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PAPER IX - BANKING THEORY, LAW & PRACTICE 
UNIT I 
Origin of Banks - Banking Regulation Act, 1949 (Definition of Banking, Licensing, Opening 
of branches, Functions of Banks, Inspection) - Role of Banks and Economic Development -
Central Banking and Role of RBI and their functions. 
UNIT II 

Banker and Customer: Banker and Customer - Definition and General Relationship - Special 
relationship between a banker and a customer - General precautions in opening a current 
account. 
UNIT III 

Deposit Accounts: Fixed Deposit - Other deposit accounts - Current Deposit accounts -
Savings deposit account - Recurring Deposit account - Foreign currency deposit - Non­
resident external account - Pass book. Special Types· of Customers: Individuals - Business 
Concerns and Individuals. 
UNIT IV 
Cheques: Cheques, Material alteration and marking -Crossing of Cheques - Endorsement. 
UNIT V 
Paying Banker: Paying Banker - When payment must be refused - Paying banker and 
statutory protection. 
UNIT VI 
Collecting Banker: Col_lection of Cheques - Banker as Holder in Due Course - Collecting 
Banker and Customer. 

UNlT VII 
Subsidiary Services: Subsidiary Services - Payment and collection, Purchase and sale of 
stoc�s and shares - Acting as Executors , Trustees and Attorneys - Bankers as 

·Correspondents of Other banks and Financial Corporations - General utility services - Safe
Custody of customer's valuables - Dealing in Foreign Exchange.
Issuing Letters of Credit, Travelers's Cheques etc - Serving as Reteree as to the financial
standing, business reputation and respectability of customer - Underwriting of Loans raised
by Government, Public Bodies and Trading Corporations - Providing specialised Advisory
Services-· Recent trends - Credit Cards - Merchant Banking - Teller System - Automatic
Teller Machines - Bid Bonds - Performance Guarantee- Gift Cheques.

UNIT VIII
Loans and Advances: Loans and advances - Cash Reserve ratio - Factors Governing Cash
Reserve Ratio - Types of Lending - Principles of sound lending - Secured Advances -
General Principles of Secured advantage - Mode of securing advances: Lien - Pledge -
Mortgage - Hypothecation .- Types of Securities - Goods - Classification of Goods -
Advantage - Documents of Title to Goods - Stock Exchange Securities - Creation Charge -
Unsecured Loans - Guarantee - Exact Liability.
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provide other services to their customers. The following functions of the bank explain the need 

of the bank and its importance: 

• To provide the security to the savings of customers.

• To control the supply of money and credit

• To encourage public confidence in the working of the .financial system, increase savings

speedily and efficiently. 

• To avoid focus of financial powers in the hands of a few individuals and institutions.

• To set equal norms and conditions (i.e. rate of interest, period of lending etc) to all types of

customers 

Bank is a subset of the financial services industry. A bank is a financial institution that 

provides banking ·and other financial services to their customers. A· bank is understood as an 

institution which provides fundamental banking services such as accepting deposits and 

providing loans. There are also nonbanking institutions that provide certain banking services 

without meeting the legal definition of a bank. 

The banking system should not only be hassle free but it should be able to meet the new 

challenges posed by the technology and any other external and internal factors. The Banking 

sector offers several facilities and opportunities to their customers. All the banks safeguards the 

money and valuables and provide loans, credit, and payment services, such as checking accounts, 

money orders, and cashier's cheques. The banks also offer investment and insurance products. 

As a variety of models for cooperation and integration among finance industries have emerged, 

some of the traditional distinctions between banks, insurance companies, and securities firms 

have diminished. In spite of these changes, banks, continue to maintain and perform their primary 

role-accepting deposits and lending funds from these deposits. 

1.2 Origin of Banks 

Wealth in the form of gold brings one disadvantage. Unless well protected, it is easily 

stolen. In early civilizations a temple is considered the safest refuge; it is a solid building, 

constantly attended, with a sacred character which itself may deter thieves. In Egypt and 

Mesopotamia gold is deposited in temples for safe-custody. But it lies idle there, while others in 

the trading community or in government have desperate need of it. There were evidences in 
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necessarily precludes the banker from honouring such a customer's cheques 

after service of the order. It depends upon the terms of the order, whether the 

whole credit balance of the customer is garnished or whether it is applicable 

to a part of the accouJ'\t. If the prohibitory order does not spec� the amount 

then the order will apply to the whole amount. If, on the otherhand, the banker 

is prohibited from parting a named sum he need only earmark such a sum 

and may honour the customer's cheques out of the balance. 

(BJ Assignment of an Account: It the customer assigns the credit balance 

to a third party, who gives notice of the assignment to the banker, the latter 

must pay the amount to the assignee, the assignor having no right over the 

balance after ass_tgrunent.
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loan& If such action ts not made. the loan would become time· barred and the 

creditor cannot insist on repayment later. 
. ' 

There are two types of loans: 

1. Where demand on debtor ts necessary and

2. Where the demand for repayment ts not necessaiy as in the case of

loan in the form of promissory notes. In the first case the llmttatton

period does not begin to run against the banker a.� creditor until

demand has been made. In the second category the limitation period

begins to run from the date of the debt.

SECURED ADVANCltS 

Generally any type of loan, cash credit, overdraft on loans, can be 

divided Into two: 

(i) Secured advances, and

(ii) Unsecured advances

General Principle• of Secured Advances 

Bankers prefer to lend money against security. In general, the banker 

should follow the following principles while lending against securtttes. 

(JJ Adequacy of. margin: While lending money against securities, the 

bankers do not lend upto the full value of the securities. Only certain 

proportion of the value of securities is lent. The balance of the securities 

remaining after lending money is called margin. For instance if 80% of the 

value of security is lent, the balance 20% of the value of the security is called 

margin. This margin declines when the price o_f the security increases. 

Similarly the loan amount increases due to accrual of interest and hence the 

liability of the borrower increases. Therefore the margin should be adequate 

so as to cover 

(t) Toe possible fluctuations in the margin, and

(ii) Toe increase of liability of the borrower due to interest accrual.
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2. Execution o.a ,suc:t.rantee on standard forms

3. If surety wants any information about the customer, the banker

should 'divulge the information in the presence of the customer

himself�

4. Though guarantee is not a contract of atrnost good faith, silence on

the part of the banker on any query by the surety may lead to

misrepresentation.

Some precautionary clauses of guarantee forms: 

The b�ers in order to safeguard their interest have the following 

clauses: 

£¥act liability: 

Liability for the whole sum of the loan. If guarantee is to be for a 

part of the sum, it is made for the entire loan subject to a limitation on 

payment for two reasons: 

(a) Security if given -should not be affected.

(b) Recovery of the whole loan is possible under certain circ�stances.

2. Continuing security covers future loans also

3. Guarantee is payable on demand

4. Power to the banker to extend the time of credit so as to change

securities and to compound with the debtor.

5. Written notice from the guarantor is necessary to det�rmine the

guarantee (3 months). In its absence the guarantor can at any time

determine his liability and severe the relationship

6. Depriving the surety to take security

7. Guarantee is additional to the collatoral security.

8. Restricting surety's power to sue the debtor in case of partial

guarantee.

9. Guarantee is not affected by changes in the constitution of parties.
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