsfmmoutsxdcagem : _ \ .

H is pointed out that the banks abnormally delay the sanctioning of loans, sometimes for
periods over a year. This redtapism is partly due to lapses on the part of the farmers and the
illiteracy of the agriculturists. Incomplete loan applications, i unpr?per addresses etc., may also

be cited asreasonsforthedelaymsmwtlomngloms.
ST
|
The cumbersome procedure and overly rigid mies of banks are oftcndlstrcssmg to farmers

and force them to resort to money lenders for financial assistance. This drawback can be
overcome by educating agriculturists and by cmataum an atmosphere in which they can fully

'appmatcmedlﬂit:lﬂtlcsofbmks.

It is also pomted out that instalments are fixed without regard to the repaying'éapacity of
loanees. Rescheduling of advances are not made even in genuine cases of deafault arising from

. natural calamities such as droughts and floods.

- The bmks do not have cxpcrt and competent technical staff to propcr!y assess thc value
ofﬂwlandmdgomtothewc!uncalttncsmolwdmsmmtmmngloans. It is true that the

~ managerial, organisational and prooednral improvements in the banks are urgently called for.

Judged from the point of view of overdues, the performancc of Iand development banks

" has been very disappointing. Overdueshavebeenmounhngdunngthepastfewycm The
" absence of effective supervision, the inability of banks to make a correct estimate of the cost of
-apropct, etc.,havebeenhsmdasthebasxreasons forhugedefaulta '

CHECK YOUR PROGRESS - 3
List ont the main objective of Land Development Banks. And give their structure. .

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

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



27 nm IAN» mvmomm BANKS AND THE RESERVE
‘BANK OF INDIA.

The Reserve Bank of India provides long-te'rm credit for agriculture by purchasing the -
. debentures of land development banks. The Reserve Bank of India has recognised the debentures
. of land development banks fully guaranteed by the state government in respect of repayment -
of intaerest and principal. The long duration debentures of 12-15 years issued by the land
development barks are taken by the Reservé Bank of India. The contribution of the Reserve.
Bank of India is around 8-15 percent of the total amount of debentures issued by the land -
development banks, The Reserve Bank purchases these debentures at lower rates of interest.
The total involvement of the Reserve Bank of India in the ordinary and rural debentures floated .
by land development banks was Rs.6.90 crores and Rs.6.04 crores respectrvely as on 30th June,
- 1981,

During the Sixth Plan period (1980-85) land development banks are expected_ to reach the
target of Rs.2,300 crores of loans to agriciilturists. The most important single purpose of this
provision is to develop minor irrigation. Besides, the banks are to take up diversified lending
for other equally important purposes, some of which are subsidiary to agriculture. With the.
launching of the integrated rural development programmes, the emphasis will be not only on

.ralsmgp‘roducﬁonbutalsoonhelpmgthefaxmcrstosupplementthmrmomebytakmgup
other subsxda;y occupations.

2_1.3 SUMMING UP

In India the Co-operative movement was started with the objective of providing finances to
- agriculturists at lower rates of interest and thereby relieving them from the clutchés of money
“lenders. “The ‘Co-bperative banking which. provides short-term and medium term agricultural
‘credit ‘has a three-tier structure. The three-tier is formed by primary credit societies at base
organised at villige level, Central Co-operative Banks at district level and State Co-operative
Banks #t State level. The Primary Socicties mainly get funds from Central Banks and lend to the
members. The Central Co-operatives Banks are federations of primary societies and their main
function is to finance the primary credit societies. The main source of funds for these banks are
loans from the State Co-operative Banks, share capital and deposits.- The State Co-operative
banks, being at the apex level, finance, co-ordinate and control the working of the Central
Co-operative Banks. Thiese banks mainly derive funds from its share capital, deposits and loans
(refinance) from the REL The RBI has the regulatory powers over the Co-operatlw Banks in
the country. .

1

 The Land Development Banks were _es_t'ablished to meet the long term crcdit_--req'nirements

of the agriculturists. These banks derive funds from the share capital, reserves and debentures
and grant-long-term loans for a variety of purposes like, improvement of land, sinking of wells,
installation of pumipsets, etc. The RBI provides long term credit to these banks by purchasing

- their debentures. There is also some criticism on these banks. The important grounds on which
they were criticised are : dclaymthcsamnonoﬂoam,lackofexpertandtechmcalstaﬁand '
high overdues.

219 CHECK YOUR PROGRESS : MODEL ANSWERS

1. The sourc¢es of fimance for Central Co-operative Bahksare sharei:abntal reservﬁ, deposits
fromthepubhc,depmtsfromtheprmarysocmlmfromthestateco-operatlvebanks
andborrowamgsfromt}wRBImdcommcrcmlbanks. :

2. The three-tier structure of Co-operative banking in India consists of :
i) state Co-operative Banks at the State level {apex level),
ii) Cestral Co-operative Banks at the district level (intermediary level), and




i) anary Credit Socicties at the Village level "’m"m‘)

3. Bimcthaimbland development banks is to provide long term loans to the farme B
at low rates of interest. Their structure may be federal or unitary. The federal type consists
of one central land development bank and a number of primary land develppment banks,

. The unitazy type consists of a number of central land development banks with the branches
spread over different areas. : o '

21.19 MODEL EXA_M_INATION QUESTIONS

A. ESSAY QUESTIONS |
Answer the following in about 39 lines each: |
1. Discuss the existing Co-operatlve Credit Structure. What suggestions would 'you_ offer to .

make it more effective? }
2. Explain the role of Land Development Banks in providing long term credit to agriculturists.
- Offer some suggestions to improve their working in the light of the criticism levelled against

3. Bring out the significance of Co-opcmnw. Credit in agricultural development. What
measures have been taken by the RBI to stréngthen the Co-operative Credit System ?

~ B. SHORT QUESTIONS
Answer the tollowing in abost 15 Hnes each:
1. ‘The Primary Credit Societies are the nerve centres i the Co- operative Credit. Structure,
' What future do you visualise for the co-operatives in India.
How does the RBI help the Land Development Banks in providing credit to the agriculturists,
‘Explain the structure of Land Development Banks. ' :
Do you think that the Co-operative Centrai Banks form an unnecessary link if the three-tier

I

- system? Briefly subst_amiahe.m view point.

21.11 RECOMMENDED BOOKS

1. Choubey BN. '+ Principies and Practice of Co-operative Bankmg in India.

2. Laud GM. - : Co-operative Banking in India.
3. Nakkiran S. _ ' : Co-operative. Banking in India.

21.12 GLOSSARY

Land Development Banks  : The Co-operative_Banks'which.pfovide long term credit to
E L B riculturists. __
Primary Credit Soclety ~ : The Co-operative organisation at the base level of the
I co-operative. credit siructure which provide short-term and
‘medium term credit to agriculturists. : _
 ‘Single Window Co-operative It is asystem in which the Primary Agricultural Co-operative

: L “and long-tersi loans) and other sexvices to its member-farmers. 53
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220 AIMS AND OBJECTIVES

This unit aims at explaining the establishment of Regional Rural Banks (RRBs) and dlffercnt
aspects relating to. therc of.

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

« describe the establishment of RRBS;

o cxplain the capﬁal structure;
o list out the objectives and characteristics of RRBs;
» describe the credit policy of RRBs; '
. cjvaluatc the performance of RRBS; and
o discuss the problems faced by RRBS.

22.1 INTRODUCTION

The rural sector is the backbone of our economy because nearly 70 per cent of our population
lives in villages. Rural income, derived mainly from agricutture, plays a significant role in the
national income, Agriculture needs huge finances for its development and modernisation. The
planning policy of the Indian Government- has been to develop and resconstruct villages, but
the lack of crednt is one of the mam problems of rural resconstruction.

" The foundation of the institutional credit structure in rural India was laid with the

organisation of co-operative credit societies. The co-operative credit structure, could not keep

04 paoc with the growing demand for institutional credit with the risc in dcmand for. agncultural
2 . .




. credit. Commercial banks were, themforc inducted into the field of agnaﬂtural credlt under

the policy of ‘social control over banks’ in 1968, and the subsequent nationalisation of 14 major
commercial banks in 1969 carried the process further, Rural branches of commercial banks
expanded greatly after nationalisation. As against 1,833 branches in the rural areas in June, 1969
there were as many as 6,697 branches in March, 1975, Direct lending from commercial banks

~ to agricuiture which was Rs.54 crores in June, 1969 rose to Rs.540 crores by December, 1974,
This increase in the direct lending of commercial banks to agriculture was commendable. But a

long distance has still to be travelled and there is much more to be achiéved. Thus the.need for
the establishment of another agency to prowdc credlt for tural development was experienced.

~ In this unit we first explain you the establishment, capital structure, management, objectives,
characteristics and credit policy of RRBs. I.ater ‘their performance is described and problems
are discussed.

222 ESTABLISHMENT OF REGIONAL RURAL BANKS

The Gavemment of India set up  committee under the chairmanship of Shn M Narasxmham
to examine the issue of establishing a new agency to provide credit in the rural areas.

The Commmee observed that commercial banks had two major dlfﬁcultles in serving the

rural population namely (a) their high cost structure in operating in the rural areas, and ®

their attitudinal character. Therefore there was a need for an institution which could combine
the local knowledge and familiarity of rural problems, which the co-operatives possess with
the degree of business organisation, ability to mobilise deposits, access to money markets and

a modernised outlook, which the commercial banks have. The committee was of the view -

that the existing institutional credit agencies, as they were structured, would not be able to
filt the regional and functional gaps in the rural credit institutional system within a reasonable.
period of time even with such adaptation, recognition and restructuring as they be incorporated.
It is against this background that the committee suggested the establishment of Government

owned regionaily based and rurally onemad banks to supplement and not supplant. the existing
' msnmtlonal credit agencics. :

The committee suggested that in selected areas where (i) neither the co-operative nor
commearcial banks have been able to make much impact, (i) there is considerable scope for

mobilising deposits, and (jii) meaningful riral development has to be effetted, a few rural banks: _
. may be set up initially. It considered that about 50 per cent of the business of regional rural banks

(RRBs} should consist of small loans and that they should aiso extend finance for rural industry
and trade. The committee also recommended that one of the more important objectives of
the rural banks should be to attempt effective coverage of smal} and margmal farmers, lahdless
}abourers, rural artisans, efc. .

The recommendations of the Naras:mham committee were accepted by the Government -

of India. Accordingly, the Regional Rural Banks Ordinance of 1975 was promulgated by
the President of India on the 26th September, 1975 which was subsequently replaced by the

Regional Rural Banks Act of 1976, Consequewy RRBs were established by the Government

from October 2, 1975.

22.3 CAPITAL STRUCTURE

" The autherised capital of each RRB shal! be rupees one crore, which the Central Government
may increase or decrease in consultation with Reserve Bank of India and the sponsoring banks,
subject to a minimum of Rs25 lakhs, The issued capital of each RRB shall be Rs25 lakhs, of
which 50 percent shail be subscribed by the Central Government, 15 percent by the concerned
State Government and 35 percent by the sponsoring bank. There is a provision for an increasae

in issued capital by the Board of Directors of the RRB after consultation with the Reserve

Bank and the sponscring bank apd with the prior approval of the Central Government. The
MMRRBMbemtcdastmxteemitwsﬁwﬁwwrposesomemonmofﬂwlndmn
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Trusts Act,. lmmdm}bcummdasappmdmmmforthcpurposeofﬂw&nhng
Regulataon Act of 1949, '

224 OBJECI'IVES

The main objectives of RRBs have been to-
i) help the development of agncultural and other rural actmtn&s through prcmdmg credit and

and small entrepreneurs, in reasonable time and at reaasonable terms;

ii) provide alternative sources of- credit to the rural poor to free thcm from the cluiches of
money-lenders;

iii) meet the growing needs of the rural poor and backward sections of soc;cty'
iv) provide employment opportunities and develop entreprenéurship; and
v) combine the business goals of the rural areas ‘with social obligations.

CHECK YOUR PROGRESS -1

Mention the main objectives of RRBs.

---------------------------------------------------------------------------------------
-----------------------------------------------------------------------------------------
.......................................................................................
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22.5 LOCATION

The. 1ocatlon for RRBs is to be decided upon very carefully ‘Certain norms have been set
" up for this purpose:

1. The area should be a relatively backward or tribal area.
2 The new bank is to be established where co-operative banks are not active.
3. There should be no branch of the commercial bank in thé area.

4. The area should have the potential for providing a break through in development.

22.6 CHARACTERISTICS

The chief characteristics of RRBs arc as follows:

labourers, rural artisans, smal! entrepreneurs and persons of small means engaged in trade
and commerce and other productive activities in the area of operation.

2. They have a limited geographu:al coverage.

206 socicties in the area and also pay an interest of 0.5 per cent more on deposify

o _'3'«5'. "

other facilities, particuarly to small and marginal farmers, agricultural labourers, artisans

}. REBs grant loans and advances, partlcularly to small and marginal farmers, agncuitural

3 They charge a lower interest on. advames than the prevallmg lending rates of co-opcrahve _




4. 'The salary structure is lower than that of commercial bank employees and is at par with
that of the employees of the State Government concerned. :

5. They get assistance from.the Reserve Bank of India

6. RRBs are-pennitfed to lend 1 crore for every Rs.15 lakhs of their own deposits.

22,7 CONCESSIONS TO RRBs

The RBI has been offering some concessions and eiémptions to the RRBs as against the
scheduled commercial banks, They are: i) reduction of cash reserve ratio from 6% to 3%, and
ii) exemption of deposit of 10% of incremental demand and time liabilities.

The RRBs have been availing the refinance facility offered by the RBI under the refinance
scheme initiated on October 1, 1976. During the year 1980-81, refinance limits aggregating
Rs.119.64 crores were sanctioned to 52 RRBs and the amounts outstanding against these limits
- at the end of June, 1981 totalled Rs.1114 crores, For the year 1981-82 limits aggregating

Rs.135.92 crores have been sanctioned to 66 RRBs. Reserve Bank of India enables those RRBs

whose deposits are more than Rs.5 crores at the end of March, 1981 not only to achieve the
main objective of widening the credit coverage of weaker sections of society but also to earn
more income by refinance facility, :

228 CREDIT POLICY OF RRBs

The credit policy of the RRBs including the terms, conditions, requirements of security
and legal formalities, have been liberalised. It is no longer necessary to mortgage property or
deposit title deeds. There is no need for a borrower to produce a ‘no encumbrance’ certificate
or obtain legal opinion in this resgard. All that the bank insists upon is a group guarantee,

consisting of three borrowers. The borrower is also exempted from stamp duty.

The bank has dispensed with all these time consuming formalities, as it intends to help
small borrowers. The bank has minimised the need for the borrower to visit its branch more
than once for the grant of a loan. The banker selects the borrower in the village itself. {In the
case of commercial or co-operative banks, the borrower has to make a number of visits to the
bank). The bank grants the loan only to borrowers who produce a ‘no dues’ Certificate from
other Government or public sector institutions to avoid duplication of granting loans. '

. RRBs were directed to charge interest at the rate of 9 per cent on specified loans granted -

to primary societies and Farmers Service Societies {FSS) with effect from March 1,1979. This
was reduced to § per cent in the same month in respect of term loans to small farmers for
minor irrigation land development and other diversified purposes.

229 EVALUATION OF PERFORMANCE

The performance of RRBs is evaluated under the following heads:
i) Number of Banks : :

The scheme of setting up of RRBs was started in October, 1975 with only five RRBs but

later the number had increased to. 11 by March 12, 1976. During the following year (upto June,
1977) as many as 48 RRBs had been set up. In pursuance of the new economic policy of the
Government of India, which laid down that the scheme of RRBs should be revived, 28 RRBs
were set up during the year 1980-81, The total number of RRBs instituted by the end of June,
1981 were 102 covering 172 districts spread over 18 states. At the end of June, 1983, there were
142 RRBs covering 247 districts. The programme under the Sixth Five Year Plan is to increase
the number of RRBs to 170 covering about 270 districts by March 1985. The performance of
this scheme in the establishment of number of RRBs is significant compared to that of other
financial agencies in the country. a
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i) Deposits.

Deposits per RRB (on an average) increasaed significantly from Rs.3.32 lakhs in 1975 to
- Rs.88.74 lakhs in 1978. They further increased toRs.l'?_Z.38|£khsin 1979,

On the whole, deposits of all RRBsi:masedfroﬁRs.ZOlakhSiHIWStoRsﬂﬁlakhs'

in 1976 and they continuously increased to Rs.9,826 lakhs in 1979, Further deposits of 132
reporting RRBs aggregated to Rs.518 corres by the end of June, 1983 as against Rs.381 crores
by the end of June, 1982 in respect of 114 RRBs. '

jiii) Advances _
Total advances granted by all RRBs rose significantly from Rs.10 takhs in 1975 to Rs.747

lakhs in 1976 probably due to a significant rise in number of banks and their branches. Advances

further continuously boosted upto Rs.17,306 lakhs in 1979. Consequently the credit deposit
ratio increased from 50 percent in 1975 to 176.12 per cent in 1979. This credit deposit ratio of
RRBs is much higher than that of commercial banks. Total advances of 132 reporting RRBs

aggregated to Rs.624 crores by the end of June, 1983 as against Rs.466 crores by the end of

" June, 1982 in respect of 114 RRBs.

Small and marginal farmers and agricultural labouters teceived a major share in the total
advances sanctioned by RRBs as the share of this category of borrowers in total advances varied
between 61 percent and 65 percent. The share of rural artisans and others in total advances

' varied between 32 per cent and 35 per cent and the share of indirect advances in total advances

ranged between 3 and 6 per cent during 1977 and 1979, The share of the weaker sections in

. total credit was raised to 91 per cent by the end of June, 1982.

iv) Implementation of the 20-Point Programme

Since RRBs have been specially established to cater to the credit needs of the weaker
sections who form the main beneficiaries under the New 20-Point Programme, their entire

lending is towards purposes is dentified under the programme. Even so, they have been

specifically advised to involve themselves more vigorously in the implementation of various
schemes under the Programme, '

v) Refinance Facilities from NABARD

With the formation of the National Bank for Agricuiture and Rural Development (NABARD

on July 12, 1982, the RRBs commenced availment of the short-term refinance facility from
NABARD (eartier it was from RBI as per the scheme introduced in October, 1976). During
1982-83 (June-June) limits aggregating Rs.227 crores were sanctioned to 97 RRBs. The amount
drawn against these limits, and remaining outstanding at the. end of June, 1983, was Rs.189

crores. In the previous year, refinange was sanctioned to 82 RRB:s to the tune of Rs.177 crores .
- against which availment was to the extent of Rs.162 crores. RRBs made further progress in

availing long term refinance from NABARD (earlier from ARDC). At the end of June, 1983,
458 schemes were sanctioned involving a NABARD commitment of Rs.177 crores.

With its establishment, NABARD assumed the responsibility for Jaying down policies for

RRBs, overseeing their operations and attending to the problems faced by them. All work
relating to t*= establishment of RRBs, administration of refinance scheme, formulation of
appropriate uperational policies for RRBs, monitoring their performance, and the statutory
inspection of RRBs is undertaken by NABARD.

Due to their inability to prepare bankable schemaes conforming to the technical and other
norms prescribed for the purpose. RRBs had not been making adequate use of long-term
refinance facilities available earlier from Agricuttural Refinance and Development Corporation
(ARDC). In order to equip them with essential technical staff, NABARD has decided to provide
them with assistance from its R and D fund for the employment of these technicai personnel.

e
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vi) lnsured Statns

Reglonal rural banks are registered as insured banks with the Deposzt Insuranoe Corporatlon.
Al the deposits, upto Rs.20,000 per depositor in the same right and capacity in each bank, are,
accordingly, insured with Deposit Insurance Corporanon of India, thus providing protectmn to
the depositors.

vif) Refinance Scheme for Regional Rurai Banks .
Regional rural banks shall be entitled to the facility of loans and advances under a scheme

which came into force from Ist October, 1976. The total refinance limit for each regional rural

bank is fixed on the basis of the prescribed formula at 15:50:35, indicating the proportion of
regional rural bank deposits, the Reserve Bank of India refinance and .the sponsoring bank's
advances respectively in the aggregate lending programme of each regional rural bank. At
present the refiance is provided at 2 per cent below the bank rate, ie., 8 per cent per annum.

2211 PROBLEMS

The problems faced by RRBS are discussed below:
1] Overdues ' '

The main problem of RRBs is mounting ov:rdues "The position of overdues in relation

- to demands raised in respect of all the RRBs is not available. At the end of December, 1982,

the overdues of alf the RRBs amounted to Rs.128 crores which formed 22.2 per cent of their
total outstanding amount of Rs.577 crores. Overdues in the case of 40 RRBs which completed
six years or more worked out to 24 per ceant. On the assumption that the amount of demand
raised would be about half of the total loan outstanding, the recovery percéntage would work
out between 50 per cent and 55 per cent only. The position is likely to deteriorate in the years
to come. It is necessary that the RRBs take specnal measures to reduoc the ovcrducs

u} Mountmg Losses

Of the 167 RRBs, 42 RRBs incurred losses during the year 1981, What is more disturbing
is that 11 RRBs which had completed five years or more at the end of 1981 had also shown
losses. In the case of a few RRBs, the amount of accumulated losses had far exceeded the total
-amount of their paid-up capital. Such RRBs will find it extremely difficuit to wriggle out of the
situation. It is gathered that during 1982, a large number of RRBs have incurred losses.

‘This situation is likéljr to further worsen on account of : (a) increase in overhead expenses
consequent upon the revision of staff salaries and allowances; (b) reduction in margin available

to the RRBs on account. of upward revision in interest rates on deposits with effect from 21st

Ociober, 1982, and reduction in lending rates with effect from 1st April, 1983; (c) revision
~of Reserve Bank of India’s refinance scheme in terms of which the RRBs established earlier
-~ are required to provide a larger contribution out of their own resources toward their lending

- programmes; and {(d) modification of the Deposit Insurance and Credit Guarantee Corporation

Scheme requiring the RRBs set up in the previous four years or more to pay the usual guarantce
fec, etc. This aspect has to be examined in detail and immediate steps taken to make the RRBs
mblc _

iv) Longer Gestatmn Period

On an analysis of the available data, it is obscrved that in the case of the RRBs set up
after July, 1978, the gestation period has been longer as compared to the RRBs set up earlier.
REBs set up upto June 1977 had, on an average, recorded outstanding foans of over Rs.1.5
crores after two years of their establishment, - However, in the case of RRBs:set up in 1978
and afterwards, the outstanding loans, after two years of their establishment, were less than
- Rs. 1 crore. This appears to have resulted from (a) the selection of areas having insufficient
‘potential in subsequent ¢ases, and (b) the {ack of enthusiasm on the part of conccmed agencws
in nrovxdmg guidance and support to the more recent RRBs. ' -

209




iv) Limited Channels of Investment

The RRBS have limited channels of investment, as compared to the commercial banks.
Their lending is confined primarily to the weaker sections, and they earn interest ranging from
10 per cent to 115 per cent. On the surplus funds deposited by them in the current account
with their sponsor banks,they get interest at 9 percent per annum, though, on deposits at call for
over 60 days, they get interest at 115 per cent. On the other hand, they have to pay interest at
11 percent on term deposits maturing after five years or more. Thus, they lose heavily on such
deposits after providing for overheads. The authorities should consider enlarging the scope of
the lending activities of RRBs to other than small and marginal farmers. Suitable safeguards
should, however, be taken to see that it is not at the cost of financing their target groups such
as tractor and minor irrigation projects. This should be done particularly in such areas where
the scope for lending to the presently defined target group of RRBs is limited.

v) Control and Monitoring

The general superintendence, direction asid management of affairs and business of RRBs

- rest with their Board of Directors, consisting of nominees of Government of India, State
Governments and the sponsor banks. The supervision and monitoring of the RRBs is done by
NABARD and regulatory functions are looked after by the Reserve Bank of India. Decisions on
broad policies regarding organisational matters, loaning policies, etc., are taken by the Steering

Committee on RRBs, in many cases in consultation with the Government of India. State Level -

Co-ordination Committees (SL.CCs) have also been formed to have a uniformity in approach
to the different RRBs. Decisions in staff matters are taken by the Government of India on the
recommendations of the SLCCs. In the matter of initial staff support training facilities, and
refinance upto the prescribed extent, the RRBs depend upon the sponsor banks. The roie of
the sponsor banks and their responsibility in the development of RRBs have not been spelt out,
but, in general, they are expected to provide general counselling and support to their RRBs
and oversee their activities 5o that they are in a position to realise the goals. There is a fecling
amongst the RRBs that they are being "controlled” by many agencies and dicisions on vital
matters take a long time. It is desirable that roles of ali the concerned agencies are ciearly spelt
out. Owing to the increase in the number of RRBs and nature of the problems faced by them,
there is a need for a central agency to look after all issues related to them. \

vi) -Staff Resources

It has been observed that the extent and quality of staff support provided by the sponsor
bank is inadequate particularly in the initial stages. Officers deputed by the sponsor bank may
not always be the best avaitable to hold administrative positions in the RRBs. The staff recruited
by the RRBs are generally inexperienced and the training imparted to them particularly on the
job training is not sufficient to prepare them to hold managerial positions independently. In the

~ light of the nature of the work a Chairman of the RRB has to attend to the present incumbents,

210

particularly those belonging to the middle management grade, are not capable of shouldering

the responsibility placed on them. They tack the experience and maturity required for heading

the RRB. It is necessary that the RRBs are headed by senior and competent officials.

In many States, the staff turnover of RRBs is quite high. They treat RRBs as a stepping
stone for other services or as a stop-gap arrangement as long as they do not get employment
elsewhere. Ir the absence of any promotion policy for officers, the RRBs have not been able
to build up & suitable care of their own to attend to control functions at their administrative
offices or look after bigger branches. Of late, unions in RRBs have raised demands for pagity
in salary, allowances and other monetary benefits with commercial banks. In the absence of a
proper dialogue with RRB unions, resentment and frustration among the RRBs staff is growing.
The Government of India/NABARD should discuss these issues with the unions and decide if
they are feasible within the broad framewerk of RRBs. It may, however, not be possible for the
RRBs to pay to their staff salaries and aliowances at par with the commercial banks, for their

. viability would be geopardised by it.
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RRBshmbeenfacmgsomeproblemsmmoblllsngdepos:ts,forwhschthcyoﬂ’erahlgh
rate of interest. The banks are facing embarrassment from the potential depositors, mostly
farmers owning more than five acres as they are not served by the banks,

Due to the liberalisation of the terms and conditions there are many villagers seeking loans,
The probiem that the branches of the RRBs are facing now is that they are unable to refuse
help to the villagers.

Another problem is the lack of adeqnate infrastructural facilities in rural areas.

Review Committee’s View

The Review Committee appointed by the Reserve Bank of India has come out strongly in
- favour of continuing the RRBs. The Comnmittee has pointed out that the agricultural credit
of the commercial banks has not heiped to bridge the geographical gap in the availability of
credit not covered by co-operatives. The support of this Committee for RRBs can be seen from
the following statement: "The superiority of RRBs as an agency of rural credit over the rural
branches of commercial banks is derived from its low cost of operation, its simplicity and low
profile, local participation in management, familiarity of the local staff, and the close association
of district level agnculturc and rural development agencles"

CHECK YOUR PROGRESS 2
List out the problems faced'by RRBs.

-----------------------------------------------------------------------------------------

22.12 SUMMING UP

The Co-operatives and Commercial banks could not meet. the growing need for the ’

institutional credit in the rural areas. To meet this demand the RRBs were established on the
- recommendation of Narasimham Committee. The capital of these banks is subscribed by the
Central Government (50 per cent), the State Government concerned (15 per cent) and the
sponsoring bank (35 per cent).

The main objective of RRBs is to provide credit and other facilities, especially to the small
and marginal farmers, agricuitural labourers and small entrepreneurs in the rural areas. These
banks are generally located in the backward areas. They get financial assistance from the RBI
and provide loans at lower rates of interest than co-operative societies. These banks are also
availing certain concessions provided by the RBI These banks grant loans on liberalised terms
and comdditions. It is not necessary on the part of the borrowers cither to mortgagc property or
-depos:t title deeds,

. The RRBs made a significant progress in terms of expansion of branches, mobilisation
of deposits granting of loans, availing refinance facility from the NABARD, etc. These are
facing certain probiems. The important of them are, increasing overdues, limited channels of -

investment and lack of experienced staff.
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22, 13 CHECK YOUR PROGRESS : MODEL ANSWERS

L Dto dcvelup the rural economy by promdng credit for the purposc of developmg agriculture
and allied activities, credit and other facilities particutarly to small and marginal fanners,
agricuitural labourers, artisans .gnd small entrepreneurers.

it) to meet growing needs of the rural poor and backward sections of the soc:ety
iti) to provide employment_opportunmes and develop entrcpreneurslup.
2. The problems faced by RRBs are : |

i) increase in overdues
ify accumulation of losses

i) limited channels of investment
iv) control by many agencies
v) lack of experienced staff. .

22.14 MODEL EXAMINATION QUESTIONS

" A. ESSAY QUESTIONS ,
Answer the following In about 3¢ lines each:
1. Describe the establishment and progress of Reglonal Rural Banks.

2. Discuss the main problems faced by Reglonal Rural Banks. Suggest measures to minimise
them.

B. SHORT QUESTIONS

Answer the tollowing in about 15 lines each:

How is the credit policy of Regional Rural Banks llberahsed'?

Explain the capital structure of Regional Rural Banks '

What are the objectives of Regional Rural Banks ?

What are the recommendations made by the Narasimham Committee
List out the characteristics of Regional Rural Banks.

Explain the factors that influence the location of a branch of RRB.

=N A

22.15 RECOMMENDED BOOKS

Desai SSM. *: Rural Banking in India
Panandekar S.G. oS : Banking in India
Joshi N.C. . : Indian Banking

'zz 16 GLOSSARY

 Regionsi Rural Banks : The Banks which are established with the objective of
: extending credit and other banking facilities, especially to
the small and margmal fatmcrs in the rural aseas. '

" Sﬁohéﬁrﬁng.lﬁank:' . :\'"\_ : The publlc Sector bank Whlch sponsers a Reg:onal Rural

_"\




. farmers and weaker sections of the society. These schemes are explained in this unit. ; i

UNIT-23: LEAD BANK AND OTHER ALLIED

| SCHEMES |
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23.0 AIMS AND OBJECTIVES

The purpose of this unit is to discuss the concept, functions and progress of Lead Bank
Scheme and other allied schemes. - : .

By the end of this unit, you will be able to:
s explain the Lead Bank Scheme;

= identify the functions of Lead Bank;

» describe the progreés of Lead Bank Scheme;
. cxplain the Small Farmers’ Development Agency;

o list out the objectives of Marginal Farmers' and Agricultural Labourers, Agencies and
Farmers’ Service Societies; and _ : '

» describe the Differential Interest Scheme.

23.1 INTRODUCTION

With the intension of extending banking facilities to rural areas, the Lead Bank _Scheme
was introduced. And different schemes were formulated with the object of helping the small i

23.2 LEAD BANK SCHEME

A study group under the Chairmanship of Prof. D.R. Gadgil was appointed by the National
Credit Council to report on "the organisational framework for the implementation of social
objectives’. This group has recommended the ‘area approach method’ in the preparation of
plans and programmes for the devsiopment of banking and credit structure; Under this area -
approach method the Reserve Bank of India introduced the ‘Lead Bank Scheme’ in December,
1967. Major territorial and funciional gaps were identified by the study group. It also identified
uneven spread of banking offices and banking business in different states and population groups
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with pronounced urban orientation. This study group also observed the flow of resources from
rural to vrban areas and from smal! population centres to large population centres. The study
group also observed the flow of resources from rural to urban areas and from small population

centres to large population centres. The study group pointed out iineven distribution of credit fo .

certain types of borrowers. Hence the study group suggested that local condition shiould be taken

. into consideration in preparing plans for the extension of credit and banking facilities. Thus
" the study group recommended the adoption of the area approach method for the formulation

of plans and programmes for the development of banking structure. Further it recommended
that particular districts shouid be assigned to banks which may act as pace-setters for providing
integrated banking facilities. _ ' .

The Reserve Bank of India in Avgust, 1969 appointed a Committee of bankers with Sri
Nariman as Chairman ‘to evolve a coordinated programme for ensuring the setting up of
adequate banking facilities in the un-banked districts of the country’. The Nariman Committee
recommended that the banks should be allotted specific districts where they would take the lead
in surveying the potential of banking development in extending branches and expanding credit
facilities. Reserve Bank of India formulated the Lead Bank Scheme basing on these principles.
All the districts in the country have been allocated to the State Bank of India and its subsidiaries
and to 14 Nationalised Commercial Banks and three private sector banks. Greater Bombay,
Calcutta, Madras, Delhi, Chandigarh and Goa were not covered under this Scheme. In other

words, almost the entire India except the above cities were covered by the Lead Bank Scheme. -

Functions of Lead Bank _
1) To survey the resources and potential for bankihg development in the district concerned.

2) To survey the numbef of industrial and commercial units and other establishments and
" farms, which don’t have banking accounts or which depend primarily on money lenders.

3) To examine the facilities for the marketing of agricuitural and industrial production, storage
and warehousing facilities and linking of credit with marketing in the district.

4) To study the facilities for the stocking of fertilisers and other agricultural inputs and for
the repair and servicing of ‘equipment.

5) To recruit and train staff, vého would offer advice to small 'borrowefs and farmers and who
would follow up and inspect the use of loans. :

6) To assist other primary lending égcncies.
7} To maintain contracts and fiaison with the Government and _Quési-Govemment agencies.

8) To act as consortium leader and invite the cooperation of other banks operating in the

district in mobilising deposits, locating actual and potential credit needs and catering for

them.
Progress of the Lead Bank Scheme

The first phase of the programme consists of the completion of surveys for the identification
of centres which have a potential for bank operations, and the opening of bank branches. Such
surveys have been completed in almost ali the districts. : '

Inthe second phase, area development-programmes have to be formulated and implemented.
Banks have so far prepared district credit plans for 377 districts. Those plans were launched in
359 districts by 30th June, 1978. The work relating to the preparation of credit plans for the
remaining five districts was expected to be completed by 31st March, 1978.

" On 20th December, 1979 the Lead Banks were advised by the Reserve Bank of India to

914 terminate the then existing credit plans, and to prepare fresh pians for the period January, 1980

'
s




-Deoembcr, lmdommmﬂwmmalmﬁmplmfor 1980. ‘To ensure uniformity in the -

coverage of the second round of the: credit plans, detailed guidelines were issued by the Reserve
Bank to all the Lead Banks. Upto June, 1980 the District Credit Plans in respect of 357 out of
397 districts were prepared. As per the information received from all the head offices of Lead
‘Banks, District Credit Plans have been launched in all the districts for the period 1983-85,

Working Group to Review the Working of Lead Bank Scheme

A working group to review the working of Lead Bank Scheme was set up in November,
1981. Some of the important things to be referred to by the group are: : '

.- 1) To review the preparation and implementation of district credit plans and to suggest
improvements for proper and effective coordination of activities among the various organisations
. 2) To review the role of the ‘Lad Banks’ and to suggest measures to make them more
effective and also to suggest measures to improve the organisational set up of Lead and Non-

Lead Banks at the district and other levels.

'~ 3) To examine the role of the District Consultative Committee and Standing Committees
and make suggestions for their more effective functioning.

The working group submitted its recommendations, which were accepted by Reserve Bank
of India with minor modifications. Important among them are: '

1. Reconstitution of the District Consultative Committes and Standing Committee for -

- effective work. _
2. Construction of the District Level Review Committee, o
3. Appointment of separate district co-ordinators in Non-Lead districts,
CHECK YOUR PROGRESS -1 | |
~ Identify the important functions of Lead Bank.

e R A R T T T
-----------------------------------------------------------------------------------------
.......................................................................................

-----------------------------------------------------------------------------------------

233 SMALL FARMERS’ DEVELOPMENT AGENCY (SFDA)

The All-India Rural Credit Review Committee (1969) recommended the establishment of
the Small Farmers’ Development Agency(SFDA). The main objective in establishing such an
agency is to help those cultivators who have small yet potential, economically viable holdings.
The small farmers have always been neglected by the unorganised as well as the organised sector
of banking. Therefore, the establishment of the SFDA is a significant development in the field
of rural finance, for it forms an important link in the chain of organised financial institutions
through which money flows into the rural sector of the Indian economy. : o

SFDAs have been established in 46 selected districts, on a pilot basis. These agencies:

(a) identify small but potentially viable farmers in their areas; |
~(b) find out the problems of such farmers; and
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& . their production capacity. o _ _

The SFDAs heip potentially viable farmers in their areas in such a way that they achiev.
i+ viability in 3 to 4 years. The schemes of these agencies are mostly production and cred
" oriented. Every SFDA is supposedto assist about 50,000 potentially viable farmers'in irrigatior
¥ land-levelling, soil conservation, storage, marketing and customers’ service facilities. For th
i 25 per cent oftheassistanc_eisin.tlwfo_rmofamhsidy,tlwbalamc-isaloan,mairﬂytro_mc(
F‘ operative credit institutions. . _
i. 234 MARGINAL FARMERS' AND AGRICULTURAL LABAOURERY
AGENCIES (MFALA) T

. 'The Marginal Farmers’ and Agricultural Labourers’ Agencies have been established tu

* help sub-marginal farmers and agricultural labourers. Marginal farmers with holdings of up t

| one hectare and agricultural labourers who earn more than 50 percent of their income fron -

I agriculture, receive subsidised credit support for agriculture and subsidiary occupations unde;
this scheme. This subsidised-credit support is given for dairy-farming, poultry, fishery, piggery
horticulture, etc. The MFAL schemes are based mainly in favour of cmployment and subsidiar

R

' 235 FARMERS SERVICE SOCIETIES(FSS)

The National Commission on Agriculture (NCA), in its interim report in 1971, pointed ou!
that the problem of agriculture credit was primarily the problem of providing credit into variot
agricultural inputs and services. To conwert this idea into actual practice, the NCA said that;

(3) the integrated credit service should be available-to small and marginal farmers and _
' agricuitural labourers, and _ '

(b) the organisation should cover not only a complete range of agricultural activities bau
ancillary occupations and artisans; and offer various types of service to the agricultural

In accordance with these suggestions, some Farmers’ Service Societies have been organised
in a few SFDA and MFAL areas by the commercial banks from 1973-74.

The basic objectives of the scheme of FSS are to offer the small farmers a full package of
sexvices and technical guidance instead of mere credit. By the end of June, 1976 there were 311

" Farmers' Service Societies. Their number increased to 396 in March, 1977 out of which 181
were sponsored by commercial banks and 130 by co-operatives. ' S

236 DIFFERENTIAL INTEREST RATES (DIR) SCHEME

_ For a long time, it was felt that lower interest rates should be charged for certain sectors
of the economy which need financial assistance but cannot get it from banks because of higher
interest ratc . The Reserve Bank of India appointed a committee under the chairmanship of
Dr.R XK. Hazari to examine the question of differential interest rates. The terms of reference of
the committee were: _ - -

(i) to reyiew the scope and extent to which differential interest rates were already. being |
cha:gedbybankstrombmrmrsmeachsector; : _
(i) to detcrmine the criteria for identifying the borrowers who may be granted the benefit

216- of lower interest rates in cach sector; o '




(iii) to indicate the range of the differential rates that may be allowed in each sector; and

(N) to examine if any other concessions should be granted either in Ileu of or in addition
to Jower interest rates. - .

On the recommendations of this Committee (wlnch submitted 1ts report in May, 1971),
the Government announced in March, 1972; its decision to charge 4 per cent interest to low
- income grouwp persons. The Reserve Bank laid down certain criteria for eligibitity for loans
at différential rates under the scheme. ‘The eligible sectors include scheduled tribe, scheduled

castes and others engaged on a modest scale, in agriculture and other allied activities; people

occupied in the collection; or elementary processing of forest produce; peopte cotlecting fodder
in difficuit areas and selling it to farmers and traders; people physically engaged on 2 modest
scale in rural and cottage industries and vocations; students going for higher education on merit;

physically handicapped persons pursuing a gainful occupation; and orphanages and women’ s -

‘homes where saleable goods are made and where there is no adequate and dependable source
of finance. A person to be eligible for a loan under this scheme should not have a family income

of more than Rs.3,000 per annum if he is a resident in an urban or semi-urban area or Rs.2,000

per annum if he is a resident in a rural area. In addluon, he should not have land exceeding
one acre if irrigated and 2.5 acres if' ummgaxed

Term-loan and working capital would be granted in accordance with the specific requirements
of the borrower. In 1973, the ceiling for working capital loans to any single borrower was raised
from Rs.500 to Rs.1,500 and for term-loans foym Rs2,500 to Rs.5,000. The assets purchased
with the loan may be hypothecated to the bank. Group guarantee may also be accepted in-cases
of loans to-homogeneous groups of borrowers. Each {oan is coverd under the Credit Guarantee
Scheme and the guarantee fee is met by the banks up to March, 1981. The number of borrowed
accounts and the amounts of loan outstanding under DIR scheme was 26.69 lakhs and Rs.225
crores’ respectlvely at the end of June, 1981, o

23.7 SUMMING 1) J

The Reserve Bank of India formulated the Lead Bank Scheme in 1969. All the districts

in the country except certain cities were covered under the scheme. The Banks under this _

scheme are expected to play the lead role in the districts concerned. The lead banks have certain
important functions to perform like to survey the resources for the banking development, to

examine the facilities for. the marketing of agricultural and. industrial production, to maintain =

liaison with the government agencies, etc. The scheme achieved the progress in :dentlfymg the

centres for opening branches and in preparing the credlt plans.

The various schemes of Small Farmers' Development Agency, Margmal Farmers and
Agricultural Labourers’ Agencies, Farmers' Service Societies, and Differential Interest Rates
Scheme were formulated with the object of helpmg the small farmers and weaker . s-ectmns of

ﬂlesocmty : .

23.8' CHECK YOUR PROGRESS : MODEL ANSWERS

1. The important functions of lead bﬂ are:
i) To survey the resources for banking development. _
fi) To wﬁey the concerns which depend primarily on money lenders. -
m) To examihe_the.marketing facilities for agricuitural and industrial p.rodﬁction." .
iv) To study the stocking facilities for fertilisers and other agricultaral inputs.

R S—
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¥) To maintain lizison with the Government agencies.
vi) To act as a leader for other financial institutions in various aspects.

239 MODEL EXAMINATION QUESTIONS

A)ESSAYQUESTIONS
" Answer the following In about 39 lines esch:

L mmmmmmmmmmdmmmmm
weaker sections effectively.

2 mummmmmofw"msam
'B SHORT QUESTIONS = .

Answer the following in about 15 lines each:

What are the functions of 2 Lead Bank ?

Mahﬂn'SdEmeomeallmes’DewImtAmwy.-
WhatlstthrﬁemnttaIInteratRatesSdmnc"

a2 owoN e

Write short notes on:

i) Marginal Farmers’ mdAmcnlturalubourmAsenues;and
i) Farmers’ Service Societies. '

5. Explain the Lead Bank Scheme.

/2310 RECOMMENDED BOOKS

1. Joshi N.C. - Indian Banking
2. Muranjan SK. : Modern Banking in India

3. Reserve Bank of India : Reports on Currency and Banking.

23.11 GLOSSARY

. Lead Bank ' :ThebmkwlnchnscxpecteﬂundcrtiwlzadMdemeto
' prmdeﬁnaxmalleadershlptotlwoﬂmrbmksandﬁnm '
mstmmons located in the district allotted to it
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| 240 AIMS AND OBJECTIVES
| _ ThlsumtannsatdmmngﬂwestabhshmﬁandfuncﬂmsoftleeseweBm&oflndla _
(RBI).

Aftergoingthmugllltlﬁsmﬁt,'weexpectyou_tobeableto:
o discuss the functions performed by the RBL.

24.1 monucnon

A ma;ot landmark in the evolution of central banking in 1 India was the amalgamatlon of
the three Presidency Banks of Bombay , Bengai and Madras to form the Imperial Bank of India
in 1921. Though it performed two important central banking functions, it was the banker to the
Goverrmemmdtnsomeextem,tlwbanhers bank, it was not a central bank. The other central
banking functions were performed by the Government only. As a result of this unsatisfactory -
arrangement, demands were made for a full-fledged central bank. Attempts in this direction
took a definite shape when a Bill was introduced in January, 1927 in the Indian Legislative

_ Assembly to establish a gold standard currency for British India and constitute the Reserve Bank
of India - ¥ was the recommendation of the Hilton Young Commission that a central bank to

' ‘be called Reserve Bank of India should be established in India and that it should take over the -

f _ : central banking functions that the Imperial Bank had been performing so far. However, the Bill

introdusced for this purpese was abandoned on ancountofd:sagwemcntbctweent}w Government 219
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and the Assembly. Again in 1931, the Central Banking Enquiry Committee recommended the

establishment of the Reserve Bank for developing banking facilities and for bringing about rapid
economic development in India. Moreover, the White Paper on Indian Constitutional Reforms,
reiterated the importance of a Reserve Bank free from political influence. Accordingly, a fresh
bill was introduced in the Legislative Assembiy in 1933 which was duly passed by the Assembly
and became an Act on 6th March, 1934, The Reserve Bank of India commenced its operations
from 1st April, 1935. o -

This unit attempts to discuss the objectives behind the establishment of RBI besides
describing its functions in detail. o '

242 NEED FOR THE ESTABLISHMENT

The preamble of Reserve Bank of India Act states that the object of establishing the Reserve
Bank was ‘to regulate the issue of Bank notes and the keeping of reserve with a view to securing
monetary stability in British India and generally to opérate the currency and credit systermn of
the country to its advantage’. The financial system of India before the establishment of the

Reserve Bank, had been utterly inadequate mainly because of the dual control of currency by

the Government and of credit by the Imperial Bank. The separation -of these two functions
was found to be defective from the point of view of the economic development of the country.
The Hiiton Young Commission pointed out ‘the inherent weakness of a system in which the
control of currency and credit is in the hands of two distinct authorities whose policies may
be widely divergent and in which currency and banking services are controlled and managed
separately from one another’. Under these circumstances the need was felt for the establishment
of a central bank performing both these functions. A central bank was also found necessary to
achieve monetary stability - internat and external - as it has the right to issue currency notes

_and the authority to adopt a credit policy suitable for the country. .

- Secondly, the White Paper on Indian Constitutional R_eforms' made a'condition_ that the
Reserve Bank should be established if the responsibility at the centre were to be transferred

from British to the Indians. It was stated in support of this that "no room should be left for
doubts as to the ability of India to maintain her financial stability and credit, both at home and’

abroad’.

Thirdly, the inadequacy of the Imperial Bank of India in controiling the money market
was patent, because of the lack of confidence of other joint-stock banks on the Imperial Bank.
The success of a central banking institution depends on the confidence which it inspires in the
member banks and the influence which it exercises on them. But the Imperial Bank, which was
acting as the central bank, was for all practical purposes, a commercial bank competing with
other joint stock banks. So these banks were naturally reluctant to approach the Imperial Bank
for any help. Under these circumstances it was decided to establish a Reserve Bank with the
object of disacharging purely central banking functions and thereby making a fresh start in the
field of Indian central banking.

Fourthly, a central bank was found necessary to remove the structural instability of the
banking system. Without a central bank each commercial bank has to maintain enough cash
reserves to ensure its own liquidity position. This multipie reserve system under which each
bank is required to keep huge cash reserves is highly disadvantageous when compared to a
single reserve system. The centralised reserves could be used for helping the particular bank
that is facing financial difficulties. It is quite unlikely that deposits from all the banks will be
withdrawn at the same time. A singie reserve system is definitely more efficient, economical,
mobile and elastic. It is only by establishing a central bank, that a multiple reserve system can
effectively be replaced by a single reserve system. : :

Lastly, a central bank was found necessary in’ order to folow an appropriate credit policy.
Since the central bank has the sole authority to issue notes, it can exercise control over the

basis for the creation of credit. As a banker’s bank, a central bank has control over the cash

g Teserves-of commercial bartks and hence can influence their power to create credit. Further, a




central bank is armed with various weapons of credit oontrbl_ through which it can control the
credit situation in the country. - - - -' :

24.3 FUNCTIONS

 The Reserve Bank performs all the functions of a central bank. Its.main function is
to regulate the monetary mechanism comprising of the currency, banking and credit systems

 of the country. The Bank is given complete monopoly right for the issue of notes and has
‘wide powers over the other commercial banks. Another important function of the Bank is to

conduct the banking and financial operations of the Government. The Bank is also responsible
for maintaining the external value of the rupee. Apart from the traditional central banking
functions, the Reserve Bank is expected to take an active part in the economic devetopment of
the country, The Bank is playing an important role in the promotion of institutional finance
for agriculture and industry. Let us now discuss in detail the various functions of the Reserve

24.3.1 ISSUE OF NOTES

‘The Reserve Bank of India has the monopoly right for the issue of notes in the country. |

This right is conferred upon the Bank by Section 22 of the Reserve Bank of India Act. The Bank
issues on its own account, bank niotes of the denominations of Rs2 and above. It also issues
on behaif of the Central Government one rupee notes, one Tupee coins and other subsidiary

coins. Notes issued by the Reserve Bank are called the bank notes while the one rupee notes.
- of the Central Government are calted currency notes. - h

As in the case of the Bank of England, the Reserve Bank maintains two departments,

viz,, the issue Department and the Banking Department. The riote-issue function is performed

by the issie Department, and Banking Department looks after the general banking business.
. The assets of the Issue Department which back the note-issue are kept distinct from those

of the Banking Department. According to Section 33 of the Reserve Bank of India Act, the
assets of the Issue Department against which bank nates are issued should consist of gold coin
and bullion, foreign securities, rupee coins, Government of India securities and such bilis of

exchange and promissory notes payable in India and as are eligible for purchase by the bank.
The original Act of 1934 provided for the proportional reserves of gold and foreign securities
against note issue. Under the Act, not less than 2/5th of the total note issue was required to be

covered by gold coin, gold bufiion or foreign securities. There was a further condition that the

value of the gold coin and gold bultion was not to fall below Rs.40'6rorcs. However, in order

to finance the Second Five Year Plan, 2 change in the currency reserve position was brought
" about by the Reserves Bank of India Amendme:t Act of 1959. This Amendment Act provided

for two changes in the monetary system. One «/as the revaluation of gold reserves held by the

"Reserve Bank from the original price of Rs.21.24.per tola to Rs.62.50 per tola, which was the

rupee equivalent of the price of one tola of gold agreed to by the International Monetary Fund.
The second was a shift from the proportionate to the minimum reserve system with regard to
the issue of currency. : o

- Along with the revaluation of gold, the minimum reserve to be held in gold was fixed at

Rs.115 crores, instead of Rs.40 crores.’ According to the second change, there would be no limit

to the volume of currency that could be issued by the Reserve Bank provided it maintained a

minimum of Rs.115 crores of gold and Rs.400 crores of foreign exchange. There was a further
provision in the Amendment Act of 1956 that the foreign exchange could be allowed to fall below
Rs.400 crores upto a limit of Rs.300 crores, under certain conditions, and with the previous
sanction of the Government of Irdia. ' : : '

" The minimum was again reduced in October, 1957, when the Act was- further amended.

It was decided that the aggregate value of gold coin, gold bultion and foreign securities held

in the sssue Departmnent of the Bank should not at any time be less than Rs.200 crores, of

 Itis for.achieving all the above objectives, that the Reserve Bank of India was brought into
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which the value of gold coin and gold bultion, should at no time, be less than Rs.115 crores.
The balance of Rs.85 crores may be in the form of foreign securities. The net effect of the
amendment, therefore, is that while the provision about the gold reserve remains unaltered, the
effective minimum limit for foreign securities will, in future, be Rs.85 crores. Provision has also

- been made, as in other countries, for the suspension of the requirement regarding reserves of

foreign exchange to meet unforeseen contingencies. The Reserve Bank (second Amendment)
Act, 1957 empowers the Reserve Bank to dispense with the entire holding of forelgn securities

with the previous sanction of the Central Government. These amendments are in line with -

current thinking about foreign exchange reserves. It is now universally accepted that the main
purpose of foreign exchange reserves is to enable the country to tide over an unfavourable furn
in the balance of payment and the strength of the currency depends more on the soundness of

the Government of the country than on the value of its gold and foreign exchange reserves. The

general trend of central banking legislation in many countries has been to delink foreign reserves
from note-issue. As such, the amendment regarding the reduction or complete climination of
the reserves need not arouse any suspicion with regard to the soundness of our currency.

24.3.2 BANKER TO THE GOVERNMENT

_ The Reserve Bank acts as the banker to the Central and State Governments in the country. '.
Under sections 20, 21 and 21 A of the Reserve Bank of India Act, the Reserve Bank is charged

with the duty of acting as a banker to the Government. It is entrusted with the banking business
of the Government of India free of charge. Accordingly it undertakes to accept money on
behalf of the Central Government, to make payments on its behalf and to carry out its exchange
remittance and other banking operations, including the management of the public debt and the
issuc of new loans and Treasury bills. In terms of Section 21-A the Reserve Bank performs
similar functions on behaif of the State Government by virtue of the agreements entered into
with them.

D Agreement with Central Government -

The terms and conditions on which the Bank acts as banker to the Central and State

Governments have been set out in the separatae agreements which the Bank has entered into
with the Governments. As per the agreement, the Bank transacts the general banking business
of the Central Government. For this purpose, the Bank keeps such books of account as the

_ Government may desire. The Bank is not entitled to any remuneration for conducting ordinary

banking operations on behalf of the Government. It is given the advantage of keeping the

" Government cash balances free of interest. The Bank manages the public debt and the issue of

new loans and Treasury Bills of the Central Government. For the management of the public

_debt, the bank is entitled to charge half-yearly, a commission at the rate of Rs. 2,000 per crore

per annum on the amount of the public debt outstanding at the close of the half year for which
the charge is made. In places where the Reserve Bank has no branch or office, it has appointed
agents for transacting Government business, Under the Reserve Bank of India Act, the Bank
is obliged to appoint the State Bank of India as its sole agent at places where the Bank has no
branch or office but where the State Bank has a branch. '

The Act also requires the Bank to maintain currency chests of its Issue Department at

places prescribed by the Government and to keep the chests supplied with sufficient notes and

coins. The Treasury or the agency, where such a chest is kept is permitted to withdraw funds
from the chest when its payments on a day exceed its own balances. If there is a surplus, the
same is deposited in the Chest. The bank is required to provide reasonable renuttanoc facilities
to the public at the places where the currency chests are maintained.-

The Bank is also obhged under the Agreement, to remlt, on the account of the Government
between India and London, such accounts as may be required from time to time, at the prevaiting
market rate, for telegraphic transfers. .

i) Agreemernt wlth State Govemments _
~ Since the inauguration of provmcnal Autonomy in 1937, the Reserve Bank has entered into

separate agreements with the State Governments setting out the terms and conditions on which
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the Bank would transact the banking business of the State Government concerned, manage

their public debt and issue new loans. _The Reserve Bank now;acts as the banker to all the State”

Governments in India. _ _ _ o
The State Governments are required to keep a specified mirimum balance with the Rese;vé

Bank. The minimum balances have been revised on a number of occasions, At present they

range from Rs.5 lakhs to Rs.85 lakhs for various States. In the case of the Central Governiment
while the agreement does not stipulate any minimum balance to be maintained, the balances are
usually not less than Rs.50 crores. The State Governments are required to meet any temporary

deficits in their minimum balances either by issuing their own Treasury bills, or by obtaining

Ways and Means advances from the Bank

~ iif) Issue of Loans and Treasury Bills _

The Reserve Bank mah#ges:public_ debt and is responsible for the issue of loans on

~ behalf of the Central and State Governments. On account of its close contact with, and

intimate knowledge of, the financial markets the Reserve Bank is in a position to advise the
Governments on the quantum, timing and terms of the new loans. In order to carry ount the

- loans operations on the Government securities market, and to obtain the best possible terms for

the Government concerned, the Bank coordinates the ‘borrowing programmes of the Central

- and the State Governments and thereby eliminates unhealthy competition between the different

Governments of the country.

The Reserve Bank sells treasury bills whenever necessary on behalf of the Central Government.
They are sold by tender at weekly auctions. These bills have a currency of 91 days. The sale
of such bills provides short term finance to Government and also helps to absorb any excess
liquidity in the money market. The procedure for the issue of treasury bills is that the amount

. of bills offered, and the dates on which the tender payments are to be made, . are notified

by the Bank through a press communique. Though any member of the public could apply
for the purchase of these bills, usually only banks submit tenders for the purchase of these

' bills. Applications for treasury bills have to be made for a minimum amount of Rs.25,000 or
"a multiple thereof. Tenders quoting the lowest rate of discount are generally accepted in full.

The balarice, if any, is afotted to those wha quote the next best rates. The results of the auction
are announced through a press communique along with the notice of the next weekly auction.
Sucessful applicants are required to make the payment on the third day following the issue of
the press communigue. On maturity, these bills are repaid at the office or brarnich from which
they are issued. ' : J

Apart from the bills sold on tender, the Reserve Bank also issues adhoc treasury bills to
the State Governments, semi- government departments and foreign central banks. These bills
also have a currency of 91 days. This procedure would enable the State Governments te obtain
funds to meet their needs, whether or not weekly auctions are held. This also eliminates the
undesirable competition of State Governments; with the regular investors, such as banks and
insurance companies for the limited supplies of Treasury bills at the weekly auctions. At present
these are no public auctions. Instead of inviting tenders every week for specified sums, treasury
bills are now available throughout the week at a rate announced from time to time. This change
kas been made since 1965 mainly to facilitate investment by commercial banks to add to their

| resources. :

iv) Ways and Means Advances

In pursusance of Section 17(5) of the Reserve Bank of India Act, the Reserve Bank is
authorised te make, to the central and State Governments, ways and means advances which
are repayable not later than 3 months from the date of making the advances. The Act does not

- specify the rate of interest to be charged or the maximum amount of the advance. These matters

are regulated by the respective agrecments entered into between the Bank and the Central and
State Governments, _ R _

- Since 1954-55, the Central Government has increasingly resorted to the Reserve Bank for
accommodation to meet its growing néeds to finance the development expenditure under the
Five Year Plans. This has taken the form of sales of ad hoc treasury bills to the Bank rather
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. than ways and means advances. InreoentycarstheStathmmmemshavebeenmrtingtq i
short-term borrowings from the Reserve Bank in two ways. First, loans are taken under ways
and means advances. These advances are made without coliaterai securities and are provided
uptocertainlimi_tsprwribedbytheBank. Atpresent,theselimitsareﬁxbdat'thriceﬂlelwei_
of the minimum balances that the State Governments are required to maintain with the Reserve
Bmkandsuchadvatmarccaﬂcdthenormalwnysmdmemmadvanm Secondly, special ways
and means advances against the pledge of Central Government securities are also provided.
The Bank also grants additional advances beyond these limits, in special cases. Both normal
and special ways and means advances are granted at one per cent below the bank rate.

v) Adviser to Government

The Bank’s advice is often sought by the Central and State Governments on various financial
and economic matters. The Bank’s advice is sought on certain aspects of the formulation of the
country’s Five Year Plans such as the financing pattem, mobilisation of resources and institutional
arrangements with regard to banking and credit matters. The bank also renders advice on matters
of international finance. The Bank has a large research and statistical organisation through-
which it keeps in close touch with the current economic and financial developments both in
India and abroad. The Bank keeps the Government informed of developments in the financial

~ markets penodlcally
24.3.3 CONTROL OF CREDIT
‘Since economic expansion in-our rountry is sought to be achieved without Jjeopardising

pﬁcestabilityandgxd:angeequﬂlbrhnn.propercontrdis_tobeemercisedonbmkcreditwhkh
is mainly responsible for inflationary pressures. The Reserve Bank, therefore, is vested with the
umalpowcrsavailabletocentralbankstocontrolcredit. These include bank rate, open market
operations and variable reserve requirements and also some selective credit controls. The recent

: monetarypolicyofkeserveBankslwwsthatithastakenaseriousviewoftherisingprioelevels
andﬂlekcgmtcofﬂlepolicyhasbeentomrciseboﬂlagcmralandsclectiwrestraintm_ :
credit. Wemaydismsshemﬁmmmmmnmusedwaemmommammm )
creditorﬂyinbricfasﬂleyarcdedtwithindetaﬂunderﬂwmonetmypolicyofResemBank
of India. .

i} Bank Rate

mBmkrateisﬂwrateatwhkhtheRemeankofmdiamdiwonntswtainspedﬁed
bills. Bymaﬂpulamgﬂwbmkrmﬂwkmmamkcmrmhmthem“edﬂandmm
inflation. ﬂiemmﬁpulaﬁonofbmkramanmﬂnkmmmnkmngulatcﬂww
-bankcreditbyafﬁecﬁngtiwoostofboncwintaswﬂasthetotalmpplyofbmkcredit, The
bankmmhasbunahugedbykmmBmkmml-ﬁmesmwg:ﬂawmmsrmdby
commercial banks. This can be seen from the following: -

Changes in Bank Rate
With effect from : o Bank Rate (in %)
May 16, 1957 - a0
January 3, 1963 o 45
September 6, 1964 | 50
Febsuary 17, 1965 . Co 60
March 2, 1968 . ye
January 9, 1971 _. 60
May 30, 1973 _ ' T
July 23, 1974 - o 90

ggq  HyILIBL | | © 100




It:sundcrstandabletlmtmmethcuwepuonoftheReserveBankofIndla,thebankratc
has been gradually increased to curb the inflationary pressures created by the expansion of credit !
by commercial banks. Ompomttobcnotedlsmatﬂmbankmhasnotbeenvcrymﬁﬂ

msmaybcduetoﬂwdmorgamscdnamofmomymarkct. _ i

- L

- l)OpenmarketOpenﬂuns

Open market operations consist of selling ansd buying of eligible securities by the Reserve

: Bankmtheopenmarkettocffectachangemthevntumeofmoneymcmﬂanom Prior to

‘he Second World War, the extent of the Bank’s open market operations was negligible. In the

'postwarpenodtheBankpurchwedsemnneswlthawewto providing funds to the banking

system and expediting credit. The Bank’s purchases were particularly heavy during 1948-49 and

. 1950-51. The sales of the securities were particularly heavy from 1964-65 to 1968-69. Broadly

speaking, the Reserve Bank has not used its open market operations as a means of credit
control, pnmanly in order to facilitate Government borromngs. .

i) Variaﬁnn of the Reserve Ratms ol' Commercial Banks

The Bank rate policy and the open. markct operations have only limited use in India because
of the peculiarities in the institutional and structural framework of our banking system. By
changing the minimum cash reserves required to be maintained by the scheduled banks with.
the Reserve Bark, it is possible to control crédit in an effective manner. As per the amendment
of the Reserve Bank of India Act in 1962, scheduled banks were required to keep with the
Reserve Bank 3 per cent of the total demand and time liabilities. This rate could be raised by
the Reserve Bank upto 15 per cent. This instrument was used for the first time in 1960. The
«cash reserve ratio was raised from 3 to 5 per cent with effect from June 19, 1973 and after
undergomg some fiuctuations, 1t was fixed at 7 per cent with effect from 11th June, 1982.

iv) Selectlve Credlt Controls

By and large, s_clcctw’c credit controls are employed for the purpose of controlling inflationary
tendencies which appear owing to an‘increase in the total money in circulation through an over
expansion of bank credit. In India, these measures are intended to prevent the anti-social use of
credit, which is associated with the speculative hoarding of stocks of strategic commodities like
foodgrains etc. The selective credit controls used by Reserve Bank iniciude prescribing minimum
margins for lending against specific securities; stipulating discriminatory rates of interest on
certain types of advances and fixing ceiling limits on thc amount of credit for certain purposes.

Apart from the above mc‘thods of credlt control the Reserve Bank has also made use of
moral suasion for controlling credit. Moral suasion lmphes persuasion of commercial banks to
follow certain lines of policies, impressing upon them the need to do so. Either by hoiding
meetings or by circular letters, the Governor of the Reserve Bank persuades the banks to follow
a particular line of action. There is no element of compulsion in this persuasion and hence the
success of this policy largely depends on the willing co-operation extended by the commercial

24.3.4 BANKERS’ BANK AND LENDER OF LAST RESORT
The banks may be scheduled banks or non-scheduled banks. A scheduled bank is one

which is- incl'uded in- the second schedule to the Reserve Bank of India Act. Every scheduled
bank is required to keep with the Reserve Bank a cash balance of not less than three per cent

- of its total demand and time liabilities. The Reserve Bank has the power to increase the cash

reserves upto 15 per cent of the demand and timhe liabilities. These balances are kept with the
Reserve Bank not with a view to ensure the safety of the funds of the depoutors, but to eénable

t
b

the Reserve Bank to exercise control over the credit that may be created by the commercial ' -

" banks. Tt is, however, to be admitted that this purpose has not been fully achieved due to the
_ fact that the statutory cash rcscrves are too’ small compared to the total resources of the banks.
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Every scheduled bank is further required to- submit, to the Reserve Bank, every Friday

‘a return containing such details as i) the amount of its demand and time liabilities and its

borrowings from banks in India, ii) the total amount of iegal tender notes and coing held by it in
Indiia iii) the balance held by it at the Reserve Bank; iv) the balances held by it at other banks in
current accounts and the money at call and short notice; v) the investments in Cehtral and State

. Government securities including treasury bills and treasury deposit rcc_c1pts_ vi) the amount of
advances in India; and vii) the bills purchased and discounted in India. Under the Banking:

Regutations Act, 1949, the Reserve Bank has the power to give any direction to commercm]
banks and the latter are required to comply with such directions. .

A scheduled bark can obtain financial assistance from the Reserve Bank either i in the form
of rediscouting of eligible bills or in the form of loans and advances against eligible securities:
The type of bills that are accepted for rediscount and the types of securities accepted for the
purpose of granting loans are specified in the Act.. Commercial banks cannot obtain financial
accommodation from the Reserve Bank as a matter of routine. Apart from the nature of the

security, the Reserve Bank considers-a number of othier factors before extending financial help.
It examines whether the bank concerned offers excessive rates of interest in order to attract -
- deposits from the public, whether it availed of ail the other sources of financial accommodation

in the money market, and whether it has been over-trading and extending credit for speculative
purposes or indulging in unsecured business to any undesirable extent. To énsore that the funds
provided by the Reserve Bank are not misused in any manner, the Reserve Bank may call for

* any information from the bank concerned and impose any condition that it may deem necessary.

The Reserve Bank has the discretion to refuse the required assistance without assigning any
reason.. Normally any scheduled bank which is conducting its affairs properly. and which is
able to offer the necessary securities can always depend upon the Reserve Bank for financial
accommodation during a peried of emergency. Hence the Reserve Bank is called not only the
banker’s bank but also the lender of last resort S

The Reserve Bank is authorised to make loans and advanices to scheduled banks, State

'Co-operative Banks and State Financial Corporations, repayable on demand or on the expiry of

fixed. periods not exceeding 90 days against/the security of: i) stocks, funds and securities {other
than immovable property); ii) gold or silver documents of title to gold or silver; iii) such bills of
exchange and promissory notes as are eligible for purchase or rediscount by the Reserve Bank
or as are fully guaranteed as to the repayment of the principal and payment of interest by a State
Government; iv) promissory notes of any scheduled bank or State co-operative bank supported

" by documents of title to goods, such goods having been transferred, assigned or pledged to.any

such bank as security for the advance made for bonafide commercial or trade transactions or
for the purpose of ﬁnancmg seasonal agricultural operations or the marketing of crops. Where
the loans and advances arc made against the security of bills of exchange and promissory notes
arising out of any transaction relating to the export of goods from India, the maturity date is

~ extended to 180 days. If the Reserve Bank is of the opinion that a special occasion has arisen, .

it may waive the usual rules of eligibility regarding the securities. This relaxation of the rules
of eligibility helps the Reserve Bank to discharge its function as the ‘Banker’s Bank’ and the
‘Lender of Last Resort’ more effectively.

The Reserve Bank acts as the clearing house for the settlement of balances between the
comercial banks which keep their surplus funds with it. In the absence of this facility each
Commercial bank has to enter a separate clearance and settlement transaction with other banks
individually. ~ he process -of effecting a settlement between banks in the books of the Reserve
Bank of India is a comparatively simple operation and therefore, it is possible to economise in

terms of money as well as time. This function of the Reserve Bank of India thus is Ilkcly to -

strengthen the banking system of the country.

"' 24.3.5 CUSTODIAN OF FOREIGN EXCHANGE RESERVES

. The Reserve Bank of India has the responsibility to mamtam the ofﬁcuﬁ rate of cxehange.

6 Acoordmg to thc Rescrve Bank of India Act of 1934, the Bmtk was rﬁqmrtd to bny and seil

o et i
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. terling at fixed rates - any amount of sterling in lots of not less than Rs.10,000. After India

ccame a member of the International Monetary Fund, the Reserve Bank of India assumed the
zsponsibility of maintaining fixed exchange rates with all, other member-countries of the IMF.
he Reserve Bank of India buys and sells foreign exchanage from authorised persons at rates
f exchange fixed by the Government. For example, it seils sterting at 5.7940 per Rs.100 and
uys sterling at 5.8880 per Rs.100. Besides maintaining the rate of exchange of the rupees, the
RBI holds India’s reserves of international currencies, Finally, the Reserve Bank administers

_the exchange controls of the country.

243.6 ASSISTANCE TO AGRICULTURAL AND INDUSTRIAL SECTORS

In this connection, mention may also be made of the role played by the Reserve Bank
of India in financing the agricuitural and industrial sectors in India. . The backwardness of
agriculture in India is due to iack of adequate credjt facilities to the agriculturist, It is rightly
said that the agriculturist is born in debt, lives in debt and dies in debt. The task of financing
agriculture has reccived the particular attention of the Reserve Bank right from its inception.
The Bank has recognised the need for expanding and co-ordinating the credit facilities to the
agricultural sector. Under the Reserve Bank of India Act, the Reserve Bank is charged with the
responsibility of making its resources available to agriculture within certain limits. In order to
look after this function, the Bank maintains an Agricultural Credit Department. The Reserve
Bank has also been alive to the need for industrial development in the economic growth of the
country. The Reserve Bank and the central Government have established a few institutions for
the supply of long-term finance to industries. ' :

1t is clear from the above that apart from the traditional central banking functions, the RBI

also performs certain non- monetary functions like the promotion of sound banking in India.
While the monetary functions like control of credit, issue of notes etc., are significant as they

important in the context of India’s economic backwardness.
CHECK YOUR PROGRESS - 1 |
Mention the functions of RBI as the Banker to the Government. :

e R D L P
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244 SUMMING UP | _
- The Reserve Bank of India was established in 1935 for performing the central banking

bank notes in the country with a view to secuying mosetary stability,

The Reserve Bank of India periorms all the finciions of a Central Bank which were explained
carlier in the 12th unit. They indude issuing of the currency notes in the country, acting as
the banker to the Government, confroliing the credit creation of commercial banks, acting as
the bankers’ bank, maintaining the foreign cxchange reserves and financing the agricultural and

SR e Animns

- regulate the volume of money and credit in the countey, the non-monetary functions are equally .

: functions in the country. The main objective for its establishment was to regulate the issie of

SRR AV U e e
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245 - CHECK YOUR PROGRESS : MODEL ANSWERS

1. Asthebankerto tleovemmcnt,theRBIperfomswrtmnmnom. 'ﬂwyare

1) ‘Transacting the banking business of the Central andStabgGovmments.
ii) Issue of loans on bchalf of the Governments,

iif) Selling thc Treasury Bills on behalf of the Central Govemment.
iv) Giving ways and means advances to the Governments, and

v) Advising the Governments on various financidl and economic aspects.

245 MODEL EXAMINATION QUESTIONS

" A. ESSAY QUESTIONS B

~ W om

- 5.

An.swer the following in about 30 lines each:

Dlscuss thc varions functions performed by the Reserve Bank of Ind:a.

Explain the procedure followed by the Reservc Bank of India for the issue of notes.
Examine the rote of the Reserve Bank of India as banker to the government

How do you justify the remark that the Reserve Bank of lndla is the "Bankers’ Bank and

. Lender of Last Resort” ?

‘What are the various methods of credit control adopted by the Reserve Bank of 1nd1a ?

" B. SHORT QUESTIONS

LA e A
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Answer the l'ollomng in about 15 llnes each:
Explain the selective Credit control methods

Discuss the need for the establishment of Reserve Bank of India.

_ What is the system of Note-Issue followed by the RBI ?

What do you understand by the term ‘Lender of Last Resort’.
Write on the following: '
i) Bankers’ Bank,
ii) Bank Rate. .
Explain the term ‘Custodian of Fofei_g_n Exchange Reserves'
Esplain the tollowing terms: -
.i) _ Ways and Meafié Advances '
ii) Monopoly of Note-Issue

iii} Currency Chests.




24.7 RECOMMENDED BOOKS

L JosluN.C._ Indlaanlmwg
Z-T!anmBankofIndla : History of Reserve Bank of India
3. The Reserve Bank of India : Functions and Working

248 GLOSSARY

Bank Rate . ItmﬂwstandardrateatwhichtheRBhsprcparedtobuyor
re-discount bills of exchange or commerr.lal papers ellglble
. for purchase.

Gold Standard : A monetary system in which the value of each basm unit of
a country’s currency is fixed in terms of gold

Public Debis - : These comprisc the national debt, the debts of local government
authorities and the debts of public corporations.

Treasary Bills & Short-term Government securities offered for sale as a means

_ by which the Government can borrow money.
: .les_ and Means Advances  : Temporary borrowings by the Governments from the RBL
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- 250 AIMS AND OBJECTIVES

The aims of this unit are to discuss monetary poticy and its objcctxves in general and those
of the Reserve Bank of India in particular. -

When you have finished this unit, you will be able to:

e explain the meaning of monetary policy;

¢ give the objectives of monetary policy;

e describe the credit control methods employed by the RBE;
o evaluate the monetary policy of RBIL '

25.1 INTRODUCTION

_ As we know, it i the Central bank of a cduhtry which controls the credit creation of
commercial banks. The policy followed by the central bank to control credit is known as

" monetary policy and it forms part of the economic policy of a country. It refers to the credit

control measures adopted by the central bank of a country. 1t may be defined as “the management
of the expansion and contraction of the volume of money in circulation for the explicit purpose
of attaining a specific objective such as full employment™. This unit explains the objectives of
monetary policy and discnsses the monetary policy of REI in detail.

25.2 OBJECTIVES OF MONETARY POLICY

‘ The traditional objectives of monetary policy were regazded as the maintenance of price

and exchange stability-objectives symbolized by the institutional arrangement of gold standard. .

However, depending upon the economic conditions prevading in the country, the objectives
of monetary policy have undergone change. In the context of the developing countries,the
objectives of monetary policy have obviously to be fitted inio the Izroader and more conqae!hng

needs of furthering econonmic growth.




As such; a large number of objectwes have been pursued among whlch the important ones

are the following:
N ~a) Maintenance of stable cxthangc rates _
; I;) Maintainence of price level and control of trade cycles o
| ¢} Neutral money ' o

d) Maintenance of full cmbloyment _

¢) Maintenance of balance of paynu:'nts equilibrium

f} Assisting econonnic development

a) Maintenance of'Stable Exchange Rates

This is the traditional objective of monctary policy when gold standard was fol]owed The
reason for pursuing this objective of ach:cvmg the stability of exchange rates are:

i) a stable exchange rate was considered as an essential condition for the promotlon of
smooth international trade,

and

iiiy chanages int foreign exchangc rate rmght lcad to certam upleasant effects fike speculanon
in the forelgn exchange market.

_i . i) fluctuations in exchange rates rmght lead to lack of conﬁdcnce ina partncular currcncy.' :

However, stabilisation of foreign cxchange rate as an’ ob;ectwe of morietary pohcy has been . -
criticised as it aims at achieving through sacnﬁcmg price stablhty which is more lmportant than
exchange stablhty ' L . .

b) Maintenaiice of Price Level and Control nr_Txfade Cycles

As long as gold standard existed, maintenance of a stable exchange rate remained the
objective of monetary policy. However, after the suspension of gold standard, attention has
been paid to the objective of stabilising the price ievel and trade cycles. It has been noticed that
fluctuations in the price are always accompanied by fluctuations i in thc Icvcl of busmcss actmty

" Price mstablhty and the fluctuations in business activity are dlsadvantageous. Certam
problems of production and distribution would arisé as a result of price mstabﬂlty Ariseinthe
- price level, though it provides a stimulus to production, may develop into ‘run away’ inflation .

a which destroys economic prosperity. It also leads to redistribution of wealth in favour of the
I" . rich, inflicting suffering on the poor. A fall in the price level on the other hand, would lead to ..

business failures, unempioyment and curtailment of production. Both are evils to be shunned
and only. stablllty in prices would assure stab!c prosperity with a neutral effect on dlstnbutwn

This objective is, criticised on the grounds that i) the concept of a stable price lcvel is
itself vague, as in a dynamic world it is difficult to determine a satisfactory price level: if) it
removes the incentive of increasing prices to industrialists and businesmen, with the result that
production stagnates, and iii) it does not gearantee stability of business condltlons.

¢) Neutral Money

W ' R The concept of neutral money as an objective of monetary policy aims at eliminating the
_ disturbing cffects of changes in the quantity of money on prices. Accordingly, money should
E | remain neutral or a passive factor with a function of facilitating exchange only. Neutral money

_policy is followed as an objective of monetary policy on the assumption that changes in the
: supply of money are responsible for the disturbances in the operations of the monetary system.
' _ - Keeping the effect of changes in the supply of money neutral, whatever changes take place in-

= the price level, they can be treated as resulting from the productive power of the economy, The. 231




changes in the productive power and consequent changes in the supply of goods would exert
an influence on the price level in such a way that increase in the supply of goods would lead to
a fall in the price level and a decrease in the supply of goods would result in a rise in the price
jevel. : . _ _

* This objective of neutral money i criticised as (i) it is based upon the quantity theory of
money which has many limitations of its own; (i} it does not assure stable prices, and (jii)

during depression the laissez faire principle (or the principle of neutral effect) of neutral money

cannot hold good.
d) Maintenance of Full Employment

This objective of full employment aims at increasing the number of jobs to the maximum
in consistence with the existing employment opporunities. This is to be achieved by increasing
effective demand to the limit beyond which it would cause inflation. Full employment would
seek to optimise the current utilisation of the capacity. In carrying out this objective, the
monetary authorities are expected to correct the deficiency of demand and prevent exess over

"the available supply.

The actuai increase in the volume of employment depends upon the size of the multiphier,

that is, the number of times income increases in relation to given increase in investment .

© expenditure. That is why, monetary policy of increasing money supply does not always succeed

in the objective of increasing income, cutput and employment.

¢) Mairitenance of Balance of Payments Equilibrium

Another important objective of monetary policy is to secure bajance in a country’s external
payment position. For achieving this objective, bank rate is used as a weapon. When a country
is faced with an adverse balance of payments position, short-term interest rates in the country
are increased through an increase in bank rate. As a result, the outflow of gold or depletion of
foreign exchange reserves is arrested on the one hand, and a net inflow is attracted on the other.
Further, it would increase saving, decrease spending, and result in a general fall in prices. The
fall in prices would increase exports, decrease imports and would favourably affect the balance

" of payments position of the country. However, the success of the bank rate depends upon the

extent to which it can attract short-term funds into the country, and sustain the confidence of
investors abroad in the currency of the country concerned.

) Assisting Economic Developement -
This objective is more relevant in developing countries as they are poised for achieving

accelerated economic development through fuller utilisation of the available material and .

haman resources. Since capital scarcity is the major stumbiing block in the economic progress
of devoloping countries, the aim of monetary policy should be to promote savings and to create
conditions favourable for the fiow of foreign capital. The monetary policy while enabling the
State to undertake investment on a large scale, also ensures the prevention of the excessive price

rise resulting therefrom. Then it becomes possible to promote development with stabjlity. The
monetary policy also controls the fiow of money supply to undesirable sectors in accordance

with the planned programmes of economic development.
CHECK YOUR PROGRESS - 1
Mention the important obje:_:tives of monetary policy.




253 MONETARY POLICY OF RESERVER BANK OF INDIA

The Reserve Bank of India started with a cheap money policy and had fixed a low bank
rate of 3 percent which was raised to 3.5 percent in November, 1951. With the inaugiration
of planning, appropriate adjustments in the monetary policy to suit the pace and pattern of
planned development were considered necessary. The monetary policy followed by the Reserve
Bank of India since 1951 may broadly be termed -as one of controlled expansion ie., a policy
- of ‘adequate financing of economic growth and at the same time ensuring reasonable price
- stability”. Since the Indian economy has witnessed considerable inflation potential for inflation,
particularly since 1972, the suitable monetary policy would be one of credit restraint without
jeopardising the progress of productive sectors of the economy.

A wide range of powers have been conferred upon Reserve Bank of India to control the

credit created by commercial banks, through the provisions of the Banking Regulations Act,
~ 1949 and the Reserve Bank of India Act, 1934. Apart from excercising the statutory powers, the
Bank also adopts informal methods of moral persuasion to impress upon the banks the need to
control the credit. ' o

With the expansion in money supply, as a result of deficit budgeting policy of the Government,
bank deposits have grown in magnitude and consequently their credit capacity has increased
considerably. The developmental financing in each successive Five Year Plan is increasing to
create an inflationary impact. Under these circumstances, the Reserve Bank of India has felt
that it is essential to employ more and more measures to control credit and thereby to curb
inflation.

The methods of credit control employed by the Reserve Bank of India may be classified
into i) Quantitative methods, and ii) Qualitative methods or selective methods. The quantitative
methods of credit control include bank-rate policy, open market operations and variation of cash
reserves, The qualitative or selective methods of credit control include the various directives
issued by the Reserve Bank of India restricting the grant of credit to certain specified sectors
of the economy. ' :

The distinction between quantitative and qualitati?e methods of credit control is that, while
the former influence the overall volume of bank credit, the latter influence the flow of credit to
only specified sectors of the economy. : '

253.1 QUANTITATIVE METHODS OF CREDIT CONTROL
i) Bank Rate Policy ' |

. “Barnk rate is the standard rate at which it (the Reserve Bank) is prepared to-buy or
rediscount bilis of exchange or other commercial paper eligible for purchase under this Act.”
However, due to the paucity of biils of exchange and the consequent sluggishness in rediscounting
of biils, the rate of interest charged by the Reserve Bank on advances made to banks has come
to be known as bank-rate, _ o . :

 Scheduled banks had rarely approached the Reserve Bank for their credit needs fll 1952

due to their traditional reluctance to approach the central bank for accommodation, and also due
to the easy money conditions that prevailed through out that period. The bank rate therefore,
could not be effective during this period. Since 1952, however, banks have started approaching
the Reserve Bank for additional fusis, perhaps to meet the increased demand for bank credit
arising from accelerated economic development. ' ' :

a I bank ';a_t.e' is changed upwards or downwards, it effects the cost of credit available to the -

.commercial banks from the Reserve Bank. An incredse in bank rate would make Reserve Bank
. accommodation costlier to the commercial banks as a result of which they would be forced to
| raise the lending fates of the borrowers. This would discourage the borrowers from borrowing
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and consequently there would be contraction of bank credit. The reserve would be the process
if the bank rate is lowered. In this context, it should be remembered that the bank rate is a
pace setter for all other rates of interest in the money market, therefore, they mave in the same
direction as the bank rate moves. S : .

" For the first time, the bank rate was raised from 3 to 3.5% in November 1951, in order to
bring under control the inflationary situation created as a result of the Korean War.

Since the commencement of the Second Five Year Plan, the Reserve Bank has used this
weapon time and again. Bank rate was raised five times from 3 to 3.5% in November,1951; from
3.5%to 4% in May 1957: from 4% to 4.5% in January, 1963; from 4.5% to 5.00% in September,
1964; and from 5% to 6% in Febuary, 1965. Bank rate was decreased for the first time from

6% to 5% March, 1968 to arrest the recession trends in the economy. Again in January,1971
it was raised from 5.00% to 6%.

According to Reserve Bank, the rise in prices is caused by production losses (particularly in
the agriculture sector) and continued heavy budgetary deficits. With the increase in tke liquidity
of banks, the terms of lending have been relaxed and the borrowers have been encouraged to
resort to excessive use of bank credit particularly for building up inventories. Fxpansion of
credit is mainty the result of the faster rise in the production of some industries (such as sngar).
Under these circumstances, the monetary measures taken by the Reserve Bank of India alone
are not sufficient to produce any significant impact on the economy unless the need for fiscal
measures, also Realising the need for fiscal measures, the Reserve Bank of India urged the
Government to xecercise greater control over public expenditure. It is to be noted that a raise
in the bank rate would lift up the entire structure of interest rates prevaiting in the organised
markets. The idea behind this is to reduce the demand for liquid resources which are reported
to be generating pressures in the form of inventory building in the economy in the context of
all-round shortages. When the prices are rising much faster than the rise in the interest rates,

" the cost of holding inventories is not. burdensome for businessmen. Therefore, an increase in
the bank rate introduced by the Reserve Bank of India to control the general price leve! is

unlikely to achieve much success in that direction.

In reépect if production losses, particularly in the agricultural sector, and supply constains,
the measures taken by the Reserve Bank of India have been unsuccessful.

In the wake of the package of measures introduced by the central government to contain
in inflation,the Reserve Bank raised the bank rate from 7% to 9% on 23rd July 1974, and from
9% to 10% in July 1981. Simultancously, the minimum lending rate on advances of schedule
banks was also raised from 11 to 12.5% except. in the case of specially exempted categories.
While the net liquidity ratio remains at 40% the maximum rate chargeable on borrowing from
the Reserve Bank was raised from 15 to 18% thus making borrowings from the Bank costly.

Assessment of Bank Rate Policy in India

. The governer of the Reserve Bank speaking at the 33rd Ordinary General Mecting of
Indian Institute of Bankers, made the following observation on the efficacy of bank rate changes
in India: “In India, the bank rate instrument is of relatively small significance so far as the
movement of short-term funds is concerned. As regards the impact on domestic economy, it
has to be noted that a large segment of fixed investment under Five Year Plans is undertaken
in the publi - sector. A rise in bank rate does not tend to reduce public investment which is
governed primarily by the larger planning strategy. The fixed investment n the private sector
too is not very much influenced by changes in the bank rate, through probably the effect is
more pronounced than in the case of public sector investment”. But he proceeded to observe
that the usefulness of the weapon of the bank rate under Indian conditions is perhaps of the
greater significance in its impact on inventory accumulation as a considerable amount- af bank
‘credit is utilised for that purpose. However, the efficacy of the bank rate in this sphere is largely
conditioned by the general outlook or prospect regarding the future course of price, and the
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which has a large public sector investment, and whcrc Government have a battery of powers of |
direct regulations of investment, the efficacy - of the bank: rate changes is far less clear than it
is in industrially advanced countries with a free economy. This is not to say that bank rate is
“totally irrelevant in Indian conditions. Its importance as a pace-setter to the other market rates
of interest, both short-term and !ong-term cannot be over-emphas:sed .

li) Open Market Operatmns

De‘liberate and direc  Jying and selling of securities and bills. in the money market by
_ the central bank, on its ¢ #n initiative, are called open-market operations. During times of
| _ inflation, the Reserve bank sells the securities in its possession, and as a result the cash reserves
. at the disposal of commercial banks deplete and restrict thieir capacity to grant credit. During
depression, the Reserve Bank buys the securities, and the cash reserves at the disposal of
~ commercial banks increase thus enabling them to expand credit.

The Reserve Bank of India is anthorised to engage in the purchase and sale of securities of
_the Central Government or a State Government of any maturity or such securities of a Local
Authority as may be specified in this behalf by the Central Governmenit on the recommendations
. of the Central Board. The bank’s open market operations, by and large, have been conducted
in Central Government securities, and to a very limited extent in State Government securities.

ﬂ : Open market operations cannot be successful without an adequate volume of securities at
' “the disposal of the Bank, and without the presence of a broad and active securities market. Since
- the Second World War, the volume and variety of securities in the Bank’s portfolio increased asa
q S result of the growth of public debt enabling the Bank to undertake open market operations on a

large scale. This is also helped by the large scale Government borrowing undertaken to finance the
development, programmes under the Five-Year plans. The Indian financial markets, though they
\ do not compare well with those in UK. and the US.A., are sufficiently broad and active to enable

the bank to biry and selt Government securities. The Reserve Bank itself has contributed much

to the development of money and capital markets by helping to create a proper institutional

framework and by assisting their further growth. The Government borrowing under the
* Five -Year Plans has further broadened the Government securities market.

-As a matter of fact, open market operations in India have never taken the role of a
full-fledged: instrument of credit policy. Credit is sought to be restricted, more through other
monetary measures including selective credit controls. The objective of open market operations
has remained largely i) to assist the Government in its borrowing operations; i) to maintain
orderly conditions in the securities market; and iii) to assist commergial banks to overcome

" seasonal stringency instead of influencing the avaitability and cost of credlt However, thc Bank's
L o : opcn market operations have been in line vnth the monetary pohcy

Though the range of open market operations was low before the Sécond World Wir, in
. the post-war years, the Reserve Bank used the open market operations to provide the banks
with additional cash reserves for carrying on the financing activities during busy seasons. These
" operations ted to an inflationary situtation particularly aftér the Korean War. An unduly large
: : credit expans;on was observed in the 1950-51 busy season. Therefore, in November, 1951 apart
F | from raising the bank rate, the Reserve Bank announced a change in the open market policy. It
! said that it would not buy Government securities to meet the seasonal requirements of scheduled
banks. But, it would be prepared to make loans and advances at the bank rate against such
_ securities, Since 1951, the bank’s operations involved the purchase of one security against the
" sale of another as distinguished from outright purchase or sale. Whatever support was given
~ was more or less of a ‘discriminating’ nature and of a temporary duration. This policy resuited
in a considerable diminution in the scale of the Bank’s epen market operation as compared to
‘that of the previous years. Since the middle of 1957, however, the emphasis has ben shifted
. to sale of securities. This became most pronounced from 1964-65 to 1 968-69 during which
period the net sales were of the order of Rs. 320 crores. Since then however, the purchases [ 235_




securities have exceeded the sales. To sum up, the open market policy of the Reserve Bank has

~ been fairly successful since 1951 in supporting the general monetary policy. - E

iif) Variation of Cash Reserves |
As the central bank is the custodian of the interests of the depositing public, it insists on
commercial banks to maintain minimum cash reserves so that their liquidity and solvency are

‘not affected. Changes in the reserve requirements affect the amount of reserves that commercial
“banks must hold as deposits with the Central Bank, and consequently the amounts available for

granting credit.

Under the Reserve Bank of India Act, the scheduled banks are under an obligation to
maintain. with the Reserve Bank of India a statutory cash reserve of an amount equal tc, and
not less than 3 percent of their demand and time tiabilities. The Reserve Bank is empowered to
raise the percentage of the statutory reserve upto a maximum of 15 percent and also to require
the banks to maintain additional cash reserves. T -

The Reserve Bank exercised the power to raise the étatutory reserve rcqtliremént in two
stages during the year 1973. One from 3 per cent to 3 per cent of Demand and Time Liabilities.

in June 1973, and the other from 5 per cent to 7 percent in September 1973, These- steps -
. were warranted as a credit squeeze device.in view of the continuing imbalance in the economy -

between the aggregate supply and aggregate demand and the rapid increase in the ligquidity of

bariks which led to the excessive use of bank credit by the borrowers. An estimate was made

that, for one-per cent-point increase in the statutory cash reserve deposit, an amount of over
Rs. 100 crores was impounded with the Reserve Bank and was not avaitable for credit creation.
Thus, with the four percentage point rise in the reserve deposit in 1973; Rs. 430 crores were
sterilised for purposes of granting credit.

“The Reserve Bank tedu_ccd the statutory reserve ratio__ during 1974 from.7 percent to 5
percent (with effect from 28th June) and from 5 per cent to 4.5 per cent (with effect from

14th Pecember) and from 4.5 percent to 4 percent (with effect from 28th December). The

reduction of reserve ratio was necessary to enable the banks to meet the essential needs during
the busy season, keeping in view the trends in deposit growth and the estimated overall needs
of credit. Again during 1976, the statutory reserve was raised to 5 percent (with effect from
4th September) and further to 6 percent (with effect from 13th November) in order to conirol
the rising prices and to regulate the expansion of credit by commercial banks. 1t was raised in
stages to 7.75 per cent in 1981 and again reduced in stages to 7 per cent (with effect from 11th

- June, 1982)
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_Though the Reserve bank's power to impose additional cash reserve was first exercised
during 1960, effective use of this power was only made. in 1977, when the banks were directed
to make an additional statutory reserve equal to 10 per cent of the incremental deposit of each
bank after 14th January. Subsequently, banks were required to deposit with the Reserve Bank
in rupées. Fifty per cent of the net aggregate amount received by them after 1st June, 1978

* was under the Non-Resident (External) Rupee Accounts and Foreign Currency (Non-Resident)
Accounts Scheme. This stipulaion was made to neutralise the impact on money supply by the

inflow of resources from abraod. 1t was withdrawn in June, 1979, The rates of interest paid on

- such deposits has been raised to 6.5 per eent with effect from 1st June, 1978.

In addition to the statutory reserve requirement, the Reserve bank may require the
commercial banks to maintain liquid assets &f an amount equal.to and not less than 25 percent
of their demand and time liabilities. This measure is intended to restrict the banks capacity to
grant credit 'on the one hand, and to improve their liguidity position on the other. As a credit

- controt device, this minimum liquidity ratic was increased in successive stages from 25 per cent.
in 1970 to 30 per cent in November, 1972 and to 32 per cent with effect from 8th December,

1973. Again, it was raised to 33 percent later on, and further increased to 34 percent with effect
from 1st December, 1978. As a result of the increase in the liquidity ratio, the banks potential
for. credit expansion is greatly restricted. T
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2532 QUALITATIVE OR SELECTIVE METHODS OF CREDIT CONTROL
Apart from the quantitative methods of credit control, the Reserve Bank has been operating

selecive credit controls in respect of certain commodities, which have been ‘sensitive’ or in short
supply. These controls are enforced with a view to discourage the use of bank finance for
- hoarding' of such commodities s0 as to check a rise in their prices. Since the inauguration

of the Second Five-Year Plan, the price trends have become a some-what disquieting. The
rise in prices has been attributed to a number of factors such as the short-fall in production

‘and supplies, the increase in demand due to changes in consumption patterns, larger money

supply, and the hoarding of stocks by agriculturists and intermediaries. The money supply with
the public and bank credit have been exhibiting an upward trend since 1966. In view -of the

- rapidly worsening situation on the price front the Reseive Bank commenced using the selective
. measures of credit control. The Plannirg Commission has rightly observed that “Central Banking
in planned economy can hardly be confined to the regulation of the over-all supply of credit

to somewhat negative regulation of the flow of bank credit. It would have to take a direct
and active role, firstly, in creating or helping to create the machinery needed for financing
developmental activities all over the country and secondly in ensuring that the finance available
flows into directions intended” - ‘ '

‘The Reserve bank’s directives may refate to any/or all of the following:

a) the puposes for which advances may or may not be made,
b) the margins to be maintained in respect of secured advances,
¢) the maximuni amount of advances to ary company,.ﬁnﬁ, individual, ctc.,_ _
d) the maximum amount upto which guarantees may be given by the banking company
on behalf of any one company, firm, etc., and _ B
e) the rate of interest and other terms and conditions on which advances and other
- financial accommodation may be given. - :

At present the selective credit controls, are exercised in respect of certain essential
commodities like food grains, vanaspati, cotton yarn, sugar and oil seeds. The framework
of selective credit controls consist of (a) prescribing minimum margin for lending against specific
securities; (b) stipulating discriminatory rates of interest on certain types of advances; and {c)

- fixing ceiting limits on the amount of credit for certain purposes. All these techniques are

adopted in India. -

The selective control measures were used for the first-time on 17th November,1956 when
- the Reserve Bank issued a directive to. the scheduled banks to raise the existing margins in
_respect of loans against rice and paddy by an amount of not less than 10 percent of the value of

the commodities. This was later extended to cover all foodgrains, pulses, sugr and cotton. In

- March, 1963 with a view to counteract the boont on stock exchanges, a minimum margin of 50

percent was fixed in respect of the advances against equity shares, Limits were also fixed on the
maximum amounts which could be advanced by banks to any single borrower. In November
1965, the Reserve Bank introduced the Credit Authorisation Scheme under which banks are

- required to obtain the authorisation of the Reserve Bank before granting an advance of an

amount of Rs. 1 crore or more t0 any single party.

approval for
~ 1) buying shares or debentures of a joint stock comapny; or for underwriting their issue,
~ where the investment exceeds Rs. 1 lakh. _ : '
ii) lowering rates of interest or margins in case of loans in excess of 10 lakhs;
m) granting deferred payment guarantees; and -
iv)- granting accommodation in any form to any single party in excess of Rs.25 lakhs.

- Since January, 1970, the nationalised banks are required to obtain the Reserve Bank's prior
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A characteristic feature of the- operation of selective- credit ‘control measures is their
flexibility. Such controls have often been amended, modified or withdrawn according to the
changing requirements of demand for, and supply, of the essential commodities and the trends
in economic situation. The technique of sclective control has been sought to be perfected and

refined as it passed through several phases of its evolution. Originally the directivés refated -

to the fixation and alteration of margin requirements. In June, 1957, however an important
stage ini the évolution of selective control ‘was réached when, regulation of the aggregate level
of advances came to be used. ' S T : :

Selective credit control directives have the effect of keepirig the level of advances agaiﬁs_t
the commodity concerned within limits or permitting a rational or marginal increase therein.
The advances of central banks against commodities covered by selective credit controls declined

as a proportion of the total bank credit from about 11 per cent in 1970, to about 6 to 7 per

cent in 1973. During 1971 the selective credit controls weére mainly operated in 2 manner which
would have a deflationary-impact oa the economy. The same poli¢y has been continued during
1972 -also. During 1972-73 the credit policy of the bank again aimed at restricting the undue
expansion of credit so as to contain the inflationary pressures in the economy. The minimum
lending rate on advabces against commodities covered by selective credit controls was raised to

- 15 persent during 1974-75. In the subsequent year, there was reduction in the minimum margin

requirements in respect of advances against a number of commodities. In 1977, the credit
policy was liberalised particularly to assist the sugar and textile industries. Since the inflationary
pressures continued to affect the economy, the policy of caution and restraint was continued
up to 1980. A further credit sgeeze was imposed in 1981,-and consequently restrictions were

-~ placed on non-food credit. However in 1982, credit was made available to vital sectors of the

economy and also for exports.

~ The effecive application of these controls does not always ensure a favourable impact on
the -price situation. The obvious reason is that bank finance only forms a minor part of the
total finance used in the trading of such seasonal commodities. In this connection, it is fruitful
to quote the Reserve Bank itself: “The efficacy of the selective credit controt should not be
assessed mainly in terms of their positive influence on prices since the latter primarily depend

on the availability of supply of the relavant commodities, relative to demand. The success.of

these controls is to be’ judged in a limited sphere, viz; their impact on the pressure of demand
originating from bank credit in this sense, the measures should be deemed successful; but for
their operation. it is likely that price situation might have been some whatworse”..

Moral Suasion

- Apart from the above methods of credit control, the Reserve Bank has also been excercising
moral suasion on banks. The banks are persuaded, either by holding meetings-or by circular
etters, to foliow a particular line of action. It is customary to address letters to banks at the time
of every slack season and the reductions asked for by the Governor relate mainly to seasonal

commodities. In recent years as banking business has been progressively concentrated with a
few institutions, the Reserve Bank's task in this regard has become easier. The fact that the

leading banks are in the public sector makes this-measire more effictive. - ,

CHECK YOUR PROGRESS -2

Mention the credit control methods adopted by RBI. S




254 AN EVALUTION OF MONETARY POLICY OF RESERVE BANK
OF INDIA

It can be understood from a detailed discussion of the various methods used by the Reserve- _

. Bank that its monetary policy has acquired a new vigour and dynamism. Since 1970-71 the
major objective of monetary policy has been to control inflationary pressure.

First, the monetary policy is not given a major importanice in the expansion and development
. of the ecenomy. In a country like India, the major responsibility for stimulating the economy to
attain the stage of seif-sustained growth has to be assumed by the Government. To the extent
that it depends upon bank finance, the Reserve bank should ensure that economic development
is not hampered for want of adequate funds. However, it should be realised that monetary
policy cannot be of much avail if it is not accompamcd by the adoption of suitable fiscal and
economic policies by the Government.

Secondiy, the various weapons and powers of the Reserve Bank have been successful in
- curbing inflationary pressures that have resulted from bank finance.

Thlrdiy, the monetary policy of the Reserve Bank of India has become ineffective because
of the use of black money for hoarding and speculafive purposes.

“Successful credit regulation is not merely a question of availability of instruments but also
one of judgement with regard to timing and degree of restraint employed or relaxation allowed".
If the various credit measures had been appropriately timed they would havc achieved better
. results. :

25 5 SUMMING UP

The central bank of a country takes certain measures fo control the credit creation of
commercial banks. The monetary policy refers to such measures. It has certain important
objectives such as maintenance of stable exchange rates, stablising the price level and trade
cycles, maintenance of full employment, assisting economic development, etc.

The Reserve Bank of India started with a cheap money policy. During the plan period it
aimed at financing of economic growth and at the same time ensuring reasonable price stability.
Under the present inflationary circumstances, the RBI employed certain methods of credit

- control: They are classified into quantitataive methods and qualitative methods. Quantitative
methods include bank rate policy, open market operations and variation of cash reserves. The
RBI attempted to control the credit by changing the bank rate, particiapating in open market
operations and by changing the Cash Reserve Ratio of commercial banks. Apart from these
methods the RBI is exercising certain selective methods of credit control, such as prescribing
rainimum margins for lending against specific securities fixing, ceiling limits on the amount of
credit for certain grposes, moral suasion on commercial banks, €te. Thus the RBI used various

. methods to mntroi inflationary pressure m the country. :

2&&‘5 CHE'&K Y{)UR PROGRESS MODEL ANSWERS

I Nto mami:mn st&bie exchange rates.
i) o abilise price level.
i) 10 maintain. full cmpiﬁyment level,
W) to maintain equiiibrium of balance of payments.
v\ to assert the planned economx: deveiopment.

2. 'I‘he RBI adopted varions methods to control the credit creation of commercial banks and
ibereby inflationary pressures in the country. They are:.
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i) Quantitative Methods

a) Bank Rate Policy

- b) Open Market Operations

c) Variation of Cash Reserves

ii) Qualitative Methods

' a) Margin Requirements_

b) Ceiling Limits
c) Dtsennunatory Rates of Interest

d) Moral Suasion.

257 MODEL EXAMINATION QUESTIONS

A. ESSAY QUESTIONS

Answer the following in about 30 lines each:
What do you understand by monetary policy and what are its objectives?
What should be the objectives of monetary policy in a developing economy like lndla‘?

Discuss the monetary policy followed by the Reserve Bank of India

‘What instruments of monetary policy have been employed by the Reserve Bank of India,
~ and to what extent have they been successful in achieving their objectives?

Analyse the role of bank-rate policy as a monetary instrument in India. '

Make critical assessment of the monetary policy of the Reserve bank of India and point
out the factors responsible for its ineffeciveness.

B. SHORT QUESTIONS

3

4.

Answer the following in about 15 lines each: *

Explain the objectives of monetary policy. '

Distinguish between quantitative and qualitafive methods of credit controt.

Explain the Moral Suasion as a device of credit control.

Expla n the terms : i) Neutral Money, and_ ii) Statutory'Reserve Ratio,

258 RECOMMENDED BOOKS

L JoshiNC. : Indiari Banking

2. Reserve Bank of India : Functions and Working




259 GLOSSARY

Collateral Security

Full employment

Lalsser-faire Principle

4. Neutral Money -

5. White Paper

: Secm’itytakcnbyabankinmppmmﬁts_lendingtowstomers.

: The level of empioyment at which every one (able and willing
to work) is employed. The full employment level of economy
indicates full capacity output,i.c., all resources are employed.

. The doctrine stating that the state interference in industry
andcommeroeshouldbekepttoaminimum. _

: Moneyserving as a medium of ¢xchange aﬁd_ unit of account,
but does not affect the economy.

: An official statement by Government on some matters of

" current ecopomic or soclal interest, generally a basis for

legislation.
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260 AIMS AND OBJECTIVES

The aims of this unit are to explain the nature of relationship between a banker and a
customer and to examine the statutory and non-statutory provisions and customs governing
such relations. Coe

After readng this unit, we expect you to be able to:

"« explain the meaning of the term ‘bahker and define it;
e explain the term ‘customer’ and define i

e ‘describe the relationship 6f the banker, as an agent, a trustee, pledgee and bailee of the
© customer. ' : o -

'26.1 INTRODUCTION

The relationship between a banker and a customer is of great practical significance. It
arises out of the contract made between the banker and customer involving obligations on both
sides. The contract of debt is at the back of most of the dealings. The legal basis of relationship
between banker and customer is of many dimensions. The various statutory requirements

and protections hinge directly on this relationship. However, while examining the relationship

| between the two, it is logical to examine the terms ‘banker’ and’ customer’.

This unit first explains the meaning of the terms ‘banker’ and ‘customer” and later examines
the relationship between these two. : .
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262 BANKER-MEANING AND DEFINITION

Numerous definitions have been developed by economists about thc term ‘banker’ but very
few of them give a satisfactory meaning. According to A.C. Hart" a banker or a bank is a person
or a company carrying on the business of receiving money and collection of drafts for customers

‘subject to the obligation of nonouring cheques drawn upon them from time to time by the -
customers to the extent of the amount available in their current account.” The above definition

requires the fulfilment of the following conditions for TECOEnISing. a person or an institution as
banker or a bank. : o

a) Acceptance of money on current account and the colleé_ti(m of cheques and drafts for
customers. : E '

b) Payment of che’ques or orders drawn by custemers which are casentially payable on.
© demand. Of course, these instruments will be honoured fo the extent the amount is available

in the current account or upto the agreed overdraft limit.

¢) Banking business must be the main business of.suéh a person or a compahy. ‘This view
was held by Stafford Vs. Henry (1850). In this case one Mr. Labertouche had -carried on
varied business, part of which, at that time, was regarded as banking. But as it was not his main

business, it was held that he was not a banker. According to Sir John Paget, no one is a banker -

(i) who does not take deposit accounts ; (ii) who dogs not take current accounts; {iif} who does
not issue and pay cheques; and (iv) who does not collect cheques crossed or uncrossed for his
customers. :

The commonly used definition of a banker as a dealer in money and credit is not satisfactory.
It is because there are many financial institutions other than banks which deal in money and
credit. Eg. Money-lenders deal in money and credit, but they do not come under the category
of banker. Similarly building societies receive deposits and they also provide credit, but they
are not bankers. In both the cases, demand deposits against which cheques can be drawn by a
customer-are not kept. ' '

26,3 CUSTOMER-MEANING AND DEFINITION

There is no statutory dsﬁnition of customer. According to the classical view as expressed

by Sir John Paget "to constitute a customer, there must be some recognisable cowise or habit

of dealing in the nature of regular banking business “. That is, mere maintenance of an account

" is not enough unless:

i) there is a recognizable (ie, acknowledged and established) course of habit of dealing

between the costomer and the banker, and

i) the connection of these dealings 1s with some bzmking business.

According to him, a single transaction or the rendering of some service will not entitle

person to become a customer. It is the contiruity and custom over a period of time that is
necessary. To be a customer the person should be accustomed 1o visit the banker frequently.

Further, the dealings muist be of a banking nature. That is the money shoutd be deposited

in the customer’s account and withdrawals should be made against it. The receipt of mongy on

loan and the obligation to repay on demand against cheqies are the bascs of banking business.

 While there is no éispute as to the requirement of transactions being related to banking
business, as far as the duxation theory is concerned, it has not been supported by others. It
was discarded as far back as 1914, conscauent upon judgement in Lank Broke Vs. Todd.
It was held that the refation of banker and customer begins as soon as the first cheque paid in
is accepted for collection and not merely when it is paid. One after another the courfs have

b




- given a ruling that even a single transaction could give rise to banker-customer relationship. In
the Commissioner of Taxation Vs. English, Scottish and Australian Bank Ltd., 1920, this point. .

was made clear. The Privy Council -heid that '_'word:.f:;;stemet signifies a relfationship in which

duration is not of essence”. A person whose mofiéy has been accepted by the bank on the

- condition to undertake to honour cheques upto the amount standing to his credit, is, in the view

of their Lordship, a customer of the bank in the sense of the statute, irrespective of whether his
connection is of long or short standing. Therefore, from the strictly legal view point, continuity

of dealings is not essential. When an account has. been opened, frequency of transactions can

very weil be assumed.

Ai:f.d'rdin'g to Dr. Hart "a customer is one who kas an account in 2 bank or for whom a

banker nabitually undertakes to act as such”.. This definition has been endorsed even by the
Kerala High Court. It observed that “broadly speaking a customer is a person who has the

- habit of resorting to. the same place or person to do business.. So far as banking transactions
'ar_e concerned, he-.is__ ‘a-person whose money has been accepted on the. footing that the banker
. will honour upto the amount standing to his credit, irrespective of his connection being of short

or long-standing". It is clear that a person becomes a customer irrespective of the fact whether
his account has been operated upon for sometime or not. o o

The nature of dealings of the customer with the banker determines the status of the
customer.' The person-who does not deal with the banker in regard to the essential functions of
banker - accepting of the deposits and lending of money, but avails, any of the services rendered
by the banker is not called the customer of the banker. For instance, a person without a bank
account in his name may remit money through a bank draft, encash a cheque received by him
from ‘others or deposit his valuables in the safety lockers of the bank. Yet he is not cailed the
customer of the bank because his dealings with the banker are not in regard to the essential

" functions of a banker. Such dealings are considered as casual deal ings and are not in the nature

of banking business. It is, therefore, clear that to constitute a customer, a person should have a
bank aecount in his name by making necessary depoasits of money and his dealings with a banker

‘must be of the nature of banking business.
CHECK YOUR PROGRESS - 1

- . :State meaning of the term ‘customer’.

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

264 RELATIONSHIP BETWEEN BANKER AND CUSTOMER

" Having attempted.tb explain the terms ‘banker’ and ‘customer’, we may.turn our attention
to examine the refationship between a banker and a customer. It is examined under the following
headings. ' : ' : .

26.4.3 REIATEONSHIP AS DEBTOR AND CREDITOR

As 5001 as the .customer opens an account in a bank, the .banker assumes the position of

a debfor. The money deposited by the customer with the banker may be made use of by the

- latter according to his discretion. The customer, however, has the right to demand his money

back from the banker and the banker is under an obligation to repay the debt as and when he

- is required to do so.

A cusiamer remains as 3 créditor of hishanker 56 long as his accounf carries a credit batance |

but he never gets a charge over: the assets-of his debtor (banker) and remains as unsamred
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 creditor of the banker,
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‘The banker’s relationship with the customer is exactly oppos:te under conditions of overdraft.

ﬁ As soon as the customer’s account is overdrawn, the banker becomes the creditor. Since the
:: loans and advances granted by the banker are usnally secured by tangible assets of thc borrower,

' @ the banker becomes a secured creditor of his customers.

Il

Though the relationship between the banker and his customer is mainly that of a debtor and
: creditor, this relationship differs from simifar relationships arising out of ordinary commercial
" debts in the following respects: .

R

o

amount on the specified date or earlier or whenever demanded by the creditor as per the terms
of the contract. But in the case of a deposit in the bank, the debtor (banker) neced not repay the
amount on his own accord. It is.essential that the depositor (creditor) should make a demand
' for the payment of the amount in an appropriate manner. This difference is due to the fact
. that banker is not an ordinary debtor. He accepts the deposits with an additional obligation

.¢ to honour his customers’ cheques. If the banker returns the deposited amount on his own

" accord, some of the cheques sent by the depositor might be dishonoured and his reputation -
- might be adversely affected. Moreovesr, as per the statutory definition of banking, the deposits
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" are repayable on demand or otherwise. The depositor makes the deposit for. his convernience
: and also with a motive to earn income. Hence, the dep051tor has to demand repayment of the
deposued rnoney .

(b) Proper Place and Time of Demand: The demand by a creditor must be made at the
_proper place and at the proper time. The depositor enters into a relationship with only that
branch of the bank where an account is opened in his name. He must make the demand for
tepayment of the deposit only at that particular branch. Otherwise the banker is not bound
to honour the cheques of the depositor. Nevertheless, on special request of the customer, the
banker may arrange for repayment of the deposited money at some other branch. For example,
in the case of bank drafts, travellers’ cheques etc., the branch receiving the money undertakes
the repayment of the money at a specified branch or at any branch of the bank.

In Indo-Allied Industries Ltd., Vs. Punjab National Bank Ltd., 1920, the Ailahabad High
Court held that in the absence of an express contract tothe contrary there is as an implied
contract with the customer who opened the account with the branch of the banking concern,
which caused with it the duty of the bank to pay the customer only at the branch where the
account was kept subject to instructions to transfer ihe account elsewhere. The court further
held that if the obligation to transfer was frustrated by local legislation or government action of

“the country where the account was kept, the remaining implied obligation to pay at the branch
where the account was kept, could not be substituted automatically by unconditional obligation
of the principal to pay elsewhere by resorting to Section 226 of the Indian Contract Act.

In the above case the Indo- Alhed Industries Ltd., had its accounts with the Rangoon branch

of Punjab National Bank Ltd. On the liquidition of the former, the latter was informed about

the appointment of the liquidator. The liquidator did not operate the accounts for two years

and in the meanwhile the Rangoon branch was nationalised. The People’s Bank Number 7, the
successor of he Rangoon branch wanted to transfer the money to the liquidator in India but its
request for the same was rejected by the Burmese exchange control department. Thereafter, the
bank treated the managing agent of the company, then residing at Rangoon as duly authorised
to withdraw the amount and permitted him to do so. The liguidator sought to make the head
office of the Punjab National Bank responsible for the payment made collusively and wronghully
because under Sec. 226 of the Indian Contract Act, the principal is responsible for agent’s
action on the contract. It is necessary that the demand for payment should be made during
the banking hours only. If payment is made before or after the banking hours, the banker may
_become liable for the same.

(a) The Creditor must Demand Payment: In case of commercial debt, the debtor pays the
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(c) Demand must be in proper manner:. As per the statutory definition of banking, deposits
are withdrawn through cheque, drafts, etc. It implies that the demand to refund the deposited
money should be made through a cheque, draft or an order as per the common usage amongst
the bankers. It means that the demand should not be made verbally or th:ough a telephonic
message or in any such manner.

(d) Not Time Barred: The deposits with the bank do not become time barred on the expiry

of three years in India and six years in UK., as in the case of ordmary debts, . The statute of
limitation begins to run only when the amount becomes due ie., the period of limitation is
counted from the date when demand has been made elther by drawing a cheque or wrmng a
letter. (.Ioechmessons Vs. Swms Bank Corporation 1921).

26.42 BANKER AS A TRUSTEE_

In certain circumstances, the ‘banker acts as a trustee of the customer. A trustee holds
money or assets and performs certain functions for the benefit of some other person called
the beneficiary. For instance, if the customer deposits any valuables with the banker for safe

_custody, the latter acts as a trustee of the customer. The customer continues to be the owner
of the valuables deposited. The legal position of the banker as a trustee or as a debtor of
the customer is different. In the capacity of a trustee, the money or the documents held by
the banker are not treated as his own and are not available for distribution among his general
creditors in the case of liquidation.

The banker’s position either as a trustee or as a debtor is determined by the circumstances
in each case. If he does something in the ordinary course of business without any specific
direction from the customer, he acts as a debtor. In the case of money or bills etc., deposited
with the bank for a specific purpose, the banker’s position will be determined by ascertaining
whether the amount was actually debited or credited to the customer’s account or not. For
example, if a cheque is sent for collection from another bank, the banker acts as trustee until

the cheque is realised and credited to the customer's account. Once the amount thus realised

is credited to the customer’s the banker will be the debtor for the same amount. On the other
hand, if the customer instructs his bank to purchase certain securities out of his deposits, but the
bank fails in its business activity to make such purchases, the banker continues to be the debtor
of his customer for the amount which was not withdrawn to carry out the specific 1nstruct10n
of the customcr .

The relationship between the banker and the customer as a trustee and beneficiary depends
upon the specific instructions given by the latter to the former regarding the purpose or use
of money or documents entrusted to the banker. In the case between the New Bank of India
Ltd. Vs, Pearelal (AIR 1962), the Supreme Court held that in the absence of other evidence, a
person paying into the bank whether he is a constituent of the bank or not, may be presumed
'to have paid the money to be held as a banker ordinarily holds money of other constituents. If
no specific instructions are given at the time of payment or thereafter and even if the moneys
-are held in Suspense Account, the bank does not thereby become a trustee of the amount paid.
In other words, when a person dealing with a bank delivers money to a hank, the intention

to create a relationship of creditur and debtor between him and the bank is presumed; unless’

this presumption is rebutted. For example, (i} When the money is paid to a bank with special
instructions to refain the same pending further instructions or (i) to pay the same to.another
person who has no account with the bank and the bank accepts the instructions and holds the
money pending instructions from that other person or (jii) When instructions are given by the
customer to his banker that a part of the amount lying in his account be forwarded to another
bank to meet a bill to become due and payable by him and the amount is sent by the banker as

directed, a trust results, and the presumption which ordinarily arises by reason of prepayment :

of money to the bank is rebutted.

.. In the above case, a customer deposited two sums of money at the Lahore branch of a bank
for transmission to its Calcutta branch with instructions to await his directions regarding the
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.opening of accounts for 'keeping the same in a fixed deposit or otherwise at-a Calcutta branch.

The customer did.-not give directions but. the bank opened a fixed depgsit account without his

consent and was subsequently placed under a scheme of arrangement. The Supreme Court held
| that after the purpose for which the money was entrusted was carried, in the absence of further

instructions, the bank did not cease to be a trustee and continued to hold the same for or on
behalf of the customer. :

2643 BANKER AS AN AGENT

The banker also acts as an agent of the customer and performs a number of agency functions
for the convenience of his customers, For example, the banker buys or sells securities for his

customer, collects cheques an behalf of the customer, makes payments of various dues for his

customer. The nature and range of such agency functions have become wider and have assumed
a lot of importance in modern banking. For instance, some banks have provnded tax service
departments to look after the tax problems of their customers.

The banker makes periodical payments to the customer’s creditor on behalf of the latter. -
In this position the banker and customer relationship is governed by the law relating to the -

principal and an agent. The banker-enjoys ali the rights of an agent and in turn is subjected to

-atl the obllgatlons that flow frorn that agency
“CHECK YOUR PROG_RESS -2

. When does the banker customer relationship as dcbmr and cre_tiitor become reversed ?
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26.4.4. BANKER AS A PLEDGEE
The barrker actsas a pledgee of the customer in the following cases:

(i) Where the money is paid info the bank with his special instructions to retain':_th_e same
pcnd;ng further instructions the banker acts in the capacity of pledgee :

(ii) When the money is pald into the bank with mstmctlons to pay over the. same to anothcr = _
personi whe has no bank account and thc bank accepts the 1nstruct10ns and holds the money_ o

pendmg instructions from that other person.

(iii) Where mstructmns are given by a custorier to his banker that a part of the amount in
his account, be forwarded to another bank to meet the b]llS that become due and thc amaunt' -

is sent by the banker as d;rected

“(iv) In respect of shares or goods held as col!atcral security, the pOS!t]OI’l of the banker is

" that of a pledgee. As a pledgee the banker is entitled to dispose of the shares and appropriate
the amount towards ioan account in the case of defauit. If the banker is considered to bc a.
 trustee he will have no right to dispose of the trust propcrty for his benefit.

264.5 BANKER AS A BAILEE

Wlwm jewellery, vaiuables, stocks, bonds and debentures el., are depmﬁeﬂmrsafc wstmly, '

the banker becomes the bailee and the depositor the bailor. Hwe ‘alt the m regardmg
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ballment come to apply in terms of section 148 of the Indian Contracts Act. But the point-

to be particularly noted is that when. the banker takes charge of the customer’s property in

his strong room, he acts purely in the capacity of a-custodian. In no case does he become an
insurer of goods. He is only liable for negligence on his part and not for the goods being stolen
or fradulently used by persons in his own employment. But it is to be examined whether the -
banker acting in such a way is a gratituous bailee, or bailee for reward. This has been a moot
point for quite a long time.- ‘Bat it has been ulnmatelly decided that a banker is a. pald bailee -
and therefore, must safeguard the customer’s articles by every means in his. power For this
purpose he must provide. thc oSt effecnve apphances possible. .

CHECK YOUR PROGRESS - 3

Mention the agency ftmct:ons that a bankcr undertakes to perform as an agent of the
customer. . .

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

........................................................................................
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26.5 SUMMING UP

Mere dealer in money cannot be treated as a banker. It has to accept deposits on accounts,
collect cheques and -drafts for customers and pay cheques and orders drawn- by customers. Its
~main business should be banking business. A person who has a bank account in his. name and
deals wnth the banker in regard to its cssentm! tum,tlons shall be treated as a customer o

By opening an account with the bank a contractual relationship between the banker (debtor)
and customer (creditor) established. But when the account is overdrawn the banker becunis:
-creditor and the customer becomes debtor. The debtor-creditor relationsip between the banker -
and custorner differs from the similar relationship of debtor and creditor of ordinary commercial
debts in some respects. They are: the customer {creditor) must demand. the payment at proper-
place and time and the custorser must demand in a proper manner. The banker may also have . -
the rclat:onshlp with the customer. as a trustee, an agcnt a pledgee and a ballee :

265 CI{ECK YOUR_.PRO’GRESS.: -MODEL ANSWERS '

1. A customer is & person who has a’bank account in his name and whose dealings with the
banker are of the nature of bankmﬂ buwseas, o .

F R A As s00n as the -customer’s account is overdrawn thé banker - customer rclatlonshlp as
H-- o . : debtor and. c:cdntor is reversed 'i”'hz.n the banker bccomes credltor and thc customer-
e .becomesdebmr . o S R

3. Asan agent of the dustdmer, the banker uﬁds_:s;téikcs to. i)erform many functions such as :
i} buying and selling securities on his behaif. _
it} collection of cheques, drafts, dividends o his behalf.
ii) making of payments of various dues on his behalf, etc.
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267 MODEL EXAMINATION QUESTIONS

A, ESSAY QUESTIONS

4,

Answer the following in about 30 Hines each:

What do you understand by the term ‘customer’ of a bank ? what are the conditions -
~ necessary to treat a person as the customer of a,bank ? -

Discuss the general features of the banker-customer relationship.

The banker-customer relationship is that of debtor and creditor. Explain this statement.

What precuations should the customer keep®in mind before demanding payment by the
banker ? - :

What are the special features of banker-customer relationship?

B. SHORT QUESTIONS

Answer the following in about 15 lines each: \
What do you mean by a banker ? How is he considered-‘\_as the debtor of a customer ?
HHow does a banker act as an Agent and Trustee of a custymer ?

When can a banker refuse payﬁzent to his customer ?

~When does a banker act as a bailee and pledgee of a customer ?

-
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1. Davar R.S. : Law and Practice o.f Banking

" 2, Shekar K.C. : Banking, Theory and Practice
3. Srivastava PK. | ' : Banking, Theod and Practice. .
4. Tannan M.L. ' + Banking Law and Practice.

269 GLOSSARY

Bailee - : : A person who is entrusted with the possession of goods,
: documents, etc. :
Pledgee * + A person who keeps the property given on security until the
' debt or obligation is discharged and if it is not, may selt the
property. :

Trustee : An individual, a group. of persons, a bank or an institution

* which holds money or other property on behalf of owners
and performs certain functions for their welfare.
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27.11 Glossary '

27.0 AIMS AND OBJECTIVES

The purpose of this unit is to discuss the statutory, appareht and implicit obligations of a

_ banker towards his customer and the rights that the banker can exercise.

By the end of this unit, we expect you to be able to :
e explain the obligation of a banker to honour customer’s cheques;

» discuss _the obiigations imposed on a banker, under a gamishcé order;

. _cxaminé the liability of a banker in the case of wrongfu] dishonour of chcques-

e cxplain the obhgat:on of a banker to maintain the secrecy of a customer’s account

. mentlon the proper occasions for dlsclosurc of mformatlon about customer’s account; and

« describe the rights of a banker.

27.1 INTRODUCTION

In the previous unit, we have explamed the relationship between the banker and customer.
This relatmnshlp nnposes several obhgatxom on the part of the banker towards his customer.
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The banker also has certain nghts to exeruse n this unit these obligations and rights are

_dlscussed at Icngth

272 OBLIGATION- TO HONOUR CUSTOMER’S CHEQUES -

The primary relatlonsth between the customer and banker is that of a crcd;tor and debtor
and vice-versa. The special feature of the relationship imposes additional obllganons on the
banker, The obllgauons are dlscussed in the following paragraphs

The duty of the banker is to repay the, cheques' of the: customer ‘who keeps the current
account in the bank. This duty arises out of two implied stipulations between the parties. The
first is that the banker will repay what he borrows from his customer provided the latter makes a
properly written demand for repayment at the correct branch of the bank. The other is that the
banker will not injure his customer’s credit by refusing to pay his cheques except on reasonable
and proper grounds. In India this obligation is imposed on a banker under Section 31 of the
Negotiable Instruments Act, 1881 which provides that-the "drawee of a cheque having sufficient
funds of the drawer in his hands, properly applicable to the payment of such cheques, must pay
the cheque when duly required to do so, and in default of such payment must compensate the

* drawer for any loss or damage caused by such défault”. Thus the banker is bound to honour-
. the cheques of the customers provided the followmg condltlons are fulfiiled;

i) There must be sufficient fund of the customer to pay his chequcs.' By sufficient fuinds

we mean at least equal to the amount of the cheque presented. Otherwise the banker must

necessarily dishonour the cheque issued by the customer. However, where the banker has agreed
to the facility of overdraft to the customer, the banker is bound to honour the cheques upto
the amount covered by the overdraft. If the customer has accounts with two or more branches

" of the same bank, he has no right to expect the banker to combine the accounts for the purpose
of honouring the cheques. The banker however, hias the privilege to combine the accounts for

exercising his right of set-off (Mohammad Hussain Vs. Charted Bank 1965). It is held that
cheques are generally payable at the branch where the account of the customer is kept and each

- branch of a bank is treated as a distinct entity for this purpose.

(ii) The funds must be p'roperljr applicable to the payment of the cheque. It is essential

that the account on which a cheque is drawn' must have sufficient funds. - If-some funds are
earmarked by the customer for some specific purpose, such funds are not available-for honouring

~ the cheque. The depositor having a credit balance in his current account cannot draw a cheque

on the basis of his fixed deposit with the banker as the lattér is a deposit under a separate
agreement for a specific period. It can only be withdrawn in the manner specified and not

through a cheque. Sometimes an obligation also emerges out of the past practice followed by

the banker. For example, if the banker has honoured the chegues of the customer on several
occasions in the past without sufficient funds and later on requested the customer to make good

the deﬁcuency in his account, an implied arrangement to overdraw the account is prcsumed to

exist.

(111) The banker must be gwen reasomble time to honour the chequea. 'I’hxs means that the.

cheque, complete, and in order, must be presented to the banker at a proper. time. Qrdinarily

-a period of 6 months is considered sufficient within which a cheque must be presented for
payment. After the expiry of 6 months frem the date of the issie, a cheque beconies stale and

will be dishonoured by the banker. A post-dated cheque is to be dishonoured by the banker
because the order of the drawer becomes effective only on the date given in the cheque, The
banker must have reasonable time for credltmg funds before cheques can be drawn against them,
The reasonable time depends upon the facts and circutistances of each case. When a customer

presents the cheques even before. the instriments de'posated are collected, such chcqucs w:il be-

retumed by the banker with a remark "ENC, meanmg Effects Not Cleared"™.
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{iv) There must be no legai ban preventing the payménf of such cheques. For example, if a
garnishee order is issued by the court attaching the funds in a partlcular account, the chcqucs
drawn against such accounts must csscntlally be rcturncd

CHECK YOUR PROGRESS - 1

Mgﬁtion the conditions to be fulfilled for the honour of cheques.

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

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

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

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

27.3 GARNISHEE ORDER AND ITS APPLICATION

It is an ofder from the court obtained by a judgement creditor attaching the funds in the
hands of the third party due to the judgement debtor. The obligation of a banker to honour
his customer’s cheques is extingnished on receipt of an order of the court. This is known as a
garnishee order. It is issued under rule 46 of the Code of Civil Procedure, 1908. If the debtor
fails to pay the debt due by himm to his creditor, the latter may apply to the court for the issue of a
garnishee order on his debtor banker. Such order attaches the debts, not secured by a negotiable
instrument, It prohibits the creditor from recovering the debt and the debtor from making

payments thereof. Thus the account of the customer with the banker becomes suspended and -

the banker is under an obligation not to make any payments from the account concerned after
the receipt of the garnishee order. The creditor on whose request the order is issved is called
the judgement creditor. The debtor whose money is frozen is called the judgement debtor and
the banker who is the debtor of the ]udgement debtor is called a garnishee.

The garnishee order is issued in two parts. Firstly, the court directs, the banker to stop
payment out of the account of judgement debtor. Such order is called ‘Order Nisi. It seeks
explanation from the banker as to why the funds in the said account should not be utilised
for meeting the judgement creditor’s claims. The banker is prevented from paying the amount
due to his customer on the date of receipt of the Order Nisi. The banker should immediately
. intimate the customer of this fact so that dishonour of his {customer’s) cheques can be avoided.

_ After the bank files the explanation, the court may issue the final order called "Order Absclute”.
Accarding to this order the entire balance in the account or a specified amount attached will be
handed over to the judgement creditor. On receipt of such order the banker is at an obligation to
~ pay the garnished funds to the j-udgement creditor and his liability to the customer is dlschargcd
to that extent. T'hc follo\mng pomts need to be moted in this connection:

; I) The gamlstwe order may attach the ennre amount of the Judgement dcbtor with the
banker ireespective of an amount due by the debtor to the creditor. As an altemmative, the order

may attach a specified amount only which is sufficient to meet the creditor’s claims from the

judgement debtor. In the first casc the entire amount in the account of the customer of the
bank is garnisMed or attached. If the banker pays any amount of such sum which is in excess
of the amount of debt of the creditor plus cost of legal charges, he (the banker) will render
himself liable for such paj'ment For example, the entire amount of Rs. 15,000 to the credit
of the principal debtor is attached by the court and the debt owed by him to the creditor Y’
(R<.10,000). If the banker honours cheques of the customer ‘X to the extent of Rs.6,000 and
thus reduces the balance to Rs.9,000 he (the banker) wiil be liable for defying the order of the
court. On the other hand if the banker dishonours all cheques subsequent to the receipt of the
garnishes order, he will not be liable to the customer for dishonour of cheques.
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In the second case, the amount specified by the order is attached and the amount in excess
of that may be paid to the customer by the banker, Where. the gamishee order attaches a
specified amount, the usual practice is to transfer that amount to a Suspense Account and
permit the customer to operate his account in respect of the balance.

ii) The garnishee order prohibits the banker from paying the debts due, or accuring due.
‘Accruing due’ refers to the debts which are not payable but an obligation for payment exists.
If the account is overdrawn, the banker owes no money to the customer, As such, the court
order ceases to be effective. That is to say, the customer’s overdraft account is not attachable
even though he has not drawn up to the permitted limit.

iii) The banker has the right to set-off any. debt owed by the customer before the amount
to which the garnishee order applies is determined. It is essenfial that the debt due from the
customer is actual and not merely contingent. :

iv) The garnishee order attaches the balance standing to the credit of the principal debtor
at the time the order is served on the banker. The following foints are to be noted in this
connection.

"a) The garnishee order does not apply to (i) the amount of cheques, drafts,bilis etc., which
have been sent by the customer, but remain uncleared at the time of receipt of the order, (ii)
the sale proceeds of the customer’s securities eg., stocks, shares, which are in the process of
sales and, are not yet realised by the banker. In this respect the banker acts as an agent of
customer and the amounts relating to collection of chegqucs and sale of securities are not debis
due by the banker to the customer, untlll they are actuaily received by the banker and credited
to the customer’s agcount

b) The garnishee order 'applies to the current batance af the time the order is served and
it has no prospective operation. The amounts deposited to the customer’s acceunt after the
garnishee order is served are not attached by the order,

-

¢y The garnishee order is not effective on the payment already made by the banker before
the order is served upon him. However, if a cheque is presented for payment and the money is
not paid, and in the meanwhile the garnishee order is issued, the banker has to stop payment.

- Similarly if the customer directs the banker to transfer an araount in his account and the bapker
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has already made some entries in his books of account to that effect, but an intimation of the
same is yet to be sent to other account holder, and in the meanwhile, if the garnishee order

is received by the banker, such transfer has no effect, and the garnishee order attaches the

amount,

d) In the case of cheques presented to the paying banker through the clearing house, the
effectiveness of the garnishee order depends upon the fack whether the time for returning the

dishonoured cheque, to the collecting banker has expired or not. Every d;‘awee bank is given a
specified time within which it has to return the unpaid cheques, if any, to the collecting bank.

If such time has not expired and in the meanwhile the bank receives a garnishee order, it may
return the cheque dishonoured. But if the order is received after such time is over, the payment
is deemied to have been made by the paying banker. The order shall not be applicable to such
amount.

€) The garnishee order is not applicable to money held abroad by the ]udgement debtor
and securities held in the safe custody of the banker.

f) The garnishee order may be served on the head office of the bank concerned and it witl
be treated as sufficient notice to all the branches. The head office is given the reasonabie time
to intimate the same to the branches. However, if the branch office makes payments befose
such intimation is received the gamlshee order wiil not apply to such payment.

The garnishee order is apphcablc to the following accounts:




(i) Joint Account

In the case of a joint account, if only one of the customers is a judgement debtor, thc joint -
account cannot be attached. But if both or all the joint account holders are joint judgement
debtors in any legal proceedings the joint account can be attached. : :

(ii) Partnership Acconnt

y .

In the case of debts taken by the partnership firms , the personal accounts of the partners
can also be attached in addition to the accounts in the name of the firm. Tt is because the
liability of the partners is both joint and several.

If the partner is a judgement debtor only his individual account may be attached, ahd not
that of the firm nor those of other partners, :

(i) Trust Accounts

An account opened in the name of a trustee in his personal capacity cannot be utilised for
paying his personal liabilities. The banker should, therefore, inform the court that the account
is a trust account. Further the bank should stop payment from the account and instruct the
trustee. : .

(iv) Attﬂchmci_lt Order issued by Income Tax Authorities

The account of the customer of a banker may be attached by the income tax authorities, if
the former defauits in making payment of the tax due from him according to Section 226(3) of
the Income Tax Act 1961. The order of the income tax officer may attach: -'

(a) - any debt due and payable,

(b) debt due but not payable on the date of receipt of the notice,and

" (¢} any amount received subsequently. The balances lying in a joint account may also be.
attached even though the notice is issucd_ on a single account.

After making payment as required under this section, the banker shall be fully discharged
from his liability to the assessee to the extent of the amount so paid. But if he fails to make
payment, he shall be deemed to be an assessee in default in respect of the amount specified
in the notice. Further, proceedings may be taken against the banker for realisation of such
amount. The banker should, therefore, comply with such orders. '

" CHECK YOUR PROGRESS - 2
What do youf mean by ‘Garnishee Order’.

.......................................................................................
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274 LIABILITY OF BANKER IN THE CASE OF WRONGFUL
DISHONOUR OF CHEQUES ' :

The banker has a statutory ebligation to honour his customer’s cheques unless there are
some valid reasons to refise payment. In case he dishonours cheques, intentionally or by

‘mistake, he iz liable to compensate the customer for the loss suffered by him. According to 057




260.

h) Fgreign Exchange Regulation Act, 1973

The banking companies dealing in foreign exchange business are designated as authorised
dealers in foreign exchange. Section 43 of this Act authorises any officer of the Directorate of

. inforcement of RBI to inspect the books and accounts and other documents of such dealers

ahd also examine them on oath.
i) Under the Industrial Developmnent Bank of India Act, 1964

Under Section 24 of this Act, the IDBI is empowered to collect credit information and other
information from varicus nationalised banks, which is necessary for its efficient functioning.

2752 DISCLOSURE PERMITTED BY PRACTICES AND USAGES

The practice and usages customary amongst bankers permit the disclosure of certain
information under the following circumstances: ' B

a) With the Express or Implied Consent of the Customer

The banker will be justified in disclosing any information relating to his customer’s account

with a letter of consent. The customer may instruct the banker to give some or all particulars -

of his account to others, eg. Auditors. Similarly where the customer has given the banker as

the reference, the banker is"fully justified in answering all such references. The consent of the .

customer may be expressed or implied. Expressed consent exists in cases where the customer
directs the banker in writing to intimate the balance in his account or any other information to
his agent, employer, or consultant. The banker would be justified in furnishing to such persons
only the required information and no more. ) '

b) Disclosure in Banker’s Interest

The banker’s act is justified when he discloses the state of account of a customer in his own
interest, for example, if the banker has to recover the dues from the customer or the guarantor,
disclosure of necessary facts to the guarantor or the solicitor becomes necessary and is quite
justified. | :

- ¢) Disclosure in the Public Interest

“The banker who is aware of the fact that an account is kept by an anti-national or the
customer is having dealings with an alien country, he must at once report the matter to the
proper authorities.

d) Banker’s Opinion

The last type of disctosure is that of answering credit enquiries from fellow bankers regarding
the credit of the proposed guarantor, or of an acceptor of a bill under discount. Under such
cases, the banker is obliged to answer the enquiries. This practice prevalent among bankers is
referred to as *‘Common Courtesy’. In such cases the banker must be extremely careful while
answering the enquiries. If his report is too favourable, he may be charged with misrepresentation
or negligence. On the other hand if it is too unsatisfactory, an action for libel may be brought
up by the customer. S

In a case Hedley Byraey & Company Ltd,, Vs. Heller & Partners Ltd., Lord Morris observed
that a banker of whom a reference was made was not expected to make a detailed enquiry and
produce -a well-balanced report. All that was expected was that he should answer honestly the-

‘questions put to him from what he knew from the books and the accounts before him.




27.53 PRACTICAL CONSIDERATIONS CONCERNING DISCL_O.SURE

The practical considerations to be kept in mind by the banker with regard to revealing any
information about the customer’s account are discussed below:

1. The banker shéuid furnish only the required information and no more, when the
disclosure is made at the instance of the customer. _ _ \

2. The banker should avoid inadvertant disclosure. - When amounts aré disclosed to the
customer the banker should see that others do not hear it. For this purpose the bank staff
should be instructed not to shout the information across the counter. :

3. Tf the banker has any doubt about the propriety of the disclosure it is better to obtain
the express authority from the customer. - C :

4, As far as possible information should not be conveyed on the phone unless the banker
is sure of the customer’s voice. ; '

5. When information is conveyad through an agent for delivery to a customer, it should be
in a properly sealed closed cover. "

_ 6. The banker should provide the required information honestly; without any bias or
prejudice and should not misrepresent the facts dcliberately. In such cases he incurs liability
not only to his own customer but also to the sngairer. :

7. The banker should give an authentic statement of the customer’s account or his financial

position without disclosing the actual figures. However, this general opinion should neither be

tco fow nor too high.
.27.5.4 CONSEQUENCE OF IMPROFPER DISCLOSURE

1. Liability to the Customer @ As tated ziready, the customer may sue the ‘nan}{-:.-% for

breach of contract in case of excess disclosare or disclosure without autherity. He may pr;
for libel if he considers the information given by the banker defamatory.

_ 2. Liability to Third Parties: This arises when the third party suffers loss when relying upa
an opinion given by the banker fradulentty, The banker is not ljiable where a careless or negligent
reference is given uniess there is some contractual or fiduciary relationship with the enquirer.

The bankers are under no statutory duty required to exercise care in giving their replies, their '

duty being only o act honesily. Therefore, if the enquirer happens to be a customer of the
same bank, it is advisable for the banker to acd a suitable disclaimer to the reply so as to avoid
liability. ' ' :

216 BANKER'S RIGHTS

Banker’s Rights are discussed under the following heads.

27.6.1 BANKER’S LIEN
A lien is a right to retain the property belonging to a debtor until he has dicharged the

debt due to the retainer of the property. A lien is merely a right to retain and it is lost when

the position is tost. It may be a particular lien or 2 general lien. A particular lien arises from a
particular transaction connecied with the propety subject to the lien. A general lign arises not
merely out of a particular transaction, but for the general dealing between the two parties in
respect of other transactions of similar character. The lien confers on the creditor the right to
retain the goods and securities and not the right to sell them. -

.

!
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Particular lien is enjoyed by persons like tailors, goldsmiths, craftmen, etc. For example,
the goldsmith can retain a Jewel until the making charges are paid. General lien is ‘applicable
in respect of all amounts due from the debtor to the creditor. But in the case of particular
lien, the goods are retained for a particular debt only. Section 171 of Indian contract Act, 1881
confers, in the absence of a contract to the contrary, the right of general lien on the bankers
whe are authorised to retain the goods and securities banked to them

Special Features of Banker’s Lien

i) The banker possesseé the right of general lien on all gdbds_ and securities entrusted to
him in his capacity as a banker and in the absence of a contract inconsistent with the right of
lien. However, the banker cannot exercise his right of general lien in the following few cases:

a) if the goods and commodities have been entrusted to the banker as a trustee or as an
agent of the customer; and :

b) if there exists a contract, express or implied between the customer and banker and it
is inconsistent with the right of banker’s right of general lien. In other waords, if the
goods and securities are entrusted to the banker for some specific purpose, he cannot
have lien over them. ' ' :

ii) The ordinary right of lien is a right merely to retain the position of ."g:oods till the loan
is repaid. It does not confer on the creditor the right to sell the goods. In the case of pledge,
the creditor enjoys the right of sale. The position in the case of a banker is as follows:

The banker’s right of lien is more than a general lien. It confers on him the power to sell
goods and securities in the case of default by the customer. The right of lien resembles a pledge
and as such it is calied an “implied pledge’. Thus the banker enjoys the privilege of a pledge
and can dispose of the securities after giving proper notice to the customer, :

iif) The right of lien _i_s'confcrred upon the banker by the Indian Contract Act. No separate
agreement or contract is necessary between the banker and the customer to exercise the right

-of lien. However, the banker takes the letter of lien from the customer mentioning that the

goods are entrusted to the banker as security for the loan taken from the banker, The right of
lien can be exercised on goods or other securities standing in the name of the borrower only
and not jointly with ethers. . : :

v} The banker can exercise the right of lien on securities remaining in his possession after
the payment of loan for which they were lodged by the customer, There is an implied assumption
that the customer has offered the same security as a cover for any other advance outstanding
as on that date or taken subsequently. :

v) The right of lien can be exercised on goods or other securities standing in the name of
the borrower only and not jointly with others. For cxample, if the securities are held in the joint
names of two or more persons, the bank canriot exercise the right of general lien in respect of

“debt due from a single person, :

Conditions to Exercise Right of Lien -
The banker has to fulfil the following conditions before he.can exercise the right of lien:

i) The property must come.into his hands in his capacity as a banker. ,
ii) - The goods or securities should not have been entrusted for a specific purpose
- inconsistent with the lien. T . _
ifi) - The possession of the property must be lawully obtained.

iv) There must be no agreement inconsistent with the lie'_n. _




(i) Documents Depasited for Special Purpose: If a customer sends a bill of exchange or
any other document with specific instructions to utilise the proceeds for a specific purpose, the
banker cannot exercise the right of lien. For example, if the customer directs the banker to
coliect the bill of exchange and utilise the prOcegcls of the same to honour the bill of exchange

on his behalf, the amount so realised is exempted from the right of general lien.

If no specific purpose is mentioned by the ct;Stomer, the banker can have lien 61_1 bills or
cheques sent for collection, _ T . '

(iii) Money Deposited for Spéciﬁc Purpose: If the customer deposits the 'mon or keeps

aside a credit balance for a specific purpose, the banker cannot exercise the right g lien over
such amounts, -

(I¥) Securities left with the Banker Negligently: The binker cannot exercise the right of

lien on the documents or valuabies left in his possession by the customer by mistake or by
negligence. . ' ' : o

(v)The banker cannnot exercise the right of lien over sécurit_ics pledged with him for sccuring
a loan, before such loan is actually granted to him. ' .

(vi) The banker canriot exercisé the right of gcneral lient over the securities deposited, by

the customer as a trustee in respect of a personal loan. But if the banker is unaware of the -

fact that the securities do not belong to the customer, the banker’s '_'right of general lien is not
affected. S S L . -

- {vii) The Banker possesses the right of set-off and not lien on t_he money deposited. The
banter’s right of lien extends over the goods and securities handed over to him. Money deposited
with the bank and. the credit balance in the account do not fall in to the category of goods

- and securities, Therefore, the banker cannot exercise the right of lien in respect of the money
~ deposited with him, - R

CHECK YOUR PROGRESS -3

Point out the important exceptions to the Right of Lien.
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2762 RIGHT OF SET-OFF

It is a statutory right of 4 debtor to adjust an amount dite to him from the crediter as
against the amount payable t0 thé credifor. For example, Rs.4,000 is payable by B'to A, the
creditor, and in tutn owes RS 1,000 to A. Then B is bound to pay Rs. 3,000 after adjtisting
Rs.1,000 due to hins. This right is also available to the banker and permits him to adjust a'debit
batance in the customer’s accotint with any balanice standing to the customer’s credit. Nofimally
the banker gives d¥e niotice before exercising the right of set-off. - o

~ The right of set-off can be exercised -only if the following conditions are satisfied.

1. The debts are certain and .du_e on the date. In the absence of special agreement, the
banker is not entitled to retain a custorer’s credit b‘aimce-‘:'wi'th ‘the presumption that bills

dicounted will be dishoroured.

2 n the case of a sol¢ trader the account in his personal siame and in the firm’s name are
decmed to be in the same right and hence the right of set-off can be exercised in either of the

3, An account in-the name of a person in his capacity as a guardian for a minor is not to
be treated in the same right as his own account with the banker. :

4 Funds held: in-trust account are deemed to be in different rights. If a customer opens
a sepm‘mwm%deﬁnitc instructions as régards the purpose of such account the latter

* should 1ot be deenied to'Be in the same right ie. the right of set-off cannot be exercised.

e righ _ respect of the debts due and not in respect of further debts
or contims ARk For cRiiipic, the banker can set-off a credt balancé in the actount of 3
custosner towardh the paymentt of a bill which is already due, but not in respect of a bilt which

5. Thie rigtt.can be exercided in

will mature in future:

6. The right may be exercised unless there is an agreeniem to the contrary.. If there is

- an agreement expressed- of implied, inconsistent with the right of set-off, the banker cannot

7.. The banker mu.exercise his right at his discretion. For the purpose of exercising this
rlghtallthebrmchesof'thebmk constitute one entity. The banker combines one or moie
accounts in the name of the same customer at more than one branch. However, the customer
cannot compe! the banker to exercise this right.

" 8. The banker can exercise the right of set-off before the garnishee order is initiated. In
respect of fnds belonging to the custoniér, the banker has the right to first exercise his right
of sct-off. Threafter, he can surrender only remainder amount to the judgement creditor under

2763 RIGHT TO CHARGE INTEREST, INCIDENTAL CHARGES, ETC.

The barker has an mphed right to charge inte;i'&t'_'dn theadvmces grantcd to the customer.

Bankers usually follow the practice of debiting the customer’s account periodically with the

amount of imterest due from the customer. The right to charge interest may be either express
in agreement or a banking custorn. The right to charge interest ceascs on the death or on
insolvency of the customer. Unless there is an agreement to the contrary the customer has to

. pay interest once in a quarter. ‘Where it is not paid in cash it will be added to the principal and

it amounts to compound interest. In the case between Konkalla Venkata Suryanarayana Vs.
SBI 1975, the High Court of AP. upheld the right of banker to charge compound interest with

monthly interests as provided in the agreement.

-




Bank charges are avo:ded in the case of overdrafts, cash credlts and current accounts, but
not in the case of savings accounts. : A

27.7 SUMMING UP

A banker is under statutory obligation to honour the cheques drawn by the customer
provided certain conditions are fulfilied such as sufficient balance in the account, presentation
of the cheques within the reasonable time . When a court orders the banker, directing him to
stop payment from the account of the customer, the obligation of the banker to honour the
cheques is exnngulshed This order is known as Garnishee Order’. It is issued in two parts, ie.,
to stop the payment (Order Nisi), attach and handover the balance to the judgement creditor
(Order Absolute). This order is applicable to Joint Acccounts, Partnership Accounts and Trust
Accounts. If the banker dishonours his customer’s cheques without valid reasons, he is liable
to compensate the customer for the loss suffered by him. This loss m_cludcs monetary loss and
reputation loss. The banker also has an obligation to maintain the secrécy of the customer’s
account. However the banker may disclose the information about his customer’s account, when
the Law requires such disclosure and when the practice and usage amongst the bankers permit
such disclosiire. For the improper disclosure ef information the customer may sue the banker.

The banker has three important rights, sich as general lien, right of set-off and right to
charge interest, incidental charges, etc. A lien is a right to retain the property belonging to a
debtor until the debts due to him have been paid. It may be a particular lien or general lien.
The banker has a generat lien on all the goods and securities entrusted to him in his capacity
as a banker by his customer unless there is a contract inconsistent with the lien. The banker
has to fulfil certain conditions before he can exercise the t of lien. The banker has a right
to adjust a debit balance in the customer’s account with the credit balance in his account, The
banker also has an implied right to charge commission, interest or other chargcs for the various
services rendered by him to his customer. u

278 CHECK YOUR PROGRESS : MODEL ANSWERS

1. i) There must be sufficient funds in the customer altpunt.

iiy The funds in the customer’s account must be.properly appllcable to the payment of :

the cheque.

iii). The cheque should be comptlete in all respects and is presented within a reasonable
- time. : _ .

iv): There shouid-be no legal direction not to pay from the account.

S 2 Itisa court order to a bank prohibiting it from makmg.ahy payment from the customer’s

account. 1t is issued in two parts. In the first part, the court directs the banker fo stop

- payment from the customer’s account (Order Nisi). In the second part, the court. orders
to attach and hand-over the balance to the mdgcmnnt creditor.. - -

3. i) Safe custody deposits
" ) Deposits for a special purpose.
. _ m) Documents or valuables. left with banker by mlstakc
iv} Valuables pledged with the banker for sewnng a loan which was not gmnteq
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279 MODEL EXAMINATION QUESTIONS

A.

ESSAY QUESTIONS
Answer the following in about 38 Ilnes ud::

What do you mean by ‘Garnishee Order’? What obligations are imposed on the 'bankcr
under a garnishee order 7 What are its Inmtattons ?

Cntlca!lycxanunct}whabilnyofabankcrfmwrongﬂﬂ d;shonourofthecheqmofa
customer. + . '

Comment on a banker’s oblm to mamtam the secrecy of a cutomer’s accounts.

Menﬂonthepremmmm thatabmkershoﬂd take when requested togm:hls oplmon'
about the credit standing of a customer. '

Undermlatcxrwmstameslsabankcrjusuﬁedmdlscloangtlwstate ofh:swstom’s -
accounts ?

‘What is meam by bankcr’s gtneral lien ? &plam the cxcepnons to banker’s nght of lien.

7. E:q:lam the banker’s right to set-oﬁ.

B.

SHORTQUESTIONS
mmmmmumm
'Explamuwbankmnghtmchmmmmmdemalcmm
bstoutthecondmomtomrasenghtofhenbyabanket '

3. Describe the conseguences of- unproper d:sclosurc of mfonnatlon about the customer’s :

4.
5

account.

Bxplamthe gannshecorder’
Dmrsstlwbankﬁ’sobhgamnﬁphomurﬂwmmﬂcheqlm

&Wnteonthehﬂomm' _ o o

i) Special Lien,
iiy Garnishee Order, . .
ﬁi)'mgncofsetoff.' - - - - | .
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27. Il GLOSSARY

'c;mm.eeouer

'Order Nist

Right of Set-olf

It is an order from the court obtained by a judgement creditor
attaclnngtl‘wt\mdsmﬂwhandsoftlwthlrdpartydueto

= the judgement debtor. -

mmstomerofthcbankwhosemoneysinthcbankis

‘attached by the garnishee order is called the Judgement

debtor.

Thepersonunwhose request the court issues a garnishee
order instructing the banker to pay/or nat to pay, any money,
from the particular customer’s account is called ajudgement
crcdltor

It is a right to retain property bclonsing to a debtor until he
has discharged the debt due to the Tetainer of the property.

An order issued by the court directing the banker to stop

payment cut of the account of a judgement debtor. It forms -

apartofthegam:slchrder

: 1t is a statutory right of a debtor to adjust an amount due

to him from the creditor as against the amount payable to
) the creditor. .

A sum of money or other property héld by an individual, a

group of persons, a bank or other institution on behalf of -

another person, group or institution. The administrators of

thetmstarelumwnas‘Tmstees
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UNIT-28 TYPES OF ACCOUNTS
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_28 13 Glossary _

28.0 AIMS AND OBJECI'IVES

This unit attempts to explain the- vanous types of accounts and analyse their distinct features.

After readl_ng this unit, you will be in a position fo :

e explain the different aspects of fixed Deposit and Savings Bank Accounts;

e describe the Recurring Deposit Accounts; -
. 1dcntlfy the characteristics of current, savings and fixed deposit accounts;

e mention the precautlons that a banker should takc in opening an account;

o describe thc legal position of the banker in the case of wrortg entries;

. explam the closmg of a bank account.

28 1 INTRODUCI'ION

Tht: Bankcr—customcr rclatlonstup begins with the opening of an account. The bulk of
the resources of a bank are raised fiom borrowings from the public which are referred to as
deposits. In fact, acceptance of deposits from the public is one of the essential functions of a
bariker. The' deposits are accepted by the banker f-om different sections of the people engaged

in economic activities with different financial commitments. Accordingly the nature of banking

facilities required by themt would vary tonsiderably. It is to meet the requirements of these
people that the banks have introduced different types of accounts with various facilities and
privileges. Traditionatly, the banker used to accept three types of deposits viz, fixed deposits,
savings deposits and current deposits. Of late, a few new types of accounts like recurring deposits,
multi-purpose deposit schemes, super savings schemes, janata deposit schemes, insurance - linked
savings deposits, pigmy deposit schemes etc., have also been introduced.




) Anattcmptlsmademtlnsmmtodmtlwhmka‘spracboesmrelanontotheopenmg
-andoperahoﬂofdlﬁemnttypmofmstonwr’smnts. .

282 mnm ntrtﬁrr ACCOUNTS

These dcposlts are. mad’e vnth the bank for a fixed period spemﬂedm advance and thcreforc

they are called fixed deposits or term deposits. On the expiry of a specified period.like five or
-~ fen years, these os:ts are. repaid, Since the repayment of these deposits takes place after the

spcaﬁod period, the bank can make a profitable use of the amount in the meanwhlle This is
. the reason why a hlghcr rate of mtercst is offered on such deposits.

_ i) Owingofa Fixed DepositAewum

For the purpose of opening a fixed depos:t account, an appllcatmn form is tb be ﬁlled up
in which the depositor has to state the amount of the deposit and ‘also-the period for which
the deposit is to be made. His specimen signature is also required. A Fixed Deposrt Receipt
" isissued to the deposator acknowledging receipt of the sum of money specified therein, to be
repaid at the expify of the period mentioned therein along with interest at the specified rate.

i) Payment of Interest
' Interest is usually pald on the maturity of the deposit. However, at the request of the

customer, the banks may pay mterest quarterly or half-yearly also. The interest thus éarned is |

paid to the depositor in cash or is credited to his savings account. Withdrawal of interést or
the prnmpal through cheques is not permitted. However when it is credited to his samngs or
cm‘rent account, he may withdraw the same through cheques.

U3 lntmst oh Overdiie Deposits
Generally on the expu'y of the fixed period, mtcrcst ceases to accruc on the dcpomtcd

amount. However, as per the directives of the Reserve Bank of India, banks can, at their .

" discretion, allow interest on such deposits for the overdue period provided that (a) the deposit
is renewed -with effect from the date on-which if matured for payment, and (b) the rate of
interest allowed does not exceed the appropriate rate applicable to the period for whlch ‘the
deposit is proposed to be renewed, as ruling on the date of maturlty of the dcpos:t

lv)l‘aymeutmDueDale

If the customer so vmshes, he can mthdraw thc amount of the fixed depos:t before ‘is
‘maturity. But according to the directive of the Reserve Bank, if any deposit is repaid before ik
expu'y of the specified penod the interest on such deposi: is ca]culated as follows _

a) Flrst, the rate of mtencst apphcable for the deposat on the basm of the penod for wl'nch _

it rema:md with the bank is determined. -
b) Then the said rate is reduced by 2 percent

But thc penalty of reducmg the interest late by 2 per cent is not to be imposed by banks if

it 1s repaid prematurely on the death of a depositor to the heits or the legal representatlves.
\r) Advm agamt ﬂxed Depoem '

The deposntor can take a loan from the bank ‘against the secunty of the Fixed Dcpomt "

Receipt. The interest on such a loan is at least 2 per cent higher than the interest payable on
the deposit, if the deposit stands in the name of the borrower and in case the deposit stands in

the name of a person other than the borrower the rate of interest shouid be determined takmg :

into consideration the purpose for which the advance is granted o
vi) Fixed Depodis in Joint Names : .

Fixed Deposit Acconnts can be opened in the joint niames: of two or more persons payable
to either or survivor. Inmhacaseltbu:omesa]omtdebtowedbymebanktoalltlw

deposltors. The banker, however, faces certain problems ifa fixed deposit account is opened in-

the joini names.
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. If any. one of 'the joint depositors demands the repayment of the fixed depesit before
maturity, it is necessary for the banker to obtain the consent of the remaining depositors. The
mandate ‘payable to either or survivor’ holds good only on the expiry of the period for which
the deposit is made. Therefore a single depositor cannot take back the amount before maturity
without the consent of others. Where a loan is sought by one of the joint depesitors against the
security of the Fixed Deposit Receipt (FDR) the banker has to get the ioan application signed
by ciher depositors or may insist on the production of a no objection’ Ietter from them. These
may be held as surety.: )

In the event of the loss of the FDR, if any one of the joint depositors makcs a request for
the issue of a duplicate receipt, the banker should require that such a request is signed by all the
depositors as there is a possibility of the FDR being in the possession of the other depositors.
When the depositors report to the bank the loss or theft of a fixed deposit receipt and request
it to issue a duplicate, the banker should take the following steps:

a) A letter signed by all the depositors informing the banker about the loss of the recelpt
. -and requesting him to issue a duplicate one should be obtamed

b) A duly stamped letter or indemnity must be obtained from the depos:torlucpos:tors to
safeguard his own 1nterest in case the original receipt is also presented for repayment

¢) A note to this effect should be made in the Fixed Deposit Ledger for future guidance.

Thc bankér should be very careful in compiying with the requests made by the depositors
for changing the name in the receipt or making an addition or deletion thereto.

vii) Mode of Repayment of Fixed Deposiis

The deposit receipt generally contains an undertaking by the banker to pay the amount
only when it is duly discharged. Therefore, it is necessary to produce the receipt duly discharged -
at the time of repayment of the deposit. ‘Where the deposit receipt has been lost, the banker
cannot avoid the repayment but can ask for an indemnity w1th a proper security or guarantee
from the customer.

The Government of India promulgated the Income Tax (Amchdmcnt) Ordlnan'oe in July,
1981 with the object of bringing ‘benami’ deposits with banks and companies into the tax net.
According to this Ordinance which was sabsequently replaced by an Epactment, banks are
required to repay deposits by Account Payee Cheques or Account Payee bank drafts if the
amounts of such deposits repayable together with interest is Rs.10,000 or more. This stipulation
does not apply to savings and current account deposits, but only to ﬁxed deposits, Banks are
permitted to repay any deposit made by a pcrson who has an account w1th it, by cred:tmg it to
the account of such a person. :

283 SAVINGS BANK ACCOUNTS

Savings accounts are mainty meant for non-trading customers who have some potential for
saving, and who do not have numerous transactions entering their account. Salaried people of
the lgwer and middie income group, small traders and farmers mainly open such accounts. The
need for keeping cash reserves against such deposits is comparatively larger vis-a-vis. the fixed

_deposits but smaller as against the current deposits. With the extension of banking facilities

during the' last decade and the growth of the banking habit among the people, the savings
dcposnts of all scheduled commercnal banks have gone up substantxal!y
i) persons who can Open Savings Accmmts

A savings account can be opened:

3) By a person or: kis'her own behalf.

L b) By more than ot person payabie to any one o saore of them or survwor OF SUrvivors.

"c) Bya guardlan on behaif of a minoy, in whlch case a declaration as to the date of blrth
of the minor should be obtained from the guardlm




" d¢) By the minor hlmselffhcrself for reasenable amounts prOVIdad\ thc minor produce
satisfactory proof of hisher date of birth. - .

¢) ‘By-one personfor another: pemnmﬂlthcs&qnﬂaaonxhatﬂaedepoﬂt Can; bc\laghdfawn
by thelatter only on his or herattammg the: mawmy or mamage or some other specified
ume.

D By Secrelaanes, Treasurers, Managers or other officers 0f non-trading concems such as
scheols, clubs, hospitals, religious and charitable institutions. However in‘these cases,

. the rules and by-laws governing such-institutions and all other necessary ;information
* shouid ‘be Arnished to the barik-when:the account is opened. :

g) Savings Bank Account in.the’ ‘name-of trading concern (be it a proprietarship, firm.or
joint stock company)-can be opened for placing their special funds stich as provrdent
fund, etc. But they cannot open savings bank accounts for a:mductmg trade

] Restrlcﬁons oh Withdrawals

Banks inipose a limit on the number of withdrawais that can be made by a customer within a
given period. I the number of wrthdrawals exceeds the limit, some: moid:ntal or service charges
will be levied by banks,

{@il) Restrictions on Deposits ' _
A savings account can be opened with any amount- subject to a minimum- of Rs:5. This
minimum balance shiould be maintained in the account. If for 2 continuous period of six months
or more the account shows a balance less than the minimum that account may be closed. Some
*-banks insist upon the customers {o maintain a minimum balamc of Rs.100 if the cheque. facﬁlty
is to be provided. .

- iv) payment of Interest

Interest is allowed at 5 per cent per anmum off minimom monthly balance of Rs.10 and
multiples thereof between the tenth and last day of each calendar month. It is calculated on
a guarterly basis or at longer intervals. Scheduled commercial banks with deposits less than
Rs25 crores may, at their discretion, give an additional interest of 1/4 per cent. Regional Rural
‘Banks may give an additional 1/2 per cent. The. above rate of inferest is payab!e u*respectm: of
wlnthermechequcfaclhtylscxtcndedornot. :

v)Duﬂ:ol’theDeposiwr

Onthedeathofthcdepomor,t!wamomﬂstandmgtoluscredltwﬂlbepaldtosuchperosns
ﬁmbgdiymmwmrmfmwodmmmmmhkcmmon@mﬁcate&ﬁobaw _
Will or-Letter of Administration granted by a competent court. _

'CHECK YOUR PROGRESS - 1

Point out d:fieremes between savings bank and current accounts mth rega:d to :) typc of
mn)mﬁmmmwm)wm :




" 38.4 RECURRING DEPOSIT OR CUMULATIVE DEPOSITS ACCOUNT

© 28.6. OPENING OF CURRENT AND SAVIN |
With the opening of an account, the banker comes into a relationship with the customers. :"
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This is only a varient of the saving bank account introduced by banks -ih_ reeentyears. The

“idea behind this account is to inculcate the habit of savings among the people on a regular
basis by offering an incentive in the form of a higher rate of interest. 1t stands favourable as
‘compared to the rate of interest on the savings bank account. The deposits may be made in

multiptes of Rs.5 or 10, every month for a certain period. The period of recurring deposit varies
from bank to bank. : o ' _ T :

The depositor is allowed to close the account before maturity, but is allowed a lesser rate
of interest depending upon. the period for which the deposit has run. These accounts are.

transferable from one branch to another without charge. Further the account can be opened

by a person himself, by more than one person jointly, by a guardian in the name of a minor or

even by a minor, The monthly instalments should be paid before the last working day of that
‘month. The accumulated amount along with interest is payable after a month of the payment

of the last instalment

28.5 CURRENT ACCOUNTS

A current account is a running account with amounts being paid"intb:"ahd drawn out of it

" continuously. It is the obligation of the banker to repay these deposits on demand. Therefore

they are called demand deposits or demand liabilities. These accounts-are- generally opened by

big businessmen, joint stock companies, public institutions etc., whose banking transactions are -

numerous and frequent. Some of the special characteristics of current accounts are discussed

A A current account meets the convenience of the cuStbmé_rs&:ithey are relieved of the
task of handling cash themselves and of assuming the risk inherent therein. '

b) As these deposits are payable on demand, the banker has to maintain larger cash rescrves
than are ne_eded_intlu:caseofﬁxed and savings deposits. - -

¢) The operating cost of the account is also more as the banker undertakes to make
payments and to coliect the bills, drafts, cheques efc., any number of times daily. That is why
banks do not pay any interest on credit balances in current accounts. On the other hand, a
modeérate charge is made to cover incidental expenses and to afford adequate remuncration for
the labour involved in keeping the account. -~ S

d) A current account can be opened free of charge for firms or individuals known to the
bank or introduced by bonafide clients. The mininvum balance for opening an account is R3.100
wlﬁchist_dbemaimainedinordertokocp-ithe_accd“' onng: .

ent with the bask. Cheques drawn

L3

€) The account can be overdrawn by mﬂl e
without such special arrangements are not only dishic
the right of closing such accounts without notice |

This relation hip imposes several obligations on thc banker and:therefore, he must be very

careful in opening an account in the name of a customes. The banker should take the following.
- precautions: g o

a) The banker should ensure that the request for opening a savings or current account is

made on the prescribed form of the bank. Theapplicmismquiredtomrmshmhparﬁuﬂm'as
his name, occupation, full address, specimen signature and the name and signature of a referee.

He should give an undestaking to comply with the:bank’s rules in force from time to time.




b) Before openinig the account, the banker must be able to verify the true identity of ":he‘;
customer. The banker thus reserves the right not to open an account in the name of a person -

i whose true identity has not been established. The intending customer has to be introduced
to the banker by a respectable person - either a customer of the same branch of the bahk, or
one who is known to the staff of the branch. This introduction takes place by signing on the
application form Itself along with full address. . .

Itis necessa:y that the person mtroducmg the applicant to the banker must himself bc a :

respectable person, because the latter’s opinion about the applicant should carry value. The
‘banker should therefore, take reasonable care m accepting the introduction or referenoe from
any person, .

€) The mte'nthng customer has to give his sj:eamen signature .on a prescribed form for'the
purpose of bank’s record. These signature-cards are preserved by the banker and the signature

of the customer on. the cheques is compared. with his specimen signature before the payment 1s '

~ made: ThlS procedure protects the banker against possible forgery.

' 28 7 O?ERATION OF THE ACCOUNT

After an account is apened wﬂ:h the banker, the customer bcglns to operate it. ‘The
operation of the account mvolves the depositing of sums of money; and cheques and withdrawal

here

An 1mportant'feature _"'f -bankmg business is that every transaction is to be supported. by
. a scparatc slip.or: document;’ The ‘pay-in-slip’ book contains slips with perforated counter-foils

. to be filled in by, the customer at the time of depositing cash, cheques, drafts, bills, etc. After

filling in ali the necessaly detmls on the foil and the counter-foil, the customer hands over the
same together with the cash or. cheque to the cashier, who acknowledges receipt of the same

of amounts fmm the bank. The various aspects of the operatlon of the account are dlscussed

by signing the counter-foil . along with the stamp of the bank and returns it to the customer. - '

The: slip retained by. the bank is passed on to.the r.:lerk concemed for -makKing- necessary credit
entries in the acoount of the customer. Do _ . )

" The ‘Cheque Book? contains blank forms of cheques which are 'us'ed-ais*a'l_l"-insttument'-ta _

withdraw money from the bank. In'the ¢ase of savings bank accounts a cheque book is provided
to only those customers who undertake to maintain a minimum balance of Rs.100 to their credit.
Customers without a minimum balance of Rs.100 may withdraw money from their savings bank
“account through a withdrawal form available from the bank. But in the latter case it is essential
that the Pass. Book must accompany the mthdrawal form every time.

The ‘Pass Book.’ is a small handy book issued by @banker to his customer to record al! the
fransactions between them. In fact it is an authenticated copy of the customer’s account in the
.~ books of the banker. The customer deposits the pass book periodically with the bank for the

" -puspose of recording entries therein. ‘A pass book is important to the customer as it enables

_ 'h:m to know the entneqﬂnade by the banker in his ledger aacoount .

'Ihough the pass book is considered as an authenncated record of the customer’s account
with the banker, there are differences of opinion regarding the validity of the entries made in the
pass book. The banker may comimit some errors in recording the entries in the pass book. The
question therefore arises whether the pass book constitutes a conclusive proof of the accuracy

’ _ofﬂaeenmesmadetherem

'-’--'_"7';3) Effect ol’wmng entries In I.';mm' of the customer

o __The account of a customer may ! somcmnes wrongly show a laiger credit balance than the
_aetual ‘balance as a result of mcorreet entries on the- deblt slde or credit side. Then the legal
pﬂaam is as follows:
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'Ihepmboohswmtenbythcbankermhenceﬂmcnniesl!&mmayfomanmdm.

againist the bawker. The clistomer is rightly entitled to believe them as correct and to act on

thé basis of such entries.” If the pass book shows a higher balance and the customer withdraws
wchbalmﬁe&tﬁ!gitashmownmdwbsequenﬂyspendsit the banker shall not bie entitled
to recover such gt wrongly paid to the customer. However the customer has to prove that

(i) he acted in suih Masiner relying on the correctness of the balance shown in the pass book -

andhﬁdmknm%ifthemmkest}wmand(u)healtered hlsposmonbyspendmgthc
same,

mmarcalsosumcexccpnomtoﬂwabovesmdpmmpleofestoppel If the customer
regulagly maintains his account books and the bank regularly sends him the pass book {or
statement in lieu of the pass book), the customer cannot act on. the basis of the above

|- presuption. w&hu&ﬂum___mwtocheckﬂwmbook(mﬁnm) in

pﬁssboohbemmkrmwwmmbm

stich circurmstances, 'R 4 '_thathewas:gnomntaboutthemdc;esmtm

mewmmmmmmmmmnmwmmm

" balamoe B the account as on a given date. By putting his signature on the confirmation slip,

thie ckstomer accepts and confirms such balance. The legal effect of a customer’s signing the
confirmiation stip was considered by the Kerala High Court in Essa Ismal Vs. Indian Bank Lid.,
(m Thie Ceort cbierved 3at "unless there is evidence to show that the practice or the

ctiin indicated a stated or settied account, the customer is not prectuded from questioning the

'Mnmhimmmmmmﬂmm scntandsmd bythemstomer,

mwﬂa&mwmmm
) ts in Tavour of the Banker

it 4 ofror taade in the pass book may be favourable to the banker. The legal
A 5 1 el _ _

a)mmumwwgnﬁEmmmmﬁedamnmmmm Fis

rightt of thie custdmer does not lapse even if he retumns the pass book without raising objection

régartiing any entry or he remains silent after the receipt of the pass book because the cnstomer
is 1iotibound to examine the pass book periodically and regularly. He is entitled to recover the

_ mﬁmwwdebitedto,oromﬂedtobecredlmd to his account,
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b)'ﬁwm&"ﬂnmmgetmemmakcmhﬁed&mr,mbmmm
limitdtion. e ¢ #r @éis in such -a manner that the entries in the pass book render
a_mfmmm&sm ofithie custoweér /. regard to the entries is proved., and

bceziﬁ&edtodmputcthcmrawdwaxhenﬂy

throu@ﬂwoperaﬁonofﬂalawmeﬁmcsﬂaebmkerqummdwdoscﬂmaccount The
followmgmthcr@htsandobhgaﬁomofabankcrmthlsmgard

_ a)Ha: Jsmmerdnectsﬂlebmxkamwnnngmdoschmaccoum&wbankensboum!to
‘comply with such direction without calling for the reasons.

b) If an account remains unoperated for a longer period, the bankcr may request the

customer *omthdrawﬁwmoneymddmeﬂaemmormaymmebalmtom'
“"anclaimed depmtaccaunt‘

¢) The banker can close the mnnofﬂwmer,lfheﬁndsﬁwﬂwlmermnomoma
desirable customer m thc sense of being convicted for forging cheques or bills or in the habit of

jitly-the ‘positish-of the banker is-changed t&cl«ng dlsadvantagc the customer shall not




chequﬁ without mﬂiclem funds or fails to fulﬁl his commitment to pay back the loans

d) When % comes o know of tl‘fedeafhoiaa@xstomer, he must stop the operatlon
of his account beca the thonty of tbe customer termmates as he dieg.

bag:r and his customer is also affected if the customer
cusiomer is transferred to the Omcial Receiver

}OnmceqatofaGarmSheeOrderfromtlemm thcbankerhastosuspendpmnents
from the account of the customer. If the order prohibits the payment of a specifiecd sum from
thcaocmnt.thcbankcrmayhomurthcclmqnestomee:xtem of the ba]anoe amounL

hy Whenthchmkcr}m received a notroc of assignment of the credit halance in the account

ofacustamertoathrdpaﬂy ﬂlcbankerlsboundtopaythesamcmnounttothcsmdthlrd

- party.
CHECKYOURPROGRESS -2
Menﬁmthcoomomwhcaabankcraqaie;@pmtofhismstomer. .

l.l-ll--l.ll--..'--n-.o'l‘l.ol-ubo!o.tl..ll.Iollulln --------------------------------------

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

R P AR L b b

ngh a view to meetmg the requirements of dlfferent people, the banks have mtrodqg_:d
different types of accounts. Tmportant of them are. ﬁed deposit accounts, savings bank accounts,
recumng dcposrt accounts-and current accounts. In the case of fixed deposit accounts, dcpdsits
are made for a specified period and are repaid on the _expiry of such a period. A higher rate
of interest is paid on these deposits. The depraitor cah take a loan from the bank agamst the
fixed depasits. If the deposltor wishes, he can withdraw the amount of the fixed deposrt before
the due date. In such a case the interest is reduced as a penalty Savings bank accounts are
mamty meant for non-trading customers who want to deposit their small savings in a bank,
which they need to withdraw only occasionally. Banks impose certain restrictions on the right
of the depesitor to withdraw money ! from their accounts within a given period. The purpose of
the recurring deposit accounts is to encourage people, to save regularly and get a higher rate
of interest compared to the interest rate on savings bank accounts. The current accounts are
_opened by the customers who ‘have numerous banking transactions like business men. In the
case of these accounts the customer is atllowed to deposit or withdraw morey as. and when he

- likes. Generally no interest is allowed on these deposits.

The accounts are opened on request in 2 prescribed form of the bank. The intending _

customer has to be introduced to the bank generally by an account holder of the bank.. After
opening the accounts, the payments are made by the ‘pay-in-slips’ and withdrawals are made

by chegues or withdrawal forms. All the transactions between the banker and cistomer are
' recordcd ir:. e Pass Book. 1f the entrics are made wrongly, they may be either favourable
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to the customer or to the bankcr In certain occasions the banker may close thc accounts of
his customers such as inoperation of the account for a longer penod death of the customer,
msolvcncy of the customer. .

_ 28 10 CHECK YOUR PROGRESS MODEL ANSWERS

L i) Savmgs bank accounts are opened by non-trading cutomers who want to deposit their
small savings in the bank, whereas the current accounts are opened by those who have
a numerous and frequent banking transactions like businessmen.

i) Tnterest is allowed on the deposits in saving bank accounts whereas no interest is paJd
on the credit balances in current accounts.

m} ‘Certain restrictions are imposed on the right of the customer to withdraw the moncy from
R the savings bank account within a specified perlod of time, whereas no such restrictions
- .are there in the case of current accounts.. :

2 i) ‘When the customer directs the banker to close his account.
(i) When the account remains unoperated for a longer period.

iii) When the banker finds that the customer is no more desirable as he involves in forgery,
etc. ' )

) When the banker comes to know the death of the custonier.

v) When the customer becomes insolvent.

28.11 NMODEL EXAMINATION QUESTIONS
A ESSAY QUESTIONS
Answerthefﬂlowhgmabout%hm.f»each. \ ,'_ L S
L Distmgmsh between current szmngs and fixed dcposn accounts
2, Descrlbc the cm:umstanccs m whlch a banker should close thc account of his customer

3 Explam the cﬁect ofwrong en;nes m the pass book.

4. -Descnbe the d:ﬂ‘en:nt aspects. of &rcd deposit accounts.

B. SHORT QUESTIONS g
Answer the following in about 15 nneseach. " |
1. What is the main difference between ﬁie_t_l.__d'eposit'account ahd currcnt'af;:c;)unt ?
-2, Explmnthc position c;f the banker if a fixed dcpesnt account is opened in joint namcs. _
3. Explain the mode of repayment of ﬁm_ deposxts. | ‘ |
" 4 Discuss the precautions that a banker should take while opening the accounts.
.5. What_ do you mcan'iby savings bank aceounts ? Who can open these aocour;ts?

9@ 6 Explain the following;




i) Recurring Deposit Accounts; o o
ii) Fixed Deposit Receipt; and o o
iii) Savings Account. ' ' '

28.12 RECOMMENDED BOOKS

1) Davar R S, : :IawandPractiocofBanking
2. Srivastava PX. . : Banking Theory and Practice. - )
3) Sundaram KP.M & Varshney PN ; Banking Theory, Law and Practice.

4. Tannan M.L. ' : Banking Law and Practice in India.

28.13 GLOSSARY

R Cheque Book. Itcontmmblankformsofcheqmswl‘ﬂchareused asmstruments
| o . _ : to withdraw money from. the bank. _
Current Account :Itlsarummgaccountmthtlwamountsbemgpaldmto
: and drawn out of the account ‘continuously, - .
§ . Fixed Deposit _ :Anmountdepomedunththebankerforaﬁxedpcnod
Fixed Deposit Receipt ;Itlsannndcnahnggwcnbythebankertopayﬂwaqmum
- when he receives a ﬁxed deposnt, : :
- Jolint Acoount : Ajoint account is an arrangemem where an acount is openod'
- mthﬂwbankurmtlwnameoflwoormorcpersons. :
Offficiat Recelver : A person appointed to admmlster the estates of bankmpt
L _ ' . persons.
. Pass Book :Itlsasmallhandybookmuedbyabankertohlswstomer

in which the transactions between them are entered. It is a
replica of the customer’s account with the bankcr. E

o Pay-In-Slip Book : It contains slips with perforated counterfoils to.be filled in = -
. S ' - by the customer at the tlme of. deposxtmg cash, chcques, -
. drafts,bills,etc. o S
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290 AIMS AND oBmcrIVEs

Tmsumtalmsatdnscussmgﬂlespwaltypesofcusmumsofabmkandtheprecautlons

« which the banker should take in his dealings with them.
Bytheendofﬂnsumt.wecxpectywmbeableto.

o_'mcntx%thcpmcmtmmtobetakcnbythebankcrmope:ﬁngandoonducth:gmntsin
tlwnamcsafmmorsmdnmnedwomcn.

“{thc banker deals with pardarmhln women, lnmms and dm

~

. statethestepstobetakcnbyﬂwbanketmopenmspmtwcoums,
o describe how The’ banker dealswrthdlepartnershxp firms and executors and administrators;

. mcnt:ontlw;xecmmmstobe takenhymebankermopemmaocoumsmﬂwcase of trustees,

local authorities, Joint Hidu Families, chubs, committecs, and societies.




291 INTRODUCTION .

. The-custemers of the bank can be broadly classified into three categories: (a) individuals
" who.are not businessmen (b) individuals and associations - trading and non-trading and (c) joint
stock compares. In the case of individuals, the account may be opened for two or more persons
in which case the account js-called a joint account. Again all individuals are not aliice, There
are persons who can:be-custoasess only within a.liited sense of the term because: they suffer
from one or other lepsd-defoot. . Eithwer they are:pot of the age of majority and sound -mind-or

~ they are joint holdors of -an acom o some-astificial creatures of law. With these incapacitated.

customers, the opering of an aceount i permitted, but when it comes to the question of issuing
advances, some technical difficubtiés do arise-in varying measures. Therefore, the hanker must
take the necessary precautions in dealing with such customers in order to safegnard his own

of customers and the precautions to be taken in dealing with them.

position. Tt is proposed to discuss the position of the banker with regard to these special types

them.

202 MINORS

According to Section 3 -of the Int_lién Majomy Act, 1875, all persons below the age of |

. eighteen are regarded as minors. However, whien a guardian, is appointed by a court in'Tespect

" of these persons, their minerity extends to- twenty one years. -According to the Indian Contract
Act, 1872 a minor is incompetent to contract and all agreements entered into by him are
absolutely void excepting these for necessasies: of life and for his benefit. Thus, a minor is ot
bound to repay any money. borrowed by him. Further he is entitied to-recover any securities

" pledged by him for the pupose of taking a loan. A minor can always piead infancy and not be

estopped to do so even where he has procured a loan or entered into some other contract by
falsely representing himself as a major. . . . :

There is nothing, however, to prevent a minor from openmg an account. But in view of

-the legal incapacity, the banker has to take the following precautions in dealing with a miner.

(i} Usually minor accoums should be opened on the joint names of the natural guardian
‘and the minor or-else only in the name of his guardian. But there is no risk in operating an

account solely with the minor so long as it shows a credit balance. The banker obtains a good

discharge in respect of all payments made from such an account.

. (H) Normaily, a mmt)fshoulﬂ not be granted toans nor be allowed to overdraw as he éanno_t
be held personally liable for any such loan during his minority. Even a guarantee given by a
- third party to secure the debt of a minor becomes invalid, because the debt itself against a minor.

cannot be legally enforced.

R (idi) Af‘n\xinor .is entitled to récovér any securities pledged bvy him for the_pﬁrpdse'of-taki_ﬁg'

. a loan. 'Fher the position of the banker is.in no way better in the cae of secured overdraft
. than in-the cas® of the unsecured gverdraft, since he cannot avail any security given by a minor
- to secure his accqunt. - S . -

| ) Ammm m§y draw, endorse of ncsoﬁar;c a cheque or a bill and pass on a good title to

: .""t\he holder. The holder can receive payment and enforce his rights under the instrument against -

This unit discusses the position of i_:us’t'qme_ré and précliatiOns tobe taken in déaling with

 any party, but not against the minor himself. The minor cannot be sued in respect of sucha

- bili or cheque.

_\‘v) Ordinarily chcquesslmuld not be collected in the account of the #ﬁner. not shouid a
wéqt account be opened mdns favour. = o
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"an account with a bank and operate it in her own name and on her own behalf. She can very

.all other circumstances, a loan can be recovered only out of the persona} assets of the married

- to the survivor without any difficulty whatsover.

1294 PARDANASHIN WOMEN | | B N

r1ecovery. He is, however, entitled to debit his lunatic-customer in respect of all cheques honoured

mere hearsay evidence of his customer’s lunacy. He has to oon_ﬁim such informtion before

CHECK YOUR PROGRESS -1 |, | o )
Who is a minor ? Why should be a banker very careful in dealing with him ? o

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

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

293 MARRIED WOMEN

In the prevailing law, there is no incapacity attached to a married womarn. She can open
well draw cheques and give valid discharge. But while granting an overdraft, the banker should . LT
carefully examine the nature of securities she can offer since she can generally bind her own : P
separate estate, but not that of the husband except when she incurs debt: ' k S

i) with the consent and authority of the husband, or
ii) for the necessaries of life, in case the husband dcfahlt_s in suppiying them.
In these two cases only, she 'gets an implied authority to pledge her husband’s credit. In

woman. It is in the interests of the banker that the - account of a married woman should be _
opened jointly with her husband with an "either ot™ clause so that the balance becomes payable

B

A pardanashin woman is one who observes strict veil and seclusion from any person, other
than the members of her own family. The identity of such a woman is difficult to be ascertained N
and the person dealing with her may be charged with having obtained her consent by undue SN
influence. The omus of proving that she gave her consent of her own free will lies on the ~ ... S,
contracting party. Ordinarily, therefore, it is not safe for a bank to open an aceount in the name " | ¢~ )
of pardanashin woman and the banker should refuse to do so. R T

295 LUNATICS

A lunatic is a person who lacks the power of understanding and rational judgerient and
is unable to guage the effzct of his actions upon his interests. Under Section 12 of the Indian
Contract Act, 1872, lunatics are incompetent parties because of mentat deficiency. '_B"ut alunatic -
is only temporarily mentally deranged unlike an idiot who is permanently insan€. Assuch he: 7
can open an account and have operations during the period of sanity. - o

When a banker receives notice of a customer’s lunacy or insanity, all_..-'ﬁperations on the '
account must be suspended until the receipt of an order of the court, or proof of the customer's :

by him before getting the notice. This right cease: 23 soon as the nofice is received by him.
The ba_nkér’s position is not safe if he stops the operation of an account by relying upbn
taking further steps. - : :
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When a person becomes insane, the court appoints a Receiver to take care of his property
as long as he continues to be so. In such a case, the banker can honour the cheques issued
under the authority of suh a Receiver. The funds of the customer must be handled according
to the instructions given by the Receiver who is acting under the authority .of the court. .

29.6 DRUNKARDS OR INTOXICATED PERSONS

An intoxicated person is generally of sound mind and capable of understanding the .
implications of his contracts. It is duririg the stage of drunkenness that the law wants that others
should not take advantage of his loss of understanding and reasoning.

~ In English Law, a contract by a drunken person is voidable and can be ratified by him when

- be is sober. In India, however, a contract by a drunken person is void and cannot be ratified.

The onus of proving that the drunkard enjoyed the lucid interval at the time the contract was
made lies always upon the party.- ' ' o o

The position of an intoxicated person is almost similar to lunacy. 1t is, however, difficult
to find out whether the person is so intoxicated as to -be capable of understanding the nature
and effect of a contract. Under such circumstances, if a customer tenders, when drunk, his own.
cheque over the counter and insists upon having cash for the same, the bank rust hongur such
a cheque only in the presence of a witness and not otherwise.

29.7 JOINT ACCOUNT HOLDERS

_ A joint account is an arrangement where an account is opened in the names of two or more
persons. It is necessary that all the joint account holders in whose name the account stands
should sign the cheques. Sometimes, the parties may stipulate by agreement that any one of
them may draw on the joint account without the consent or signatures of others. On the death
of either party, the bank allows the survivor to draw the balance standing to the joint account.

Precautions .. .

. The banker should take the following prec‘éutions with regard to joint accounts:

(i) The application for opening a joint accourit has to be signed by all the parties who
intend to open such an account. '

(i) The banker should get clear instructions in writing as to the operation of the account,

_ The name of the person who operates the account and signs the cheques should be specified, In -

the absence of specific instructions, the cheques must be signed by all the joint account holders.

(i) It is also to be stated to whom the balance due has to be paid in the event of the death
of one or more of the joint parties. Legally speaking, the balance of the account belongs to the

survivor or survivors. In spite of it, a written record of the intentions of the parties is always
advisable, : : '

(iv) If it is permitted that the parties can overdraw their account at any time, it is necessary

. ‘for the banker to obtain the consent of all the joint account holders. He must also secure a
- joint and. scveral promissory note signed by all the parties, so that they are not only liable jointly
~ but also severally., . . : o : ‘

. () If any one of t_he. joint account holders dies or becomes bankrupt, the banker should
stop all the opcrat__io:_i'ls_iinmed-iate!yf - : '
CHECK YOUR PROGRESS - 2 S

' Mention the precaittions that a banker should take with regard to joint-accounts.




..-.o--.oq--.-..-..o.-...-..‘-‘c-.v.-...-...-v-o.-.o--o.-...-...-.oo.---o.-.-.-.a--..c;-_.:o-

A Mmm of 2 contract between persons. A banker should not open
hmﬂf e partaership firm unless the. application is made by onc or-mofc

ncealiy-cwcry pastmes enjoys an implied authority to open a bank account in the

‘name of 'the:-ﬁrn-.mm-u#ii'-my.mited;- However, he is not entitled to apen the
account 0 his cwnanee: Bofore opcning spich.an accont, a clear mandate must be obtained
_partnors-omatuusingmecls partialars. as () the Bames of partners who are athosised
mmm@mwmmm_mmmwdﬂ ;
h&mmmwwam firm; and (iv) the names of the partners

mmmemseﬂ any property belonging to the firm.

mbous the lmnk is matructed 00t (0 honour fixc chequesidrawn by any pastner, the bank is

ing sach docaes. However, payment of suck cheques can be countermanded

in Mmﬂmw agrocmcnt among the partners, ro partner can sell or__moftgage

: mwmw the fim. - Bertva managing -partner. can pledge its mewable

prapertics. ‘Twewler:io;ayeid:those. umccItaics, such pawers- must be clearly. statedd u: the

{hm&m -éf the msolwemy of the firm, tln:..liﬁnkcr should immédimly stop
et ol TN BORowL I the balance is in-credit it must be handed over $o.the Gficial

Mm hﬂnmmwr can be paid.on the confirmation of other partners.

i meum of 4 partmer, the other: part maytmbbmnﬁnue o .h. Mmm o
itity of the doceased’s ostaie.

¢ mnmm upthe estate of a deceased and not to.carry on businéss, unless

authorised *y the-will. In such accounts; the banker should take the following precautions:

'§) The bpnkcrﬂnuld inspect the Prob. te or Letters of Administration appdiniing them as
exechitors. o admimstzstors. Then he must.nete.in a special registes-the. directions which the
‘dececased has-gheen nhsmll ;a3 10 the disposal of the property and-ather matiers.

ii)On ﬂttproduman of the probate (or letter of administration), the executor/administrator

~ should be atiowed to close the descased’s account and transfer the baiance to the executorship

BCOOBEEE.
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jii) The banker should obtain a clear mandate from aif the executors stating clearly the

pmamm dmchwmonthepmmmmdto overdraw:money on behalf |

-dm

mwmmnmtaysm his personal capacity, and, if it is not autherised,

mmmwummmmmms. Similarly, if the money

1 be aegght from the deceased person's estate if the executor

mm,mm of one of the executors, the banker can

 oonliaeseceprrate S-econt:. Tt i the: mosount i everdzamn on the personal security of
':mmmwnmm&Mrmnﬂbﬂuyofmchpem_ :

vi).3a the absence 0f an cupeeks provision in the will or in the absence of the will, the

‘busimesnel dhe: deceased ranst netiwe cpmkioeed Jomger than is nocessary for-winding itup: If
it is amwind .00 btyond: rcasonshie disee, Moc cxccBders are committing breach ofmm to which

the haniier:aiso will become 2 party,

_ memfmﬁmﬁetheadmmmon ofcstate, viz, topayof debts
- pending pealisation of assets. In all such cases the liability of the executors is personal although

they have the right to be indemnificd from: the deceased’s estate. The banker can ask for a

charge on the specific asset of the estate or the personal assets of the-executors, to secure the

2910 TRUSTEES

‘Trustees are persons appointed to ook after an estate generally of a deceased person. They

.admmmter some huainess groperty far she berefit of a person called he beneficiary. A trst is

usually foread: by means of 5 documesd called the "Trust-Deed”. . If an account in the names

xmmMMummm the hartker shenld take the followmg:pmcatmﬂns N

1) With regard to Trast accounts, the banker maust not be:a party to a breach of trust. The
banker must not allow. apy transfers from the tast- mta;athepmateammotatmstec

-mwlmhmehe-bemwefor breachcaf twest.

-3 4she-be noted hat trustees do not habe individual powers. As such they should .act

mmumm mﬂwmwmmmm _'

togetienr. STagues are 40 be signed by all of them uniess express power is given in thexdoed

WW bdmtfofm,ﬂm mmmmdpmbe

m-mwm
ﬁ;MmWMMmmlmdmthmrtytobonawmoncyummeyammssly

~ authesincd by the tnmlalecd. Thcmfore,ﬂxbankershouldg:antloanstothenums aftﬁr
-.wmmommmwmmmm o

N)hﬂwmdﬂmmmmyamummdmmoﬂmmmﬂwm
dmmmmmmmmmmmmmm
smtherwise. Fhercfore, on getting notice of such insolvency, death etc., the banker must

.refcrtoihe-dudtoﬁndoutwhetherﬂxesmmngtmsteeorhusteeshavcmcpmrto

act. OtlnmnehcmnopauﬂwoperaMmonﬂmaecountunul the. te.rmscontmned in the
tmst-dmdarcmd _ :

29.11 JOINT S'POCK COMPANIES

Now-a-days busmes;slargely organised mtheformof joint stock companies. A }omt stock
' comanynmmlﬁualpmonmﬂmwnmmmmwonbmughtmmemtenmunderme
- Companies #it,. 3956, Being 2 scparate eniity, mcanenmmtovahdoontractsomtsmname
W&MMMMWMM&BMW S
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equitable mortgage and in who wili deposit the title deeds in case of equi

1) Examination of Doctiments

he banker should examine the iniportant documents of the company like Certificate of

Incorporation, Memorandum of Association, Articles of Association, Certificate of Commencerment

of Business, etc. The powers and the operational aspects of the company are mainly determined
by these documents. Coe T : S

ii) Board’s Resolution

~ Along with the application to open an account in the name of the company, the banker
should obtain a copy of the resolution of Board of Directors in regard to the opening of the
bank account. The resolution should specify clearly (a) the persons authorised to execute bank
forms (b) the manner of operation of the account-how and by whom the bills, cheques etc,; will

be signed and endorsed, (¢} the names of persons who will deposit the title deeds in case of .

table mortgage and in
whose presence the seal of the company will be affixed to the docaments, ‘ -

iii) Borrowing Powers

- A company cannot borrow uniess allowed by its Memorandum. However, in case of a

trading or banking company, such a power is implied, even though it is not mentioned in the

'Memorandum. But the Difectors can porrow money (otherwise than on debentures) only by
means of resolutions passed at meetings of the Board, though the Board may, in turn delegate’
- such power to any committee of directors, Managing Director, Secretaries and Treasurers or the

Manager of the company. Further, Section 293 (i) (d) of the Companies Act tays down that if
the ‘directors decide to borrow money (apart from temporary loans from the bankers) where the
total borrowing will be in excess of the aggregate of the paid-up capital and free reserves of the

company, the approval of the company in general meeting is necessaty. The term "temporary

loans" ‘means loans repayable on demand or within six months from the date of'loan, such as
shoft-term cash credit arrangements; the discounting of bills and other short-term ioans of a
seasonal charcter, but does not include loans raised for financing capital expenditure. As such,

the banker has to be extremely careful in sanctioning loans to limited companies and should

observe the following precautions:
a) That the company borrows only for the purposes mcntionéd in the 'Memorandum of
Association.’ : .

b) That the Board of Directors has met and passed a resolution for borrowing by a method
other than the issue of debentures or debenture stock. ' ' : A

" (¢) That the Board of Directors has also passed a resolution to the effect th:it _tlié existing

company’s borrowing as also the proposed borrowing are within the limits specified by the
‘Companies Act, or else within the limits set by the share holders in the General Meeting.

iv) Registration of Charges o
In a mortgage, the interest in a specified immovable property is transferred as a security

. for a debt. However, if immovable property is made secusity for payment of money to another
* without any transfer of interest in the propety, it is a charge. Section 125 lays down that the

: '_-284

following mortgages and charges created by a company should be registered within 21 days of .

iheir crration in order to have them treated as secured debts in the case of winding up:

a) A mortgage or charge for thc.puriaose of securing any issue of debentures; '
b)- A mosigage or chaige on uncalted share capital of the company; |
¢} A morigage or charge on any immovable property; . - :
. d). A charge on any book debts of the com_pany_f -
e A _mb?tgaée- of"-_charge on any immovable, proparey hot"be'ing_:_pledged; o
H A ggaﬁ,g charge on the undertaking or property of thie company including stock in
trade. A T

}i
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£)- A charge on calls made but not paid;
h} Achargeonashiporanyslwremashjp

C iy A charage on good will, on a patent or heence under a patent, on & trade mark, or on
a esapynght or a lleence pnder a cOpynght

Ir any of the mortgages or charges are not registerd as aforesald they will be void against
the llqmdatar appointed in the event of winding up as also against other creditors, and the
moncy secured thereby becomes immediately payable. They will rank as unsecured debts. The
banker, therefore, has to be watchful to see that the company gets the charges over the assets

_ registered within the prescribed penod lest the debts are rendered unsecured

V) Director’s Personal Account

As in the case of other customers, while dealing with a company, the banker has to be
careful that he treats the debts and credit in the company’s account quite distinct from those in
the personal accounts of directors. If the directors happen to maintain accounts in their own
name with the same bank, the banker is under an obligation to ensure that the funds of the

company are not credited to their personal accounts. Any negligence in this respect will make

the banker liable for refund of money and will deprive him of the statutory protection under
section 131 of the Negotiable Instruments Act

2912 LOCAL AUTHORITIES

A banker has to exercise utmost care while opening an account in the name of a local

* authority. He must study in detasl the statute under which such authorities are established. Tn

addmcn, he must take the followmg precautions.

1) He must examine the constitution of Local Authorities. They generally have a managing
conimittee with a President, a Vice- President and a Treasurer.

iiy He must ascertain whether they are empowered to open a bank actount. Some Authori'ties

‘are prohibited from opening a bank account with a private bank. Even if they are authorized

to open the account, only certain persons are authorised to open the account and not oi¥w:s.
Generally, the Treasurer of the Authority is given powers to open a bank account and operate
it according to the authority given to him. Therefore, the banker must ascertain the powers of

_ the Treasurer. In no case should the account be opened in the name of the Treasurer. It must
- always be m the name of the Authority.

(iii) The banker must ex'amine the borrowing powers of the Authority. The provisions
of the Act are to be scrutinised by the banker to satisfy himself that the proper procedure is

~ followed in granting any advance to such an Aathority.

29.13 CwBs, SCHOOLS COMMIT’I‘EES SOCEITIES' ETC

Clubs, societies, charitable and religious msumtlons, libraries, schools etc., not engaged in
trading -activitics maintain their accounts with the banks. The following precautlons shouid be:

taken by the banker in dealmg with them:

{) Before opening an. account the banker must see whether they are properly regrstered or
not. After satisfying himself that they are properly registered, he must examine the by-laws of

such associations or ciubs. He must obtam a copy of the resolution of the managmg compmittee -

appointing him as their banker.

(ii) A mandate must be obtained contalmng thc neeessary particulars reiating to the method-
of opexation of the account, the specimen signatures of the persons who are authonsed to operate
themmgandmdraw, amept,makeandendom bills and notes. '

-
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(iif) When the associations. are unfegisﬁémd. the banker must be very careful to safeguard

his position. He must take a clear mandate from the managing committee of such association
or club-as regards the operation of the account. : - :

v} Wﬂ:n an .overdraft is granted to such an:association or club, the banker must make "

some arrangement by which some one is made personalljr Jiable for the repayment of the same.
Otiserwise, he cammot Tecover the same from the Managing Committee since they are acting
only in their representative capacity. ' : ' :

2914 JOINT HINDU FAMILIES

. A Joint Hindu:-Family consists of more than oné male member possessmg ancéstral pmperty'
- and carrying on family business. The business is managed by the senior member of the family

known as Karta and the other members are called coparceners. It is the Karta who has the
power to borrow and piedge the property for the purpose of carrying on the business. His

* liability is unlimited whereas the: liability of the coparceners is limited to their shares in the joint
family estate. The banker should take the following precautions in opening an account of a .-

Joint Hindu Family: | -

* (i)The application to open the account must be signed by al the members. The account
" may be opened in the name of the Karta or in the name of the family business. .

- (ii) The bank_er-should obtain a clear mandate asto the pcréqn empowered 1o draw cheques.

(i) Although the Karta has the power to borrow, the banker should get the promissory
note.and instrument creating the charge signed by all the adult male members.

!(i\'r) 'Ihc banker should vcﬁfy the purpose for which, the loan is taken. This is because if

the Karta starts any new business, the liabitity of the coparcemrs ceases. But in the case of a

joint family consistirig of a father and sons the new business started by the father is deemed to
be ancestral and thus the coparceners become liable for the debts incurred by the business to-

the extent of their shares in the family property.

29.15 SUMMING UP

A minos has 1o contractual capacity, Hence, if money is advanced to him by a bank not only -

is the ameunt unecovesable, but any securities pledged by him will also have to be returned.
As such thie banker has;to take certain precautions in dealing with them. While dealing with
married wewman, the banker should carefully examine the nature of security. she offers since
she. can bind her.own estate. As it is not safe to open account in the name of 2
pardanasisin wenian, the banker refuses to do so. On receiving notice of a customer’s lunacy,
the banker stepends the operation of the account. If a drunkard customer asks payment, the
banker shovld see that the payment is witnessed.  With regard to joint account’ the banker

shouid see that all the parties have signed the application for opening a joint accounts and get
clear instructions in writing as to the operation of the account. In the case of partnership fims,

the banker should obtain the names of the partners who are authorised to draw cheques, the
names of the-pariners who are entitied to borrow on behalf of the firm, etc. The banker should
altow -theonsemmomradeministrators to close the deceased’s account and transfer the balance to
the exacurorsuip sczonnt and should be carcful -as the borrowings by him are in his personal

capacity. T segeed fotrast:accounts also he has to take certain precautions such as not allowing

any transkrs: from the trust account to the private account of the trustee etc,, -

Before opewng s Asueant in the name of a company, a banker has to examine certain

" aspects like MMMpany resolution of the board, borrowing powers. In the

case of locat autheritisslwe-banker has to examine the constitution of the authority, borrowing
powers, etc. Wit rogsed 40 the clubs, societies, etc., the banker has to see their registration,
resclution of the managing commitice as in“the case of joint stock companies. In opening
an account in the name of the Joint Hindu Family, the banker has to get the application for

- e *—-..\




opening the account signed by all the nmnhers and should obtain a mandate as to the person
authorised to draw cheques. Like this the banker lm to take. many precautions in deallng with
: m special type of customers, T

- 29, 16 CHECK YOUR PROGRESS‘MOIIEL ANSWERS

Anypersonwho' belomtheagcofmhtecnlsregardcdasammor Smcehchasnp
i ' 3 L in dealing with him. If money is.agh
¢ hut any security pledgcd by him has

also:oberétumed. T

.2. l)mapp!wauonmopenthcpmtmmtshoﬂdbeugnedbyallthepms. -
i) 'I‘hebanker should get mstructlonsmwntmgasto which membersareenuﬂedtodraw
" cheques
iii) Intheeveinofdeathofanyotthems,ﬂwbankershouldpaytlwhalancetothe
survivor or survivors, where no spec:al instructions are given to the banker.

- #v) In the event of insolvency or death of a joint account holdcr. the banker should
: immedlatdy stop all the operations.

© ¥) The banker should obtain the consent of all the joint accounit holders 1f the parties
: arepermittedtoowrdrawtlwuaccmmt. :

29.17 MODEL EXAMINATION QUES'HONS

A, ESSAY QUES'HONS

_Anmrﬂ!elallowl:gh:aboﬂt%linﬁwdr '

1 “Hxplain the precautions to be taken by a banker in openmg and conductmg accounts in the'
names of minors and married women,

2. What do you meanbyajomtawount" Mmtstepsamtobetakenbyabankermopenmg
. joint accounts ?

3. Discuss the procedure followed by abankerm opening an awountm the name ofa]omt
-_ :-atockeompamr

4. Explain the precautions a banke'r- should take while opening accounts of the following
i) Partnership firm;
i) Joint Hindu Family;
. ii_i_) Joint Stock Company; and _ _ )
‘%) Aclub or society. I _
B sam QUESTIONS

Answer. the following in about 15 unes each: .
1. Explain the legal position of a minor in opening a bank account.

What precautions should a banker take in operating an account in the name of Karta ?
How does the banker deal w1th Pardanashm women, leatlcs and Drunkards. ?

oW N

How daoes the banker deal with executors and adtmmstrators ?




29.18 RECOMMENDED BOOKS

. l.' _Davar R.S. - 't Law and Practloe of Bankmg . ‘ :
- 2. - Srivastava PX : Bankmg 'I-‘heo:y and Practice = |
3. Sindaram KPM & . o
. Varsheney PN : Bankmg Theory and Practlcc.
4, Tannan ML . . Bankmg Law. and Practlce in India.

29.19 ‘GLOSSARY -
_ N

- Admrmstrato'r o . : Heisa person appomted by the court to execute the will of

o ot o ~ adeceased person.
© Execator oo Heisa person ndmed in the will to exccute the will of a
o : : deceased person. , _
Joint Account :'A joint account is an arrangement where an account is

opened with the banker in the names of two or more persons.

Joint Hindj: Family : It consists of more than onc male, possessing ancestral
_ property and carrymg on family busmcsa '
- 5. OMicial Receiver : A person appomted to administer the estates of bankrupt
& Pardamashin Woman . : She is one who obscryes a strict veil and: seclusion from |

N

peopic other than her own family member. |
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304 _Presumbtions of Negotiable Instruments
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30.0 AIMS AND OBJECTIVES

The purpose of this unit is 10 explain the various kinds of negotiable instruments, their
features and sights and obligations of the ‘parties thereof. ;
After you have worked this unit, we expect you to be ableto: .

‘e define negotiable instruments and describe their-features.

» define promissory note and discuss its features;

o describe the bill of exchange;

« explain the meaning and essentials of cﬁcquc;

» compare p'mhx_issory note, biil of exchange and cheque; _ _
« distinguish between holder and holder in due COUTse. R

30.1 INTRODUCTION

Ncgotiablé-iﬂstruments occupy a predominarit place in modern business transactions. In

fact, the development of business is greatly attributable to the use of negotiable instruments.

" These instraments have come to play a pivotal role in 'making payments and discharging business

obligations. A negotiable instrument isa transferable document which satisfies certain conditions.
These instruments are easity transferable from onge person to another person and form an integral
part of the modem business operations. o - :
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me notes; bifts of exchiange and dwmm nnportantmsvtmble uwmu.
A trader can issué any of these instrumerits in" discharging his obligations. The Negotiable
- istrusments et} 1881 containg the law refating tb the negotiable instrumenits in India.

WPy of negetiable instruments and the: parties thereto.
AND DEFINITION OF NEGOTIABLE INSTRUMENTS

d'that "a negotiable instrument means a promissory note, bitl of
N instrumtient; bt merely states"that a promissory: rfode; a bill
A& ritgstiable instruments. However, in actual practice, betstse of

i Negotiable Instruments Act. Thus, the following are the important
withithe chiaracteristics of negotiablliy, | -

free from any defect iff the fitle of the person fror whom he obtaine# it~
- (). is‘transferable by mere delivery, |

(iii) is free of any defects in the transferrer's titte,

#exlaing the meaning of negotioble instruments and their featires and theyy

N m not been defined in the Negotiable Instruments Act. But

¥ éilhier to order or to the bearer”, This section does not indicate =~ =

emiphasising therety that the coutts accept the instruments othes




N of e tetits #md by ‘endorsentient and delivery’ in the case

-85l for value and MM kriowinig th fict that the transferrer had a defective title
Tie transferce of a negotisble ifstrumerit‘is known as a "holder in due course’. The
5 of duis ciaracteristie

part of the transferrer or of any of the previous holder of the instrument,

'l‘hehoﬁtrwhn is legally calted-the ‘holder i@m.cou_rse-’- can sue in his own name. The

ho;derqtanmﬁamemstmmmcaﬁmuseﬁwmofﬂminstmmcntfmmumpam-liabte
to pay thereogt - o U

' .. (¥ No Noﬁwisw tothe Debtor

- ThEre i rimt g 16 ke debitor ot other obligee Hable on the instrument, notice of

. YOuR #

£858- 1 ,
List the safien fes I'_i'l‘!'.'dfno':got_iab;le‘ it

LI L I I L T LN ENY

 There are certai presamptions in regard to.the mgotiéb!é instruments: The presumptions

 specified in sections 118, 119 and 120 of the Negotiable Instruments Act are listed below:

. @) Bvery negotiable instrument is made for a consideration.

'b) Every negotiable instriment is made on the date which it bears. -
¢) Bvery bill afex@!ange is accepted within a reasonable time after its d_ate'a_n_-_d befomlts
d) Buery tranistey of a riegotiable instrumenit is made before its maturity. |
e} . THe endetimients appearing upon a negétiable instrament are made in the order in which

-1 )

e instruments is that they are easily transferable from one
ip- of property in the instrament can be transferred by

A rigotiable instrament cemties. abssiiste a3 good title on the transferee who takes it

iy that a bonafied transferee is not affected by any .defect 'o_f '
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£ A lost 'pronﬂssory note or bill of cxc'hange is duly stampe'd. _ _
g) The holder of a negotiable instrument is a holder in due coufse provided that where the

instrument has been obtained from its lawful owner, or from any person in lawful custody
" thereof, by means of an offence or fraud, or has been obtained from the maker or acceptor
thereof by means of an offence or fraud, or for lawful consideration, the burden of proving

that the holder is a holder in due course lies on him.

(h) Ina suit upon' an instrument which has been dishonoured, the court shall, on proof of the
. protest, presume the fact of dishonour, unless ;_md until such fact is disproved.

(i) Ne maker of a prpmjsso'ry' note, and no drawer of a bill of exchange or cheque, and no
" aceeptor of a bill of exchange by a holder in due course be permitted to deny the validity
of the instrument as originally made or drawn. :

I(j) ' No maker of a promissory note and no acceptor of a bill of exchange payable to order shall,
in a suit thereon by a holder in due course, be permitted to deny the payee’s capacity, at
the date of the note or bills, to indorse the same. ' '

"~ (k) Noendorser of a negotiable instrument, in a suit thereon by a subsequent holder, shall be
' permitted to deny the signature or capacity to contract of any prior party to the instrumént. '

30.5 PROMISSORY NOTE, BILL OF EXCHANGE AND CHEQUE

We shalt now discuss the definitions and features of thc.pr_ormssory 'ﬁote, bill of exchange
and cheque. : ' : S :
- f) Promissory Note

A promissory note is defined, in Section 4 of the Negotiable Instruments Act, as “an

. instrument in writing (not being a bank note-of a currency note) containing an unconditional

undertaking, signed by the maker, to pay 2 certain sum of money only to, or to the arder of a
certain person, or to the bearer of the instrument”. ' -

~ Nlustration
(1) Gopal signs an instrument stating,."l promise to pay Krishna or order Rs. 1000".
A promissbry note, thus is 'dfawn and signed by the debtor, ﬁrho promises to pay the creditor -

a certain sum of money. An important point to be noted is that the words used must clearly
bring out a promise to pay. The specimen of a promissory note is presented below. '

Rs. 10,000/ _ . o . . ~ Hyderabad |
 July 15, 1990

Three months after date, I promise to pay Narayan or order a sum of Rupees Ten Thousand
only for value received. : . .

~ K.Narayan - : o S Sd/-
Ram Nagar ' _ - ) e Rama Rao |
Hyderabad | | ' o

Saiién_l' Features 'of a Promissory Note
The salient features of a Promisséry Note are:

__ :.'292 () Tt must be in writing.




 (ii) It must contain an express promise. or clear undertaking to pay, An acknowledgement
of a debt is not a promissory note, For example "LO.U. Rs.500" is not a promissory note as
it is simply an acknowledgement of debt. Similarly a mere receipt for money does not amount
to a promissory note even though it contains the terms of repayment. As such, a document
containing "1 have taken from Mr. Raman rupees two thousand only. The amount is repayable

after two years along with inferest at the rate of 10 per cent per anfium’ is not a promissory

note. This means that the promise to pay the money must be express and not tacit.

(iif) The promise to pay shall be unconditional. A pfomise tied with a conditidn_ is not a
promissory note. For eg. "I promise to pay ‘A’ Rs. 2,000, immediately after his marriage with
B" is not a promissory note. : o : i

(iv) The promissory note shalt contain an undertaking to pay the amount in money only.
Antinstrument with a promise to pay something other than mioney or something in addition to

meney is not a promissory note. Moreover, the amount payable must be stated specifically.

'\ The debtor and payec of a prémissory note must be certain specific persons. That is, .

the parties to the instrument should be defined clearly. A promissory note must be signed by
the maker though it is written by the maker himself. If he is ifliterate it is valid to have his.
thumb impression upon the note. . : o -
ii) 3ill of Exchange |

A bill of exchange is defined by Section 5 of the Negotiable Instruments Act as "an.

instrement iz writing containing an unconditional order, signed by the maker, directing a certain

“person to pay a certain sum of moncy only to, or to the ‘order of a certain person or to the
bearer of the instrument”. A bill of exchange is a written acknowledgement of the debt, written
~ by the creditor accepted by the debtor. The specimen of a bill of exchange is given below:

Rs 5000- L | . .. Hyderabad

% paig 15, 1990,

Mmdmﬂ:saﬁcr-détepajtom.Xmomaasumofrupeesﬁvethousand only. Value
received " . o ) _ 3

| To .
Y
Abids
Hyderabad
'Stamp '
sd/f-
‘z
Partles 0 8 Bill of Exchange

. 'There are three parties to a bill of exchange.

D Drawer: The ‘drawer’ is a person who draws a bill. He is like a ‘maker’ in the casc of a

promissory note. An important point to be noted is that the drawer must sign the bill, In the
absence of the drawer’s signature, the bill remains incomplete and cannot be issued. _

i) Drawee: The drawee is the person on whom the bill is drawn. He becomes the acceptor!
after he gives his assent to the order of the drawer by writing the word “accepted” right across

tlnmof&ebﬂlwiﬂnﬁssigmu'remddatc.lnthisconmxt,itmaybeaddodthat-tlwbmis
vo{diﬂhe&mr’snmeis_notmenﬁmnd. ) : .
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" ji) Payee: 'Ihcpamzs a;.persmi to._whom or to whose order the money is, by the instrument,
directed o be.paid. e drawer may make the bl payable to Himself or may name another

peson in the-bifl:so whomiitdias to'be.paid. -
Sailent Festuses:oba Biflof Exchange _
' WNM& ing are the -esseht:iél features of Bilf of Exchange:
i) ‘4t must be in writing. |
i) ‘It must contmn an express order to pay.
iid) Jt-must be signed by the drawer.
iv) It must be an unconditional order. _ . _
v) '_I’hq_'pa'tizes-to a bill of exchange viz, ‘Drawer, Drawee and Payee must be specifically
~ mentioned.. ) _ - . o o
vi) The amount to be paid must be stated in terms of morey. - o
vii) The amount must be payable on demand or after a definite period of time.
 Bills of exchange may be divided into the following types:
(a) Inland apd f’_()_reign Bilts '
_(b) Demand-and Time Bills _
(c) Trade and Accommodation Bills
(2) Inland and Foremsms ) _
As per section 11, a bill of exchange shall be deemed to be an infand bill if:
(a) it is drawn in India and made payable in India,or ~ -
(b) it is drawn in India and drawn tipon any person resident in India _
On the other hand, a bill of exchange is considered to be a foreign bill f it does ot satisfy

any of the two conditions stated in Section 11. In other words, a foreign bill of exchange is that
‘which is drawn in one country and made payable in another country, or drawn upon a person

_ tesident in some other country. The following 'zire__ the examples of foreign bilis.

() Toebills drawn in India on a person resident cuitside India and made payable outside
(i) The bills drawn outside India and made payable either in or outside India.
(iHi) The bilis drawn outside India on persons residing in India. |
{iv) The bills drawn outside India and made payable outside India.

. Bills n Sefs

wpitin m.em 000 fr drawing thea in scts is that they can be seat by different

The rules-teliting 4o e Rills in sets have been covered by section”132 and 133 of the

Negotiable Instrussests det-dsigh-aze listed below:

i) ‘Bilts of exelange gy ee. drawn in-parts, each part being fﬁumbcréd and wntalmnga

 provision that it shail continge:to be payable only so long as the others remain unpaid. All the .

pge usually drawn in two or three:sets and each copy is numbered and has




parts together make a set but the whole set constitutes only one bilt and:is extmg:mhedwhen - |

one of the parts, as if a separate bilt, would be extinguished. ) _

. (iiy The drawer of the bilt should sign and deliver all the parts but the acceptasice or '
endorsement is to be made or done only on one of the parts. When a person -accepts or
endorses. different parts of the bill in favour of different persons, he and the subsequent
endossers of each part are liable on such part as if it were a separate bill. .

o 'I(_'iii) As between holders in due course of different parts of the same sets, he who firs't_'
. .acquired titie to his part is entitied to the other paris amd the money r_epresentcd by the bill. .

“The: spei_:iﬁlens_.of bills in sets are given below.

_ . 'I‘he'ﬁrst would read as:

‘Washington,

, ~ 15th July, 1990. '
 Sixty days after sight of this First of Exchange (Second and third of the same tenor and
date unpaid) pay to the order of Mis. John Burton & Co., Bangalore, the som of Rupees Two

" Thousand only. Value received.

RS. 2000/- - o - ~ Sd. Campbell & Com.
| To '
il M. V.Venkat & Co., -
1| Bangalore. '
| N — .
| The second would read as: _ _
: 15th July, 1990.

Sixty days after sight of this Second of Exchange. (first and third of the same tenor and
| date unpaid) pay to the order of M/s. John Burton & Co., Bangalore, the sum of Rupees Two
“Thousand oniy. Value received. ’ : : : : :

aoee ~ ' _ Sd.Campbelt & Com.
To - : -. |
M/s.V.Venkat & Co., . B ' : ‘.
Bangalore. -~ ' | _
The third would tead as: = v ' '
: - Washington,

' '_ISth July, 1990.”

¢

" ‘Sixty days after sight of this Third of Exchange (first and second of the same tenor and
.date unpaid) pay to the order of M/s. John Burton & Co., Bangalore, the sum of Rupees Two
Thousand only. Value received. . : ' C

‘Rs2000~ S ~ $d. Campbell & Co..
Mys. V.Venkat & Co.,
.'|. Bangatore. o




() Demand and Time Bitls | - - T
Abinwm'ispayameatsigh:oruponits.prmutaﬁoﬁishamgademmm Demand |
bills are atso called ‘Sight Bills’. Demand bills need no acceptance. Cheques are also considered
as demand bills because they are payable on demand. R : : :

: A bill of exchange payable after date or after a fized time is termed as a time bill. It majr
- be pa_v_ahle either after date or after jts maturity. _ ' :

(¢) Trade and Accommodation Bills

A Trade bill is a bill drawn, accepted or endorsed for consideration. A trade bill is a sequal
to trade transactions. - : . :

Example . : X sells goods on credit to Y. In this transaction, X is the creditor and Y
' is the debtor. ¥ X draws a bill of exchange on Y, it is a trade bill, The
cnsideration in the case of this bill is the worth of goods supplied by X
to Y, _ . '

An accommodation bill is a bill drawn, accepted or endorsed without any consideration.
The purpose of ‘drawing and accepting accommodation bills is to provide funds to one or more

- parties. o | " L
Example :- X who is in need of money for his business, draws a bill on Y and Y accepts

' - the same without any consideration, This is known as an accommodation
bill. In this case, X can discount the bill with a banker and realise the
proceeds Immediately. X will pay the amount to Y on or before the due
date so as to enable him meet the bili. ' '

. subsequent holder deriving titie from him may recover the amount due on such instrument from
. the transferre_r for consideration or any prior party thereto”™. Two exceptions to Section 43 are

. (i) No party for whose accommodation a negotiable instrument has been made, dréwﬁ,-
accepted or endorsed can, if he has paid the amount thereof, recover thereon such amount
‘from any person who became a party to such instrument for his accommodation.

(i} No party to the instrument who has induced any other party to make draw, accept, :
endorse or transfer the same to him for a consideration which he has failed to pay or perform : : ‘*
in full shall recover thereon an amount exceeding the value of the consideration (if ‘any) which
he has actually paid or performed, ) . : -

According to Sec. 59, any person who in good faith and for consideration becomes the
holder after the maturity of a bill of caxchange drawn or accepted without consideration for the
purpose of enabling some party thereto to raise money thereon may recover the amount of the
bill from any prior party. ' '

iif) Cheque

“A Cheqoe is a bill of exchange drawn on a specified banker and nhot expressed to be
payable otherwise than on demand” (Sec.6). In other words, a cheque may be defined as an

. 2‘..-'!6. are not cheques, -




Parties to the Cheque

'[herearetluecparﬁcstoacheque _
. i) Drawer . - The person drmng the chcquc is lmown as the drawer.
E u) Drawee Banker : The banker on whom the cheque is drawn is called a drawee banker
' - or the paying banl:cr : . .
iii) Payee " : The person to whom the cheque drawn is payabl'é is known as the )

However in the case of self cheqtacs ie., drawn payable to self, the drawer and the payee

are the same person.

A Specimen of a Cheque is seen below.

_ o STATE BANK OF HYDERABAD
No. SB/AI : 340257 o

T OPAY IO .eueninnciae e or Bearer
k=
T L 11 .
) 9 [ T T T I e O O,
=
State 5
Bank u..
of . 5 Rs. /-
Hyderabad §
B - SB A/c. No..o.oueinene.

Co.de No. |

Essentials of a Cheque

i) A cheque must be an mstrument in writing. It must be in mk as chequcs drawn in pencil

can be easily aftered.

- ii) A cheque must contain an unconditional order. The order to a bank is expressed by
the word "pay to™ . An important point to be remembered is the time limit for the encashment

of a cheque. At the foot of a cheque, we may find " This cheque is valid for six months from -

the date of issue’. However, such a provision does not make a conditional order. So far as the
" drawee banker is concemned, it ceases to be an effective instrument after expiry of the time limit.

~ If the payee has not encashed a cheque before the expiry of the tlmc limit, the payee shoutd :

revalidate the cheque.

- person.

) (iv) The sum of nioney to be paid must be certain. In other words, a cheque must be an
order to pay a specified sum of money only.

v) A cheque should be an order to pay speciﬁcd amount of money on demand (Section
19). ' _ ' ' :

Ante-l)ated and Post—DAted Cheques

. A.cheque which bears a date before the date of issue is ante- dated and a chcquc that bcars :
a date later than the date of issue is post-dated. A post-dated cheque is not an- mstrumcnt_

_payable on demand, but when it is presented on or after the date given on it, the paying banker

© (iit) A cheque must be drawn on a specified bank only. It should not be drawn on any
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cannot refuse to honour it merely on the ground that it is a post-datedad cheque. A post-dated
cheque is as much a negotiable instrument as a clmque for which payment is due immediately on
presentation and there is no authority for holding that a'person in whose favour such a cheque
is endorsed before the date of payment is not a holder in due course (Hajei Mohd. Haneef
Saheb and Co. Vs. Abu Bucher and others 1956). Hence, a cheque can be dated with a date
cartlier or later than the one on which it is actualty drawn. Thus, a cheque is not irivalid for thc
reason that it is ante-dated or post-dated. The bank will honour a cheque if-

:a@) H is properly drawn,and completc in all respects;
b} The customer has sufficient balance w1th the bank;

¢) The s;gnature of the customer on the cheque tallies with the specimen mgnamrc grvcn
to the bank; and

d) The bank has no doubt about the bonafide of the holdcr

CHECK YOUR PROGRESS - 2
* List the main featur__:s of a Promissory note.
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CHECK YOUR PROGRESS -}

Mention the parties of a bill of exchange and cheque.
...........................................
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30.6. ((.;:‘OMPARISON OF PROMISSORY NOTE, BILL OF EXCHAN GE AND

mmmmmammwmmmmmﬂmumd
298 dlﬂemztnegoﬁab!enmmems ﬂwmumhamym&nbﬁlofmmdﬂmm




. EEB.

mmo_ B wom:wu sey Aejop o)

. .mu.oﬁov.:u PUR I3MEID oﬁ muwﬁsuq._w

uuw_n |
_ aiunan ¢ je sqeied st 3
aroum 3d30xe alqen TIMEIp

oy} aYew 0] ATESsaosu jou

y . sso[un “Ismelp ot SZmRYISIp SI JEAUBUSAL]  SISSIOpPUI ozu: .Baan
B L juourjuasard wi fepPp parmbaiaraum usuussId-uoN saBIetas1p JUSUNUISII] -UON SRE 0] JUSHERINSIIS -UON L
_ . §398 UL UMEID 94 UBD $)95 U UMBID G UED) | ©'S)O5 UT UMBXP 9q JommweD) | sios wr Sumeq 1
RIS ' quouided 210J9q aum . popuURWLIAINeY o o _ o
R AUp JEPIpURLLINNINOI IQUE) aq jouues paydaode MLQO ¢ gjqeondde 10N wswided Supueunisuno)y Ol
, _ I : . _ ; : ESSE&B«% ‘IncuOY 10]
amqeorjdde JoN - olqeanddy . ajqeandde 0N aoureydaoe 03 BupERI SUOSIAOI] 6
N pueuRp uo - . _ _ sajou = o
_ o_ﬁ.m& SABMIY "IqRIIBABION s|fiq aouesn 10§ skep € _ boﬁqﬁo.a Jouesn 10f $Aep € sfeq 221D '3
Lo 0 passon oq ueD |  Passo1d 3 JOUNED - P38S010 2 JOULE)) | Supssor) L
© Aressooau JON. _ KressaooN | ATessaoau 10N ouedany 9
o awmjo p 4 Jo : . o _
o7 puewIp uQ - uo:unm._oﬁu 10 pUBHIRp U ” vo:ummuoﬁ Io EaEuu Q- - oqeded uoym sl €
. fked 01 13p10 [eUOHIpUOII) Ked o} ._oEo ﬁ:oa_ucooab 3wcu_ﬁbu== {EUOKIPLOSEN) uRWNLSIY 3 JO AN p
N ©oueg ML © uosid Aoy £ UMEIp WOYM U €
b:o xEE Jo siauioisny -~ uossad fuy - =oE_&_ O uMesp woym A 7
: - dafed . _  oofed ] _ _ o
pue oMeI(] ‘1oMeIp-3NLL PUE SomeI(] “IaMeI(] - 33IY], - odked pue I9YEN - OML JUSWTLESH] ) 0 sanred 1
. ambowy | oBueroxs Jo W aNoN Aiosspivord . smmonmd

ANOAHD NV FONVHOXA 40 'TTi8 ‘Z1ON K¥OSSTROUd 30 NOSTIVaWOD




300

30.7 HOLDER AND HOLDER IN DUE COURSE
HOLDER o |

Section 8 of the Negotiable Instruments Act defines ‘holder’ as "any person entitied in his
Own name to the possession thereof and to receive or recover the amount due thereon from

the parties thereto”, The following conditions are to be fulfilied if a person is to be called the
holder of a negotiable instrument, o

)

i)

A holder must have the legal right to possess the instrument in his own name. Therefore, -

a person who acquires a cheque or wilt by theft, fraud or forged endorsement €annot
acquire the legal title in his own name and hence cannot be a holder. - '

The holder mustbe entitled to receive or recove_r the amount from the parties concerned,
if necessary, even by filing a suit in his own name against them,

HOLDER IN DUE COURSE

- According to Section 9, "Holder in due course means any person who for consideration,
became the possessor of a promissory note, bilt of exchange or cheque, if payable to bearer, or
the payee or endorsee thereof if payabie to order, before the amount mentioned in it became
payable, and without having sufficient cause to believe that defect existed in the title of the
person from whom he derived his title”. The conditions given below are to be satisfied if a
person is to be called a holder in due course: '

i)

The holder in due course must possess the instrument. In case of an order instrumcnf,
he must be its payee or endorsee ie., his name must appear on the instrument,

The instrument must be regular and complete in all respects.
It must have been obtained for valuable consideration.

The instrument must have been obtained before the amount mentioned therein becomes
" payable. However, it is not applicable to a cheque which is always payable on demand.,

Another cbndition is that the instrument must have been obtained by the holder in

due course without having sufficient cause to believe that any defect existed in the title
-of the transferrer. : o

Differences between Holder and Holder in Due Course

The following are the main differences between the holder and hoider in due course;

i
ii)

Ry

While consideration is essential in the case of the holder in due course, it is not

necessary in the case of a holder,

While it is necessary for a holder in due course to posses the instrument before it
becomes payable, in the case of a holder, neither actual possession nor any time limit
within which it must be possessed is necessary. _ -
The most important difference is that while the holder in due course should obtain

- the possession of the instrument without having safficient cause to believe that any
defect existed in the title of the transferrer, this condition is not essential for a holder.

Rights of a Holder
~ The rights of the holder of a negotiable instrument are as follows:

iy
ii)

)

He can convert an endorsement in b]ank into an endorsement in full.
He can cross a cheque generally or specially with or without the words ‘not negotiable’,
He can claim payment of the instrument and can sue in his own name for the recovery.

)




27.5.1 DISCLOSURE OF INFORMATION REQUIRED BY LAW

| The banker is under a stattory obligatin to disclose the mforinatlc'm relating to his customer’ s
account when the law specifically required him to do so. He discloses the customer’s accounts
under the following circumstances;

a) Under lncome Tax Act, }961

According to Section 131, the tax authorities possess the same powers as are vested with -

the. court under Code of Civil Procedure, 1908. The Income Tax authorities are empowered
to enforce the attendance of any person including officers of banking companies and compel
production of books of accounts and other documents. They may require any banker or officer

of bank to furnish information in relation to such points or matters which they feel useful or

relevant to any proceeding under the Act. The Income Tax authorities are thus empowered to
call for necessary information from thc banker for the piirpose of assessment of the i income of
the bank’s custorters.

'b) Under the Companies Act, 1956

_ When the Central Government appoints an inspector to investigate the affairs of any joint
stock company (Sections 235 to 237 Companies Act,1956), it shall be the duty of all officers and
other employees and agents of all companies (a) to produce the books and papers realting to the
company, and (b) to give to the inspector all assistance in connection with the investigation, which
are reasonable, Thus the banker is under an obligation to disclose all information regarding the
company but not any other customer for the purpose of such investigation.

¢} Under the Order of the Court

T

When the court orders the banker to disclose information relating to a customer’s account,

the banker is bound to do so. The Bankers Books Evidence Act, 1811 provided that a certified .

copy of the entries in the banker's books are treated as sufficient evidence and production
of books of accounts in the court cannot be forced upon the banker. This is done to avoid
inconvenience to the banker to appear before the court.

d) Under the Reserve Bank of India Act, 1934
The RBI collects credit information from banking companies and also furnishes consolidated
credit information to any banking company. Therefore, every banking company is under a

statutory obligation under Section 45 B of the RBI Act, 1934 to furnish such credit information.
However the information supplied to the RBI by the banking companies will be kept confidential.

* €).Under the Banking Regulation Act, 1949

Every banking company is required to submit returns apnually on all such accunts in India
which have not been operated for 10 years. Eanks are required to give particulars of deposns
standing to the credit of every such account,

D) Under the Gift Tax Act, 1958

Section 36 of this Act confers on the gift tax authorjties powers smnlar to those of Income'

Tax -Authorities under scétion 131 of Income Tax Act, 1961.

The Criminal Procedure Code, Section 94 (3} requires the Banker to produce books of
accounts before the police. The police officer. conductirg investigation is empowered to go
through banker’s boaks of accounts for the parpase of such investigation,
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h) Fgreign'Exchangu_a Regulation Act, 1973

The banking companies dealing in foreign exchange business are designated as authorised
dealers in foreign exchange. Section 43 of this Act authorises any officer of the Directorate of
- inforcement of RBI to inspect the books and accounts and other documents of such dealers
and also examine them on oath.

i} Under the Industrial Developmnent Bank of India Act, 1964

. Under Section 24 of this Act, the IDBIL is empoWered to collect credit informatien and other
information fram various nationalised banks, which is necessary for its efficient functioning.

2752 DISCLOSURE PERMITTED BY PRACTICES AND USAGES

The practice and usages customary amongst bankers permit the disclosure of certain
information under the following circumstances: : o

a) With the Express or Implied Consent of the Customer
The banker will be justified in disciosing any information relating to his customer’s account

with a letter of consent. The customer may instruct the banker to give some or all particulars
of his account to others, eg. Auditors. Similarly where the customer has given the banker as

the reference, the banker is™fully justified in answering ail such references. The consent of the .

customer may be expressed or implied. Expressed consent exists in cases where the customer
directs the banker in writing to intimate the balance in his account or any other information to
his agent, employer, or consuitant. The banker would be justified in furnishing to such persons
only the required information and no more.

b) Disclosure in Banker’s Interest

The banker’s act is justified when he discloses the state of account of a customer in his own
interest, for example, if the banker has to recover the dues from the customer or the guarantor,
disclosure of necessary facts to the guarantor or the solicitor becomes necessary and is guite
justified. : '

-¢) Disclosure in the Public Interest

"The banker who is aware of the fact that an account is kept by an anti-national or the
customer is having dealings with an alien country, he must at once report the matter to the
proper authorities.

d) Banker’s Opinion

The last type of disclosure is that of answering credit enquiries from fellow bankers regarding
the credit of the proposed guarantor, or of an acceptor of a bill under discount. Under such
cases, the banker is obliged to answer the enquiries. This practice prevalent among bankers is
referred to as ‘Common Courtesy’. In such cases the banker must be extremely careful while
answering the enquiries. If his report is too favourable, he maybe charged with misrepresentatian

or negligence. On the other hand if it is too unsatisfactory, an action for Iibel may be brought
up by the customer. ' : '

In a case Hedley Byrney & Company Ltd., Vs. Helles & Partners Ltd., Lord Morris observed
that a banker of whom a reference was made was not expected to make a detailed enguiry and

. produce a well-balanced report. All that was expected was that he should answer honestly the-
260 questions put to him from what he knew from the books and the accounts before him.
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1) A holder in due courst obtains a better fifle to the instrument irrespective of the fact
wh_etherthep_ersonﬁ-omwhomhehastakcnithasﬁﬂetoitornot. . o

it} Every prior party to a negotiable instrument is liable thereon to a holder in due course
until the instrument is duly satisfied. That i8, a holder in due course can recover the
amaount of the ent from any or all of the previous parties to the instrument.

iii) The rights of a holder in due course are not affected even though the instrument is
~ originally ‘inchoate’ {ie., incomplete) and the transferrer completed the instrument for
4 sum greater than wha_t was intended by the maker or drawer. : .

- V) An acceptor of a bill of exchange drawn in a fictitious riame-and payable to the .

an endorsement by the same hand as the drawer’s signature and purporting to be made
by the drawer on the ground that such name is fictitious, - : :

v) A person liable on a negotiable instrument. cannot defend himself -against a h_oldef in
due course on the ground that the instrument was lost or obtained from him by means
of an offence or fraud or for an unlawful consideration, ' :

vi} No maker of a prom_is‘sor_y note and no drawer of a bill of exchange or cheque and
R0 acceptor of a bill of exchange for the honour of the drawer shall, in a suit thereon
by the holder in due course, be permitted to deny the validity of the instrument as
originally made or drawn. : :

vil} No maker of 3 promissery note and no aceeptor of a bill of exchange payable to order .
shall, in a suit thereon by 2 holder in due course, be permitted to deny the payee’s
capacity, at the date of the note or bill, to endorse the same., _ :

viii) No endorser of a negotiable instrument shall in a suit thereon by a subsequent holder,
be permitted to deny the signature or capacity to contract of any prior party to the
instrument, o - .

' 308 PAYMENT IN DUE COURSE

From the above, the following essential feutures of the payment in due course are clear,

DI is necessary that the payment should be made according to the true intentions of
the parties thereto as are clear from the doc_ument. : '

iy The banker shouid maké the payment in good faith and without n'ggligenoc.

ii) "Paymén_t_ should be made in circumstances which do not give any scope for suspicion
about the title of the person possessing the instrument. @ . :




" A. ESSAY QUESTIONS
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exchange and cheque. These instruments have certain features. The important features-of a
promissory note are, it must be in writing, the promise. to. pay moncy must: be unconditional
and it should be signed by the maker. - B R o

The bill of exchahgc has certain essential features such as it should contain an srder to pay,

the order should be unconditional and it should be signed by the drawer. The pasties to the
bill of exchange are drawer, drawee and payee. There are different types of bills of exchange.
A cheque is an unconditional order by the customer in writing requiring the banker to péy on

demand a certain amount of money. The parties t0 2 cheque are drawer, drawe? banker and
. payee. i ' : : ' :

The hoiﬂqr ofa ncgotiabic inStrumctit';is any person who is enti_ticd- in his own name to the

possession of the instrument and to receive OT TECOVEY the amount due-on the instrument, A
holder in due course is a person who receives a negotiabie instrument for some consideration
 before its maturity, without any knowledge of the defective title of the transferrer. The holder
in due course has certain privileges in addition. to having the rights of a holder. Every prior . -
- party to the instrument is liable thereon to a holder in due course uniil the instrument is duly

satisfied.. ) _
3010 CHECK YOUR PROGRESS : MODEL ANSWERS

1. i) Easy tranferability
ii) Absotute and good title of the tranferee
fiiy Holder’s right to take action '

iv) No notice is necessary to the party liable on the instrument i.e., debtor.

2. A Promissory note must contain an cprcs promise or clear undertaking to pay an_d' such
a promise should be an unconditional one. _ : o .

3. i) Parties to a bill of exchange are: drawer, drawee and payeee.
ij) parties to the cheque arc drawer, drawec banker and payee. '

30.11 MODEL EXAMINATION QUESTIONS

- Answer the following in about 30 lines each:

1. - Define a niegotiable instrument and describe its maini featires.

" 2. Define a Bill of Exchange and point out in what respects it differs from 2 promissory note.

~ and a cheque. _
3. Discuss the various types of Bills of Exchange.
., What are the important presumptions of négotiable instruments as recognised by the
; Negotiable Instruments Act 2 o o . .
5. Define a choque and satat its main characteristics. _ : _
6. Distinguish between a hoider and a holder in due course. Expiain the privileges granted to
a holder m due course under the Negotiable. Instruments Act . s :

B. SHORT QUESTIONS N

.

Answer the foliowing in about 15 lines each:
1. Who is called the hoider ? State his rights.
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List out the features of the payment in due oourse.
3. 'EXplam the following; ~ ~¢ '
i) Ante-dated cheque, and
ii) Post-dated cﬁeque.
4. Explain the Trade and Accommodation Bills.
‘What do you mean by Pronusso;y note 7 State ns features.
Explam the following: '
i) Cheque
ii) Holder
(ili) Drawer, and (iv) Payee.

o
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30.13 GLOSSARY

Ante-Dated Cheque : If the drawer mentions a date earlier than to- the date of
: . writing the cheque, it is called an ante-dated cheque,
Cheque ' _ : It is a bill of exchange drawn on a: speaﬁed banker and.not
S expressed to be payable otherwise than on dcmand
Endorsement : Signing on the back of the cheque by the maker or holder-
- : - for the purpose of its negotiation, _
Holder L * Any person entitled in his own name to the possession of a

promissory note, bill of excharige or cheque and to receive
or recover the amount due thereon from the parties thereto.

Holder in Due Coorse - : 'Any person who receives a promissory note, bill of exchange
' or cheque for some considération wlthout any lmowledgc of
the defective title of the transferrer. :

Negotiable Instrament -+ It i§ an instrument wahich can be passed on from ‘one
' individual to another. Examples are pronnssory note, bill of

exchange ‘and cheque.

Payment in Due Course : Itlsthepaymentmadcbytlwbmkermacmrdancemththe |
: apparent tenor of the instrument in good faith and without

~ negligence.

P_ost-DatedChéqﬁ_e ' + If the drawer mentions a date on the chcque, which is
N . - wbsequcnttothedateonwmchlt:sdrmltnsmlled
post-datedcheque
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31.0 AIMS AND OBJECTIVES

_ The purpose of this unit is to discuss the various kinds of endorsement, their legal effects,
- different methods of crossing of cheques and their implications. . '

After going through this nit, you will be in a position to :

o defirie the term wendorsement”;

o classify the endorsement into different kinds;

. explam the legal provisions regarding endorsement;

« mention the essentials of a valid endorsement;

. clescr_ibc the different types of ¢rossing;

o discuss the liability of the paying banker en crossed cheques;

e explain the significance of certain markings on cheques.

31.1 INTRODUCTION

An important characteristic of a negotiable instrument is its negotiability, ie., it can be
negotiated from one person to another. - A cheque is an important negotiable- instrument
through which a large number. of bank transactions take place. Generally, cheques are crossed

_with an intention to ensure that the payments are made fo the right persons. This unit describes
the endorsement and crossing of cheques and their different aspects.




312 ENDORSEMENT

: The negotiation of the instrument can be done in two ways, i.e., by delivery and by endorsement

and delivery. A negotiable instrument payable to bearer may be transferred by its mere delivery.
The delivery may be actual or constructive, Whereas an instrument payable to order (i.e., payable
to a specified person) is transferred. by endorsement and delivery thereof, Both these acts are
essential to transfer an instrument payable to order

Definition of Endorsement

Section 15 defines endorsement is as the act which is performed, "when the maker or holder

of a negotiable instrument signs the same, otherwise than as such maker, for the purpose of
negotiation, on the back or face thereof or on a slip of paper annexed thereto, or so signs for

“the same purpose a stamped paper intended to be completed as a ncgotlable instrument, he is

. said to have endorsed the same and is called the endorser™.

It is clear that endorsement signed by the maker or a holder on the negotiable mstrument

for the purpose of negotiation. It is essential that the intention of signing the instrument must-

be negotiation. Otherwise it will not constitute an endorsement. The person who signs the
instrument with the purpose of negotiation is called the ‘endorser’ and the person in whose
favour the instrument is transferred is called the endorsee’. The endorser may sign either on

the face or on the back of the negotiable instrument but according to the common usage,

endorsements are usually made on the back of the instrument. If the space on the back is
insufficient for this purpose, a stip of paper, (known as ‘allonge”) may be attachcd thereto for
the purpose of recording the endorsement.

3121 KINDS OF ENDORSEMENTS : ) .. k
According to the Negotiable Instruments Act, endorsements are of the following kinds:
i) Endorsement in Blank '

An endorsement is said to be ‘in blank’ if the endorser puts his signature only on the
instrument and does not . write the name of anyone to whom or to whose order the payment is

- 'to be made. Mere signature converts an order instrument into a bearer one and so long as it

remains so, it can be transferred by delivery alone. For exampie, whetre a cheque is payable to

X or order , and if X merely signs on its back, such an endorsement is called endorsement in- '

blank.
il) Endorsement in Full

When an endorser, in addition to putting his signature, mentions the name of the person to
whom or to whose order the payment is to be made, such an endorsement is calied endorsement
in full, The effect of full endorscment is that further endorsement can be made only by the
endorsee, If in the above illustration, X adds the words ‘pay to Y’ or ‘pay to Y or order’ such

- an endorsement is called endorsement in full. The instrument will then be payable to Y or his

order and will necessitate endorsement by Y for its further negotiation.
iii) Conditional Endorsement

It is negotiation which takes place on the happening of a stated event and not otherwise.
According to section 52, " if the endorser of a negotiable instrument, by express words in the
endorsement, makes his liability or the right of the endorsee receive the amount due thereon
- depending on the happening of a specified event, although such event may never happen, such
endorsement is called conditional endorsement”. For example, “Pay X if he returns from Delhi”
Thus-X gets.the right to receive payment only on the happening of the parucular event Lc if
he rctums from Delhi. -
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iv) Restrictive Eudorsement

“The endorsement may, by express words, restrict or exclﬁde the right to ncg_oti'atc or may

merely: constitute the endorsee an agent to endorse the. instrument or to receive its contents

‘for the endorser or for some ather specified person. Such an endorscment seeks to put an end

to the principal characteristic of a negotiable instrument and seals its further negotiability. If
X signs in any of the foltowing ways on a negotiable instrument and makes it payable to Y, the
right of Y to further transfer it for value is immediately lost. : .

{a) Pay {o Y only _

(b) Pay the contents to Y only ' _

(c) Pay Y for my use or on my account

(d) Pay Y for the account of y A '

. ¥) Endorsement ‘Sans Recourse’

. ‘Sans recourse’ means without recourse or reference. An endorser of a negotiable instrument
may, by express words in the endorsement, exclude his own liability thereon. For example, ¥

endorses a cheque as follows :
(a) Pay to X or order at his own risk

(b) Payte X without recourse to me

Here Y will not be liable to X or any of the subsequent endorsees in case the bank dishonoufs
the cheque. ' . '

vi) Facultative Endorsement

It is an endorsement where the endorser waives some right to which he is entitled. For
example, the endorsee is liable fo give notice of dishonour to the endorser, and normally

faliure to give this notice will absolve the endorser from his liability. But the endorser may
expressly write, "Pay to Y or order, Notice of Dishonour waived”. By such an endorsement, the.
endorser remains liable for non-payment, even if no notice is served because of his own express’
“surrendering of the right to receive notice. - ' '

3122 LEGAL PROVISIONS REGARDING ENDORSEMENT

The following provisions are contained in the Act as regards endorsements :

i) Effect of Endorsement

The significance of an endorsement lies in imparting: transferability to a bill. ‘Section 50
" provides : “the endorsement of a negotiable instrument followed by delivery transfers to the

endorsee the property therein with the right of further negotiation”. However, it is open to the
endotser or endorsee to make the instrument restrictive by adding some words to that effect.

ii) Endorse.

The endorsement may be made only by the.maker or holder of the instrument and none
eise. In the case of a bill or cheque drawn payabie to arder, the holder wili be the payee or
endorsee and it is he who can endorse it. But where a bill is payable to the order of two or
more payees or endorsees who are not partaers, all of them must endorse it unless the one

endorsing it has authority to endorse it for the others. A stranger, however, cannot endorse 2
negotiable instrument nor does he by signing on the instrument become liable as an endorser.

&)




iii) Time

According to sectuion 60, a negotiable instrument may be hegol_:iated until its payment has
been made by the banker, drawee or acceptor at or after maturity but not thereafter. '

(iv) Endorsement for a part of the_hmount

The instrument must be endorsed for its entire amount. Section 56 provides that ‘no writing

on a negotiable instrument is valid for the purpose of negotiation if such writing purports
to transfer only a part of the amount appearing to be due on the instrument”, Thus an

endorsenment for a part of the amount of the instrument is invalid. But where an instrument

has already been partly paid, it could be negotiated for the balance, if a note to that effect is. -

given on the instrument.

v) In case of Death

The legal representative of a deceased person cannot nagotiate by delivery on_ly,' a promissory '

note, bill of exchange or cheque payable to order ard endorsed by the deceased but not delivered.

vi) Chronology

- Unless the contrary is proved, it is presumed under. Section 118 that the endorsements
appearing upon a negotiable instrument were made in the order in which they appear thereon.
It means that the endorsement which appears on an instrument first is presumed to have been

- made earlier to the second one.

3123 'REQUISITES OF A VALID ENDORSEMENT

An endorsement must be regular and valid in order t.'o. be-e_ffec-tive. The following rules are
usually followed in this regard : o

i) Signature -

. The _sig:_iature on the instrument for the purpose of endorsement must be that of the endorser’
- Of any other person who is duly authorised to endorse it on his-behalf. If a chegue is payable

to two persong, both of them should sign their names in their own handwriting. If the endorser
signs in block letters or gives only his surname, it will not make a valid endorsement,

~ 1i) Spelling

The endorser or his duly authorised agent entitled to sign on his behalf must put his signature
In the same way as his name appears on the document. If his name is misspelt or his designation

has been given incorrectly, he should sign the instrument in the same manner as given in the -
-instrument, E o ' '

_-iiiy No addition or omission of initial of the name

. An initial of name should neither be added nor omitted from the name of the payee or

. endorsee as given in the cheque.

iv) Preflxes and Snﬂises to be Excluded

Prefixes and suffixes to the names of the payee, or endorsee need not be .includcd m the

endorsement. For example, the words "Mr., Mrs., Shri, Shrimathi, General, Major, Dr." etc.,
neednotbegivenbythecndorser. _ : L
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CHECK YOUR PROGRESS-1

How is a negotiabie instrument transferred ?

i eeeeeeeaseee e e T T

CHECK YOUR PROGRESS-2

List out the different kinds of endorsement. '

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

313 CROSSING OF CHEQUES

A cheque is an unconditional order, drawn on a specified banker and is always payable

on demand. At times an open cheque payable across the bank’s counter leads itself to fraud
and forgery by unscrupulous persons causing loss either to the bank or to thé customer. To
avoid such risks, or atleast to detect. payments made to wrong persons, the drawer may give
a direction to the paying banker through certain words marked on the cheque itself, which
constitute ‘crossing’. Crossing is an instruction given to the paying panker to pay the amount of
the cheque through a banker only and not directly to the pérson presenting it at the counter.
A cheque bearing such an instruction is called a ‘crossed cheque’, others without such crossing
are ‘open cheques’ which may be encashed at the counter of the paying banker. The crossing
on a cheque is intended to ensure that its payment is made to the right payee.

313.1 TYPES OF CROSSING

Crossing on cheques are of two types - gcnctﬁl crossing and special crossing govemed by'

sections 123 to 131 of the Negotiable Instruments Act.

i) General Crossing

According to Section 123, "Where a cheque bears across its face an addition of the words

‘and company’ or any abbreviation thereof, between two parallel transverse lines, of tWo parallel
transverse lines simply, either with or without the words ‘not negotiable’, that addition shail be
deemed a crossing, and the cheque shall be_deemed to be crossed generally”.

It is to be noted from the above that the drawing of two parallel transverse lihes on the face -

of the cheque constitutes “general crossing”. The lines must be () on the face of the cheque
(i) parallet to each other and (jii) in cross direction (ie., transverse). Inclusion of the words
‘and company’ is immaterial and of no special consequence. Examples of general crossing are

308 given below :




The effect of a general crossing is that the cheque must be presented to the paying banker

- through any other banker and not by the payee himself at the counter. The collecting banker
credits the proceeds to the account of the payee or the holder of the cheque. The latter may

thereafter withdraw the money. h _ S

if) Special Crossing , o _
According to Section 124, "Where a cheque bears across its face an addition of the name

of a banker, either with or without the words not negotiable, that addition shall be deemed a-

_ crossing and the cheque shall be deemed to be crossed specially and to be crossed to the banker.

~ The addition of the name of a banker across the face of a cheque constitutes ‘special crossing’.
Drawing of two parallel lines on the face of the cheque is not essential in case of special crossing.
Special crossing differs from general crossing because in case of the former inclusion of the
‘name of a banker is essential whereas in general crossing the drawing of two parallel transverse
lines is a must. Tt should be noted that in addition to these minimum statutory requirements
for the two types of crossing, additional words or lines may also be included, for example in the
case of special crossing, the name of a banker may be written within two paraliel transverse lines
or with the words ‘and company’ or ‘Account Payee Only’ or ‘not negotiable’. The inclusion of
these words has become rather customary. Examples of special crossing are given below :

The special crossing on the cheque is a direction to the paying banker to honour the chcque
. only when it is presented through the bank mentioned in the crossing and through ng other
bank. The cheque crossed specially thus becomes more safe than the generally crossed one.

3132 PERSONS WHO CAN CROSS A CHEQUE
Crossing'ié an instruction or a direction to the paying banker, Obﬁously., the drawer of

a cheque is competent to cross it generally or specially. Section 125, however, permits the
following persons also to cross the cheques : o .
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i) The hbldér’ of a cheque may cross it generally or specially if it is uncrossed; or may cross it
specially if it is crossed generatly or may add words ‘not negotiable’ in case of both the types
of crossing. _ . _ S

banker for collection.

" i) The banker to whom the cheque is crossed specially may again Cross it specially to another

It is to be noted that a general crossing may be converted into a special crossing by a holder
by adding the name of a banker {o imake the payment of the cheque more safe. But the reverse .
is not possible, i.€., a holder cannot convert a special crossing cheque into a gencral crossiig
one because such alteration amounts to a material -alteration and needs confirmation by the
drawer. '

3133 LIABILITY OF THE PAYING BANKER ON CROSSED CHEQUES

Clarifying the position of a paying banker, section 126 lays down, "where a cheque is crossed

.. generally, the banker on whom it is drawn shall not pay it otherwise that to a banker and where

a cheque is crossed specially, the banker on whom it is crossed, shall not pay it otherwise than to
the banker to whom it is crossed, or his agent for collection”. Therefore, so long as the banker .
pays a crossed cheque in due course in the above manner, he incurs no liability even to the true

owner., Crossing is a material part of a cheque and the bank cannot afford to disregard it. The . -

faliure to observe crossing will certainly render the bank liable; the payment will be incofmistent
with the direction contained in the crossing. Section 129 states: ‘Any banker paying a cheque
crossed generally otherwise than to the banker to whom the same is crossed, or his agent for
collection, being a banker shall be liable to the true owner of the cheque for any loss he may
sustain owing to the cheque having been so paid”. ' ' :

" i) Liability to the True owner of the Cheque

Generally, the paying banker is not responsible to the payee or the holder of a cheque, as
there is no contract between the two. However, if the paying banker makes payment of a crossed
cheque in contravention of the direction of the drawer as conveyed through the crossing, the .
banker shall be liable to the true owner of the cheque: If a crossed cheque is lost by the true
owner and its finder gets its payment at the counter of the paying banker, the true owner is .
entitled to recover the amount of the cheque from the person who received its payment from

. the bank. Whatever is the loss suffered by the true owner or are the expenses incurred by him

have to be reimbursed by the banker.
ii) Liability to the Drawer

. If the banker fails to make payment of a crossed cheque in aocordancé with Section 126, the

' payment is not deemed to be made as per the mandate of the customer. The banker cannot

debit his customer’s account with the amount of such cheque, if the payment is made to a wrong
person. Further, the paying banker shall lose the statutory protection granted to him under
Section 128, since such payment is not deemed to be payment in due course.

CHECK YOUR PROGRESS-3

Give the meaning of the term ‘crossing of a cheque’. How is it done?

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

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




2. List out the features of the payment in due course.
N 3. Exphain the following: -
'7 _ i) Ante-dated cheque, and
ii) Post-dated cheque.
4. Explain the Trade and Accommodation Bills,
- What do you mean by Promissory note ? State its features.
Explam the following:
i} .Cheque
i) Holder
(iii) Drawer, and (iv) Payee.

i i
13
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30.13 GLOSSARY

Ante-Dated Cheque : If the drawer mentions a date earlier than to the date of
writing the cheque, it is called an ante-dated cheque.
. Cheque : Itis a bill of exchange drawn on a specified banker and not
: : o expressed to be payable otherwise than on demand.
o ' Endorsement .t Signing on the back of the cheque by the maker or holder

for the purpose of its negotiation.

1 Holder ! Any person entitled in his own name to the possession of a
; promissory note, bil! of exchange or cheque and to receive
or recover the amount due thereon from the parties thereto.

Holder in Due Course : Any person who receives a promissory note, bill of exchange
or cheque for some consideration without any knowlcdgc of
the defective title of the transferrer.

Negotiable Instrument : It is an instrument wahich can be passed on from one.
: individual to another. Examples are promissory note, bill of

exchange and cheque,

Payment in Due Course = : It:sthepaymentmadebythcbankcrmaccordancevnthtlw- Ea
: apparent tenor of the mstrumcnt in good faith and without
negligence.

o

Post-Dated Chegue’ ' : If the drawer mentions a date on the cheque which is
: subsequent to the date on which'it is drawn, it is called

post-dated cheque,

303




UNIT-31 . ENDORSEMENT AND CROSSING OF
- CHEQUES _ |

Contents

310 Aims and objectives
311 Introduction
312 Endorsement
31.2.1 Kinds of Endorsement _
31222 Legal Provisions Regarding Endorscment
31.2.3 Requisites of a Valid Endorsement
313 Crossing of Cheques
31.3.1 Types of Crossing
31..3.2 Persons who can Cross Cheques
31323 Liability of the Paying Banker on Crossed Cheques
31.34 Significance of Certain Markings
314 Summing up
315 Check Your Progress : Model Answers
31.6 Model Exzamination Questions .
317 Recommended Books
31.8 Glossary

310 AIMS AND OBJECTIVES

The purpose of this unit is to discuss the various kinds of endorsement, their legal effects,
different methods of crossing of cheques angd their implications.

After going through this unit, yon will be in a position to :

« ‘define the term “endorsement”;

e classify the endorsement into different kinds;

. éxplai'n the legal provisions regarding endorsement;

e mention the essentials of a valid endorsement;

e describe the different types of crossing; _

e discuss the liability of the paying banker on crossed cheques; -
e explain the significance of certain markings on cheques.

311 INTRODUCTION

An important characteristic of a negotiable instrument is its negotiabitity, ie., it can be
negotiated from one person to another. A cheque is an important negotiable instrument
through which a large number of bank transactions take place. Generally, cheques are crossed

L ~_with an intention to ensure that the payments are made to the right persons. This unit describes
the endorsement and crossing of cheques and their different aspects.




31.2 ENDORSEMENT

The negotiation of the instrument can be done in two ways, i.e., by delivery and by endorsement
and delivery. A negotiable instrument payable to bearer may be transferred by its mere delivery.
The delivery may be actual or constructive. Whereas an instrument payable to order (i.e., payable
to a specified person) is transferred by endorsement and delivery thereof. Both these acts are
essential to transfer an instrument payable to order.

Definition of Endorsement

Section 15 defines endorsement is as the act which is performed, "when the maker or holder .

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

It is clear that endorsement signed by the maker or a holder on the negotiable instrument
for the purpose of negotiation. It is essentiat that the intention of signing the instrument must
be negotiation. Otherwise it will not constitute an endorsement. The person who signs the
instrument with the purpose of negotiation is called the ‘eridorser’ and the person in whose
favour the instrument is transferred is called the endorsee’. The endorser may sign either on
the face or on the back of the negotiable instrument but according to the common usage,
endorsements are usuatly made on the back of the instrument. If the space on the back is
insufficient for this purpose, a slip of paper, (known as ‘allonge’) may be attached thercto for
the purpose of recording the endorsement.

312.1 KINDS OF ENDORSEMENTS
According to the Negotiable Instruments Act, endorsements are of the following kinds:
i} Endorsement in Blank -

An endorsement is said to be ‘in blank” if the endorser puts his signature only on the
“instrument and does not write the name of anyone to whom or to whose order the payment is
to be made. Mere signature converts an order instrument into a bearer one and so long as it
remains so, it can be transferred by delivery alone. For example, where a cheque is payable to
X or order , and if X mereiy signs on its back, such an endorsement is calied endorsement in
blarnk. :

ii) Endorsement in Full

When an endorser, in addition to putting his signature, mentions the name of the person to
whom or to whose order the payment is to be made, such an endorsement is called endorsement
in full. The effect of full endorsement is that further endorsement can be made only by the
. endorsee. If in the above illustration, X adds the words ‘pay to Y’ or ‘pay to Y or order’ such
an endorsement is called endorsement in full. The instrument will then be payable to'Y or his
order and will necessitate endorsement by Y for its further ncgot:atlon

jil) Conditional Endorsement

It is negotiation which takes place on the happening of a stated event and not otherwise.
According to section 52, " if the endorser of a negotiable instrument, by express words in the
endorsement, makes his liability or the right of the endorsee receive the amount due thereon
depending on the happening of a specified event, although such event may never happen, such
endorsement is called conditional endorsement”. For example, "Pay X if he returns from Delhi."
Thus X gets the right to receive payment only on the happening of the particular event, ie., if
he returns from Delhi.
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| iv) Restrictive Endorsement

The endorsement may, by express words, restrict or exciude the right to negotiate or may
merely constitute the endorsee an agent to endorse the instrument or to receive its contents
for the endorser or for some other specified person. Such an endorsement seeks to put an end
to the prmcrpal characteristic of a negotiable instrument and seals its further negotiability. If
X signs in any of the following ways on a negotiable instrument and makes it payable fo Y, the
right of Y to further transfer it for value is immediately lost.

(a) Pay to Y only
(b) Pay the contents to Y only
{c} Pay Y for my use or on my account

(d) Pay Y for the account of Z.

v) Endorsement ‘Sans Recourse’

‘Sans recourse’ means without recourse or reference. An endorser of a negotiable instrument’

may, by express words in the endorsement exclude his own liability thereon. For example, Y
endorses a cheque as follows ¢

(a) Pay to X or order at his own risk

(b) Pay to X without recourse to me

Here Y will not be liable to X or any of the subsequent endorsecs in case the bank dishonours
the cheque.

vi) Fawltative Endorsement

It is an endorsement where the endorser waives some right to which he is entitled. For
example, the ‘endorsee is liable to give notice of dishonour to the endorser, and normally
fatiure to give this notice will absolve the endorser from his liability. But the endorser may
expressly write, "Pay to Y or order, Notice of Dishonour waived". By such an endorsement, the
endorser remains liable for non-payment, even if no notice is served because of his own cxpress
surrendering of the right to receive notice. :

3122 LEGAL PROVISIONS REGARDING ENDORSEMENT

The following provisions are contained in the Act as regards endorsements :

i) Effect of Endorsement

The significance of an endorsement lies in imparting transferability to a bill. Section 50
provides : "the endorsement of a negotiable instrument followed by delivery transfers to the
endorsee the property therein with the right of further negotiation”. However, it is open to the

endorser or endorsee to make the instrument restrictive by adding some words to that effect.

ii) Endorse:

The endarsement may be made only by the-maker or holder of the instrument and none
else. In the case of a bill or cheque drawn payable to order, the holder will be the payee or
endorsee and it is he who can endorse it. But where a bill is payable to the order of two or
more payees or endorsees who aré not partners, alt of them must endorse it unless the one

" endorsing it has authority to endorse it for the others. A stranger, however, cannot -endorse a .
negotiable instrument nor does he by signing on the instrument become liable as an endorser. .




According to sectuion 60, a negotiable instrument may be negotiated until its payment has
been made by the banker, drawee or acceptor at or after maturity but not thereafter,

(iv) Endorsement for a part of the amount

The instrument must be endorsed for its eritire amount. Section 56 provides that ‘no writing

on a negotiable instrument is valid for the purpose of negotiation if such writing purports

~ to transfer only a part of the amount appearing to be due on the instrument”. Thus an

endorseniment for a part of the amount of the instrument is invalid. But where an instrument

has already been partly paid, it could be negotiated for the balance, if a note to that effect is
given on the instrument, :

¥} In case of Death

The legal representative of a deceased person cannot nagotiate by dclivér-y only, a promissory
note, bill of exchange or cheque payable to order ar:.d endorsed by the deceased but not delivered.

vi) Chronology

Unless the contrary is proved, it is presumed under Section 118 that the endorsements

appearing upon a n&gotiable-instrument were made in the order in which they appear thereon.

- It'means that the endorsement which appears on an instrument ficst is presumed to have been
made eatlier to the second one.

 31-.2.3 REQUISITES OF A VALID ENDORSEMENT

An endorsement must be regular and valid in order to be effective. The foilowing rules are
- usually followed in this regard : '

i) Signature

_ The signature on the instrument for the purpose of endorsemen; must be that of the endorser
or any other person who is duly authorised to endorse it on his behalf. If a cheque is payable
to two persons, both of them should sign their names in their own handwriting. If the endorser

Ilr - signs in block letters or gives only his surname, it will not make a valid endorsement.

i) Spelling

The endorser or his duly authorised agent entitled to sign on his behalf must put his signatore
in the same way as his name appears on the document. If his name is misspelt or his designation .
~has been given incorrectly, he should sign the instrument in the same manner as given in the

instrument,
iif) No addition or omission of inifial of the name

An initial of name should neither be added nor omitted from the name of the payee or
endorsee as given in the chegue. : L

i¥) Prefizes and Suffises to be Excluded |
Pr_,eﬁxcs and suffixes to_the names of the payee, or endorsee need not be included in the

H  endorsement. For example, the words "Mr., Mrs., Shri, Shrimathi, General, Major, Dr." etc,
need not be given by the endorser. i PR 307
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CHECK YOUR PROGRESS-1

How is a negotiable instrument transferred ?

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

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

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

CHECK YOUR PROGRESS-2

List out the different Kinds of endorsement.

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

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

313 CROSSING OF CHEQUES

A cheque is an unconditional order, drawn on a specified banker and is always payable
on demand. At times an open cheque payable across the bank’s counter leads itself to fraud
and forgery by unscrupulous persons causing loss either to the bank or to the customer. To
avoid such risks, or atleast to detect payments made 10 Wrong persons, the drawer may give
a direction to the paying banker through certain words marked on the cheque jtself, which
constitute ‘crossing’. Crossing is an instruction given to the paying banker to pay the amount of
the cheque through a banker only and not directly to the person presenting it at the counter.
A cheque bearing such an instruction is called a ‘crossed cheque’, others without such crossing
are ‘open cheques’ which may be encashed at the counter of the paying banker. The crossing
on a cheque is intended to ensure that its payment is made to the right payee.

3131 TYPES OF CROSSING

Crossing on cheques aré of two types - general crossing and special crossing governed by
sections 123 to 131 of the Negotiable Instruments Act. :

i) Generat Crossing

According to Section 123, "Where a cheque bears across its face an addition of the words
‘and compasny’ or any abbreviation thereof; between two parallel transverse lines, of two parallel
transverse lines simply, either with ot without the words ‘not negotiablc’, that addition shall be

deemed a crossing, and the cheque shall be deemed to be crossed genexally”.

"t is to be noted from the above that the drawing of two parailel transverse lines on the face
of the cheque constitutes “general crossing”. The tines must be (i) on the face of the cheque

_ {ii) paraliel to each other and (iii) in cross direction (i.e., transverse). Inclusion of the words

‘and company’ is immaterial and of no special consequence. Examples of general crossing are

] given below :




s

The effect of a general crossing is that the cheque must be presented to the paying banker
through any other banker and not by the payee himself at the counter. The collecting banker

_credits the proceeds to the account of the payee or the holder of the cheque. The latter may

thercafter withdraw the money.

ii) Special Crossing

According to Section 124, "Where a cheque bears across its face an addition of the name
of a banker, either with or without the words not negotiable, that addition shall be decmed a

crossing and the cheque shall be deemed to be crossed specially and to be crossed to the banker.

e addition of the name of a banker across the face of a cheque constitutes ‘special crossing’.

Drawing of two parallel lines on the face of the cheque is not essential in case of special crossing.

Special crossing differs from general crossing because in case of the former inclusion of the
name of a banker is essential whereas in general crossing the drawing of two parallel transverse
lines is a must. It should be noted that in addition to these minimum statutory requirements
for the two types of crossing, additional words ot lines may also be included, for example in the
case of special crossing, the name of a banker may be written within two parallel transverse lines
or with the words ‘and company’ or ‘Account Payee Only’ or ‘not negotiable’. The inctusion of
these words has become rather customary. Examples of special crossing are given below :

“The special crossing on the cheque is a direction to the paying banker to honour the cheque

- only when it is presented through the bank mentioned in the crossing and through no gdther

bank. The cheque crossed specially thus becomes more safe than the generally crossed one.

' 3132 PERSONS WHO CAN CROSS A CHEQUE

" Crossing is an instruction or a direction to the paying banker. Obviously, the drawer of

" a cheque is competent to cross it generally or specially. Section 125, however, permits the

foltowing persons also to cross the cheques : .
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i) The holder of a cheque may cross it generally or specially if it is uncrossed; or may cross it
specially if it is crossed generally or may add words ‘not negotiable’ in case of both the types
of crossing. :

iy The banker to whom the cheque is crossed specially may again cross it specially to another
banker for collection. ' . '

It is to be noted that a general crossing may be converted into a special crossing by a holder
by adding the name of a banker to make the payment of the cheque more safe. But the reverse
is not possible, ie., a holder cannot convert a special crossing cheque into a general crossing
one because such alteration amounts to a material alteration and needs confirmation by the
drawer. N

3133 - LIABILITY OF THE PAYING BANKER ON CROSSED CHEQUES

Clarifying the position of a paying banker, section 126 lays down, "where a cheque is crossed
generally, the banker on whom it is drawn shall not pay it otherwise that to a banker and where
a cheque is crossed specially, the banker on whom jt is crossed, shall not pay it otherwise than to
the banker to whom it is crossed, or his agent for collection”. Therefore, so long as the banker
pays a crossed cheque in due course in the above manner, he incurs no lizbility even to the true
owner. Crossing is a material part of a cheque and the bank cannot afford to disregard it. The
faliure to observe crossing will certainty render the bank liable; the payment will be inconsistent
with the direction contained in the crossing. Section 129 states: ‘Any banker paying a cheque
crossed generally otherwise than to the banker to whom the same is crossed, or his agent for
collection, being a banker shall be liable to the true owner of the cheque for any loss he may
sustain owing to the cheque having been so paid”. -

i) Liability to the True owner of the Cheque ¢

Generally, the paying banker is not responsible to the payee or the holder of a cheque, as
there is no contract between the two. However, if the paying banker makes payment of a crossed
cheque in contravention of the direction of the drawer as conveyed through the crossing, the
banker shall be liable to the true owner of the cheque: If a crossed cheque is lost by the true
owner and its finder géts its payment at the counter of the paying banker, the true owner is
entitled to recover the amount of the cheque from the person who received its payment from
the bank. Whatever is the loss suffered by the true owner or are the expenses incurred by him
have to be reimbursed by the banker. '

ii) Liability to the Drawer

" "If the banker fails to make payment of a crossed cheque in accordance with Section 126, the
payment is not deemed to be made as per the mandate of the customer. The banker cannot
debit his customer’s account with the amount of such cheque, if the payment is made to 2 wrong
person. Further, the paying banker shall lose the statutory protection granted to him under
Section 128, since such payment is not deemed to be payment in due course. '

CHECK YOUR PROGRESS-]
Give the m’eaning_ of the term ‘crossing of a cheque’. How is it done? -

---------------------------------------------------------------------------------------

----------------------------------------------------------------------------------------

----------------------------------------------------------------------------------------




CHECK YOUR PROGRESS - 4
- How does special crossing differ from general crossing?

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

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

3134 SIGNTFICANCE OF CERTAIN MARK[NGS
It is important to know the siérﬂﬁcance of certain rﬁarkings on the cheque.
i) Not negotihble '

At times, the words ‘Not Negotiable’ are added in general or special crossing of the cheques.
The effect of these words in terms of section 130 is that the transferee cannot acquire a better
right in cheque than is possessed by the transferer himself, If the transferer has a defective title,
the transferee cannot have a better title. It does not impede transferability but impedes only
. negotiability, i.e., the transferer cannot transfer a better right, but only his own titie whether

- defective or good. In the absence of the words ‘not-negotiable’ in the crossing of a cheque, if -

a person receives a cheque in good faith, for proper value and in a proper form, he obtains a
goe™ e cventhough the title of the transferer is defective.

ii) Account Payee

The addition of words like ‘Account Payee’, "Account Payee only" or some variants thereof

- like "Payee’s A/c", "Account XY" etc., imply a direction to the collecting banker that he should
credit the account of the payee with the amount of the cheque and should not pay cash for
it at the counter. It is an indication that the receiving bank should pay the amount into the

bank which keeps the account of the specified payee, and nowhere else. If the amount of the

cheque bearing such crossing is credited to an account other than that of the named payee, the
coilecting banker loses his statutory protection on the ground of negligence.

iii) Double Crossing

Double érossing consists in specially crossing a cheque twice, ie. the names 6f two banks

are mentioned either within or without the transverse lines. The payment of such cheques is

prohibited except in one case, Section 197 states "where a cheque is crossed specially to more
than one banker, except when crossed to an agent for the purpose of collection, the banker on
whom it is drawn shall refuse payment”. Thus, before paying a cheque, the banker must ensure
that it does not bear two special crossings, with the sole exception where the first banker-is the
agent of the second. ' o :

iv) Openjng of Crossing

Canceliation of crossing on a cheque is called opening of the crossing. The cheque thereafter

becomes an open cheque. Only the drawer of the cheque is entitted to open the crossing of the
cheque by writing the words "pay cash” and cancelling the crossing along with his fuil signature.

The paying banker must be very careful in ascertaining the validity or. genuineness of the
drawer’s signature opening the crossing. If the drawer’s signature on the cheque is forged by
the holder in order to open the crossing and the payment is obtained at the counter the banker
* will remain liable to the true owner of the cheque. N '
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31.4. SUMMING UP

_ A negotiable instrument can be transferred either by delivery (in case it is payable to'bearer)
or by endorsement and delivery (in case it is payable to the order). Endorsement is done when
the maker or holder signs on the negotiable instrument for the purpose of negotiation. The

. person who signs on the instrument ia known as the *endorser’ and the person in whose favour

the instrument is endorsed is known as the endorsee. There are different Kinds of endorsemett,
such as, blank endorsement, full endorsement, conditional endorsement, restrictive endorsement,
etc. The Negotiable Instruments Act contains certain provisions regarding endordement. To
be valid the endorsement should be signed by the endorser or his duly ‘anthorised agent in the
same way his name appears on the document. Cheques are crossed for the purpose of ensuring
the payments made to the right payees. A cheque may be crossed generally or specially. A
generally, crossed cheque bears two parallel lines with or without the words ‘not negotiable’.
The addition of the name of a banker across the face of a cheque constitutes ‘special crossing’.
When a crossed cheque is paid- as against {o the direction of the drawer as conveyed through
the crossing, the banker shail be liable to the true owner of the cheque. And when the payment
of a crossed cheque is made to the wrong person, the banker cannot debit the drawer’s account
with such amount. When certain markings are made on the cheques, the paying banker should

take care of them.

'315. CHECK YOUR PROGRESS : MODEL ANSWERS

1. A negotiable instrument is transferred in two ways. They are : (i) By delivery : A negotiable
instrument payabe to bearer may be transferred by its mere delivery, and (i} By endorsement
‘and delivery : when anegotiable instrument is payable to order, it is transferred by endouggaent
and its delivery. - : :

2. i) Blank endorsement, ii) Full endorsement, iii) Conditionai endorsement iv) Restrictive

endorsement, v) ‘Sans -_Re'course’ endorsement, and vi) Facultative endorsement:

3. Crossing is an instruction to the paying banker to pay the amount of the cheque through a

banker only but not directly to the person presenting it at the counter. It is done by drawing
two paralle} inverse lines accross the face of the cheque. Such a cheque is known as crossed
cheque. A cheque may be crossed generally or specially. '

4. In the casc of general crossing the drawing of two parallel lines across the face of the cheque
is a must. whereas in the case of special crossing inclusion of the name of the banker is
essential, either with or without the words "Not negotiable”. :

31.6 MODEL EXAMINATION QUESTIONS

A) ESSAY QUESTIONS

Answer the following in about 30 lines each:

-

 What i$ endorsement ? Describe the e_ssentials of a valid endorsement.
2. Explain and illustrate different kinds of endorsement.

- 3. . What are the different types of crossing of cheques? Explain the significance of each type of

Crossing. g
B) SHORT QUESTIONS

Apswerthefolio’wlngin:boutlsnmudu

" 1. Distinguish between general crossing and special crossing.
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What do you ﬁeaﬁ by ‘Not Negotiable Crossing’ ?
What is crossing of a cheque ? Who can cross the cheques ?
Explain the liability of the paying banker on crossed cheques. '

Explain the terms : i) Double crossing, ii) opening of crossing, iii) Account payee.
Explain ‘Sans Recourse’ endorsement and ‘Facultative” endorsement.

- T N N

31.7 RECOMMENDED BOOKS

‘1. Avatar Singh : Negotiable Instruments

2. Srivastava PK. o Banfcing Theory and Practice

3 Suﬁdaram KPM.& Varshney PN, : Banking Theory, Law & Practice.
4. Tannan ML ~: Banking Law & Practice in India.

‘31.8 GLOSSARY

; Crossing - 1 It is an instruction given to the paying banker to pay the amount of the
3 . cheque through a banker only and not directly to the person presenting
' ' it at the counter.

Endorsement : Signing on the back of the cheque by the maker or holder for the purpose
of its negotiation. '

e
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320 AIMS AND OBJECHVEW

'I‘hepurposeoftlusumtmtodmmthcprecaut]onstobetakenbyﬂwbankcrmtjle
payment of chques, the statutory protection avilable to him and his liabilities. S

When you have finished this unit, you will be abie to:

e explain the precautions to be taken by the paying bankrer;

o describe the statutory protection provided to the paymg banker;

e describe the circomstances when the banker can refuse the payment;

« identify the suitable replies to be made by the banker for dishonouring cheques.

S "INTRODUCTION -

A statutory rcsponmblhty has been cast upon the banker to honour the cheqnes issued by
the customer. This obligation of the banker is of curical importance. A cheque, no doubt,
is a negotiable instrument, but more important, it is a mandate of the customer which the
banker is required to carry out. It is a written order by which the customer requires his banker
(drawee) to refund the money deposited with him. The refund may be made cither to the
drawer {customer) himseif or to some third party (payee). It is this repayment to third parties
which gives rise to certain legal probiems. ‘If the banker honours the ceques carelessly and

_negligently in a manner inconsistent with the instructions of the drawer. he will be subject to

heavy liablity. The banker, apart form losing the money so paid becomes liable to pay damages
or compensation to his customerand also to the true owner of the cheques as provided for in
the Negotiable Instruments Act. Further, a failure on the part of the banker to comply with

the statutr.ry obligation to made payment of his customer’s cheques, so long as he possesses

sufficient funds to the credit of the latter without sufficient reasons, makes him liabic under
section 31 to compensate the drawer for any loss or damage caused by such default. Thcrcfore
the paying banker should beverycareﬁllmthedlscharge of his duties.

This vnit describes the precavtions to be taken by the banker while making payment,
statutory protectior provided to the paying banker by the Negotlable Instgruments Act, and
other related aspects. :
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322 PRECAUTIONS TO BE TAKEN BY THE PAYING BANKER
The paying banker shoulsd ensure that the cheque is regular in all aspects and should take

. the following precantions while making payment of his customer’s chegues.

!)PmperﬁumoffheCheque

The Negotiable Instruments Act defines a cheque but does not prescribe its form. As

h, the banker cannot dishonour a cheque drawn on a piece of paper provided it carries an
unconditional order to the banker and fulfils other requisites of a cheque. Though the law has
not prescribed any particular format for a cheque, it is nsusal for the banks to get their own
cheque books printed. This makes it essential that the cheque forms issued by the banker be
used by the customers though the banker may honour a chque drawn otherwise at his discretion,

Drawing of cheques on the printed forms issued by a banker is convenient to the customer

_ as he has to simply fili in the blanks. The counterfoils of the cheques are useful for lim to know -
the payments made and to trace out a particular payment ' s

It is also easy for the customer to countermand the payment of a particulér cheque, as he
. can jssue instrucitons to the banker referring to the serial number of the cheque.

Where cheques are dtawn on printed forms whose serials have been noted by the banker
the chances of forgery are greatly minimised, ' '

Chcgue Drawn on a Form Issued to Another Person

In case a cheque is drawn on a cheque form issued by the banker to someone other than -

the drawer, the banker is not justified in refusing payment and the cheque does not become
invalid simply because it was not issued to the drawer. The only safeguard that the bank has
to obsecrve is to ensure that there is no forgery of customer’s signatore and that it pays in due
course to the holder of the instrument in good faith and with out notice that his title to it is

. (it) Date of the Chegque

The date of the cheque is important because the mandate of the customer to the banker
given in the cheque becomes legally effective from the date mentioned therein.. The drawer of
a cheque fills in the date before the cheque is issued, but if he has not done so , the instrument
does not become invalid. The payee of the <cheque or any subsequent holder thereto may fill in
the date. But if an undated cheque is presented for payment the banker must refuse its payment.

. However, the date should be complete in respect to the number of the day, the month and the

year,

Literally a stale cheque is an overdue cheque, one that is presented long after it was drawn.
The generally accepted banking custom is to treat a cheque as stale after six months of its issue.
1t is usual for the banker to return such a cheque with the remark out of date and if pressed

for payment ask for the drawer’s confirmation. This practice whereby a cheque is regarded as

Stale after six months has no statutory sanction in India.

- post-Dated Chegues

. If the drawer (or any holder) mentions a date on the cheque, which is subsequent to the

. date on which it is drawn, it is cafled a post-dated cheque. Such a cheque becomes effective

only from the date mentioned therin. The banker should, thercfore, not make payment of their
post-dated cheque before the date mentioned therin, otherwise, he will be liable as follows:

315




316

%

a) If the drawer instructs the banker, before the date mentioned in the cheque, not to make
payment of the post-dated cheque, the banker cannot debit his account: with the amount of the

cheque. In case the banker had honoured the cheque before the receipt of the countermand
order, such payment is deemd as payment made without the authority of the drawer.

b) If, as a consequence of payment of a post-dated cheque by the banker, any other cheque
issued by the drawer is dishonoured on the ground of insufficiency of funds, the drawer will be
entitled to claim damages for its dishonour.

_ ¢) If the customer dies, becomes insolvent or insane after the banker has made the pament.
but before the date mentioned in the cheque, the amount cannot be debited to the customer’s

account because the latter'’s mandate becomes ineffective on the occurrence of any of these
events. ' :

d) Payment of a post-dated cheque before the date of the cheque is not considered as
pament in due course. The banker therfore. cannot avail of the statutory protection under
Section 85. : '
iliy Amount of the Cheque

The amount of the cheque must be specefic sum and written on the instrument. It should be
clearly stated both in words and figures. In case the two amounts differ, section 18 provides that

 the amount in words shall be the amount undertaken or ordered to be paid. The banker may,

therefore, pay the amount written in words without incurring liabitity for the same. However,
in practice the banker returns such a cheque with the remark "amount in words and figures
differ” . If the amount is expressed in words only, the banker must pay the cheque but if the
amount is written in fugures only, it-should be sent back to the drawer for necessary entry.

Sufficient Funds: The question of payment of the cheque arises only when the Ea‘""vg
to the credit of the customer is sufficient. Unless arrangments have been made in

for overdrawing the ‘agcount, the banker is undes no obligation to honour the. cheque with
inadequate funds in the account of the drawer. This is important because a cheque has to be
paid in full and never in part. The mininum balance required to be maintained in a current
accont or savings account is deemed as available for honouring the cheques.

iv) Chronological Order of Payment

When several cheques drawn on an account are presented for payment on the same day,
the banker generally follows the rule of making payment of the cheque in the chronological
order of their recipt. - ' '

The banker may.sometimes face a situation when a number of cheques are presented
simuitancously for payment, or are received by one mail or through the same clearing but the
funds avilabie in the account of the customer are insufficient to pay all them. There are two view
points in such a situation. The banker may treat all the cheques as constituting one demand
and hence dishnour all of them for shortage of funds. But it would not be fair in the interests of
the customer because the dishonour of ali the cheques will affects his reputation greatly while

funds are sufficient to honour at least a few of them. It appears better if he honours as many

cheques as possible till the credit alance is not exhausted. In practice a cheque for a bigger .
. amount is paid first in such a sit tion but if a cheque for a smaller amount is payable to the

tax autorities etc., it may be honoured first.
v) Mutilated Cheques

It is a cheque which has been torn into pieces but pasted afterwards. hether such a cheque
should be paid or not will depend upon the available evidence, the surrounding circumstances
and the extent of legibility of the material facts. If a cheque is accidentally torn in the hands

of the payee before prescntation, the banker can pay it after obtairing confirmation from the

drawer ot else getting the collecting banks guarantee. If the banker has sufficient proof that the

but to return it. o

drawer wanted tocancclapartiwlar__d;equcbytearingit into picces, he has no course open | '




vi) Material Alterations

A cheque contains a mandate of the customer to his banker to pay a specified sum of money
to the bearer or the person mentoned therein or to his order. Any alteration or correction

therein must be confirmed by the drawer’s full signature in order to be valid. The paying banker

should exercise care to ensure that payment is not made on cheques bearing an aiteration, -

praticularly a material alteration without confirmation by the drawer.

Material aiterations are those which change the business effect of an instrument and cause
it to speak a language differnt from what it originallay spoke. ‘Such an alteration changes the
legal identity or whole character of the instrument either in its terms or in the legal telation of
the parties. The alterations with regard to the following are material alterations:

a) Date of the cheque | - '

b) Place of payment

¢) ‘Amount of the cheque

d) Names of the parties or the relationship between them or affecting their legal status.

€) Legal charact@:r (substitution of the work ‘bearer’ in place of ‘Order’ in the cheque

A material alteration makes a material or signification change in the mandate given in the.

cheque. If an addition or alteration does not affect the mandate of the drawer or the position
of the parties materially, it will not be called a materially, it will not be called material alteration.

__According to section 87, “any material alteration of a negotiable instrument renders the
wanYvoid as against anyone who is a party thereto at the time of making such alteration and
does not consent thereto, unless it was made in order to carry out the common intention of
the original parties. Any such alteration, if made by an endorsee, discharges his endorser from
all liability to him in respect of the consideration thereof®, However, even if the alteration is
material, it will not vitiate the instrament if 1 :

a) it is made before the actual issue of the instrument:

b) it is made mer&iy to correct a mistake or-to make the instrument what it was originally
- intended to be : or '

¢) it is made with the consent of all the parties to the instrument, the consent being
expressed to implied, prior to the alteration or thereafter.

" Burden of Proof

The burden of proof that a particular material alteration falls within the above exception,

" and hence does not vitiate the instrument lies upon the party which claims it to be so. It is for

the plaintiff to satisfy the court that the alter: tions if any were made subsequent to the issue of

the instrument and not at the time of issue. The party which wants to enforce the instrument
has to accept the onus of proving that he has not been negligent. '

li_anker’s_ Pasition in Material A!te_l_'aﬁons

The paying banker’s position with regard to material alterations, between drawing and
presentation, should be examined under two ‘headings. : :

a) Where the alteration is apparent : If the banker pays a cheque which has been materially
altered without the drawer’s consent, he does so at his own risk unless the customer’s authority
to the alteration has been obtained. As such, where there is a material alteration which is
apparent, the paying banker should insist upon proper authentication by the drawer. As a rule,
he should not generally accept authentication by mere initials but call for the full signature of
- the drawer since he may not be familiar with the drawer’s initials, which:in all probability are

more prone to forgery. -
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b) Where alteration is not apparent: When an altcratlon is fraudulently madc. natarally -
without the consent of the parties to the instrument, but which does not appear to have been so
altered, the paying banker is protected in terms of Section 89. The two conditions for granting
such protection however are:

i) There is nothing on the face of the instrument to indicate that it was materially altéred.
That the alteration has been so cleverly or skillfully done that he would not have, with any
amount of reasonablc care and scrutiny detected it out.

ii) The payment has been made in due course, i.e., the banker has paid to the holder of the
cheque in good faith and wothout notice that his titie to the cheque is defective.

‘Once these two conditions are satisfied, even if the material afterations have been
fraudulently affected, the paying banker can debit the drawer’s account and obtain a valid .

discharge.
vii) Forgery of Drawer’s Signatl_l_re

The paying banker should be careful to verify whether. the cheque bears the genuine
signature of the drawer after comparing the same with his specimen signature. If the signature
on the cheque differs from the specimen signature of the drawer or is a forged one, the banker
must refuse payment of the cheque because a cheque with forged signature of the drawer gives
no mandate to the banker to make any payment. Payment of chque with the forged signature
of the drawer is deemed as payment without the authority of the customer and hence a breach
of the implied contract between banker and his customer. The paying banker cannot enjoy

. protection under the law. The banker canmot debit his customer’s account with the amount of
the cheque bearing the forged signature of the drawer and has to suffer the loss !'umseu
banker bears this liability even if the signature of the drawer is cleverly forged and it is diffiicult -
to detect it inspite of a resonable degree of care and secutiry. The banker is not obsolved of
his liability on a forged cheque, even if the customer is negligent in keeping the cheque book
under lock and key as reaquired by the rules of the bank.

The customer, however, is under an obligation to rhe banker in this regard The customer,
should not be negligent in observing the necessary precautions to save the banker from the
losses which may arise because of his own acts. It is essential that in drawing and encashment
of cheques, the neglect of the customer must be mhmately connected with the transaction itself,
and be the prommate cause of the loss.

a) When a banker is in doubt about the signature of the drawer he seeks the confirmation
of the drawer. The customer expressly represents that the signature is his own. Later on. the
customer will be estopped from denying the validiy of his signatuse on the cheque. Similarly if
the signature of the customer on the cheque differs form his specimen signature, but he writes
to the banker about his issuing a chaque bearing a differnt signature of his, such intimation wﬂl
amount to confirmation of his signature on the cheque. .

by Iif the customer comes to know or has resonable ground to believe that a cheque with
his forged signature is going to be presented for payment, he is undr duty to inform the banker
-immediately to avoid loss to the banker In such a case, he is estopped from denying the validity
of he cheque.

~ ¢} Sometimes such mtoppe[ arises from the silence on the part of the customer. If the
customer fails to inform the banker that his signature on a cheque has been forged, and the
banker loses his right of action against the forger, the customer is estopped form denying the
genuineness of his signature. o

In case of joint accounts, both or all the signatures on the cheques must be genuine. If
one of the signatures is a forged one, the banker should not make payment. If one of the joint
account holders forgets to get the signatgure of the other one, and the banker makcs payment

313 " of the cheque, he will be liable to the other one. .




- wiib) Payment of Cheques Durmg Banking Hours

Aoeordmg to section 65, a cheque must be presented to the paymg banker for payment '

mt?un the banking hours. Banking hours mean the period of time when a bank transacts banking

business with the public. Such hours are fixed by the banks and customers are notifed of them -

the banking hours only. Actual payment might be make after the bankmg hours if it could not
be dea!t ‘with within the bankmg hours. _

If the banker pays a cheque presented to him after the bankmg hours, he ncours a. grave

rlsk. In fact, the amount of such cheque cannot be debited to the drawer’s account till the

opening of the bank on the next day. If, in the meantime, the drawer countermands payment of
such a cheque, the banker cannot debit such amount to his customer’s account. Similarly, when
a Garnishee Order is served in the banker restraining him from making payment out of the
drawer’s account, it imnplies that the death of the customer or his msolvency makes the payment
of the cheque invalid. _
CHECKYOURPROGRESS—I o o o,

State the meaning of a stale cheque. Is the payment made on a stale chequce?

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

CHECK YOUR PROGRESS-2
Mention the different forms of material alterations, .

B
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; 32.3 S’I‘ATUTORY PROTECI‘ION TO THE PAYING BANKER
Thepaymgbankermalwaysundcradutytosansfyhlmselfﬁ!athepaysmoneymmhm"

customer’s authority and to'the true owner. If the money s paid to a wrong person, under a

- forged or unauthorised éndorsment, tlnsamountstoabreaehofdutyandthe banker thereby

becomeshabletomakcgood the loss to the drawer. Avaﬂableroutmeproceduremabmk,
however, hardly gives an opportunty for the investigation of endorsements, except as to their

- outward regularity, If the banker begins to make intensive inquiries about the title of the

presentor, much expenditure of time and money would be involved, destroying in this process

“the "demand character " of the chreque. The law, therefore, has tried to come to the rescue

ofthebusybankerandpmdedhnn a'good "quittance” on the fulfilment of crtiain coriditions
which are summarised in thé familiar expression of payment in due course. Since the provisioins

'-'mrespectofstamtoryprotectlontothepaymgbankerareahtﬂeelaborate,lt:sadmabieto. .
dm:ssﬂwmunderappropﬂatelwadnngs. . R

. by a general notice. The bankef should made paymernt of the cheques presented. to him dizring .
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lncaseofmordetclwquc,section&S(I)ﬁ(iﬁdess'tatutoryprotoctiontothepayimhmkc: '
_as:”mreachqmpayable_toordcrpurpomtobc'endors_edbyoronbehdfofﬂlepayet,ﬂw'
' draweeisdischmrgedbypmentindmcoum";Tmnectionseeksto_pr,oﬁdeprotecﬁpntothe
* paying banker in case of forged endorsments. After insertion of section 16 (2), this protection
js available in respect of other endorsments aléo, because the banker is not cxpected. to verify
_ mmmdmmm'm.mmmmmgmmmmqmmﬁm
to the paying banker are as follows: ' I :

. The statutory protection is available to the banker in the case of forged signatures of the
endorser and not that of the drawer. When the statutory protection is availed of , not only is the
' drawveebanker dis&xgedﬁomhisﬁabﬂky.hﬂﬁndramis.ﬂsodmmdﬁqmrespomibﬂity.

| SectlonBS (2)-provide8prowcﬁonwﬂw'payimbmkcrh1rﬁpectofbmcrche®e;$

Whereadwqwhmigindlycxprcssedtobepayauetobcm;medmisdiscmwd
hypaymemmdmcmwﬂnbemmﬁwfmtwiﬁmmrgwemm‘wmmm
mMmmmmmmmmmrcmmtpurpdmm
restrict of exclude further negotiation”.. - :

. mm'mm;wmlyhmdmammdwmrmm
mmmmmﬁwofmmmnmammmmmmmummwmﬁﬂ.
 any endorseinent restricts forther negotiation or not, m:,ﬂwhmkﬂlsnotmedtownﬂ
" the regularity of the mﬁomm‘mmcmmhw,.mmd-m-mmd
bearer cheque to the bearer in due course. Hstwhs.dquu_isstolenmdﬂwbanqu.makfcsi_ts

payment without the knowledge of such theft, he wilf be dicharged of his obligation and will be

: mdemmump@mtmbmﬂwpmmmam* .

and the prescribed bank where the crossing is special, Jf the banker ignores the directio: s
cmmyedlurthcmofmwhiemmmaeMtMmtmmmmﬁm e




sustains as 4 result of this payment.. But if the.payment is miade according 1o the direcﬁmmm "
conveyed in the crossings, the law. gives a measure of protection to protect the paying banke

Section 128 of the Negotiable Instruments Act provides that, "where the banker on whom a
crossed cheque is drawn has paid the same in due course, the banker paying the cheque and
(in case, such cheque has come to the hands of the payee) the drawer thereof, shaif respectively
be entiled to the same rights and be placed, in the same position in alf respects, as they would
respectively be entitled to and placed in if the amount of the cheque

recetved by the true owner thereol" SR R

 The bankcr meaking payment of a crossed chcﬁé iSft.hl;l's glven protectmn underSectlon 128,

 if he makes the payment after fulfilling the following two requirments,

had-been paid to and

a) He has made payment in due course ie., in good faith andw1thout negligence and -

according to. the apparent tenor of the cheque, and
- b) The payment has been made in accordance with the requirement of the crossing (imdef

banker in case of special crosing. In this connection the following points are worthy of note:

i) If a crossed cheque is dishonoured, the crossing is not deesmed to be cancelled by such

dishonour. Therefore, if such a cheque is represented for payment, the paying banker
cannot ignore it. B ' o '

" ii) If a cheque is crossed specially to more than one: Bénker, the banker on whom it

* Section 126), ie., through any banker in case of general crossing, and through the specified

is drawn shall refuse payment except when crossed to an agent for the purpose of -

collection. . o

st the crossing appears to be altered in some manner, no protection would be available

324 CIRCUMSTANCES LEADING TO REFUSAL OF PAYMENT

--mifoi}bwing are the circumstances in which the statutory duty of a banker-to honour his

custometr’s cheuge is terminated, i. e., payment can be refused

8) Countermand of payment: Countermand is stopping the payment of a cheque by the
customer. It is withdrawal of his own mandate. Countermand, therefore, revokes the binding
character of any mandate which has not been fuily acted upon at the time when it is served.

The need for such a stop payment order arises usually when a cheque is stolen or fost or some -
dispute has cropped up between the drawer and the payee after the issue. Once a countermand
is communicated to the banker and he comes to know of it, he must- not make payment of
that cheque. After an effevtive countermand, if he makes payment, he is liable for any damage
-suffured by the customer as a result thercof. Some of the important points in the context of
-countermand are listed below which the paying banker must take due note of : S

i) Thc'oomlfer_mand.comes into operation as soon as it comes to the concious knowledge
of the banker. The banker is under duty to give immediate attention to it and stop
payment. ' ' .

ii}. Non-obedience of the stop payment instrucions exposes the banker toan action for

damages, for which there is obviously no safety clause. _ L
iii) The countermand can be effected by means by which the intention of the coustomer
: tOWiﬂﬂmldpamntismadeknowntohankcr._ But it has been held that it is too
dangerous to stop payment by an oral communication or by a telegram. If there is a

telephonic or telegraphic message to this effecxt. this must be soon after confirmed -

by a letter.

~ ') The countermand notice must be unambigous and it must clearly mention the serial

- numbetoftheclwqm:vhosepaytmmhmtobcmd Mere name of the payee,
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the amount and its date of issue might in certai
after responabic and honestly reading the instruction pays the praticuiar cheque, he
will not be held liable for any loss which the custoner may then be put to . At the
same time wherever the banker feels a lack of clarity in the instrucitons, he is expected

. to seek elucidations lest there is wrongful dishonour. .

¢). The countermand instrucitons must be sent to the branch of the bank where the

account is being maintained, because it is here that it is going to be acted upon. A
notice of the stopping of cheque at one branch, of bank does not imply a notice to the

- other branches. But if a count_ermand has been recieved by a wrong bra_mch. it should

take steps to make it effective at the right branch . .

vi) When a stdj)péd cheque has been paid, the customer’s account will 'normally' have
" to be recredited, and the banker cannot escape this liability even if it was paid by
_inadvertance. ' -

vii) Where W0 OF INOTE PErsons are authorised to sign cheqﬁcs, whether severaily or j_oiﬁt_ljf:_

as joint holders of the account or as authorised agents on behalf of an account holder,

. bankers generally act on stop payment instructions issued by one of them, whether the
cheque is'signed by him or not. : : -

viii) A stop payment order once issued may be cancelled as well by the drawer, and then
the cheque becomes payable by the banker. But it is always advisable for the banker

to get the cancellation instructions by the same person(s) who issued the stop order.

This is perticularly important in cases where the countermand is made by two or more
persons holding an account, - . .

b) Death of the Drawer: On receipt of reliable information about the death of the " ger,’ o
'Eﬂ' er

. the banker must stop payment of the cheques signed by him because the order of the custom
_to the banker ccases to operate on the occurence of his death . The following points must be
observed: ' ' ~ ' g

i) The titne of receipt of notice or information by the banker about the death of the

customer and not the time of death itself is important fot the banker. Payment made

between the time of death and the receipt of its news by the banker may Fightly be
debited to the customer’s ‘account. ’ o

ji) The bankor shouid nbt_ rely on rumours and must ascertain the news. abont the

customer’s death reliably. . _ _ o
iy I an ‘agent, who has signed a cheque on behialf of his principal dies, the payment of
" such a cheque is not to be stopped because the agent himself was not the drawer.
Sirilarly, if a person who signs in his official capacity such as the principal of a college,
director of an institure or secrefary of club dies, the account of the coltege, instuture
m ot club shall not become inoperative and the cheques draws on such accounts should
" not be dishonoured on this ground . . o : ‘ '

) The account of the deceased custmor shall remain inoperative _in‘itil 2 succession _

certificate is produced by his legal representative or a probate of tiie will or a latter of

. tAdministration is received. The banker must ensure that the debt due from, the bank
* Yis covered in the succession certificaté. The banker must insist on the presentation of
succession certificate in such cases otherwise he may incur same risk. :

_ ¢) Tusolvency of the Drawer: Another case when the banker’s authority to pay third party
cheques gets terminated is on the insofvency of the customer. On a customer being adjudicated

_ as insolvent, the law begins to operate and all his properties properties vest in the Official -

Assignee or the Receiver for the benefit of his creditors. Naturally the bank account of the

~ cusotmer as well is vested with the Offical Assignee/Receiver and payment on all cheques drawn,

. by him either before or after the date of such petition should be stopped. But the cheques paid

- before the date of adjudication order shall be considered to have been properly paid, if the
322 banker had no notice of the insolvency petition and the transactions were otherwise bonafied

certain cases create confusion. If the banker
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. Likewise, in the case of a company customer, the payment of. cheques should be stopped t:ll a
- reviever is appointed. '

- d) Insanity of the Customer The banker is bound not to honour his custemer 5 cheques
- -on reipt of notice that the latter has become absolutely insane or of unsound mind. But so
long as the customer acts rationally and excercises his understanding independently, his cheques
_ should not be refused. The banker should have confirmed the information about the msamty
- of the customer from reliable sources before he refuses payment on this basis. o

S8 Noﬁee—eMsslguement of Credit Balance; ‘The credit balance in the account of a customer
- may be assigned (or transferred) by him to anotHer person under Section 130 of the Transfer
- -of Property Act 1882, On receipt of a notice of such assigment, the banker must stop payment

. of the cheques drawn by the assignior, as the latter ceases to be the owner of such funds. - a

D) Gamishee Order: A banker is bound to comply with the order issued by the court
-restraining him from paying the money from a customer’s account. He must refuse payment of -
the cheques presented after the receipt of a Garnishe Order or any other orcler of the Court
attachmg the customer’s money.

L S - : . g) Breach of Trust: If the banker comes to know that the customer who is operatmg a
T trust account, contemplates using the funds of the trust account in breach of trust, the banker
~must stop payment of the cheques drawn on such account.

.o h) Defective Title of the Party : If any person presentmg a cheque has defective title to the

- cheque and the banker is aware of this fact, he can refuse to honour such a cheque without any

risk, because if he makes payment of the cheque to such person, it will not be made in good
Ah and the payment will not be deemed as payment in due course

1) The bank is. Justlﬁed in fefusing payment of the cheques in the followmg c:rcumstanees also.

a) If the cheque is a post dated cheque,or a stale cheque
b). If the cheque is drawn on another branch of the same bank.
. . - ¢y Ifthe chequc contains an apparent material alteratlonw!uchlsnotproperlyauthenﬁcated :
| _ by the drawer.
B ’ : f) If the signature of the drawer is a forged one or does not tally wnh ‘his spec1men B
- signature. -

e} If the funds of the customer in his hand are not sufficient or are not properly apphcable v
to the payment of such a cheque. .

¥ . CHECK YOUR PROGRESS - 3 |
- | List the circumstahce_s in which the ba iker refuses the payment of cheques.

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

32'.‘5 BANKER AND DISHONOURED CHEQUES

; SR When a banker dlhonours a cheque he has to give a reason for dlshonourlng the cheque. _.
} All the banks hqre printed slips contanmrg varions reasons for d:shonourmg a cheque 323' T
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* an overdraft which has not been approved or the amount of overdraft will exceed thc approved

- party.

_in ‘the circumstances of the case. If the banker stites a reason which is not appropriate and

' CHECK YOUR PROGRESS -4 '

. the amount is written in words and figures, matciral alterations are confirmed by. the drawer’s
. signature, signature of the drawer is genuine and the cheque is presented within the banking

‘elevant reason in a given case i tick- marked.on-the stip and the slip is enclosed with the
cheque. This slip is called the “return memo”. The following are some' examples of causes for
the issue of a “return memo™.’ : o : o

) Refer to Darwer: When the funds in the account of the drawer are insufficient to meet
the cheque. the bankes uses the words refer to drawer. -

i) Not Arranged For : This phrase is used when the payment of the cheque woutd result in
limit. | __
" i) Exceeds Arrangements : A banker ticks this remark where the overdraft which might

be created as a result of paying this cheque would exceed the overall limt sanctioned to the

iv) Effects Not Cleared, Please present Again: When the drawer has sent cheques drafts,
etc., for collection but the same have not yet been realised and the balance in the drawer’s
account is insufficient to meet the cheque, this reason is given for dishonouring ‘the cheque.

v) Full Cover Not Received: Such a remark points up that either the customer has not
deposited enough funds in his account to meet this particular cheque, or has failed to provide
sufficient security to cover the overdraft which is likely to be created after paying the cheque.

vi) Irregularly Drawn Requires Confirmation: Wherever the cheques are drawn in an
unusal or ambiguous manner, or which give some indication that they have been tampered with,
such a remark is put. ' ) :

Bankers liability in case his reply isinappropridte : The banker must take utmost cgre-in
giving a suitable reply to dishonoured cheque. He must give-a reply which is most appieymwes?

which injires the reputation of the drawer unnecessarily, the drawer is entitled to claim damages
from the banker. . : A S ' . g '

When does the banker give the following replies ?
i) Refer to Drawer; and ii) Exceeds arrangements, on dishonouring the cheques.

.............-.................._.....-....-.....-..--.-....-.. ..........................

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

-----------------------------------------------------------------------------------------

32.6 SUMMING UP | e | i

It is the duty of the banker to pay cheques properly drawn by his customer, provided the
customer has sufficient funds in his account A banker’s position in regard to payment of cheques
is fulf of risks. He has to take various precautions while making payment on the cheques drawn
by his customers. He has to see that proper cheque formsare used, date is properly filled in,

nours. The Act provides the statutory protection to the paying banker. This protection may be-
h‘ﬁmdsebforderclwqucsandbearetcheuqc_& o : :




"HomﬂlcbankermayrefusepreMmd)eqmincgrtain.césesljkc, oun _
of payment by the customer, receipt of Garnishee Order, death of the customer, ¢fc. For

dsshonourmg a cheque, the banker should give an apprppriate reply.
32.7. CHECK YOUR PROGRESS : MODEL ANSWERS

——

cheque. The banker will not pay on such a-cheque and retuens it with a remark out of date,

_ Alteration of the word ‘bearer’ in place or ‘order’, v) Alteration of crossing.

3. 1) The countermanding of payment by the customer ii) In case of death of customer, iii)
: In case of insanity of customer. v)onreciptofaGamisheeOrdqr:v),Onreceiptofa

_ case the cheque is stale; viii) Material alterations not properly authenticated by the drawer,
etc. o .

limit sanctioned to the drawer.

328 MODEL EXAMINATION QUESTINS
/“S§AY QUESTIONS -
Answer the following in aboat 30 lines each:
Explain he precauﬁohs to be taken by a banker in making payment of a chque.
2. What is meant by the term paying banker? : '
State briefly his duties and respongibilities in regard to honouring a cheque.
3. What is meant by material alteration in cheques? Give examples of such alterations.
4. Describe the circumstances in whch a banker is justified in refusing payment of chequres,
5. State and explain the protection offered by the Negotiable Instrumrents Act, 1881, to the
8. SHORT QUESTIONS _
Answer the foliowing in sbout 15 lines each: |
1. Discuss the effects of payment against a cheqmcontanung a forged mature
2. what are the risks involved if a banker Honours a post-dateed cheque?
3. Explain the following terms : . -
_ .1} Stale cheque; ipMuttilated cheque. =
4).Etpla'n'1-the_bankcr’spositipninmaterialaltemtions. - _
5) What is return memo? Give some éxamples of repties which the banker makes for
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gamishee order; vii)In case of defective title of the person presenting the cheque; vii) In

4. i)Whentheﬁmdsinthedrawer’saocontamnotwﬂieicenttomeet'tlupamentqf-chemw..
i) when the overdraft created as a result of paying the cheque would exceed he overall _

- 1. A cheque which is presented for payment after six months of its issue is known as stale

2 iAlteration of date, i) Alteration of place of payment, iii) Alteration of amount, ivj
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3210 GLOSSARY

Material Alteration

Mutilated Cheque
Stale Cheque

326 , | K

: A change in the name, date or amount of the cheque

etc, that causes it to speak different language from .
what it originally spoke. B

: A cheque that is torn into fwo of more pieces.

. 1f a cheque is not presented for payment within a
. period of six months, it becomes a stale cheque.




e

UNIT - 33 ; COLLECTION OF CHEQUES

Contents

/330 Aims and objectives

331 Introduction

332 The Position of the Collecting Banker -
333 Statutory Protection to the Collecting Banker -

334 Duties of the Coflecting Banke o

335 Summing up o o
- 336 Check Your Progress : Model Answers
~ 337 Model Examination Questions .

338 Recommended Books
339 " Glossary

33.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain the precautions to be taken by the banker in collecting -

ry-ssme statutory protection to him and Hhis liabilities,
After reading this unit, we expect you to be able to
. describe the position of the collectiong banker:
» . explain the statutory protection provided to the collecting banker;
o discuss the duties of the collecting banker towards his customer.

/331 INTRODUCTION

- Though the banker is not under legal obligation to coliect his customer's cheques, collection
of cheq_ues has now become an important function of the banker. ' S

This unit ins in detail the mﬁﬁon of the collecting banker, his statutory protection .
and duties,. -~ = : S : '

332 THE POSITION OF THE COLLECTING BANKER

. A collecting banker while collecting the cheques of the customer acts as either a holder
for value or an agent of the customer. Thus the legal position of the coliccting banker depends

. upon the capacity in which he collects the cheques. While the Statutory protection is extended
to him in the latter capcity it is denied to him if he collects in the former capacity. :
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D As a Holder for Value

A holder for value is on¢ who hoids a b’ill for which the value has, at somie time, been

given though not necessarily by the holder himself. In the context of banking business, the -

term arises when the banker who is collecting the proceeds of & ¢heque has himself given value.
This happens when the banker credits the amount of the cheque and aliows the customer to

- draw against it of otherwise pays the amount thereof to the customet before the proceeds are

actually realized from the drawee bank. This facility is given to the customer since some tiime

 lag is always involved between the presentation of the cheque and the.time when the proceeds-

can be made available for drawing. o )
The collecting banker becomes the holder for value in the following ways :
" a) by lending forther on the strength of the cheque. '

b) by paying on order the amount of the cheque or part of it in cash or in account before it
is cleared. : : ' ' '

¢) by agreeing either then or earlier or as 3 course of business, that a customer may draw
before the cheque is cleared. :

d) by accepting the cheque in avowed reduction of an existing over draft, and
€) by giving cash over the counter for the cheque at the time it is paid in for cotiection. '

Here as holder for value, the banker is in the position of any other such holder of a.
negotiable instrument. Automatically he becomes a holder in due course entitled to sue. the
parties liable on such cheques in his own name. Likewise, he incurs liability as well. | _—
put one endorsement is proved to be forged, he will be liable to the true. owner of the cheque.
But he shall have the right to recover the money from the last endorser, ie., his own customer.
If the customer is unable to pay, the banker will himself bear the loss. :

ii) As an Agent
A collecting banker acts as an agent of the customer if he credits the latter’s account with

the amount of the cheque only after the amount is actully realised from the drawee barker.
Then only the customer is entitied to draw the amount from his account.. For acting as an agent,

- the banker collects some commission from the customer. The collecting banker however, ‘does

not possess a greater titie to the cheque than the customer. As long as the title of the customer
is good, the banker incurs no risk. S : .

Conversion by the collecting banker

A banker is charged for having wrongfully converted cheques to which his custorner had no

- title or had a defective title. Conversion means wrongful or unlawful'interference with another
‘person’s property which is not consistent with the owner's right of possession. Property includes .

negotiable instruments also. So the banker is charged for conversion if he collects cheques for

a customer who has no title or a defective title to the instrument. A righful owner of the goods

can revover the same from anyone who takes it without his authority and in whose hands it can
be traced. The banker cannot ‘escape from this ligbility when he acts as an agenit to his customer
for the collection of cheques. S L

Liability Jf the Collecting Banker in the case of its agent

Generally the collecting banker celiects the amount of the cheque from the paying banker
through its branch at the place of the paying bank. But in some cases the collecting bank may
not have his branch at the place of paying banker. -In such a case, the collecting banker appoints
another bank having a branch at that place as its agent for collec ion. The status of such agent

. banker is a sub-agent and the liability of the collecting banker in this respect was decided by

th_c Bombay High Court in the Punjab Nationul Bank Ltd. Vs Ishwarbhai Lalbhai patel & Co.

Pl

*I




'The Bombay High Court stated that in the case of a properly appointed sub-agent, the
agent is responsible to the principal for acts of the sub-agent, while in the case of a sibstituge
agent ie., a person named by the agent holding an express or implied authority to act for the
principal in the business of agency, the principal is responsible, = - B

CHECK YOUR PROGRESS - 1

Give meaning of the term ‘qbllec_tiné banker’. How does he act?

-----------------------------------------------------------------------------------------

-.o--._o.-...q.-.-.c.-..----.--..-...-.a..-.--.-......--....-'...-.‘.--o.---.-. .............
.........................................................................................

CHECK YOUR PROGRESS2
- Men_tion_ thé‘]iabi'lity of the collecting banker in the case of conversion.

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

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

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

333 STATUTORY PROTECTION TO THE COLLECTING BANKER

{ " The collecting banker should take due precautions in order to avoid the risk of conversion
. involved therein. But it is difficult task for the collecting banker fo judge the validity of his

| [) The Cheque must be a Cfoésed Cheﬁue

1t is only in respect of crossed cheques that the collecting banker enjoys a certain amount -

of protection. To be entitled to protection, the cheques have to be crossed generaily or specially
before they reach his hands. If a certain cheque was not crossed at the time it was paid into the _
bank, it cannot secure priection by itself crossing it later.. It may be noted that it is a common -
practice among bankers to cross cheques received by them with a rubber stamp of the collecting

- banker, but this does not help. In collecting an open cheque, the bank can be held liable for
conversion and as such answerable to the true owner for the value, if the customer had no title
or a defective title thereto. ' _ ' o 199




ii) The Payment must be Received for Customer
* The banker will be protected only when he collects the cheque on his customer’s hehalf. A
customer is one who has an account with the banker and has dealings of banking business. In

 other words protection will not be available, if the banker collects the cheque of 2 non-customer.
' in addition, the banker wili be protected statutority when he collects the cheque as an agent of
- the custojner and not as its holder for value. A

i) Payient must be Received in Good Faith and without Negligence

The cardinal coridition for the protection to be available to a-collecting bank is that he’

. should have acted in good faith and without negligence. If the exercise of due care has been

found wanting in collecting, he loses the benefit of section 131. This obligation of due care is
imposed on the collecting. banker to safeguard the interest of the true owner. What is due care -
and deligence is a-question of fact, and has to be interpreted in the light of the facts of the case
and its surrounding circumstances.. In general, the amount of care expected from the banker is
as much as a reasonable man would have exercised to protect himseif and others against frand.
A practice habitualty followed by banks is not a criterion for the exercise of proper care.

In this context, it is necessary to understand the meaning'of negligence with the heip of
some examples. ' _ -

(a) Collecting Third Party Cheques

If a bank collects cheques for agents and other third parties and pays the same frandulerv_
or without authority to their accounts, it shalt be liable to compensate the true owner
loss or damage which he sustaifs thereby. Cases of this kind occur when, an office bearer or
employee of an institution known to be such or ing to be such from the terms of the
chegue pays in the same to his own private account, and the bank credits the proceeds thereof.
The bank should take care not to collect each and every cheque which has been endorsed in
favour of the agents and office bearers of associations organisations. Wherever the banker

_ supects foul play, the client should be put on enqguiry.

(b) Not Taking Cognizance of “Not Negotiable” Crossings

“Not negotiable’ crossing though does not ifpede transferability of the cheque, certainly
impedes negotiability. The transferrer fails to pass a better title than what he himself has and
these words serve as a warning to the holder that he takes that instrument subject to the defects
of title in its transferrer. As such wherever there is such a crossing, the banker should be careful
in ascertaining the title of the previous parties, lest he is charged of conversion of money. Bo

the collecting banker does not lose his protection unless guilty of negligence. . :

- C) Carelessness in Account Piyeé Crossing

“Fhis crossing puts upon the bank the duty of making of a careful and satisfactory inquiery-

_ before collecting the cheques in favour of a person other than the payee named therein. Faitere
. to observe this precaution depreves the banker of the staturory protection. In Bevan vs. National

Bank (1906) it was held that the words "account payee” were a direction to the receiving bank

‘that the drawer desired to pay the particular cheque into the bank which kept the account of

the payee. Tc disregard a direction of that kind was prima facie negligence.

@ Absence of Proper Enquiries

In many cases, the collecting banker cannot afford to_ be safisfied about the 'genuinenesé '
of the transaction merely by what appears on the face and, of course, on the back of a cheque

. He may have to make cnquiries about the cheque and the underlying transaction in order to

protect himself against a possible charge of negligence. ‘What type of enquiry is to be made, or
is justified or appropriate, depends upon the facts of each case. Some factors that need to be
borne in mind by the banker are : : A




i) The ammmt of the chequc
ii) The history of the account in which the cheque is paid in
. i) The antecedents of the customer . S
. W) The relationship between the customer and the drawer/payee, etc.’
(¢) Omission to Detect Irregular Endorsements

. The necessary inquiries may relate, not only to authority put in and collect the cheques,
but also in endorsing them. If the banker is found negligent in verfying the regutarity of
endorsements on the cheques colfected by him, he will lose the protection avilable under section’

131. The common irregularities with regard to endorsements which a banker may disregard at

i) Failure to see that the endorser signed it the same manner and with the same spellings -

(no matter incorrect) as they appear on the mstrument in the name of the payee or endorsee.
ii) Failure to verify the authenticity of the authority of the person who signs per procuration.

iil) Failure to verify the signatures where two or more endorsements are there on the
- instrument in the same hand writing. : : _ ' :

D Openiing of Accouirts REEREE
Failure to obtain proper 'introducti_on in ﬂi;ening an :account t'or

M a reference given by such customer would also amount 1o |

¥ customer of t6,
legligence, disentitling the -
om claiming protection aginst a charge of conversion. It is, thereforg, not. only: the.

neglignece in the process of collecting cheques but afso at the time of opening the acount for

the customer that the banker collecting be deprived of the statutory protection; o
CHECK YOUR PROGRESS -3 B
List the _Condiﬁom toheftﬂﬁﬂed by the collecting banker for enjoying the statutory .
protection, S ' : oo

334 DUTIES OF THE COLLECTING BANKER

~ The collecting banizér_ is responsible to the customer for his acts of omission or mistakes

as he acts as an agent tb'hjs-'_(_:l-x_stomer. The duties of 4 coliecting banker towards his customer
are as follows ; o ' - . )

L : o S
. According to the law and judmal pronouncements, this reasonable time would be :

a) Presenting the cheqie within one day after the receipt thc_fe of ﬁrhc'ther the cheque is

| drawn on a bank in the same place, ie., the coliecting and drawee banks are locally situatcd._

. The collecting banker is'under an obligaion to present the cheques to the drawee bank
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drawee bank within a reasonable period of time. If a cheque i :
" and in the meanwhile the drawer of the cheque suffers damage, the drawer is discharged to the

b) Forwarding or presenting it on the day following, the receipt thereof where the cheque is
drawn on bank in another town. That is where the coliecting and drawee banks are at-defferent
places, cheques should be presented/forwarded by the collecting bank on-the day after their '
receipt.” : C o T .

Sections 72 and 84 lay down the consequences of nonpresentation of a cheque before the

' is presented with undue delay -

extent of such damage.

According to Section 84(1) "Where a cheque is not presented for payment within &
reasonable time of its issue and the drawer or person on whose account it is drawn had the
right, at the time when presentation ought to have been made, as between himself and the
banker; to have the cheque paid and suffers actual damage through the delay, he is discharged:
to the extent of such damage, that is to say, to the extent to which such drawer or person isa
creditor of the banker to the larger amount than he would have been if such cheque had been
paid”. The reasonable time.for this purpose shail be determined having regard to :

ii} the natufe_ of the instrument,
i) the usage of trade and of bankers, and
iii) the facts of the particular case.

When the drawer of the 'chcque is so discharged, the holder of the chcqué shall be the
¢reditor of the banker to the extent of such discharge and shall be entitied to recover the amount

- from him under Section 84(3)._ :

‘i) Serving Notice of dishonour o S A,

In case of dishonour of the cheques presented for collection, the collecting. bam
required to give due notice of dishonour to-the customer. The bank generally conveys the nofice,
of dishonour by returning the cheque to the customer which is deemed as sufficient notice of
dishonour, if the customer has endorsed it. As an agent for collection if the banker serves
such notice to the customer it wuld be taken that he has performed his duty, and it is for the

" customer to give notice to the other parties. Where the collecting banker is not the agent but a.

holder for value, he will have to undertake the additional responsibility. He is required to give
notice of dishonour to all the parties to the chegque so as to make all or any-of them liable for
the payment of the amount of the cheque. If he stops with giving notice to the customer-oniy, '
he may not be able to proceed against any party other than the customer. An omission to give
notice will discharge all the parties secondarily liable i.e., endorsers and the drawer in the case -
of an ordinary bill of exchange and he himself will become resposible to his customer for any
loss sustained as consequence of such omission. o

However, there is no prescribed form for-sending the notice, and it is usual to return the
cheque to the customer with note indicating the reason for dishonouring it. Regarding the fime
for giving notice of dishonour, section 96 provides that the collecting ‘banker is entitled to the
same time to give notice to his principal as if he were the holder giving notice of dishonour. . -

33.5 SAUMMING UP

A banker while collecting the cheques of his customer acts as cither a holder for value

“or an agent of the customer. The banker becomes a holder for the value when he credits the

amount. of the cheque and allows the customer to draw against the cheque before its proceeds
are actually realised from the drawee bank. When the banker acts as an agent of the customer,
he atlows the customer to draw the amount, after the amount is actually realised from the
drawee banker. In such a case the banker does not possess a greater title to the cheque than the
customer. The banker is charged for the wrongful conversion of cheques to which his-customer
has no title or had a defective title. The collecting banker is provided with statutory protection
to minimise such a risk of conversion. This protection is available only if the cheque is crossed,




collection is made on behalf of the customer and the banker is acted in good faith and without
negligence. The collectmg banker has also certain duties like presenting of chcques for payment
. within reasonable time and serving notice of dishonour to the customer. .

33.6 CHECK YOUR PROGRESS MODEL AN SWERS

- 1’, ; Collcctmg banker is a banker who is deputed by the customer to collect the amount of a
- cheque from the drawee bank. The collectmg banker acts elther as a holder for value oF
an agent of the customer, :

2. When the collecting banker has converted cheques to whn:h his customer had no title or'
had a defective title, he (the banker) may be held Ilable to pay the money to the true owncr
of the cheque. o

3, i) The cheque must be a crossed one. S - _ l
ii) The collection of cheque must be made on behalf of the customer,
i) The banker must have acted i in good faith and without negligence.

33.7 MODEL EXAMINATION QUESTIONS T o

A ESAY QUESTIONS .
Answer the rollowing in about 30 lines each: _ ) _
1 Explain the term ‘coliecting banker’. What are his duties and responsibilities in collet:ting

N customers, cheques 7

2. Enumerate the conditions which must be satisfied before statutory protection is available
to 2 collecting banker in India.

3. What constitutes negligence on the part of a collectmg banker ? Explain: its lcga'l
_consequences.

B) SHORT QUESATIONS
' Answer the fo!luwlng in about 15 lines each:
. What is conversion ? Explain the llabﬂlty of the collecting banker in the case of convers:on
What is the position of a collectmg banker as a holder for valie ?
Explain the liability of the collecting banker in respect of its agent appomted for collection.
- Explain the followmg i) Collecting Banker, ii) Conversion.

[T T

338 RECOMMENDED BOOKS

1. Avetar Sing .t Negotiable Instruments
2. Davar R.S. & Ramachandra RaoB: Law and Practice of. Bankmg
3 Snvatsava PK : Banking Theory & Practice.

4, Tannan M.L. ' Banking Law & Practice in India,

339 GLOSSARY

Collecting Banker : A banker who coliects cheques of his customer from the
drawee bank.

Conversion : It means the collection of the amount of the cheque by the
banker on behalf of a customer who has no title to it.
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