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BCM4A14/BBA4A14: Banking and Insurance
MODULE -1
ORIGIN AND DEVELOPMENT OF BANKING

The banking history is interesting and reflectsletion
in trade and commerce. It also throws light onniyistyle,
political and cultural aspects of civilized mankindhe
strongest faith of people has always been religiod God.
The seat of religion and place of worship were mered safe
place for money and valuables. The history of bagkiegins
with the first prototype banks of merchants of tmecient
world, which made grain loans to farmers and trad&ho
carried goods between cities. This began around & in
Assyria and Babylonia. In olden times people ddpdsiheir
money and valuables at temples, as they are tlestsplace
available at that time. The practice of storingcppes metals
at safe places and loaning money was prevaleninaiest
Rome.

However modern Banking is of recent origin. The
development of banking from the traditional lines the
modern structure passes through Merchant bankers,
Goldsmiths, Money lenders and Private banks. Mercha
Bankers were originally traders in goods. Gradualey
started to finance trade and then become bankelgls@iths
are considered as the men of honesty, integrityraliability.
They provided strong iron safe for keeping valusbénd
money. They issued deposit receipts (Promissorgsyoto
people when they deposit money and valuables Wwémt The
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BCM4A14/BBA4A14: Banking and Insurance

goldsmith paid interest on these deposits. Aparhfaccepting
deposits, Goldsmiths began to lend a part of matepposited
with them. Then they became bankers who perforrh o
basic banking functions such as accepting depasitiending
money. Money lenders were gradually replaced byapei
banks. Private banks were established in a moranaed
manner. The growth of Joint stock commercial bagkivas
started only after the enactment of Banking Act 3188
England.

India has a long history of financial intermedbati The
first bank in India to be set up on modern lineswal770 by
a British Agency House. The earliest but shortdiagtempt to
establish a central bank was in 1773. India wa® as
forerunner in terms of development of financial keds. In the
beginning of 18 century, Britsh East India Company
launched a few commercial banks. Bank of Hindu§iaiv0)
was the first Indian bank established in India.etabn, the
East India Company started three presidency badsk of
Bengal(1806), Bank of Bombay(1840) and Bank of
Madras(1843) These bank were given the right toeissotes
in their respective regions. Allahabad bank wasl#sthed in
1865 and Alliance Bank in 1875. The first bank whited
liability managed by Indians was Oudh CommerciahiBa
founded in 1881. Subsequently, the Punjab NatiBaak was
established in 1894. In the Beginning of theé"2&ntury,
Swadeshi movement encouraged Indian entreprenelstait
many new banks in India. Another landmark in th&tdry of
Indian banking was the formation of Imperial barikralia in
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1921 by amalgamating 3 presidency banks It is thpetial

Bank which performed some central banking functioms
India. A number of banks failed during the finstif of the 20
Century. It affected the people’s belief and faitlBanks.

By independence, India had a fairly well developed
commercial banking system in existence. In 195&rettwere
566 private commercial banks in India with 4,15armhes,
the overwhelming majority of which were confined l&mger
towns and cities. Savings in the form of bank dépos
accounted for less that 1 per cent of national nmeoforming
around 12 per cent of the estimated saving of theséhold
sector. The Reserve Bank of India (RBI) was oriyna
established in 1935 by an Act promulgated by theg@ament
of India, but as a shareholder institution like tBank of
England. After India's independence, in the contéxhe need
for close integration between its policies and ¢had the
Government, the Reserve Bank became a state - owned
institution from January 1, 1949. It was duringstlyear that
the Banking Regulation Act was enacted to provide a
framework for regulation and supervision of comnmedrc
banking activity.

By independence, India had a fairly well developed
commercial banking system in existence. Reservek lzdn
India was nationalized in the year 1949. The enantrof the
Banking Companies Act 1949 (Later it was renamed as
Banking Regulation Act) was a bold step in the dmgtof
banking in India. In 1955, Imperial Bank of Indiaasv
nationalized and renamed as State bank of Indid).(SBe
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SBI started number of branches in urban and ruessaof the
country.

In 1967, Govt introduced the concept of socialtadron
banking sector. Nationalization of 14 commerciahksa in
1969 was a revolution in the history of bankingindia. Six
more commercial banks were nationalized in 198theOt
landmarks in the history of Indian banking were the
establishment of National Bank for Agricultural amural
Development (1988), merger of New Bank of India hwit
Punjab National Bank (1993), merger of State Barik o
Sourashtra with SBI (2008) and the merger of SBaek of
Indore with SBI (2010). At present, there are 2blRusector
banks, 20 private sector banks, 30 Foreign banks &h
Regional Rural Banks in India.

MEANING AND DEFINITION OF BANK

Finance is the life blood of trade, commerce and
industry. Now-a-days, banking sector acts as tluklmme of
modern business. Development of any country malejyends
upon the banking system. The term bank is eithevetk from
old Italian wordbancaor from a French wordunqueboth
mean aBench or money exchange tableln olden days,
European money lenders or money changers usedspiagi
(show) coins of different countries in big heaps&(otity) on
benches or tables for the purpose of lending ohaxging. A
bank is a financial institution which deals withpdsits and
advances and other related services. It receivaseynérom
those who want to save in the form of deposits iardnds
money to those who need it.
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Definition of a Bank

Oxford Dictionary defines a bank as "an establishin
for custody of money, which it pays out on custdmerder."”

According to H. L. Hart, a banker is “one who imet
ordinary course of his business honours chequesndtgon
him by person from and for whom he receives money o
current accounts”.

Banking Regulation Act of 1949 defines banking as
“accepting for the purpose of lending or investmeot
deposits of money from the public, repayable on atemor
otherwise, and withdrawable by cheque, draft, order
otherwise”.

Characteristics / Features of a Bank
1. Dealing in Money

Bank is a financial institution which deals witlther
people's money i.e. money given by depositors.

2. Individual / Firm / Company

A bank may be a person, firm or a company. A bagki
company means a company which is in the business of
banking.

3. Acceptance of Deposit

A bank accepts money from the people in the fofm o
deposits which are usually repayable on demandter the
expiry of a fixed period. It gives safety to thepdsits of its
customers. It also acts as a custodian of funds cfistomers.
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4. Giving Advances

A bank lends out money in the form of loans tos&o
who require it for different purposes.

5. Payment and Withdrawal

A bank provides easy payment and withdrawal fycib
its customers in the form of cheques and draftalsib brings
bank money in circulation. This money is in the nfioof
cheques, drafts, etc.

6. Agency and Utility Services

A bank provides various banking facilities to its
customers. They include general utility services agency
services.

7. Profit and Service Orientation

A bank is a profit seeking institution having sSeev
oriented approach.

8. Everincreasing Functions

Banking is an evolutionary concept. There is curdis
expansion and diversification as regards the fonetiservices
and activities of a bank.

9. Connecting Link

Bank acts as a connecting link between borrowads a
lenders of money. Banks collect money from those wave
surplus money and give the same to those who ameed of
money.
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10. Banking Business

A bank's main activity should be to do business of

banking which should not be subsidiary to any othesiness.

11. Name ldentity

A bank should always add the word "bank” to itseao

enable people to know that it is a bank and that dtealing in
money.

Importance of banks

Bankers play very important role in the economic

development of the nation. The health of the ecgnom
closely related to the growth and soundness obdasking
system. Although banks create no new wealth but thed
collection, lending and related activities facti@ahe process
of production, distribution, exchange and consuarptiof
wealth. In this way, they become very effectivetipars in the
process of economic development.

1.

Banks mobilise small, scattered and idle savingshef
people, and make them available for productive psep

By offering attractive interests, Banks promote tiadit
of thrift and savings

By accepting savings, Banks provide safety andrggcu
to the surplus money

Banks provide convenient and economical means of
payments

Banks provide convenient and economical means of
transfer of funds
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6. Banks facilitate the movement of funds from unused
regions to useful regions

7. Banking help trade, commerce, industry and agucelt
by meeting their financial requirements

8. Banking connect saving people and investing people.

9. Through their control over the supply of money, Ban
influence the economic activities, employment, imeo
level and price level in the economy.

Types of banks
Functional classification
1. Commercial banks/Deposit banks

Banks accept deposits from public and lend thenmlsna
for commercial purposes for comparatively shorteniqus are
called Commercial Banks. They provide servicehi&general
public, organisations and to the corporate communitey
are oldest banking institution in the organised t@ec
Commercial banks make their profits by taking smsitlort-
term, relatively liquid deposits and transformirfgege into
larger, longer maturity loans. This process of tsse
transformation generates net income for the comiaddoank.
Many commercial banks do investment banking busines
although the latter is not considered the mainrmss area.
The commercial banking system consists of schedoéetks
(registered in the second schedule of RBI) and subreduled
banks. Features of Commercial banks are;

. They accepts deposits on various accounts.
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. Lend funds to organisations, trade, commerce, ingus
small business, agriculture etc by way of loans,
overdrafts and cash credits.

. They are the manufacturers of money.

. The perform many subsidiary services to the custome
. They perform many innovative services to the cusiem
2. Industrial banks/Investment banks

Industrial banks are those banks which providedix
capital to industries. They are also called investirbanks, as
they invest their funds in subscribing to the shasnd
debentures of industrial concerns. They are seeroumtries
like US, Canada, Japan, Finland, and Germany. bhaln
industrial banks are not found. Instead, specialustrial
finance corporations like IFC and SFC have beenupeto
cater to the needs of industries. Features of mdu$anks
are:

. Participate in management.

. Advise industries in making right investment
. Advise govt. on matters relating to industries
3. Agricultural banks

Agricultural banks are banks which provide finarioe
agriculture and allied sectors. It is found in afihall the
countries. They are organised generally on co-¢peraasis.
In India, Co- operative banks are registered uriter Co-
operative Societies Act, 1912. They generally goredit
facilities to small farmers, salaried employees,alsiscale
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industries, etc. Co-operative Banks are availahleural as
well as in urban areas. Agricultural banks arenaf types;

Agricultural co-operative banks: They provide short term
finance to farmers for purchasing fertilizers, pmedes and
seeds and for the payment of wages.

Land Development Banks:They provide long term finance
for making permanent improvement on land. Theysadsi
purchase machinery, equipments, installation of pusets,
construction of irrigation works etc.

4. Exchange banks

Exchange banks finances foreign exchange business
(export, import business) of a country. Speciahexge banks
are found only in some countries. The main funcicf
exchange banks are remitting money from one coutury
another country, discounting of foreign bills, buyi and
selling gold and silver, helping import and expoatie etc.

5. Savings bank

Savings banks are those banks which specialig@en
mobilisation of small savings of the middle and laveome
group. In India, saving bank activities are donecbgnmercial
banks and post offices. Features of savings bamks a

» Mobilise small and scattered savings
» Promote habit of thrift & savings

» Keep only small portion in hand and invest majat pa
in govt. securities

» They do not lend to general public.
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6. Central / National banks

It is the highest banking & monetary institution &
country. It is the leader of all other banks. Siitae occupying
a central position, it's known as Central Bankisloperating
under state’s control and is not a profit motivgasrisation.
Reserve Bank of India (India), Bank of Canada (Caha
Federal Reserve System(USA) etc are the exampl€gmtfal
Banks. The main functions of a Central Bank are;

» Monopoly of currency issue
Acts as banker to the govt.
Serves as bankers’ bank

Act as controller of credit

vV V V V

Custodian of nation’s gold and foreign exchange
reserve.

INDIAN BANKING SYSTEM

The Indian banking structure comprises both osghi
and unorganised banking sector. The unorganisedkirigan
sector consists of indigenous bankers and monedetenThe
organised sector comprises the central bank a@bphkevel and
commercial banks, specialised banks, institutidreaiks and
non- banking financial institutions.

1. Unorganised Sector

a. Indigenous Bankers The exact date of existence of
indigenous bank is not known. But, it is certaiattthe old
banking system has been functioning for centurlésme
people trace the presence of indigenous banks govadic
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times of 2000-1400 BC. It has admirably fulfilldtetneeds of
the country in the past. However, with the comirgtlee
British, its decline started. Despite the fast gltowf modern
commercial banks, however, the indigenous banksragnto
hold a prominent position in the Indian money maskesn in
the present times. It includes shroffs, seths, faalsa chettis,
etc. The indigenous bankers lend money; act as ynone
changers and finance internal trade of India by neeaf
hundis or internal bills of exchange.

The main defects of indigenous bankingre:

(i) They are unorganised and do not have any contdht wi
other sections of the banking world.

(i) They combine banking with trading and commission
business and thus have introduced trade risks thar
banking business.

(i) They do not distinguish between short term and long
term finance and also between the purpose of fmanc

(iv) They follow vernacular methods of keeping accounts.
They do not give receipts in most cases and irteriesh they
charge is out of proportion to the rate of interglsarged by
other banking institutions in the country.

b. Moneylenders— Moneylenders are the second element
of the unorganised sector. They depend entirelyheir own
funds for lending. They include large farmers, rhards,
goldsmiths etc. They charge a very high rate oérgdt for
their loans.
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2. Organised Sector

The organised banking system in India can be
classified as given below:

Indian Banking System
Reserve Bank of India
(Central Bank and Monetary Authority)

Commercial Regional Co-operative
Banks Rural Banks Banks
Public Sector Pvi. Sector State Co-ope
Banks Banks rativeBanks
| | Central Co-op-
Indian Foreign erative Banks
State Bank Other Nationalised Primary Credu
Group Banks Societies
[ ]
SBI1 Associate Banks

STRUCTURE OF INDIAN BANKING SYsTEM
Reserve Bank of India (RBI)

The Reserve Bank of India (RBI), the central bafk
India, which was established in 1935, has beey twined by
the government of India since nationalization id9.9Like the
central bank in most countries, Reserve Bank ofiaind
entrusted with the functions of guiding and regafatthe
banking system of a country.
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Commercial Banks
There are three types of commercial banks in India

1. Public sector banks
2.  Private Banks
3. Foreign banks

Public sector banks

These are banks where majority stake is held ley th
Government of India or Reserve Bank of India. Ir120the
largest public sector bank is the State Bank ofialnd@his
consists of 14 banks which are nationalised inyda 1969
and 6 banks which are nationalised in the year.1980

Private Banks

Private Banks are banks that the majority of slcapstal
is held by private individuals. In Private sectemall
scheduled commercial banks and newly establishekisbaith
a network of 8,965 branches are operating. To eageu
competitive efficiency, the setting up of new ptevdank is
now encouraged.

Foreign Banks

Foreign banks are registered and have their heatiys
in a foreign country but operate their branchemdia. Apart
from financing of foreign trade, these banks hasdgsmed all
functions of commercial banks and they have an radge
over Indian banks because of their vast resouncéssaperior
management.
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Co-operative banks

Co-operative banks are banks incorporated in ¢gall
form of cooperatives. Any cooperative society laslitain a
license from the Reserve Bank of India before istgutbanking
business and has to follow the guidelines set ssuked by the
Reserve Bank of India.

Primary Credit Societies:

Primary Credit Societies are formed at the village
town level with borrower and non- borrower membressding
in one locality. The operations of each societyrastricted to
a small area so that the members know each otldearanable
to watch over the activities of all members to prevrauds.

Central Co-operative Banks:

Central co-operative banks operate at the disleicel
having some of the primary credit societies beloggdio the
same district as their members. These banks prdeaies to
their members (i.e., primary credit societies) &mtttion as a
link between the primary credit societies and stat®perative
banks.

State Co-operative Banks:

These are the highest level co-operative bankdlithe
states of the country. They mobilize funds and helpts
proper channelization among various sectors. Theemo
reaches the individual borrowers from the stateoperative
banks through the central co- operative banks hagtimary
credit societies.
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Regional rural Banks

The regional rural banks are banks set up to aser¢he
flow of credit to smaller borrowers in the rurakas. These
banks were established on realizing that the bisnefithe co-
operative banking system were not reaching allfainmers in
rural areas.

Regional rural banks perform the following two ftinos:

1. Granting of loans and advances to small and madrgina
farmers, agricultural workers, co - operative stegeincluding
agricultural marketing societies and primary adtioal credit
societies for agricultural purposes or agricultuwpérations or
related purposes.

2. Granting of loans and advances to artisans small
entrepreneurs engaged in trade, commerce or irydoistither
productive activities.

Development Banks

Development Banks are banks that provide financial
assistance to business that requires medium angHtéom
capital for purchase of machinery and equipment,using
latest technology, or for expansion and moderropatiA
development bank is a multipurpose institution \mhghares
entrepreneurial risk, changes its approach in tuvith
industrial climate and encourages new industriajgats to
bring about speedier economic growth. These banks a
undertake other development measures like subsgriioi the
shares and debentures issued by companies, inotaseler
subscription of the issue by the public. There #Hreee
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important national level development banks. They ar
Industrial Development Bank of India (IDBI)

The IDBI was established on July 1, 1964 undeAan
of Parliament. It was set up as the central coratthg
agency, leader of development banks and principah€ing
institution for industrial finance in the countr@riginally,
IDBI was a wholly owned subsidiary of RBI. But was
delinked from RBI w.e.f. Feb. 16, 1976.

IDBI is an apex institution to co-ordinate, suppént
and integrate the activities of all existing spbsé financial
institutions. It is a refinancing and re-discougtimstitution
operating in the capital market to refinance tewank and
export credits. It is in charge of conducting texi@eonomic
studies. It was expected to fulfil the needs of idap
industrialisation. The IDBI is empowered to finaralé types
of concerns engaged or to be engaged in the mdntgaor
processing of goods, mining, transport, generatemd
distribution of power etc., both in the public apdivate
sectors.

Industrial finance Corporation of India (IFCI)

The IFCI is the first Development Financial Ingtibn in
India. It is a pioneer in development banking idi# It was
established in 1948 under an Act of Parliament. Tien
objective of IFCI is to render financial assistatzéarge scale
industrial units, particularly at a time when thelinary banks
are not forth coming to assist these concernsadtsvities
include project financing, financial services, nfent banking
and investment.
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Till 1993, IFCI continued to be Developmental Fioil
Institution. After 1993, it was changed from a staty
corporation to a company under the Indian CompaAiets
1956 and was named as IFCI Ltd with effect fromaDet
1999.

Industrial Credit and Investment Corporation of India
(ICICI)

ICICI was set up in 1955 as a public limited compdt
was to be a private sector development bank irasag there
was no participation by the Government in its steagital. It
is a diversified long term financial institution caprovides a
comprehensive range of financial products and ecesvi
including project and equipment financing, undetwg and
direct subscription to capital issues, leasingedetfl credit,
trusteeship and custodial services, advisory sesviand
business consultancy.

The main objective of the ICICI was to meet thedweof
the industry for long term funds in the private teec Apart
from this the Industrial Reconstruction CorporatiohIndia
(IRCI) established in 1971 with the main objectoferevival
and rehabilitation of viable sick units and was\emted in to
the Industrial Reconstruction Bank of India (IRBH) 1985
with more powers Development banks have been éstabl
at the state level too. At present in India, 18t&Stanancial
Corporation’s (SFCs) and 26 State Industrial inwestt/
Development Corporations (SIDCs) are functioningldok
over the development banking in respective ardatets
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Specialized Banks

In India, there are some specialized banks, wbatbr to
the requirements and provide overall support fdtirge up
business in specific areas of activity. They enghgenselves
in some specific area or activity and thus, areledal
specialized banks. There are three important typés
specialized banks with different functions:

Export Import Bank of India (EXIM Bank):

The Export-Import (EXIM) Bank of India is the pdipal
financial institution in India for coordinating theorking of
institutions engaged in financing export and impaate. It is
a statutory corporation wholly owned by the Goveeninof
India. It was established on January 1, 1982 ferpiwrpose of
financing, facilitating and promoting foreign tradé India.
This specialized bank grants loans to exportersianpibrters
and also provides information about the internationarket. It
also gives guidance about the opportunities foroexmr
import, the risks involved in it and the competitim be faced,
etc.

The main functions of the EXIM Bank are as follows

(i) Financing of exports and imports of goods and sesyi
not only of India but also of the third world cotias;

(i) Financing of exports and imports of machinery and
equipment on lease basis; (iii) Financing of jeientures
in foreign countries;

(iv) Providing loans to Indian parties to enable them to
contribute to the share capital of joint venture$areign
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countries;

(v) to undertake limited merchant banking functionshsas
underwriting of stocks, shares, bonds or debentafes
Indian companies engaged in export or import; and

(vii To provide technical, administrative and financial
assistance to parties in connection with export and
import.

Small Industries Development Bank of India

This specialized bank grant loan to those who want
establish a small-scale business unit or indus8ynall
Industries Development Bank of India (SIDBI) watabished
in October 1989 and commenced its operation froml AP90
with its Head Office at Lucknow as a developmenhkya
exclusively for the small scale industries. It iscantral
government undertaking. The prime aim of SIDBI & t
promote and develop small industries by providingnt the
valuable factor of production finance. Many inditas and
commercial banks supply finance, both long-term ahdrt-
term, to small entrepreneurs. SIDBI coordinatesibek of all
of them.

Functions of Small Industries Development Bank odli&
(SIDBI):

() Initiates steps for technology adoption, technology
exchange, transfer and upgradation and modernisafio
existing units.

(i) SIDBI participates in the equity type of loans afts
terms, term loan, working capital both in rupee and

School of Distance Education, University of Calic 20



BCM4A14/BBA4A14: Banking and Insurance

foreign currencies, venture capital support, arfteidint
forms of resource support to banks and other utsiits.

(i) SIDBI facilitates timely flow of credit for both e
loans and working capital to SSI in collaboratiorthw
commercial banks.

(iv) SIDBI enlarges marketing capabilities of the praduaf
SSis in both domestic and international markets.

(v) SIDBI directly discounts and rediscounts bills wigh
view to encourage bills culture and helping the G3ts
to realise their sale proceeds of capital goods /
equipments and components etc

(vi) SIDBI promotes employment oriented industries
especially in semi-urban areas to create more
employment opportunities so that rural-urban migrat
of people can be checked.

National Bank for Agricultural and Rural Development

It was established on 12 July 1982 by a specidbwathe
parliament. This specialized bank is a central @exa
institution for financing agricultural and ruralcters. It can
provide credit, both short- term and long-term, otlgh
regional rural banks. It provides financial assis®
especially, to co- operative credit, in the fielid agriculture,
small-scale industries, cottage and Vvillage indestr
handicrafts and allied economic activities in rusaéas .its
important functions are:

a) Takes measures towards institution building for
improving absorptive capacity of the credit delywer
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system, including  monitoring, formulation of
rehabilitation  schemes, restructuring of credit
institutions, training of personnel, etc.

b) Co-ordinates the rural financing activities of all
institutions engaged in developmental work at tieéd f
level and maintains liaison with Government of mdi
State Governments, Reserve Bank of India (RBI) and
other national level institutions concerned withligo
formulation

c) Undertakes monitoring and evaluation of projects
refinanced by it.

d) NABARD refinances the financial institutions which
finances the rural sector.

e) The institutions which help the rural economy,
NABARD helps develop.

f)  NABARD also keeps a check on its client institutes.

g) It regulates the institution which provides finaalchelp
to the rural economy.

h) It provides training facilities to the institutiorvgorking
the field of rural upliftment.

i) It regulates the cooperative banks and the RRB

Indian Bank-like financial institution

In India, there are some Bank-like financial ingtons
that provide financial services. There are two $ypé such
institution that are important to the developmemiradia:

Microfinance Institutions

Microfinance Institutions are Bank-like financial
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institutions that providing financial services, Bucas
microcredit, micro savings or micro insurance tompoeople.

In addition, they also perform the following impamt
functions:

1. provide financing facilities, with or without cotkral
security, in cash or in kind, for such terms anbjject to
such conditions as may be prescribed, to poor psrky
all types of economic activities including housirgt
excluding business in foreign exchange transactions

2. To buy, sell and supply on credit to poor persons
industrial and agricultural inputs, livestock, mingry
and industrial raw materials

3. To provide professional advice to poor personsrkgg
investments in small business and such cottagesinds
as may be prescribed.

Development financial institutions (DFIs)

DFIs are specialized financial institutions the
Government established to promote investments ia th
manufacturing and agricultural sectors.

Their functions include:

1. Extending financial assistance in the form of mediu
and long-term loans, participating in equity cdpita
underwriting and wherever relevant, acting as sgui

house for public shares issues and providing gteean
for loans

2. Specialize in medium- and long-term financing in

School of Distance Education, University of Calic 23



BCM4A14/BBA4A14: Banking and Insurance

addition to supplying financial services not noriyal
provided by commercial banks and finance companies

3. In addition, they help in identifying new projects,
participate in their promotion, and where apprdptia
provide ancillary financial, technical and managkri
advice.

CUSTOMERS OF A BANK

In the ordinary language, a person who has anuat¢o
a bank is considered its customer. The term custais®
presents some difficulty in the matter of definitid here is no
statutory definition of the term either in India ior England.
However, the legal decisions on the matter thromestght on
the meaning of the term.

Thus, in order to constitute a person as a custohse
must satisfy the following conditions:

1. He must have an account with the bank — i.e.,ngavi
bank account, current deposit account, or fixedodip
account.

2. The transactions between the banker and the custome

should be of banking nature i.e., a person who
approaches the banker for operating Safe Depositdro
or purchasing travellers cheques is not a custarhtre

bank since such transactions do not come undesrtie
of banking transactions.

3. Frequency of transactions is not quite necessarygin
anticipated.
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Special Types of Customers

Special types of customers are those who are
distinguished from other types of ordinary custosrigy some
special features. Hence, they are called specipéstyof
customers. They are to be dealt with carefully e/foperating
and opening the accounts. They are:

l. Minors:

Under the Indian law, a minor is a person who hats
completed 18 years of age. The period of minostgxtended
to 21 years in case of guardian of this personropgrty is
appointed by a court of law before he completesathes of 18
years. According to Indian Contract Act, a minorasognised
as a highly incompetent party to enter into legaitcacts and
any contract entered into with a minor is not oimyalid but
voidable at the option of the minor. The law hascsguly
protected a minor merely because his mental fadwdiy not
fully developed and as such, he is likely to commigtakes or
even blunders which will affect his interests adedy. It is for
this reason; the law has come to the rescue of rormA
banker can very well open a bank account in theenaima
minor. But the banker has to be careful to enduaé e does
not open a current account.

If a current account is opened and stands overdraw
inadvertently, the banker has no remedy againsiarnras he
cannot be taken to a court of law. It is for thesgon that the
banker should be careful to see that he invarialggns a
savings bank account.
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The conditions for opening and maintaining accseunt
the names of the minors are:

1. The minor should have attained the age of disangtie.,
he must be about 14 years of age. He must be cadbl
understanding what he does.

2.  The minor should be able to read and write.

3. The minor should be properly introduced. The actoun
opening form should be signed by the minor in the
presence of a bank officer who should be able eatity
the minor. The date of birth of the minor should be
recorded in the account opening form.

4. Banks usually stipulate limits up to which deposiis
such accounts can be accepted.

5. Amount tendered by the minor should as far as ptessi
be in cash.

6. In case of time deposits, the amount should be aid
cash on maturity. Prepayment cannot be allowed.
Periodical payment of interest on deposits may been
to the minor.

Legal Provisions Regarding Guardianship of a Minor

According to Hindu Minority and Guardianship Act,
1956, a Guardian is one who is recognised by laketone of
the following:

(@) Natural Guardian:

According to Section 6 of the Hindu Minority and
Guardianship Act, 1956, in case of a minor boy or a
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unmarried girl, his/her father and after him thetimeo shall be
the natural guardian. In case of a married girlngn), her
husband shall be the natural guardian. The terrigerfeor
mother do not include step-father or step-mother.

(b) Testamentary Guardian:

A Hindu father, who is entitle to act as the nakur
guardian of his minor legitimate children may, byl,vappoint
a guardian for any of them in respect of the mimgerson or
property. Such guardian acts after the death ofdtier or the
mother.

(c) Guardian Appointed by Court:

A guardian may be appointed by the court under the
Guardians and Wards Act, 1890, but the court shall be
authorised to appoint or declare a guardian ofpgrson of a
minor, if his father is alive and is not, in theidpn of the
court, unfit to be guardian of the person of thaani Similar
is the case of a minor girl, whose husband isindte opinion
of the court, unfit to be guardian of her personud the father
(or the husband in case of a married girl) is esigkely entitled
to be the guardian.

Il.  Lunatics:

A lunatic or an insane person is one who, on aacofl
mental derangement, is incapable of understandigy h
interests and thereby, arriving at rational judgetn&ince a
lunatic does not understand what is right and whatrong, it
is quite likely that the public may exploit the Wweass of a
lunatic to their advantage and thus deprive him hid
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legitimate claims. On account of this, the Indiamn@act Act
recognises that a lunatic is incompetent to entéo iany
contract and any such contract, if entered intonas only
invalid but voidable at the option of the lunatince a lunatic
customer is an incompetent party, the banker hdsetoery
careful in dealing with such customers. Bankersukhmot
open an account in the name of a person of unsoumd. On
coming to know of a customer’s insanity, the bangeould
stop all operations on the account and await atcorder
appointing a receiver. It would be dangerous tp oel hearsay
information. The bank should take sufficient carevérify the
information and should not stop the account uniess fully

satisfied about the correctness of the informationcase a
person suffers from a temporary mental disordex, thanker
must obtain a Certificate from two medicalofficers
regarding his mental soundness at the time of ¢tiparan the
account.

IIl.  Drunkards:

A drunkard is a person who on account of conswmpti
of alcoholic drinks get himself intoxicated and ritgy, loses
the balance over his mental capacity and hendecapable of
forming rational judgement. The law is quite coesable
towards a person who is in drunken state. A lawfuhtract
with such a person is invalid. This is for the siengeason that
it is quite likely that the public may exploit tiveeakness of
such a person to their advantage and thus, depnweof his
legitimate claims. A banker has to be very car@iudlealing
with such customers. There cannot be any objedbipna
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banker to open an account. In case a customer agps the
banker for encashment of his cheque especially wieens
drunk, the banker should not make immediate paynTdmns is
because the customer may afterwards argue thagtiieer has
not made payment at all. Therefore, it is bettet safer that
the banker should insist upon such a customer ngeta
witness (who is not drunk) to countersign beforekimg any
payment against the cheque.

IV. Married Women:

An account may be opened by the bank in the ndnae o
married woman as she has the power to draw chequkgive
valid discharge. At the time  of opening an acton the
name of a married woman, it is advisable to obtagéname
and occupation of her husband and name of her gmpld
any, and record the same to enable detection iaticeunt is
misused by the husband for crediting there in casglrawn in
favour of her employer. In case of an unmarriedy latie
occupation of her father and name and address dier
employer, if any, may be obtained and noted in @abeount
opening form. If a lady customer requests the benke
change the name of her account opened in her ma@i®e to
her married name, the banker may do so after abtaia
written request from her. A fresh specimen sigreatuas also
to be obtained for records.

While opening an account of a purdah lady (purdah
nishin), the  bank obtains her signature on dbeount
opening form duly attested by a responsible pekswwn to
the bank. It is advisable to have withdrawals asuailarly
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attested. In view of practical difficulties involdeit would be
better not to open accounts in the names of puethés.

V. Insolvents:

When a person is unable to pay his debts in fuél,
property in certain circumstances is taken possessf by
official receiver or official assignee, under olef the court.
He realises the debtor’s property and rateablyridiges the
proceeds amongst his creditors. Such a proceedirgglied
‘insolvency’ and the debtor is known as an ‘insolvelf an
account holder becomes insolvent, his authoritthéobank to
pay cheques drawn by him is revoked and the balantee
account vests in the official receiver or officeasignee.

V1. llliterate Persons:

A person is said to be illiterate when he doesknoiv to
read and write. No current account should be openedtie
name of an illiterate person. However, a savingkl@count
may be opened in the name of such a person. Oactt@unt
opening form the bank should obtain his thumb markhe
presence of two persons known to the bank and e¢peditor.
Withdrawal from the account by the account holdeyutd be
permitted after proper identification every timehel person
who identifies the drawer must be known to the ban#é he
should preferably not be a member of the bank®$. sta

VII. Agents:

A banker may open an account in the name of apers
who is acting as an agent of another person. Theuat
should be considered as the personal account ajent, and
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the banker has no authority to question his powetetal with

the funds in the account unless it becomes obwioatshe is
being guilty of breach of trust. However, if a persis

authorised to only act on behalf of the princigake banker
should see that he is properly authorised to daatie which
he claims to do. If he has been appointed by a pmfe
attorney, the banker should carefully pursue thger®f-

attorney to confirm the powers conferred by theutoent on
the agent. In receiving notice of the principal&ath, insanity
or bankruptcy, the banker must suspend all operaitan the
account.

VIII. Joint Stock Company

A joint stock company has been defined as ani@aiif
person, invisible, intangible and existing onlycontemplation
of law. It has separate legal existence and it ngerpetual
succession. The banker must satisfy himself abdw@ t
following while opening an account in the name abapany:

(a) Memorandum of Association:

Memorandum of Association is the main documerthef
company, which embodies its constitution and idedathe
charter of the company. It gives details, especiadgarding
objects and capital of the company’s copy of thegwnent
should be insisted upon while opening an account.

(b) Articles of Association:

The Articles of Association contain the rules and
regulations of the company regarding its internahagement.
It contains in detail all matters which are canegl with the
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conduct of day-to-day business of the company. Atieles
of Association is also another document that a bamsists
upon. It enables the banker to know the detailsomhpany’s
borrowing powers quantum, persons authorised tootoetc.
This will also enable the banker to understand wérethe acts
of the officers are within the orbit of the Company
Memorandum and Articles.

(c) Certificate of Incorporation:

This is another vital document the banker hasefy
and insist upon receiving a copy. This documemifes that
the company can commence its business activitise@s as it
gets this Certificate which is not the case withpablic
company.

(d) Certificate to Commence Business:

Only for public companies, the banker insists upus
document for verification. This document gives tiearance
to public companies to commence their businesyiaes. A
company can borrow funds provided it has obtained t
certificate.

(e) Application Form and Copy of the Board’s Resolution

A copy of the prescribed application form duly
completed in all respects has to be submitted enbéginning
and that too duly signed by the company’s authdrisféicers.
Along with this, a copy of the resolution passethatmeeting
of the board regarding appointment of company’skbesis
quite necessary to make everything lawfilihe resolution
copy should be signed by the company's Chairman and
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Secretary in addition, a copy of the specimen gigea of the
officers empowered to operate the bank accounttbase
furnished.

(H A Written Mandate:

This is also another document that a banker msigon.
It contains all the details regarding operationerdvawing of
the account and giving security to the bank bydfieers of
the company. This document is useful to the banlof@ning
as well as for operating the account of the company

(9) Registration of Charges:

Whenever a company borrows, it has to give certain
assets by way of security and in case the banleapés them
as security, it has to be properly recorded in dbmpany’s
books, register of charges and duly registered.

(h) Any Change in the Company’s Constitution or Offices

Whenever there is any change in the constitutika |
Memorandum or in respect of company’s offices,as o be
communicated in writing to the bank and it shoutd im any
way affect the earlier contracts entered into by company
with the bank. To this effect, the bankers usuadike an
undertaking from the company.

IX. Clubs, Associations and Educational Institutions:

Clubs, Associations and Educational Institutioresreon-
trading institutions interested in serving nobleurses of
education, sports etc. The banker should obseeséotlowing
precautions in dealing with them:
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(a) Incorporation

A sports club, an association or an educatiorsditution
must be registered or incorporated according to Itttkan
Companies Act, 1956, or the Co-operative Socigtgts. If it
is not registered, the organisations will not harey legal
existence and it has no right to contact with theside parties.

(b) Rules and by-laws of the Organisation:

A registered association or organisation is goserhy
the provisions of the Act under which it has beegistered. It
may have its own Constitution, Charter or Memorandof
Association and rules and by-laws, etc., to carry its
activities. A copy of the same should be furnistmd the
organisation to the banker to acquaint the lattéh vihe
powers and functions of the persons managing itsraf The
banker should ensure that these rules are obsdyyethe
persons responsible for managing the organisation.

(c) A Copy of Resolution of Managing Committee:

For opening a bank account, the managing comnuitee
the organisation must pass a resolution —

() Appointing the bank concerned as the banker of the

organisation.

(i) Mentioning the name/names of the person or persons,

who are authorised to operate the account.

(i) Giving any other directions for the operation oé taid
account. A copy of the resolution must be obtaibgd
the bank for its own record.
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(d) An Application Form:

An application form duly completed in all respeatsng
with specimen signatures of the office bearerdefihstitution
is quite essential for operation of the account.

(e) A Written Mandate:

It is an important document which contains specifi
instructions given to the banker regarding openatioover
drawing etc.

(f) Transfer of Funds:

All funds and cheques which are in the name of the
Institution should be invariably credited to thestitution
account and not to the personal or private accoohtthe
office bearers of the institution.

(g) Death or Resignation:

In case the person authorised to operate the atcou
behalf of a organisation or association dies oignss the
banker should stop the operations of the organisatiaccount
till the organisation nominates another person perate its
account.10.

X.  Partnership Firm:

A partnership is not regarded as an entity sepdratn
the partners. The Indian Partnership Act, 1932,indef
partnership as the “relation between persons whe hagreed
to share the profit of the business, carried oralbbyr any of
them acting for all.” Partnership is formed or ditnged on
account of agreement between the partners andthstisole
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intention of earning and sharing profits in a artar ratio.

Further, the business is carried on either byhalgartners or
some partners acting for all. The partners caript j@and

several liabilities and the partnership does nagspes any
legal entity. A banker should take the followingegautions
while opening an account in the name of a partmefgim:

(a) Application Form:

A prescribed application form duly completed i al
respects along with specimen signatures of thengartof firm
is quite essential for operation of the account.

(b) Partnership Deed:

The banker should, very carefully examine the
partnership deed, which is the charter of the fitonacquaint
himself with the constitution and business of tivenf This
will help him to know his position while advancirfignds to
the firm.

(c) A Mandate:

A mandate giving specific instructions to the bamk
regarding operations, over- drawing etc., is qugeessary. It
will enable the banker to handle the accounts auegrto the
needs of the firm.

(d) Transfer of Funds:

The banker has to be very careful to see thafuhds
belonging to the firm should not be credited to pleesonal or
private accounts of the partners.
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(e) Sanctioning of Overdraft:

While sanctioning funds by way of overdraft, thenker
has to check up the partnership deed and examige th
borrowing powers of the partners empowered to oaod he
can even ask for the financial statements of tlegipus years
for information and perusal.

XI.  Joint Accounts:

When two or more persons open an account joirttlg,
called a joint account. The banker should takefttiewing
precautions in opening and dealing with a jointoatt:

(). The application for opening a joint account must be
signed by all the persons intending to open a joint
account.

(b). A mandate containing name or names of persons
authorised to operate an account.

(c). The full name of the account must be given in # t
documents furnished to the banker, even if the @atcis
to be operated upon by one or a few of the joicbant
holders.

(d) Banker must stop operating an account as soon as a
notice of death, insolvency, insanity etc., of amye
account holder is received.

(e) The joint account holder, who is authorised to afgethe
joint account, himself alone cannot appoint an agen
attorney to operate the account on his behalf. Such
attorney or agent may be appointed with the coneént
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all the joint account holders.

(H If all the persons are operating the account, theamker
must see that any cheque drawn on him is duly digwye
all.

(g) Banker must stop making payments as soon as laftter
revocation is obtained. (h) Banker must see thaiban
or overdraft is granted without proper security.

Xll.  Joint Hindu Family:

Joint Hindu family is an undivided Hindu family wh
comprises of all male members descended from a @ymm
ancestor. They may be sons, grandsons and greadsgnas,
their wives and unmarried daughters. “A joint, Hiffdmily is
a family which consists of more than one male memnbe
possesses ancestral property and carries on fdginess.”
Therefore, joint Hindu family is a legal institutio It is
managed and represented in its dealings and tramsaevith
others by the Kartha who is the head of the famiyher
members of the family do not have this right to agaunless
a particular member is given certain rights angoasibilities
with common consent of the Kartha. The banker has t
exercise greater care in dealing with this account.

(@) He must get complete information about the joinddi
family including the names of major and minor
coparceners and get a declaration from the Kadhhis
effect along with specimen signatures and signatofe
all coparceners.

(b) The account should be opened either in the personal
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name of the Kartha or in the name of the familyihess.

(c) The documents should be signed by the Kartha anarma
coparceners.

(d) The account should be operated on only by the Karth
and the authorised major coparceners.

(e) While making advances, the banker should ascett&n
purpose for which the loan is obtained and whether
loan is really needed by the joint Hindu family for
business.

XIll. Trustees:

According to the Indian Trusts Act, 1882, “a trustan
obligation annexed to the ownership of property anding
out of a confidence reposed in an accepted by wWreeqQ or
declared and accepted by him, for the benefit ottser, or of
another and the owner.” As per this definitionrastee is a
person in whom the author or settler reposes cenée and
entrusts the management of his property for theefiteaf a
person or an organisation who is called benefiegarA trust is
usually formed by means of document called the §TReed.”
While opening an account in the names of persontheir
capacity as trustees the banker should take thHewiolg
precautions:

(@) The banker should thoroughly examine the trust deed
appointing the applicants as the trustees.

(b) A trust deed which states the powers and functmins
trustees must be obtained by the banker.
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()

(d)

(e)

(f)

9

(h)

In case of two or more trustees, the banker shasitdfor
clear instructions regarding the person or persehe
shall operate the account.

In case of death or retirement of one or more ¢esst
banker must see the provision of the trust deed.

The banker should not allow the transfer of funasnf
trust account to the personal account of trustee.

The banker should take all possible precautions to
safeguard the interest of the beneficiaries of wsttr
failing which he shall be liable to compensate Iditeer

for any fraud on the part of the trustee.

The insolvency of a trustee does not affect thesttru
property and the creditors of the trustee cannocbover
their claims from trust property.

A copy of the resolution passed in the meetingwstees
open the account should be obtained.

FUNCTIONS OF COMMERCIAL BANK

Functions of a Commercial Bank can be classifigd i

three.

1.  Principal/ Primary/ Fundamental functions

2. Subsidiary/ Secondary/ Supplementary functions
3. Innovative functions.

Principal functions

Commercial banks perform many functions. Theyséati

the financial needs of the sectors such as aguieylindustry,
trade, communication, so they play very significesie in a
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process of economic social needs. The functionfoymeed by

banks, since recently, are becoming customer-atiaingl are
widening their functions. Generally, the functionsf

commercial banks are divided into two categoriesmary

functions and the secondary functions. Two ‘acidt’te
functions of commercial banks are Accepting depgositd

Lending loans. These functions along with crediation,

promotion of cheque system and investment in Gaowemn

securities form basic functions of commercial bankbke

secondary functions of commercial banks includenage
services, general utility services and innovatee/iges.

1. Receiving deposits

Most important function of a commercial bank is to
accept deposit from those who can save but camoditgbly
utilise this savings themselves. By making depositbank,
savers can earn something in the form of intenedtaavoid the
danger of theft. To attract savings from all saft€ustomers,
banks maintain different types of accounts suchcasent
account, Savings bank account, Fixed Deposit adcoun
Recurring deposit account and Derivative Depogibant.

Features of Current Accounts

- It is generally opened by trading & industrial cents.

- It is opened not for profit or savings but for cenience
in payments

- Introduction is necessary to open the account.

Any number of transactions permitted in the actoun
Withdrawals are generally allowed by cheque Depdsit
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repayable on demand

No interest is allowed but incidental charges ctdm

Minimum balance requirement varies from bank tokban
Features of Saving Bank (SB) accounts

It is generally opened by middle/low income groupow
save a part of their income for future needs

Introduction is necessary to open the account é&gole
facility is allowed.

There are some restrictions on number of withdrawal

Fair interest (less than FD) is offered on the dépoof
this account. Features of Fixed Deposit accounts

It is generally Opened by small investors who do no
want to invest money in risky industrial securitidse
shares.

No introduction is necessary to open the account.
No maximum limit for investing.
Minimum period of investment is 15 days

Withdrawal is allowed only after the expiry of add
period.

Withdrawal is generally allowed by surrenderin® F
Receipt

Higher rate of interest is offered on the deposftshis
account,

Features of Recurring Deposit accounts / Cumudativ
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Deposit account.

- This account is meant for fixed income group, wha c
deposit a fixed sum regularly.

- The amount is paid back along with interest afer
specified period.

- High rate of interest is offered on recurring osifs.

- Passbook is the means through which deposits and
withdrawals are made

2. Lending of funds

The second important function of commercial bask®
advance loans to its customers. Banks charge sttimn the
borrowers and this is the main source of their imeoModern
banks give mostly secured loans for productive psep. In
other words, at the time of advancing loans, theynahd
proper security or collateral. Generally, the vabfisecurity or
collateral is equal to the amount of loan. Thisle®e mainly
with a view to recover the loan money by selling gecurity
in the event of non-refund of the loan.

Commercial banks lend money to the needy peopteen
form of Cash credits, Term loans, Overdrafts (OD),
Discounting of bills, Money at call or short notiete.

(i) Cash Credit: In this type of credit scheme, banks
advance loans to its customers on the basis of $hond
inventories and other approved securities. Under 4bheme,
banks enter into an agreement with its customersticch
money can be withdrawn many times during a yeadddihis
set up banks open accounts of their customers epdsd the
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loan money. With this type of loan, credit is cezht

(i) Term loans: A term loan is a monetary loan that is
repaid in regular payments over a set period oétim other
words, a loan from a bank for a specific amount tes a
specified repayment schedule and a floating interate is
called Term loan. Term loans usually last betwess and ten
years, but may last as long as 30 years in sones.chisnay be
classified as short term, medium term and long teans.

(i) Over-Drafts: It is the extension of credit from a bank
when the account balance reaches zero level. Baahkance
loans to its customer’'s up to a certain amountuginoover-
drafts, if there are no deposits in the currenbant For this,
banks demand a security from the customers andyehaary
high rate of interest. Overdraft facility will bd@ved only for
current account holders.

(iv) Discounting of Bills of Exchange:This is the most
prevalent and important method of advancing loanghe
traders for short-term purposes. Under this systbanks
advance loans to the traders and business firntisbpunting
their bills. While discounting a bill, the Bank kauthe bill (i.e.
Bill of Exchange or Promissory Note) before it isedand
credits the value of the bill after a discount ¢gjeato the
customer's account. The transaction is practicatiyadvance
against the security of the bill and the discowpresents the
interest on the advance from the date of purchégskeobill
until it is due for payment. In this way, businegsnget loans
on the basis of their bills of exchange beforetthre of their
maturity.
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(v) Money at Call and Short notice: Money at call and
short notice is a very short-term loan that doeshawe a set
repayment schedule, but is payable immediately ianflill
upon demand. Money- at-call loans give banks a teagarn
interest while retaining liquidity. These are geligr lent to
other institutions such as discount houses, momekebs, the
stock exchange, bullion brokers, corporate custemand
increasingly to other banks. ‘At call means the nayp is
repayable on demand whereas At short notice’ imptle
money is to be repayable on a short notice up tdal4.

3. Investment of funds in securities

Banks invest a considerable amount of their fuimds
government and industrial securities. In India, owercial
banks are required by statute to invest a goodgoodf their
funds in government and other approved securilibs. banks
invest their funds in three types of securities—&ament
securities, other approved securities and otheurges.
Government securities include both, central andtesta
governments, such as treasury bills, national ggvoertificate
etc. Other securities include securities of stassoeaated
bodies like electricity boards, housing boards, ed¢lres of
Land Development Banks, units of UTI, shares of iBves
Rural banks etc.

4. Credit Creation

When a bank advances a loan, it does not lend lmatsh
opens an account in the borrower's name and crabds
amount of loan to this account. Thus a loan creategqual
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amount of deposit. Creation of such deposit isedaltredit
creation. Banks have the ability to create creditnyntimes
more than their actual deposit.

5. Promoting cheque system

Banks also render a very useful medium of exchamge
the form of cheques. Through a cheque, the depaditects
the banker to make payment to the payee. In theemod
business transactions by cheques have become maokh m
convenient method of settling debts than the usecash.
Through promoting cheque system, the banks endwee t
exchange of accounted cash. At present, CTS (Cheque
Truncation System) cheques are used by Indian Banks
ensure speedy settlement of transactions in betlwaeks. In
contrast to the declining importance of cheques, uke of
electronic payment instruments at the retail lelvat been
growing rapidly.

Subsidiary functions

1. Agency services Banks act as an agent on behalf of the
individual or organisations. Banks, as an agentwark for
people, businesses, and other banks, providingri@tyeof
services depending on the nature of the agreerhegtrhake
with their clients. Following are the important agg services
provided by commercial banks in India.

» Commercial Banks collect cheques, drafts, Bill of
Exchange, interest and dividend on securities sreft.
on behalf of customers and credit the proceedsh¢o t
customer’s account.
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» Pay LIC premium, rent, newspaper bills, telephoitis b
etc.

»  Buying and selling of securities.

A\

Advise on right type of investment.

» Act as trustees (undertake management of money and
property), executors (carry out the wishes of deeda
customers according to will) & attorneys (colleaterest
& dividend and issue valid receipt) of their custom

» Serve as correspondents and representatives af thei
customers. In this capacity, banks prepare I-Téxrme
of their customers, correspond with IT authoriteesd
pay IT of their customers.

2. General Utility ServicesIn addition to agency services,
modem banks performs many general utility servicesthe
community. Following are the important general iutil
services offered by Commercial Banks

. Locker facility: Bank provide locker facility to éir
customers. The customers can keep their valuahlds s
as gold, silver, important documents, securities &t
these lockers for safe custody.

. Issue travellers’ cheques: Banks issue travelldregues
to help their customers to travel without the featheft
or loss of money. It enable tourists to get fundalh
places they visit without carrying actual cash viftam.

. Issue Letter of Credits: Banks issue letter of itréaf
importers certifying their credit worthiness. Itasletter
issued by importer's banker in favour of exporter
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informing him that issuing banker undertakes toeatc
the bills drawn in respect of exports made to thparter
specified therein.

Act as referee: Banks act as referees and supply
information about the financial standing of theirstomers on
enquiries made by other businessmen.

. Collect information: Banks collect information athou
other businessmen through the fellow bankers apglgu
information to their customers.

. Collection of statistics: Banks collect statistios giving
important information about industry, trade and
commerce, money and banking. They also publish
journals and bulletins containing research artiobes
economic and financial matters.

. Underwriting securities: Banks underwrite secusitie
issued by government, public or private bodies.

. Merchant banking: Some bank provide merchant bankin
services such as capital to companies, advice on
corporate matters, underwriting etc.

Innovative Functions

The adoption of Information and Communication
technology enable banks to provide many innovaseerices
to the customers such as;

1. ATM services

Automated Teller Machine (ATM) is an electronic
telecommunications device that enables the cliehtmnks to

School of Distance Education, University of Calic 48



BCM4A14/BBA4A14: Banking and Insurance

perform financial transactions by using a plastiardc
Automated Teller Machines are established by bémlenhable
its customers to have anytime money. It is useditbdraw
money, check balance, transfer funds, get miniestant,
make payments etc. It is available at 24 hoursysadd 7 days
a week.

2. Debit card and credit card facility

Debit card is an electronic card issued by a bahich
allows bank clients access to their account todwétv cash or
pay for goods and services. It can be used in ATR@snt of
Sale terminals, e-commerce sites etc. Debit cambves the
need for cheques as it immediately transfers mdray the
client's account to the business account. Credd saa card
issued by a financial institution giving the holder option to
borrow funds, usually at point of sale. Credit saharge
interest and are primarily used for short- ternaficing.

3. Tele-banking:

Telephone banking is a service provided by a bamnk
other financial institution, that enables customrgperform
financial transactions over the telephone, wititbe need to
visit a bank branch or automated teller machine

4. Internet Banking:

Online banking (or Internet banking or E-banking)a
facility that allows customers of a financial ingtion to
conduct financial transactions on a secured bsue
operated by the institution. To access a fir@naistitution's
online banking facility, a customer must regist@ith the
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institution for the service, and set up somsspard for
customer verification. Online banking can be usedheck
balances, transfer money, shop online, pay bitls et

S. Bancassurance:

It means the delivery of insurance products thhoug
banking channels. It can be done by making an geraent in
which a bank and an insurance company form a pattigeso
that the insurance company can sell its producthddbank's
client base. Banks can earn additional revenueebing the
insurance products, while insurance companies bate to
expand their customer base without having to expidued
sales forces

6. Mobile Banking:

Mobile banking is a system that allows customdrs o
financial institution to conduct a number of finaic
transactions through a mobile device such as alengbione
or personal digital assistant. It allows the custsnto bank
anytime anywhere through their mobile phone. Custsngan
access their banking information and make transastion
Savings Accounts, Demat Accounts, Loan Accounts and
Credit Cards at absolutely no cost.

7.  Electronic Clearing Services

It is a mode of electronic funds transfer from doaank
account to another bank account using the servifes
Clearing House. This is normally for bulk transféism one
account to many accounts or vice- versa. This eansed both
for making payments like distribution of dividenshterest,
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salary, pension, etc. by institutions or for cdilec of amounts
for purposes such as payments to utility comparties
telephone, electricity, or charges such as housewater tax
etc

8. Electronic Fund Transfer/National Electronic Fund
Transfer (NEFT):

National Electronic Funds Transfer (NEFT) is aiorat
wide payment system facilitating one-to-one fundmdfer.
Under this Scheme, individuals, firms and corp®rean
electronically transfer funds from any bank brartchany
individual, firm or corporate having an accountiwény other
bank branch in the country participating in the &ub. In
NEFT, the funds are transferred based on a defemetd
settlement in which there are 11 settlements inkvdzg/s and
5 settlements in Saturdays.

9. Real Time Gross SettlemeBystem (RTGS):

It can be defined as the continuous (real-tim#)esaent
of funds transfers individually on an order by ardasis .
'Real Time' means the processing of instructionthattime
they are received rather than at some later titvis.the fastest
possible money transfer system in the country.

NEFT RTGS

 Based on Demand Net + Based on Gross
Settlement (DNS) Settlement

* Fastest method of money ¢ Slower than RTGS
transfer transfer
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» Complete transactions in| ¢« Complete transactions

batches individually
* There is no minimum ¢ Minimum amount to be
limit of transactions remitted

» Settlement on hour basis| ¢ Settlement in real time (at
(11 settlements from 9 am  the transfer order is
to 7 pm) processed)

Role of commercial banks in a developing economy

A well developed banking system is necessary pre-

condition for economic development of any econodyart
from providing resources for growth of industriali®n, banks
also influence direction in which these resources wilised.
In underdeveloped and developing nations bankimgitfas
are limited to few developed cities and their dteg are
focussed on trade & commerce paying little attentto
industry & agriculture. Commercial banks contribute a
country’s economic development in the following way

1. Capital formation

Most important determinant of economic development
capital formation. It has 3 distinctive stages

= Generation of savings
= Mobilisation of savings
= Canalisation of saving

Banks promote capital formation in all these stagéey
promote habit of savings by offering attractiveeraf return
for savers. Banks are maintaining different typesaccounts to
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mobilise savings aiming different types of custasnefhey
make widespread arrangements to collect savingspeying
branches even in remote villages. Moreover, baffiles their
resources for productive activities only.

2. Encouragement to entrepreneurial innovations

Entrepreneurs in developing economies, generally
hesitate to invest & undertake innovations tlu lack of
fund. Bank loan facilities enable them to introdumeovative
ideas and increase productive capacity of the engno

3. Monetisation of economy

Monetisation means allow money to play an actoe r
in the economy. Banks, which are creators andibligtrs of
money, help the monetisation in two ways;

. They monetise debt i.e., buy debts (securitiesciviare
not as acceptable as money and convert them tordema
deposits which are acceptable as money.

. By spreading branches in rural areas they conwvamt n
monetised sectors of the economy to monetisedrsecto

4. Influencing economic activity

They can directly influence the economic actidityace
of economic development through its influence on

(@) The rate of interest (reduction in rates make itmest
more profitable and stimulates economic activity)

(b) Availability of credit. (Through Credit creation thes
helps in increasing supply of purchasing power)
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5. Implementation of monetary policy

Well developed banking system is necessary facatffe
implementation of monetary policy. Control and ragjon of
credit is not possible without active co-operatdipanks.

6. Promotion of trade and industry

Economic progress of industrialised countries ast 12
centuries is mainly due to expansion in trade &
industrialisation which could not have been madssjibe
without development of a good banking system. U$e o
cheques, drafts and BoE as a medium of exchangas
revolutionalised the internal and internationadé&avhich in
turn accelerated the pace of industrialisation.

7. Encouraging right type of industries

In a planned economy it is necessary that ban&slgh
formulate their loan policies in accordance witle throad
objectives and strategy of industrialisation aspaeld in the
plan.

8. Regional development

Banks can play role in achieving balanced devekagm
in different regions of the economy. They can tfansurplus
funds from developed region to less developed regiavhere
there is shortage of funds.

9. Development of agricultural & other neglected secis

Under developed economies primarily agricultural
economies and majority of the population live imafuareas.
So far banks were paying more attention to tradd an
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commerce and have almost neglected agriculturaratutry.
Banks must diversify their activities not only tetend credit
to trade, but also to provide medium and long tésamns to
industry and agriculture.

ROLE OF BANKS IN ECONOMIC DEVELOPMENT

Besides performing the usual commercial banking
functions, banks in developing countries play deative role
in their economic development. The majority of dedp such
countries are poor, unemployed and engaged intitadl
agriculture. There is acute shortage of capitalbpie lack
initiative and enterprise. Means of transport andaveloped.
Industry is depressed. The commercial banks help in
overcoming these obstacles and promoting economic
development. The role of a commercial bank in aetiging
country is discussed as under.

1. Mobilising Saving for Capital Formation:

The commercial banks help in mobilising savings
through network of branch banking. People in degvielg
countries have low incomes but the banks induce tttesave
by introducing variety of deposit schemes to dug heeds of
individual depositors. They also mobilise idle s@a of the
few rich. By mobilising savings, the banks charreslthem
into productive investments. Thus they help in tdapital
formation of a developing country.

2. Financing Industry:

The commercial banks finance the industrial sectoa
number of ways. They provide short-term, mediunmtend
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long-term loans to industry. In India they provisleort-term
loans. Income of the Latin American countries likeatemala,
they advance medium-term loans for one to threesy@&at in
Korea, the commercial banks also advance long-teams to
industry.

In India, the commercial banks undertake shortxtand
medium-term financing of small scale industriesd aalso
provide hire- purchase finance. Besides, they wmdler the
shares and debentures of large scale industriass ey not
only provide finance for industry but also helpdaveloping
the capital market which is undeveloped in sucmtmes.

3. Financing Trade:

The commercial banks help in financing both indéérn
and external trade. The banks provide loans tdleetaand
wholesalers to stock goods in which they deal. Talsg help
in the movement of goods from one place to another
providing all types of facilities such as discougti and
accepting bills of exchange, providing overdraftilites,
issuing drafts, etc. Moreover, they finance botipogis and
imports of developing countries by providing foreigxchange
facilities to importers and exporters of goods.

4.  Financing Agriculture:

The commercial banks help the large agricultuesitar
in developing countries in a number of ways. Thegvie
loans to traders in agricultural commodities. Thayen a
network of branches in rural areas to provide adcal
credit. They provide finance directly to agriculsts for the
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marketing of their produce, for the modernisationd a
mechanisation of their farms, for providing irriget facilities,
for developing land, etc.

They also provide financial assistance for animal
husbandry, dairy farming, sheep breeding, poulagming,
pisciculture and horticulture. The small and maagifarmers
and landless agricultural workers, artisans andtypet
shopkeepers in rural areas are provided finan@aistance
through the regional rural banks in India. Theggaral rural
banks operate under a commercial bank. Thus theneoamal
banks meet the credit requirements of all typasia people.

5. Financing Consumer Activities:

People in underdeveloped countries being poor and
having low incomes do not possess sufficient fimgnc
resources to buy durable consumer goods. The cocraher
banks advance loans to consumers for the purchiasacb
items as houses, scooters, fans, refrigerators]retbis way,
they also help in raising the standard of livingloé people in
developing countries by providing loans for constivg
activities.

6. Financing Employment Generating Activities:

The commercial banks finance employment generating
activities in developing countries. They providars for the
education of young person’s studying in engineermgdical
and other vocational institutes of higher learninthey
advance loans to young entrepreneurs, medical and
engineering graduates, and other technically tchpersons in
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establishing their own business. Such loan faeditare being
provided by a number of commercial banks in Indiaus the
banks not only help inhuman capital formation blgoain

increasing entrepreneurial activities in develogiogntries.

7. Help in Monetary Policy:

The commercial banks help the economic development
of a country by faithfully following the monetarylicy of the
central bank. In fact, the central bank dependsnugie
commercial banks for the success of its policy anetary
management in keeping with requirements of a deuaip
economy. Thus the commercial banks contribute mactme
growth of a developing economy by granting loans to
agriculture, trade and industry, by helping in pbgks and
human capital formation and by following the momgtaolicy
of the country.

TYPES OF BANKING

Banks can be classified into different groupsegittn the
basis of their structure or on the basis of theinction.
Structurally banking can be divided into Branch lbag and
Unit Banking. Functionally, banking can be dividécto
Deposit Banking, Investment Banking and Mixed Baigki

Branch Banking:

This refers to a system under which two or monekba
are opened under a single ownership. Examplestate Bank
of India, Punjab National Bank, Indian Bank etc.ichhhave
several branches spread all-over India.
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Unit Banking:

This refers to that system of banking in which lbag
operations are carried on through a single orgaarsavithout
any branches. This system used to be popular inridenéOne
great advantage of branch banking is that the dzan& can
cater to several parts of a large country (throiiglbranches
situated in those parts) which a unit bank wouldl fdifficult
to do. As against this, a unit bank has the adgenthat its
efforts are concentrated in one area so that itseame that
area well.

Group Banking:

This is a system under which two or more banks,
separately incorporated, are connected by beingyalted by a
single holding company as trust.

Chain Banking:

This is similar to Group Banking. Here two or more
banks are controlled by a single group throughaWweership
of shares or otherwise.

Deposit Banking:

In this category, the banks act as custodianustees of
the depositors.

Correspondent banking system:

It is another important type of banking system. A
correspondent bank is one which connects the twiksander
unit banking system. The best examples of corredgrurnbank
in India are RBI or central bank.
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Investment Banking:

This refers to banks whose main function is tovige®
finance for investment to industrial concerns. Thegvide
this by purchasing shares and debentures of nelebtel
companies.

Mixed Banking:

Most banks in India play both roles. Deposit Bagkand
Investment Banking. Such type of banking is calletked
banking.

RESERVE BANK OF INDIA (RBI)

The Reserve Bank of India is now the apex findncia
institution of the country which is entrusted wite task of
controlling, supervising, promoting, developing goldnning
the financial system. RBI is the queen bee of thdian
financial system which influences the commerciahksa
management in more than one way. The RBI influerthes
management of commercial banks through its vanmmlisies,
directions and regulations. Its role in bankingyiste unique.
In fact, the RBI performs the four basic functioms
management, viz., planning, organizing, directingnd a
controlling in laying a strong foundation for thenttioning of
commercial banks.

RBI possesses special status in our country. lthés
authority to regulate and control monetary systeimoor
country. It controls money market and the entirenkinag
system of our country.
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Management

The Reserve Bank's affairs are governed by a alentr
board of directors. The board is appointed by tlwegghnment
of India in keeping with the Reserve Bank of Ind.

The organization structure of RBI consistsao€entral
Board andLocal Board.

Central Board: The general supervision and control of the
bank’s affairs is vested in the Central Board afebiors which
consists of 20 member team including a Governddeputy
Governors and 15 Directors (of which 4 are fromaldwoards,
and one is a finance secretary of Central Govertimé
these persons are appointed or nominated by Cé&ninal The
chairman of the Board and its Chief Executive arithads the
Governor. Governors and Deputy Governors hold effior
such a period as fixed by Central Government noeeding 5
years and are eligible for reappointment. Directwkl office
for 4 years and their retirement is by rotation. 8Amatter of
practical convenience, the Board has delegated safimits
functions to a committee called the Committee ef @entral
Board. It meets once in a week, generally WednesdByere
are sub committees to assist committees such ddingui
committee and staff sub-committee.

Local Board: For each regional areas of the country viz.,
Western, Eastern, Northern and Southern, there ical
Board with head quarters at Bombay, Calcutta, Nekhiand
Madras. Local boards consist of 5 members eachiatggloby
the Central Government. The functions of the |dezdrds are
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to advise the central board on local matters antepoesent
territorial and economic interests of local coofigea and
indigenous banks; advice on such matters that neagrglly
be referred to them and perform such duties asCiatral
Board may delegate to them.

The Central office of the RBI, located at Mumbai i
divided into several specialized departments. Thainm
departments are:

1. Issue Department: - It arranges for the issue and
distribution of currency notes among the differeenters
of the country.

2. Banking Department: - It deals with Government
transactions and maintains the cash reserves of the
commercial banks.

3. Department of Banking development:- It is concerned
with the development of banking facilities in the
unbanked and rural areas in the country.

4. Department of Banking operations: - This department
supervises and controls the working of the banking
institutions in the country.

5. Non-Banking Companies Department: - It regulates th
activities of non-banking financial companies arigtin
the country.

6. Agricultural credit Department: - This departmenidses
the problems connected with the agricultural credihe
country.
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7. Industrial finance Department: It is concerned witle
provision of finance to the industrial units in tb@untry.

8. Exchange control Department: - The entire busimméss
sale and purchase of foreign exchange is conduxyed
this department.

9. Legal Department: - The main function of this
department is to give legal advices to the other
departments of RBI.

10. Department of Research and Statistics: - This deyesut
is concerned with conducting research on problems
relating to money, credit, finance, production etc.

Objectives of RBI

Prior to the establishment of the Reserve Bank, th
Indian financial system was totally inadequate cooant of
the inherent weakness of the dual control of cayedny the
Central Government and of credit by the ImperiahiBaf
India.

The Preamble to the Reserve Bank of India Act,4193
spells out the objectives of the Reserve Bank tsrégulate
the issue of Bank notes and the keeping of resemitts a
view to securing monetary stability in India ancheeally to
operate the currency and credit system of the cpunt its
advantage.”

The important objectives are:

1. To act as Monetary Authority: Formulates implements
and monitors the monetary policy to maintain pratability
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and ensuring adequate flow of credit to producteetors.

2. To Regulate and supervise the financial systemhef t
country: It prescribes broad parameters of bankipgrations
within which the country's banking and financials®m
functions. It helps to maintain public confidencethe system,
protect depositors' interest and provide cost-&ffedanking
services to the public.

3. To Manage the Exchange Control: Manages the Foreign
Exchange Management Act, 1999 to facilitate exietrzle

and payment and promote orderly development and
maintenance of foreign exchange market in India.

4. To issue currency:. Issues and exchanges or destroys
currency and coins not fit for circulation to gitlee public
adequate quantity of supplies of currency notescas and

in good quality.

5. To undertake developmental role: RBI performs aewid
range of promotional functions to support natiastgkctives.

6. To undertake related Functions by acting as:

. Banker to the Government: performs merchant banking
function for the central and the state governmealtsy
acts as their banker.

. Banker to banks: maintains banking accounts of all
scheduled banks.

. Owner and operator of the depository (SGL-Subsydiar
General Ledger account) and exchange (NDS)

Negotiated Dealing System is an electronic platféor
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facilitating dealing in Government Securities andoridy
Market Instruments that will facilitate electrorsabmission of
bids/application for government bonds.

To sum up the objectives include:

1. To manage the monetary and credit system of the
country.

2. To stabilizes internal and external value of rupee.

3. For balanced and systematic development of banking
the country.

4. For the development of organized money market & th
country.

5. For facilitating proper arrangement of agricultéirence
and be in successful for maintaining financial siigb
and credit in agricultural sector.

6. For proper arrangement of industrial finance.
7. For proper management of public debts.

8. To establish monetary relations with other coustrié
the world and international financial institutions.

9. For centralization of cash reserves of commeraakb.

10. To maintain balance between the demand and sugply o
currency.

11. To regulate the financial policy and develop bagkin
facilities throughout the country.

12. T o remain free from political influence while magi
financial decisions
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13. To assist the planned process of development of the
Indian economy.

Besides the traditional central banking functiomish the
launching of the five-year plans in the countrye tReserve
Bank of India has been moving ahead in performirgpst of
developmental and promotional functions, which ramemally
beyond the purview of a traditional Central Bank.

Functions of RBI

RBI performs various traditional banking functi@s
well as promotional and developmental measuresdet rthe
dynamic requirements of the country. Main functiaisRBI
can be broadly classified into three. These are

l. Monetary functions or Central banking functions
II.  Supervisory functions
lll.  Promotional and Developmental functions.

I.  Monetary functions include

A. Issue of currency notes

B. Acting as banker to the Government

C. Serving as banker of other banks

D. Controlling credit

E. Controlling foreign exchange operations
A

Issue of currency notes:

Under Section 22 of the Reserve Bank of India @ict
1934, the Reserve Bank of India is given the mohopbnote
issue. Now RBI is the sole authority for the issfiecurrency
notes of all denominations except one rupee natd<ains in
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the country. One rupee notes and coins are issyddiristry
of Finance of GOI. The RBI has a separate depattceied
the Issue Department for the issue of currencysote

Since 1956 system of Note Issue changed from
Proportional Reserve Systemto minimumreserve system.
Under Proportional reserve system of note issukeless than
409c of the total volume of notes issue by the RB§ to be
covered by gold coins, bullion and foreign secesiti But
under the Minimum reserve system of note issue, RBI
required to maintain a minimum reserve of gold oreign
securities or both against the notes issued. Narmar limit
is fixed on the volume of notes. RBI maintains gadd
foreign exchange reserves of Rs.200 crores of wHith
crores is in gold & balance in foreign securiti@€avt. of India
securities, eligible commercial bills, Pro-notes MABARD
for any loans etc.

This change from Proportional Reserve system to
Minimum Reserve system is made because of two major
reasons. Firstly, the planned economic developnoénthe
country called for an increased supply of moneyictvitould
not be had under the proportional reserve systernor&ily,
the foreign exchange held as reserve by the Re&amve had
to be released for financing the five year plansshort, this
was to enable the expanding currency requiremehtthe
economy.

B. Acting as Banker to government:-

The Reserve bank act as a banker to the Centlebtte

School of Distance Education, University of Calic 67



BCM4A14/BBA4A14: Banking and Insurance

Governments. As a banker to the Government RBI &cts
three capacities, viz(a) as a banker,(b) as a financiahgent,
and (c) as &nancial advisor

(@ As a banker: - RBI renders the following services
1.  Accepts deposits from the Central and State Goventm
2.  Collects money on behalf of Government.

3. Makes payments on behalf of the Government, in
accordance with their instructions.

4. Arranges for the transfer of funds from one place t
another on behalf of the Governments

5. Makes arrangements for the supply of foreigrharge
to the Central and State Governments.

6. It maintains currency chests with treasuries arfterot
agencies in places prescribed by the Government of
India. These chests are supplied with sufficientency
notes to meet the requirements for the transactbtise
Government.

7. Short term advances are granted to Central anc Stat
Governments for a period not exceeding three months
These advances are granted up to a certain lintfiowi
any collateral securities.

8. Intimes of emergencies like war, extraordinarynoare
also granted to the Governments by the RBI. (b)aAs
financial agent: - The services given are

1. Acts as an agent of the Central and State Governsniren
the matter of floatation of loans. On account o§&ge Bank’s
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intimate knowledge of the financial markets, iakde to obtain
the best possible terms for the Government in thater.
Further by coordinating the borrowing programmefsthe
various Governments, it is able to minimize theeadg effects
of Government borrowings on the money and secaritie
market.

2. On behalf of Central Government RBI sells treasury
bills of 90 days maturity at weekly auctions anduses short-
term finance for the Central Government. Apart fribrat RBI
also sells adhoc treasury bills of 90 day’'s maguwotthe State
Governments, Semi-Government Departments and foreig
central banks on behalf of the Central Government.

3. RBI manages and keeps the accounts of the pulis de
of the Central and State Governments. It arrangestHe
payment of interest and principal amount on thdipwebt on
the due dates.

4. As an agent RBI also represents Government of limdia
the International institutions like the IMF, theRB etc.

The Reserve Bank is agent of Central Governmeshbén
all State Governments in India except for that arfhthu and
Kashmir and Sikkim.

(c) As a Financial Adviser: - renders following serdce

1. It advices the Central and State Government on all
financial and economic matters such as the floatihtpans,
agricultural and industrial finance etc.

2. Advice on matters of International finance is afgeen
to Central Government.
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3.

It collects the recent information on current emmic

and financial developments in India and abroadh whe help

of

its Research and Statistics Department and keeps

Government informed periodically.

C.

Banker’'s bank: -
RBI acts as banker to Scheduled banks. SchedurksB

include commercial banks, foreign exchange bankslip
sector banks, state co-operative banks and thenagrural
banks. As a bankers’ bank it renders the follovwsagvices:

1.

It holds a part of the cash balances of the commedgd
banks:- Every commercial bank in India is required to
keep with the Reserve Bank a cash balance of set le
than 6% of its demand and time liabilities. Thigeraan

be increased up to 20%. The two main purposes of
maintaining cash reserve by commercial banks are as
follows. Firstly to protect the interest of the dejiors,
secondly to enable the Reserve Bank to accommdiuate
commercial banks on times of difficulties and thirthe
Reserve Bank can control the credit created by the
commercial banks by varying the statutory cashrvese
requirements.

It acts as the clearing house: By acting as clearing
house the Reserve bank helps the member bank® in th
settlement of the mutual indebtedness without maysi
transfer of cash.

It provides cheap remittance facilites to the
commercial banks
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It provides financial accommodation to the commnadrci
banks: - At times of financial crisis the RBIthe lender

of last resort for the commercial banks. Financial
assistance is given by The Reserve bank either by

rediscounting eligible bills or by granting loangaast
approved securities.

D. Control of Credit: -

RBI undertakes the responsibility of controllingdit in
order to ensure internal price stability and praemsufficient
credit for the economic growth of the country. Bratability is
essential for economic development. To control itreRiBI
makes use of both quantitative and qualitative weapby
virtue of the powers given to it by Reserve Bankmafia Act
of 1934 and the Indian Banking Regulation Act o499These
weapons are listed below.

(a) Quantitative weapons
1. Bank rate policy:

Bank rate is the lending rate of central bankislthe
official minimum rate at which central bank of auotry
rediscounts the eligible bills of exchange of tlmnmercial
banks and other financial institutions or grantsrsterm loans
to them. By increasing bank rate, RBI can make baneklit
costlier.

2. Open Market Operations:

RBI Act authorizes the RBI to engage in the pusehaf
securities of central and State Government and sibbr
securities as specified by Central Govt. But by &rde, its
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open market operations are confined to Central Gonent
Securities and to a very limited extend to Stateréaament
Securities. RBI uses this weapon to offset the cess
fluctuations in money market. When there is an ssive
supply of money, RBI sells the securities in thempnarket.
In that way RBI is able to withdraw the excess nyofrem

circulation. But when there is shortage of moneypsuin the
market, it purchases securities from the open nakd as a
result, more money is arrived at for circulation

3. Variable Cash reserve ratio:

Under the RBI Act of 1934, every scheduled and-non
scheduled bank is required to maintain a fixed qgreiage of
total time and demand liabilities as cash resentie RBI. It is
called statutory Cash Reserve Ratio (CRR). An Bmeein
CRR reduces lending capacity of the bank and aedserin
CRR increases the lending capacity. RBI can presaiCRR
ranging up to 15% which is at present 4% (as onl A216).

4. Variable Statutory Liquidity Ratio

According to sec 24 of BRA 1949, every commercial
bank is required to maintain a certain percentdgisaotal
deposits in liquid assets such as cash in hansksexeserve
with RBI, balances with other banks, gold and apedo
Government and other securities. This proportionligdid
assets to total deposits is called SLR. BRA empsvirBI| to
fix the SLR up to 40%. The variation of the SLRn&nded to
reduce the lendable funds in the hands of the caomiate
banks and to check the expansion of bank creditindrease
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in SLR will decrease the lendable funds in the ksand
commercial banks and vice versa. Present rate i@ &L
21.25%. (As on April 2016).

5. Repo Rate and Reverse Repo Rate

Repo rate is the rate at which RBI lends to concrakr
banks generally against government securities. &otuin
Repo rate helps the commercial banks to get money a
cheaper rate and increase in Repo rate discourdges
commercial banks to get money as the rate increasds
becomes expensive. Reverse Repo rate is the ratacit RBI
borrows money from the commercial banks. The irszeia
the Repo rate will increase the cost of borrowing &nding
of the banks which will discourage the public tarbav money
and will encourage them to deposit. As the rateshégh the
availability of credit and demand decreases rewyltio
decrease in inflation. This increase in Repo Ratk Reverse
Repo Rate is a symbol of tightening of the poligg.of April
2016, the repo rate is 6.50 % and reverse repas&ts.

b. Selective credit controls (Qualitative weapons)
1. Credit Ceiling

In this operation RBI issues prior information or
direction that loans to the commercial banks wdl diven up
to a certain limit. In this case commercial bank e tight in
advancing loans to the public. They will allocatars to
limited sectors. Few example of ceiling are agtim@ sector
advances, priority sector lending.
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2. Credit Authorization Scheme

Credit Authorization Scheme was introduced in
November, 1965 when P C Bhattacharya was the chaimwh
RBI. Under this instrument of credit the commert&ahks are
required to obtain the RBI’s prior authorizatiom anctioning
any fresh credit beyond the authorized limits.

3.  Moral Suasion

Moral Suasion is just as a request by the RBIh® t
commercial banks to follow a particular line of iant RBI
may request commercial banks not to give loans for
unproductive purpose which does not add to econgnuiath
but increases inflation.

4. Regulation of margin requirements:

Margin refers to the difference between loan amaunal
the market value of collateral placed to raise lthen. RBI
fixes a lower margin to borrowers whose need ieuorgFor
e.g. if RBI believes that farmers should be finahoegently,
RBI would direct to lower the margin requirement on
agricultural commodities. RBI has used this weapon a
number of times.

5. Issuing of directives:

BRA empowers RBI to issue directives to banks and
banks are bound to comply with such directives. RBI
directives may relate to:

- Purpose for which advance may or may not be made

- Margins requirement
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- Maximum amount of loan that can be sanctioned o an
company, firm or individual

- Rate of interest and other terms and condition®ltich
loans may be given

E  Control of foreign Exchange operations

One of the central banking functions of the RBIthe
control of foreign exchange operations. For thetrabnof
foreign exchange business, the RBI has set up aratep
department called the Exchange Control Department i
September, 1939. This Department has been graniéd w
powers to regulate the foreign exchange businesghef
country. As the central bank of India, it is thegensibility of
the RBI to maintain the external value of the Imdiapee
stable. India being member of the IMF, the RBlaguired to
maintain stable exchange rates between the Indipeerand
the currencies of all other member countries of khéF.
Besides maintaining stable exchange rates, RBlad®oas the
custodian of the foreign exchange reserves of thiatcy. The
foreign exchange reserves of the country held by iRBudes
Euro, U.S. dollars, Japanese yen etc.

RBI also acts as the administrator of exchangerabrit
ensures that the foreign exchange reserves ofduetry are
utilized only for approved purposes and the limifedeign
exchange reserves of the country are conservdatiéduture.

Il.  Supervisory functions

RBI has been given several supervisory powers theer
different banking institutions in the country. Thapervisory
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functions relate to licensing and establishmentanbin
expansion, liquidity of assets, amalgamation, retotion
and liquiditation of commercial banks and co- opeeabanks

lll. Promotional and developmental functions

RBI is also performing promotional and developraént
functions. These functions includes the following

a) Provision of Agricultural Credit: For the promotiaf
agricultural credit RBI has set up a separate deyant called
the Agricultural Credit Department. It. has alsd sp two
funds namely — 1. The National Agricultural Crediong term
operations) and 2. The National Agricultural credit
(stabilization) fund for facilitating Long term, Meim term
and Short term finance for agricultural purposes.

b) Provision for Industrial finance: - RBI has playadrery
significant role in the field of industrial finand®y helping the
setting up of a number of public sector industfialance
corporations that provide short term, medium teamg long
term finance for industrial purpose. These indaktfinance
corporations include 1. Industrial finance Corpamatof India
(IFCI), 2. State Finance Corporations (SFC), Indaist
Development Bank of India (IDBI), 3. Industrial
Reconstruction Corporation of India (IRCI), 4. Rwince
Corporation of India, and 5. Unit Trust of IndiaT(L).

Besides the above RBI also renders the Credit #btee
Scheme which intends to give protection to bankaireg
possible losses in respect of their advances toll ssoale
industrial units.
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c.) Development of Bill Market: - A bill market ia place
where short term bill of 3 month duration are gatigr
discounted or rediscounted. RBI plays a very ingodrtole in
the promotion of Bill Market as a well-developed market is
essential for the smooth functioning of the cregigtem.

d.) Collection and publication of statistics onadintial and
economic matters: - These functions of RBI are ezwaly
useful to the Government in knowing and solving vaeous
economic problems. They are also of immense help to
financial institutions, business and industry aod §eneral
public.

e.) Miscellaneous functions:- RBI has establishening
centers for staff for its own staff and other banRankers’
training college Mumbai, National Institute of Bank
Management Mumbai, Staff Training College Madrasd
College of Agricultural Banking at Pune are thetitn§ons
run by RBI.

EMERGING TRENDS IN BANKING

In 1990’s Indian banking sector saw a great emphas
the replacement of technology with the new innmregi
Banks began to use these new technologes ptovide
better and quick services to the customers at at greeed.
Some of the innovations techniques introduced idiaim
banking sector in post reform era are as follows:

E-Banking

E-banking involves information technology based
banking. Under this I.T system, the banking ses/icee
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delivered by way of a Computer-Controlled SystenmisT
system does involve direct interface with the comrs. The
customers do not have to visit the bank's premises.

Advantages of E-Banking

1. The operating cost per unit services is lower foe t
banks.

2. It offers convenience to customers as they are not
required to go to the bank's premises. There ig hav
incidence of errors.

3. The customer can obtain funds at any time from ATM
machines.

4. The credit cards and debit cards enables the Cestoim
obtain discounts from retail outlets.

5. The customer can easily transfer the funds from one
place to another place electronically.

Popular services covered under E-Banking

Automated Teller Machines,

Credit Cards,

Debit Cards,

Smart Cards,

Electronic Funds Transfer (EFT) System,
Mobile Banking,

Internet Banking,

Tele-banking

Home banking

Demat facility

Cheques Truncation Payment System

© o N OAONE

N =
= o
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1. Automated Teller Machine:

An ATM is a computerized Tele-communication device
which provides the customers the access to finhncia
transactions in public places without human intention. It
enables the customers to perform several bankimgatipns
such as withdrawals of cash, request of mini- siaté etc.
The advantages of ATM are:

1. ATM provides 24 hours service: ATMs provide service
round the clock. The customer can withdraw cashtaim
certain a limit during any time of the day or night

2. ATM gives convenience to bank's customers : ATMs
provide convenience to the customers. Now- a-dayd/s are
located at convenient places, such as at the ais,p@ailway
stations, etc. and not necessarily at the Bankmises.

3. ATM reduces the workload of bank's staff.. ATMs
reduce the work pressure on bank's staff and avpidses in
bank premises.

4. ATM provide service without any error: ATMs provide
service without error. The customer can obtain £aatount.
There is no human error as far as ATMs are conderne

5. ATM is very beneficial for travellers: ATMs are gfeat
help to travellers. They need not carry large anmhaincash
with them.

6. ATM may give customers new currency notes: The
customer also gets brand new currency notes fromlATn
other words, customers do not get soiled notes #aivs.
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7. ATM provides privacy in banking transactions: Mast
all, ATMs provide privacy in banking transaction$ the
customer.

2. Electronic Transfer of Funds:

This is an electronic debit or credit of customacsount.
Bank customers can buy goods and services withatihg
cash by using credit or debit cards. There cardsisasued to
the customers by the bankers. This system worksa gin
(personal identification number).

The Customer swipes the card by using the carderea
device to make the transactions. The developmealectronic
banking and internet banking helped the custoneenstitize
their services.

3. Tele-Banking:

It is increasingly used in these days. It is aiveey
channel for marketing, banking services. A custocar do
non-cash business related banking over the phopehame
and at any time. Automatic voice recorders are ufed
rendering tale-banking services.

4.  Mobile Banking:

It is another important service provided by thenksa
recently. The customers can utilize it with thephef a cell
phone. The bank will install particular softwaredgprovide a
password to enable a customer to utilize this servi

5.  Home Banking:

It is another important innovation took place mdiban
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banking sector. The customers can perform a no. of
transactions from their home or office. They caraththe
balance and transfer the funds with the help elephone. But

it is not that popularly utilized in our country.

6. Internet Banking:

It is the recent trend in the Indian banking sedtds the
result of development took place in informationhiealogy.
Internet banking means any user or customer witisopel
computer and browser can get connected to his basksite
and perform any service possible through electroleiivery
channel. There is no human operator present inré¢heote
location to respond. All the services listed in thenu of bank
website will be available.

7. Demate Banking:

It is nothing but de-materialization. This is acest
extant in the Indian banking sector. The customieo wants
to invest in stock market or in share and stockdse®
maintain this account with the commercial banks.e Th
customer needs to pay certain annual charges tbathies for
maintaining this type of accounts.

8. Credit Cards

A credit card is a small plastic card issued tersias a
system of payment. It allows its holder to buy goahd
services based on the holder's promise to payhfset goods
and services. The issuer of the card creates drmegaccount
and grants a line of credit to the consumer (oruber) from
which the user can borrow money for payment to acheant
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or as a cash advance to the user. A credit catiffegent from
a charge card: a charge card requires the balanoe paid in
full each month. In contrast, credit cards allow donsumers a
continuing balance of debt, subject to intereshdpeharged. A
credit card also differs from a cash card, which ba used
like currency by the owner of the card. Most cremditds are
issued by banks or credit unions.

9. Debit Card

A debit card (also known as a bank card or chec#)ds
a plastic card that provides the cardholder elaeatraccess to
his or her bank account/s at a financial institutiSome cards
have a stored value against which a payment is maklie
most relay a message to the cardholder's bank tiodraiwv
funds from a designated account in favour of thgeps
designated bank account. The card can be used as an
alternative payment method to cash when makinghhases.
In some cases, the cards are designed exclusigelyse on
the Internet, and so there is no physical cardndny countries
the use of debit cards has become so widespreadhbia
volume of use has overtaken or entirely replaced dheck
and, in some instances, cash transactions. Likéitccards,
debit cards are used widely for telephone and reter
purchases. However, unlike credit cards, the fyraid using a
debit card are transferred immediately from therdxes bank
account, instead of having the bearer pay backnbeey at a
later date.
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Credit Card Vs Debit Card

Credit card Debit card
It is a “pay later product” | Itis “pay now produc

2 | The card holder can avail Customers account is debi
of credit for 30-45 days | immediately

3 | No sophisticated Sophisticated communication
communication system is| network/ system is required
required for credit card | for debit card operation (eg.
operation ATM)

4 | Opening bank account an@®pening bank account and
maintaining required maintaining required amount
amount are not essential | are essential

5 | Possibility of risk of fraud Risk is minimised through
is high using PIN

10. Smart Card

A smart card resembles a credit card in size daghes
but inside it is completely different. First of ,all has an inside
-- a normal credit card is a simple piece of ptasiihe inside
of a smart card usually contains an embedded migcegsor.
The microprocessor is under a gold contact padnensade of
the card.

Smarts cards may have up to 8 kilobytes of RAMg 34
kilobytes of ROM, 256 kilobytes of programmable ROamd
a 16-bit microprocessor.

The most common smart card applications are:

0 Credit cards

School of Distance Education, University of Calic 83



BCM4A14/BBA4A14: Banking and Insurance

Electronic cash

Computer security systemsWireless communication
Loyalty systems (like frequent flyer pointS)Banking
Satellite TV

Government identification

o O O O O

11. Cheques Truncation Payment system (CTPS)

Truncation is the process of stopping the flowtlo#
physical cheque issued by a drawer to the drawaechr The
physical instrument will be truncated at some peim route to
the drawee branch and an electronic image of trexueh
would be sent to the drawee branch along with #evant
information like the MICR fields, date of presemat
presenting banks etc. Thus with the implementatibcheque
truncation, the need to move the physical instrus@eross
branches would not be required, except in excegtion
circumstances. This would effectively reduce theetrequired
for payment of cheques, the associated cost o$itrand delay
in processing, etc., thus speeding up the processllection
or realization of the cheques.

12. Social Banking

Social banking means banking policy to meet theaso
economic obligations of the country. It includebedtion of
credit according to the requirements of the planeeashomic
development of the country.

13. No frills Account

Now a day, RBI has advised the banks to allow [setap
open no-frills accounts, i.e., accounts with nildnae or very
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low minimum balance.
14. Off-shore Banking

Off-shore bank is a bank located outside the cguit
residence of the depositor , typically in a low t@ea that
provides financial and legal advantages.

15. Banking Ombudsman Scheme

16. Capital Adequacy Norms

School of Distance Education, University of Calic 85



BCM4A14/BBA4A14: Banking and Insurance
MODULE 2
NEGOTIABLE INSTRUMENTS

Definition of a Negotiable Instrument

The law relating to negotiable instruments is aoréd in
the Negotiable Instruments Act, 1881. It is an Axtdefine
and amend the law relating to promissory noteds lnf
exchange and cheques.

The Act does not affect the custom or local usatsing
to an instrument in oriental language i.e., a Hundi

The term’negotiable instrument”means a document
transferable from one person to another. HowewerAitt has
not defined the term. It merely says that "A .negue
instrument” means a promissory note, bill of exderor
cheque payable either to order or to bearer. [&edtB(1)]

A negotiable instrument may be defined as "an
instrument, the. property in which is acquired Imy@ne who
takes itbona fide,and for value, notwithstanding any defect of
title in the person from whom he took it, from wiiit follows
that an instrument cannot be negotiable unlessstch and in
such a state that the true owner could transfecctmeract or
engagement contained therein by simple delivery of
instrument”

The Act recognizes only three types of instrumeigs a
Promissory Note, a Bill of. Exchange and a Chegse a
negotiable instruments. However, it does not méan other
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instruments are not negotiable instruments provithed they
satisfy the following conditions of negotiability:

1. The instrument should be freely transferable by the
custom of trade. Transferability may be by (i) dety or (ii)
endorsement and delivery.

2. The person who obtains it in good faith and for
consideration gets it free from all defects and sa@ upon it
in his own name.

3. The holder has the right to transfer. The negdttgbi
continues till the maturity.

Important Characteristics of Negotiable Instruments

Following are the important characteristics of oteaple
instruments:

(1) The holder of the instrument is presumed to beotineer
of the property contained in it.

(2) They are freely transferable.

(3) A holder in due course gets the instrument freenfedl
defects of title of any previous holder. (4)Thedw®sl in due
course is entitled to sue on the instrument irolhia name.

(5) The instrument is transferable till maturity andcase of
cheques till it becomes stale (on the expiry of @nths from
the date of issue).

(6) Certain equal presumptions are applicable to all
negotiable instruments unless the contrary is grove
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Classification of Negotiable Instruments
The negotiable instruments may be classified agmun
(1) Bearer Instruments

A promissory note, bill of exchange or chequeadggble
to bearer when (i) it is expressed to be so payaliléi) the
only or last endorsement on the instrument is aloeement
in blank, A person who is a holder of a bearerrumaent can
obtain the payment of the instrument.

(2) Order Instruments

A promissory note, bill of exchange or chequeaggble
to order (i) which is expressed to be so payabiéiiovhich is
expressed to be payable to a particular person,daed not
contain any words prohibiting transfer or indicgtiran
intention that it shall not be transferable.

(3) Inland Instruments (Section 11)

A promissory note, bill of exchange or cheque draw
made in India, and made payable, or drawn uponpanson,
resident in India shall be deemed to be an inlastrument.
Since a promissory note is not drawn on any peraonnland
promissory note is one which is made payable imalr8lubject
to this exception, an inland instrument is one Whsceither:

a. drawn and made payable in India, or
b. drawn in India upon some persons resident theesien
though it is made payable in a foreign country.

(4) Foreign Instruments

An instrument which is not an inland instrumers, i
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deemed to be a foreign instrument. The essentiadsfareign
instrument include that:

(i) it must be drawn outside India and made payablsideit
or inside India; or

(i) it must be drawn in India and made payable outsida
and drawn on a person resident outside India.

(5) Demand Instruments (Section 19)

A promissory note or a bill of exchange in whiahtime
for payment is specified is an instrument payablelemand.

(6) Time Instruments

Time instruments are those which are payable at

sometime in the future. Therefore, a promissoryermta bill
of exchange payable after a fixed period, or aftght, or on
specified day, or on the happening of an event lwlicertain
to happen, is known as a time instrument. The esgwa
"after slight” in a promissory note means that theeyment
cannot be demanded on it unless it has been showhet
maker. In the case of bill of exchange, the exjpoes%after
sight" means after acceptance, or after noting ton-
acceptance or after protest for non-acceptance.

Ambiguous Instruments (Section 17)

An instrument, which in form is such that it mather
be treated by the holder as a bill or as a notapiambiguous
instrument. Section 5(2) of the English Bills ofdBange Act
provides that where in a bill, the drawer and trenete are the
same person or where the drawee is a fictitiousgmeor a
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person incompetent to contract, the holder mayt ttba
instrument, at his option, either as a bill of extaope or as a
promissory note.

Bill drawn to or to the order of the drawee ordyyagent
on his principal, or by one branch of a bank ontlagoor by
the direction of a company or their cashier are alsbiguous
instruments. A promissory note addressed to a thedson
may be treated as a bill by such person by acagptimhile a
bill not addressed to anyone may be treated asta But
where the drawer and payee are shene e.g.where A draws
a bill payable to A's order, it is not an ambiguaustrument
and cannot be treated as a promissory note. Ongestanment
has been treated either as a bill or as a natanitot be treated
differently afterwards.

Inchoate or Incomplete Instrument (Section 20)

When one person signs and delivers to anotherparpa
stamped in accordance with the law relating to tiegke
instruments, and either wholly blank or having terit thereon
an incomplete negotiable instrument, he therebggjwrima
facie authority to the holder thereof to make or complete
the case may be ,upon it a negotiable instrumemt,ahy
amount specified therein, and not exceeding the uaitno
covered by the stamp. Such an instrument is caltethchoate
instrument. The person so signing shall be liaenusuch
instrument, in the capacity in which he signs tams, to any
holder in due course for such amount. provided tioaperson
other than a holder in due course shall recoven fitee person
delivering the instrument anything in excess of #mount
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intended by him to be paid thereon.

The authority to fill up a blank or incomplete tinsnent
may be exercised by any "holder" and not only tre¢ holder
to whom the instrument was delivered. The persgniisg and
delivering the paper is liable both to a "holdenda "holder-
in-due-course”. But there is a difference in theaspective
rights. A "holder" can recover only what the persagning
and delivering the paper agreed to pay under thguiment,
while a "holder-in- due-course" can recover the tamount
made payable by the instrument provided that dosered by
the stamp, even though the amount authorised wakesm

Kinds of Negotiable Instruments

The Act recognises only three kinds of negotiable
instruments under Section 13 but it does not exchuty other
negotiable instrument provided the instrument lestia person
to a sum of money and is transferable by delivirstruments
written in oriental languagese. hundis are also negotiable
instruments. These instruments are discussed below:

()  Promissory Notes

A "promissory note" is an instrument in writingofn
being a bank note or a currency note) containing an
unconditional undertaking, signed by the maker &y @
certain sum of money to, or to the order of, aaerperson, or
only to bearer of the instrument. (Section 4)

Parties toa Promissory Note:

A promissory note has the following parties:
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(@) The makerithe person who makes or executes the note
promising to pay the amount stated therein.

(b) The payeeone to whom the note is payable.

(c) The holder:is either the payee or some other person to
whom he may have endorsed the note.

(d) The endorser.
(e) The endorsee.
Essentialso/a Promissory Note:

To be a promissory note. an instrument must pegbes
following essentials:

(@ It must be in writing. An oral promise to payl not do.

(b) It must contain an express promise or clear unkiega

to pay. A promise to pay cannot be inferred. A mere
acknowledgement of debt is not sufficient. If A ted to B "I
owe you (1.0.U.) Rs. 500", there is no promise &y pnd the
instrument is not a promissory note.

(c) The promise or undertaking to pay must be
unconditional. A promise to pay "when able"”, or ‘S&®n as
possible”, or "after your marriage to 1?", is cdmahal. But a
promise to pay after a specific' time or on thegsagng of an
event which must happen, is not conditional, d.grémise to
pay Rs. 1,000 ten days after the death of B", ouaditional.

(d) The maker must sign the promissory note in tokearof
undertaking to pay to the payee or his order.

(e) The maker must be a certain person, Le., the not& m
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show clearly who is the person engaging himsetfap.

() The payee must be certain. The promissory note must
contain a promise to pay to some person or pesscertained
by name or designation or to their order.

(g) The sum payable must be certain and the amount. must
not be capable of contingent additions or subtpasti If A
promises to pay Rs. 100 and all other sums whicall sh
become due to him, the instrument is not a promyssote.

(h) Payment must be in legal money of the country. Thus
promise to pay Rs. 500 and deliver 10 quintalsca is not
a promissory note.

(i) It must be properly stamped in accordance with the
provisions of the Indian Stamp Act. Each stamp nigstuly
cancelled by maker's signature or initials.

() It must contain the name of place, number and #te d
on which it is made.

However, their omission will not render the insbtent
invalid, e.qg. if it is undated, it is deemed todaed on the date
of delivery.

Note: A promissory note cannot be made payable or istued
bearer, no matter whether it is payable on demanaffter a
certain time

(Section 31 of the RBI Act).
(i)  Bills of Exchange

A "bill of exchange" is an instrument in writing
containing an unconditional order, signed by thekena
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directing a certain persdo paya certain sum of money only
to or to the order of, a certain person or to the dreaf the
instrument. (Section 5)

The definition of a bill of exchange is very siarilto that
of a promissory note and for most of the casesules which
apply 10 promissory notes are in general applicdbldills.
There are however, certain important points of imision
between the two.

Parties to bills of exchange
The following are parties to a bill of exchange:
(@) The Drawer:the person who draws the bill.
(b) The Draweethe person on whom the bill is drawn.

(c) The Acceptorone who accepts the bill. Generally, the
drawee is the acceptor but a stranger may acceptbehalf of
the drawee.

(d) The payeeone to whom the sum stated in the bill is
payable, either the draweror any other person nmaythe
payee.

(e) The holder:is either the original payee or any other
person to whom, the payee has endorsed the bidase of a
bearer bill, the bearer is the holder.

(H The endorser:when the holder endorses the bill to
anyone else he becomes the endorser.

(@) The endorseas the person to whom the bill is endorsed.

(n) Drawee in case of needBesides the above parties.
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another person called the "drawee in case of neady, be
introduced at the option of the drawer. The namewth a
person may be inserted either by the drawer omlyyeadorser
in order that resort may be had to him in caseesdn i.e.,
when the bill is dishonoured by either non-acceggaor non-
payment.

(i) Acceptor for honour: Further, any person may
voluntarily become a party to a bill as acceptopekson, who
on the refusal by the original drawee to accepthitieor to
furnish better security, when demanded by the gptarcept
the bill supra protest irorder to safeguard the honour of the
drawer or any endorser, is called the acceptondoour.

Essentials ofa Bill of Exchange:
(1) It must be in writing.

(2) It must contain an unconditional order to pay mooely
and not merely a request

(3) It must be signed by the drawer.
(4) The parties must be certain.
(5) The sum payable must also be certain.

(6) It must comply with other formalities e.g. stampsje,
etc.

Distinction between Bill of Exchange and PromissoNote

The following are the important points of distioct
between a bill of exchange and a promissory note:

(@) A promissory note is a two-party instrument, with a
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maker (debtor) and a payee (creditor). In a bikré are three
parties-drawer, drawee and payee, though any twafthe

three capacities may be filled by one and the saengon. In a
bill; the drawer is the maker who orders the drateepay the
bill to a person called the payee or to his ord&hen the
drawee accepts the bill he is called the acceptor,

(b) A note cannot be made payable to the maker himself,
while in a bill, the drawer and payee may be thmesperson.

(c) A note contains an unconditional promise by the enak
to pay to the payee

or his order; in a bill there is an unconditionatler to the
drawee to pay according to the directions of treever.

(d) A note is presented for payment without any prior
acceptance by the maker. A bill payable after sighst be
accepted by the drawee or someone else on hisftetiate it
can be presented for payment.

(e) The liability of the maker of a pro-note is primaand
absolute, but the liability of the drawer of a bgl secondary
and conditional.

(H  Foreign bill must be protested for dishonour butsoch
protest is necessary in the case of a note.

() When a bill is dishonoured, due notice of dishonsuo

be given by the holder to the drawer and the ingeliate

endorsee, but no such notice need to be giveneirtdke of a
note.

(h) A bill can be drawn payable to bearer providedinot
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payable on demand. A promissory note cannot be made
payable to be3rer, even if it is made payable etlserthan on
demand.

How Bill of Exchange Originates- Forms of Bills of
Exchange

Bills of exchange were originally used for paymeit
debts by traders residing in one country to anotttamtry
with a view to avoid transmission of coin. Now-aydgldhey are
used more as trade bills both in connection witinestic trade
and foreign trade and are called inland bills amebifyn bills
respectively.

Inland Bills (Sections 11 and 12)

A bill of exchange is an inland instrument if & (i)
drawn or made and payable in India, or (ii) drawnindia
upon any person who is a resident in India, eveundh it is
made payable in a foreign country. But a promissantg to be
an inland should be drawn and payable in Indiat &as no
drawee.

Two essential conditions to make an inland insenm
are:

(1) the instrument must have been drawn or made irajndi
and

(2) the instrument must be payable in India or the émaw
must be in India.

Examples:A bill drawn in India, payable in USA, upon a
person in India is an
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inland instrument. A bill drawn in India and payabh India
but drawn on a person in USA is also an inlandrimsént or
made in India

Foreign Bills

All bills which are not inland are deemed to beefgn
bills. Normally foreign bills are drawn in setstbfee copies.

Trade Bill

A bill drawn and accepted for a genuine tradedaation
is termed as a trade bill. When a trader sells gawdcredit, he
may make use of a bill of exchange. Suppose A g@itsls
worth Rs. 1,000 to B and allows him 90 days tim@ay the
price, A will draw a bill of exchange on B, in tliellowing
terms: "Ninety days after date pay A or order, sben of one
thousand rupees only for value received”. A wigrsthe bill
and then present it to B for acceptance. This icessary
because, until a bill is accepted by the drawedody has
either rights or obligations. If B agrees to obleg brder of A,
he will accept the bill by writing across its fatee word
"accepted” and signing his name underneath and then
delivering the bill to the holder. B, the draweewnbecomes
the acceptor of the bill and liable to its holde3sch a bill is a
genuine trade bill.

Accommodation Bill

All bills are not genuine trade bills, as they aféen
drawn for accommodating a party. An accommodatitinsba
bill in which a person lends or gives his name hiige a
friend or some person whom he knows or otherwisenther
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words, a bill which is drawn, accepted or endorsgithout
consideration is called an accommodation bill. Tety
lending his name to oblige the other party is knoaenthe
accommodating or accommodation party, and the psoty
obliged is called the party accommodated. An accodation
party is not liable on the instrument to the patgommodated
because as between them there was no considegattthe
instrument was merely to help, But the accommodaparty
is liable to a holder for value, who takes the awcwmdation
bill for value, though such holder may not be adeolin due
course. Thus, A may be in need of money and apprbac
friends B and C who, instead of lending the monegady,
propose to draw an "Accommodation Bill" in his favan the
following form:

"Three months after date pay A or order, the sim o
Rupees one thousand only'

B
To
C

If the credit of Band C is .good, this device dralA to
get an advance of Rs. 1,000 from his banker atdhemercial
rate of discount. The real debtor in this caseoisGy but A the
payee who promises to reimburse C before the pefiaddree
months only. A is here the principal debtor and d#&h are
mere sureties. This inversion of liability affords good
definition of an accommodation bill "If as betweitie original
parties to - the bill the one who shogldma facie be principal

School of Distance Education, University of Calic 99



BCM4A14/BBA4A14: Banking and Insurance

is in. fact the surety whether he be drawer, accepir
endorser, that bill is an accommodation bill".

Bank Draft

A bill of exchange is also sometimes spoken c dsaft.

It is called as a bank draft when a bill of exchamigawn by
one bank on another bank, or by itself on its owambh, and
is a negotiable instrument. It is very much like ttheque with
three points of distinction between the two. A bain&ft can
be drawn only by a bank on another bank, usuadlyoivn
branch. It cannot so easily be counter-mandedartinot be
made payable to bearer.

To

Specimen of Bank Draft

A.B.C. Bank
X.Y.Z. Branch

On demand pay 'A’ or order the sum of rupees one
thousand five hundred only for value received.

Rs. 1,5007-
Sd./

Manager

'B’ Brunch, (Place)

In the above demand draft the drawer is X.Y.Z.nN8ha

the drawee is 'B' branch and the payee is 'A'.
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Cheques

Section 6 of the Act provides that a cheque isllaob
exchange drawn on a specified banker, and not ssgdeto be
payable otherwise than on dema&imply stated, a cheque is
a bill of exchange drawn on a bank payable alwaydemmand.
Thus, a cheque is a bill of exchange with two adadél
gualifications, namely: (i) it is always drawn orbanker, and
(i) it is always payable on demand. A cheque beirgpecies
of a bill of exchange, must satisfy all the reqoiemnts of a bill;
it does nothowever, require acceptance.

Note: By virtue of Section 31 of the Reserve Barfknalia
Act, no bill of exchange or hundi can be maokeyable to
bearer on demandnd no promissory note orbank druft can
be mude payable to bearer at all, whether on denwnrafier
a specified time. Only a cheque can be payableetrds on
demand.

Parties toa cheque
The following are the parties to a cheque:
(@) The drawerThe person who draws the cheque.

(b) The drawee:The banker of the drawer on whom the
cheque is drawn.

(c) (d), (e) and (f) The payee, holder, endorser ambesee:
same as in the case of a bill.

Essentials ofa Cheque
(1) Itis always drawn on a banker.

(2) Itis always payable on demand.

School of Distance Education, University of Calic 101



BCM4A14/BBA4A14: Banking and Insurance

(3) It does not require acceptance. There is, howeaer,
custom among banks to mark cheques as good for
purposes of clearance.

(4) A cheque can be drawn on bank where the drawearhas
account.

(5) Cheques may be payable to the drawer himself. ytimea
made payable to bearer on demand unlike a billrmte.

(6) The banker is liable only to the drawer. A holdgas no
remedy against the banker if a cheque is dishodoure

(7) A cheque is usually valid for fix months. Howevielis
not invalid if it is post dated or ante- dated.

(8) No Stamp is required to be affixed on cheques.
Distinction between Cheques and Bills of Exchange

As a general rule, the provisions applicable tbs bi
payable on demand apply to cheques, yet thereeargbints
of distinction between the two, namely:

(@) A cheque is a bill of exchange and always drawraon
banker, while a bill may be drawn on anyone, incigd
banker.

(b) A cheque can only be drawn payable on demand,la bil
may be drawn payable on demand, or on the expira of
specified’ period after sight or date.

(c) A bill payable after sight must be accepted before
payment can be demanded, a cheque does not require
acceptance and is intended for immediate payment.
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(d) A grace of 3 days is allowed in the case of timiés bi
while no grace is given. in the case of a chequepdyment.

(e) The drawer of a bill is discharged, if it is noepented
for payment, but the drawer of a cheque is disdthanly if
he suffers any damage by delay in presentmentapmpnt.

() Notice of the dishonour of a bill is necessary, bat in
the case of a cheque.

(g) The cheque being a revocable mandate, the autimoay
be revoked by countermanding payment, and is déetedrby
notice of the customer's death or insolvency. Thisot so in
the case of bilt

(h) A cheque may be crossed, but not a bill

A cheque is a bill of exchange drawn on a spetifie
banker and always payable on demand. A chequewiayal
drawn on a particular banker and is always payaie
demand. Consequently, all cheques are bills of angh but
all bills are not cheques.

Specimen of a Cheque

ABC Bank
Date

Pay 'A; or the bearer

sum of rupees e e -only.

R§------- /-

Alc NO----—--- | [ S—
Sd/-
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Comparison Chart

Basis for .

. . Cheque Demand Draft

Comparison
Cheque is a negotiable instrument which contains Demand Draft is a negotiable

Meaning an order to the bank, signed by the drawer, to pay a instrument used for the transfer of
certain sum of money to a specified person. money from one place to another.

. Always payable to order of a certain
Payment Payable either to order or to bearer. ays payd o

person.
Issuance Cheque is issued by an individual. Demand Draft is issued by a bank.
Bank Charges No Yes
Drawer Customer of the bank. Bank itself.
Parties . .
Three Parties- Drawer, Drawee, Payee. Two Parties- Drawer, Payee.
Involved ’
. Yes, due to insufficient balance or other similar
Dishonour No

reasons.

Banker

A banker is one who does banking business. Sebfion
of the Banking Regulation Act, 1949 defines bankias)
"accepting for the purpose of lending or investmeot
deposits of money from the public, repayable on atsmor
otherwise and withdrawable by cheque, draft or rvilse."
This definition emphasises two points: (1) that fivenary
function of a banker consists of accepting of deépdsr the
purpose of lending or investing the same; (2) thatamount
deposited is repayable to the depositor on demaadamrding
to the agreement. The demand for repayment can dme m
through a cheque, draft or otherwise, and not mdrgliverbal
order.
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Customer

The term "customer" is neither defined in Indiaor m

English statutes. The general opinion is that @ocoer is one
who has an account with the bank or who utilisessthrvices
of the bank.

The special features of the legal relationshipvbenh the

banker and the customer may be termed as the tibhgaand
rights of the banker. These are:

1.
2.

Obligation to honour cheques of the customers.

Obligation to collect cheques and drafts on bebhthe
customers.

Obligation to keep proper record of transactionth ihe
customer.

Obligation to comply with the express standing
instructions of the customer.

Obligation not to disclose the state of customartount
to anyone else.

Obligation to give reasonable notice to the custorife
the banker wishes to close the account.

Right of lien over any goods and securities baitetdim
for a general balana® account.

Right of set off and right of appropriation.

Right to claim incidental charges and interestesrples
and regulations of the bank as communicated to the
customer at the time of opening the account.
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Liability of a Banker

By opening a current account of a customer, thekdra
becomes liable to his debtor to the extent of thunt so
received in the said account and undertakes to urotice
cheques drawn by the customer so long as he hoftisient
funds to the customer's credit. If a banker, withou
justification, fails to honour this customer's ches, he is
liable to compensate the drawer for any loss or adgm
suffered by him. But the payee or holder of theqgcieehas no
cause of action against the banker as the obligadidnonour a
cheques is only towards the drawer.

The banker must also maintain proper and accurate
accounts of credits and debits. He must honour equh
presented in due course. But in the following aistances, he
mustrefuse to honour a cheque and in some others hedmay
so.

8. When Banker must Refuse Payment

In the following cases the authority of the banker
honour customer's cheque comes to an endnustrefuse to
honour cheques issued by the customer:

(&) When a customer countermands payment Le., where or
when a customer, after issuing a cheque issues
instructions not to honour it, the banker mustpent it.

(b) When the banker receives notice of customer’s death
(c) When customer has been adjudged an insolvent.

(d) When the banker receives notice of customer's itysan
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(e) When an order (e.g., Garnishee Order) of the Court,
prohibits payment.

(N  When the customer has given notice of assignofeht
credit balance of his account.

() When the holder's title is defective and the bamkenes
to know of it.

(h) When the customer luis given notice for closing his
account.

When Banker may Refuse Payment

In the following cases the banker may refuse tp pa
customer's cheque:

(@) When the cheque is post-dated.

(b) When the banker has not sufficient funds of thevera
with him and there is no communication betweenhbidek and
the customer to honour the cheque.

(c) When the cheque is of doubtful legality.

(d) When the cheque is not duly presented, e.g., it is
presented after banking hours.

(e) When the cheque on the face of it is irregular, igondus
or otherwise materiallgltered.

(H When the cheque is presented at a branch wtiere
customer has no account.

() When some persons have joint account and the cheque
not signed jointly by all or by the survivors okth.

(h) When the cheque has been allowed to become stle, L
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it has not beepresented within six months of the date
mentioned on it.

Protection of Paying Banker (Sections 10, 85 arg) 12

Section 85 lays down that where a cheque payable t
order purports to be endorsed by or on behalfth@fpayee the
banker is discharged by payment in due course.ddedebit
the account of the customer with the amount evengh the
endorsement turns out subsequently to have begadpor the
agent of the payee without authority endorsed ibehalf of
the payee. It would be seen that the payee incladdsrsee.
This protection is granted because a banker cdrmekpected
to know the signatures of all the persons in theldvdie is
only bound to know the signatures of his own cugi@n

Therefore, the forgery of drawer's signature wibt
ordinarily protect the banker but even in this ¢abe banker
may debit the account of the customer, if it caovshhat the
forgery was intimately connected with the negligerd the
customer and was the proximate cause of loss.

In the case of bearer cheques, the rule is thaé @n
bearer cheque, always a bearer cheque. Where fdiera
cheque originally expressed by the drawer himselfbe
payable to bearer, the banker may ignore any eadwmst on
the cheque. He will be discharged by payment in cuese.

But a cheque which becomes bearer by a subsequent
endorsement in blank is not covered by this Secttohanker

is discharged from liability on a crossed chequedfmakes
payment in due course.
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Payment in due CoursgSection 10)

Any person liable to make payment under a negletiab
instrument, must make the payment of the amount due
thereunder in due course in order to obtain a vdisdharge
against the holder.

A payment in due course means a payment in accoeda
with the apparent tenor of the instrument, in gdaith and
without negligence to any person in possessiorettier

A payment will be a payment in due course if:

(@ it is in accordance with the apparent tenor of the
instrument, i.e. according to what appears on #ue fof the
instrument to be the intention of the parties;

(b) it is made in good faith and without negligenced an
under circumstances

which do not afford a ground for believing that therson to
whom it is made is not entitled to receive the anpu

(c) it is made to the person in possession of theunstnt
who is entitled as holder to receive payment;

(d) payment is made under circumstances which do not
afford a reasonable ground believing that he isemtitled to
receive payment of the amount mentioned in therunstnt;

and

(e) paymentis made in money and money only.

Under Sections 10 and 128, a paying banker makarygpnt
in due course is protected.

School of Distance Education, University of Calic 109



BCM4A14/BBA4A14: Banking and Insurance

Collecting Banker

Collecting Banker is one who collects the proceefda
cheque for a customer. Although a banker colléwtptroceeds
of a cheque for a customer purely as a matterrofcee yet the
Negotiable Instruments Act, 1881 indirectly imposé&stutory
obligation, statutory in nature. This is evidenbnfr Section
126 of the Act which provides that a cheque beaaitigeneral
crossing" shall not be paid to anyone other tharkéaand a
cheque which is "specially crossed" shall not ba&l ga a
person other than the banker to whom it is cros$éds, a
paying banker must pay a generally crossed cheglyeto a
banker thereby meaning that it should be colletg@nother
banker. While so collecting the cheques for a custp it is
quite possible that the banker collects for a aqusto proceeds
of a cheque to which the customer had no titleast.fIn such
cases, the true owner may sue the collecting baider
"conversion”. At the same time, it cannot be expaadf a
banker to know or to ensure that all the signatapsearing in
endorsements on the reverse of the cheque arengeritie
banker is expected to be conversant only with itpeasures of
his customer. A customer to whom a cheque has been
endorsed, would request his banker to collect guwheln the
event of the endorser's signature being provecetéoiped at
later date, the banker who collected the proceldsld not be
held liable for the simple reason that he has merellected
the proceeds of a cheque. Section 131 of the Nageti
Instruments Act affords statutory protection in lsuz case
where the customer's title to the cheque whichbingker has
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collected has been questioned. It reads as follows:

"A banker who has in good faith and without negige
received payment for a customer of a cheque cragseerally
or specifically to himself -shall not, in case ttige to the
cheque proves defective, incur any liability to thee owner
of the cheque by reason of only having receiveth gayment.

Explanation: A banker receives payment of a crossed cheque
for a customer within the meaning of this section
notwithstanding that he credits his customer's actwith the
amount of-the cheque before receiving payment ttiére

The requisites of claiming protection under Setti@1
are as follows:

(i) The collecting banker should have acted in gooth fai
and without negligence. An act is done in goochfarhen it is
done honestly. The plea of good faith can be redutin the
ground of recklessness indicative of want of propme and
attention. Therefore, much depends upon the fddiseocase.
The burden of proving that the cheque was colleategiood
faith and without negligence is upon the bankeinalag
protection. Failure to verify the regularity of emdements,
collecting a cheque payable to the account of tmpany to
the credit of the director, etc. are examples gligence.

(i) The banker should have collected a crossed chegue,
the cheque should have been crossed before it tahim for
collection.

(i) The proceeds should have been collected for a mesto
i.e., a person who has an account with him.
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(iv) That the collecting banker has only acted as antagfe
the customer. If he had become the holder for vatbe
protection available under Section 131 is forfeit@tiere for
instance, the banker allows the customer to withdthe
amount of the cheque before the cheque is collemtedhere
the cheque has been accepted in specific reducioan
overdraft, the banker deemedo have become the holder for
value and the protection is lo®ut the explanation to Section
131 says that the mere crediting of the amounhé¢oaiccount
does not imply that the banker has become a hédderalue
because due to accounting conveniences the bardsecradit
the account of the cheque to the customer's acceuven
before proceeds thereof are realised.

Overdue, Stale or Out-of-date Cheques

A cheque is overdue or becomes statute-barredthfee
years from its due date of issue. A holder canwet an the
cheque after that time. Apart from this provisitre holder of
a cheque is required to present it for payment iwith
reasonable time, as a cheque is not meant for imuef
circulation. In India, a cheque, which has beeriroulation
for more than six months, is regarded by bankestas. If, as
a result of any delay in presenting a cheque, thever suffers
any loss, as by the failure of the bank, the draweischarged
from liability to the holder to the extent of thardage.

Liability of Endorser

In order to charge an endorser, it is necessaprdsent
the cheque for payment within a reasonable timesafelivery
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by such endorser. 'A' endorses and delivers a ehtxB, and
B keeps it for an unreasonable length of time, &meh
endorses and delivers it to C. C presents it fgnnt within
a reasonable time after its receipt by him, andisit
dishonoured. C can enforce payment against B buagainst
A, asquaA, the cheque has become stale.

Rights of Holder against Banker

A banker is liable to his customer for wrongfusiibnour
of his cheque but it is not liable to the payeehoider of the
cheque. The holder has no right to en.tOrce payrnent the
banker except in two cases, namely, (i) where tiiden does
not present the cheque within a reasonable tinee sue, and
as a result the drawer suffers damage by the éaidirthe
banker in liquidation proceedings; and (ii) wheemker pays a
crossed cheque by mistake over the counter, hahie Ito the
owner for any loss occasioned by it.

Crossing of Cheques

A cheque is either "open" or "crossed". An opeadqtte
can be presented by the payee to the paying bamnkkis paid
over the counter. A crossed cheque cannot be pacb®athe
counter but must be collected through a banker.

A crossingis a direction to the paying banker to pay the
money generally to a banker or to a particular ban&nd not
to pay otherwise. The object of crossing is to Ee@ayment
to a banker so that it could be traced to the persceiving the
amount of the cheque. Crossing is a direction & pghying
banker that the cheque should be paid only to &dvaor a
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specified banker. To restrain negotiability, aduitiof words
"Not Negotiable" or "Account Payee Only" is necegsa

crossed bearer cheque can be negotiated by delaedy
crossed order cheque by endorsement and deliveogsitg
affords security and protection to the holder @f ticheque.

Modes of Crossing (Sections 123-131A)

There are two types of crossing + which may be used on
cheque, namely: (i) General,

and (i) Special. To these may ol be added
another 7 type, ’ '
Specimen o& general crossing Specimen of a special sing

Le. Restrictive crossing.

It is general crossing where a cheque bears aitsosgxe
an addition of two parallel transverse lines andher addition
of the words "and Co." between them, or addition"rdt
negotiable". As stated earlier, where a cheque rassed
generally, the paying banker will pay to any bankéwo
transverse parallel lines are essential for a génEossing
(Sections 123-126).

In case of general crossing, the holder or payssnat
get the payment over the counter of the bank bwdutih a
bank only. The addition of the words "and Co." dd have
any significance but the addition of the words "negotiable"
restrict the negotiability of the cheque and ineca$ transfer,
the transferee will not give a better title tharatthof a
transferor.
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Where a cheque bears across its face an additidmeo
name of a banker, either with or without the word®t
negotiable” that addition constitutesm@ssingand the cheque
is crossed speciallgnd to that banker. The paying banker will
pay only to the banker whose name appears acresshdgue,
or to his collecting agent. Parallel transversesdirare not
essential but the name of the banker is the ingigha special
crossing.

In case of special crossing, the paying, banketois
honour the cheque only when it is prescribed thincing bank
mentioned in the crossing or it's agent bank.

Account Payee’sCrossing: Such crossing does, in
practice, restrict negotiability of a cheque. It rm& the
collecting bunketthat the proceeds are to be credited only to
the account of the payee, or the party named, oagent. If
the collecting banker allows the proceeds of a ubdaparing
such crossing to be credited to any other accdwntyill be
guilty of negligence and will not be entitled teetprotection
given to collecting banker under Section 131. Saassing
does not affect the paying banker, who is undeduty to
ascertain that the cheque is in fact collectedheraccount of
the person named as payee.

Not Negotiable Crossing

A cheque may be crossed not negotiable by writing
across the face of the cheque the words "Not Najlet|
within two transverse parallel lines in the caseaofieneral
crossing or along with the name of a banker indhge of a
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special crossing. Section 130 of the Negotiabldrunsents
Act provides "A person taking a cheque crossed rgélgieor

specially bearing in either case with the wordst 'megotiable”
shall not have and shall not be capable of givanbetter title
to the cheque than that which the person from whertook it

had". The crossing of cheque "not negotiable" dussmean
that it is non-transferable. It only deprives thstiument of the
incident of negotiability. Normally speaking, thessential
feature of a negotiable instrument as opposedattalk is that
a person who takes the instrument in good faiththaut

negligence, for value, before maturity and withknbwledge
of the defect in the title of the transferor, getgood title to the
instrument. In other words, he is called a holdedue course
who acquires an indisputable title to the cheqiiéhdn the
instrument passes through a holder-in-due coursg,purged
of all defects and the subsequent holders alsga title). It

is exactly this important feature which is takenagwby

crossing the cheque "not negotiable”. In other wpeadcheque
crossed "not negotiable" is like any other chadted therefore
the transferee gets same title to the cheque whectransferor
had. That is to say that the transferee cannandlae rights of
a holder-in-due-course. So long as the title oftthasferors is
good, the title of the transferees is also goodibtltere is a
taint in the title to the cheque of one of the asdcs, then all
the subsequent transferees' title also becomeethmnith the
same defect-they cannot claim to be holders-inaugse.

The object of this Section is to afford protectimnthe
drawer or holder of a cheque who is desirous ofstratting it

School of Distance Education, University of Calic 116



BCM4A14/BBA4A14: Banking and Insurance

to another person, as much protection as can rabsobhe
afforded to him against dishonestly or actual nisage in the
course of transit. For example, a cheque payablee&wer is
crossed generally and is marked "not negotiabtes lost or
stolen and comes into the possession of X who tikegood
faith and gives value for it, X collects the chedheugh his
bank and paying banker also pays. In this casé, thetpaying
and the collecting bankers are protected underid®sctl28
and 131 respectively. But X cannot claim that ha isolder-
in-due course which he could have under the normal
circumstances claimed. The reason is that chequeossed
"not negotiable" and hence the true owner's (h&@yerght
supercedes the rights of the holder-in-due-couace X
obtained the cheque from a person who had no tbtlehe
cheque (Le. from one whose title was defective)ax claim
no better title solely because the cheque was edoSsot
negotiable” and not for any .other reason. Thust "no
negotiable" crossing not only protects the rightsthe true
owner of the cheque but also serves as a warninthdo
endorsees' to enquire thoroughly before takingctieque as
they may have to be answerable to the true owreedh if the
endorser's title is found to be defective.

"Not negotiable" restricts the negotiability oetbheque
and in case of transfer, the transferee will notegieetter title
than that of a transferor.

If the cheque becomes "not negotiable” it lacks
negotiability. A cheque crossed specially or gelhetzearing
the words "not negotiable” lacks negotiability ahdrefore is
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not a negotiable instrument in the true sense.oksdnot
restrict transferability but restricts negotialyildanly.

Maturity

Cheques are always payable on demand but other
instruments like bills, notes, etc. may be madeapbey on a
specified date or after the specified period oftimhe date on
which payment of an instrument falls due is caltsdnaturity.
According to Section 22 of the Act, "the maturity a
promissory note or a bill of exchange is the datevlaich it
falls due". According to Section 21 a promissoryenar bill of
exchange payable "at sight" or "on presentmenpaiable on
demand. It is due for payment as soon as it isetsifhe
guestion of maturity, therefore, arises only in tase of a
promissory note or a bill of exchange payable taftate" or
"after sight" or at a certain period after the haqgpg of an
event which is certain to happen.

Maturity is the date on which the payment of an
instrument falls due. Every instrument payable apacified
period after date or after sight is entitled taethdays of grace.
Such a bill or note matures or falls due on the d&y of the
grace period, and must be presented for paymenhainday
and if dishonoured, suit can be instituted on teet mlay after
maturity. If an instrument is payable by instalnsgnéach
instalment is entitled to three days of grace. dgsdof grace
are allowed for cheques, as they are payable omaém

Where a note or bill is expressed to be payablehen
expiry of specified number of months after sightatier date,
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the period of payment terminates on the day of rtfenth
which corresponds with the date of instrument, h the date
of acceptance if the bill be accepted or presefdaedight, or
noted or protested for non-acceptance. If the mamtivhich
the period would terminate has no corresponding, dag
period shall be held to terminate on the last dasuch month.

[llustration

(i) A negotiable instrument dated 31 st January, 2091,
made payable at one months after date. The instiumeat
maturity on the third day after the 28th Febru&g01, Le. on
3rd March, 2001.

(i) A negotiable instrument dated 30th August, 2001, is
made payable three months after date. The instruiseat
maturity on & December, 2001.

(i) A negotiable instrument. dated the 31 st Augusd12s
made payable three months after date. The instrumseat
maturity on 3rd December, 2001.

If the day of maturity falls on a public holidaghe
instrument is payable on tipeeceedingousiness day. Thus if a
bill is at maturity on a Sunday. It will be deemdde on
Saturday angoton Monday.

The ascertainment of the date of maturity becomes
important because all these instruments must beepted for
payment on the last day of grace and their payroamhot be
demanded before that date. Where an instrumerayiabbe by
instalments, it must be presented for payment erthind day
after the day fixed for the payment of each inseim
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Holder

According to Section 8 of the Act a person is &laoof
a negotiable instrument who is entitled in his avame (i) to
the possession of the instrument, and (ii) to recav receive
its amount from the parties thereto. It is not gveerson in
possession of the instrument who is called a holfierbe a
holder, the person must be named in the instrurasnthe
payee, or the endorsee, or he must be the bearsroth A
person who has obtained possession of an instrubnyethieft,
or under a forged endorsement, is not a holdeheas not
entitled to recover the instrument. The holder iegtle jure
(holder in law) holder and nate facto(holder in fact) holder.
An agent holding an instrument for his principahat a holder
although he may receive its payment.

Holder in Due Course

Section 9 states that a holder in due course & ferson
who for consideration, obtains possession of a tiege
instrument if payable to bearer, or (ii) the payeeendorsee
thereof, if payable to order, before its maturitydawithout
having sufficient cause to believe that any deéxtsted in the
title of the person from whom he derived his title.

In order to be a holder in due course, a persost mu
satisfy the following conditions:

() He must be the holder of the instrument.

(i) He should have obtained the instrument for value or
consideration.

(i) He must have obtained the negotiable instrumerdrbef
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maturity.

(iv) The instrument should be complete and regular en th
face of it.

(v) The holder should take the instrument in good faith

A holder in due course is in a privileged positibte is
not only himself protected against all defects ltd persons
from whom he received the instrument as current,dmit also
serves as a channel to protect all subsequentrisoldlenolder
in due course can recover the amount of the ingnirfrom
all previous parties, although, as a matter of ,faod
consideration was paid by some of the previousgsatb the
instrument or there was a defect of title in thetypdrom
whom he took itOnce an instrument passes through the hands
of a holder in due course, it is purged of all defedtss like
current coin. Whoever takes it can recover the arnbom all
parties previous to such holder.

Capacity of Parties

Capacity to incur liability as a party to a negbte
instrument is co-extensive with capacity to corttraccording
to Section 26, every person capable of contracouprding to
law to which he is subject, may bind himself andbbend by
making, drawing, acceptance, endorsement, delivang
negotiation of a promissory note, bill of exchawmgeheque.

Negatively, minors, lunatics, idiots, drunken persand
persons otherwise disqualified by their personal, ldo not
incur any liability as parties to negotiable instents. But
incapacity. of one or more of the parties to a tebte
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instrument in no way, dimlnishes the abilities dmel liabilities
of the competent parties. Where a . minor is th@goeser or
payee of an instrument which has been endorseteaparties
accepting the minor are liable in the event oflishonour.

Liability of Parties

The provisions regarding the liability of partide
negotiable instruments are laid down in Section$a382 and
35 to 42 of the Negotiable Instruments Act. Thesmvigions
are as follows:

1. Liability of Drawer (Section 30)

The drawer of a bill of exchange or cheque is ldgum
case of dishonour by the drawee or acceptor thergof
compensate the holder, provided due notice of disho. has
been given to or received by the drawer. The naifidzawer's
liability is that by drawing a bill, he undertakémsat (i) on due
presentation, it shall be accepted and paid acugrth its
tenor, and (ii) in case of dishonour, he will compate the
holder or any endorser, provided notice of dishor@as been
duly given. However, in case of accommodation riodllnotice
of dishonour to the drawer is required.

The liability of a drawer of a bill of exchange is
secondary and arises only on default of the drawdm is
primarily liable to make payment of the negotiaipigtrument.

2. Liability of the Drawee of ChequéSection 31)

The drawee of a cheque having sufficient fundshef
drawer in his hands properly applicable to the parynof such
cheque must pay the cheque when duly required teodand,

School of Distance Education, University of Calic 122



BCM4A14/BBA4A14: Banking and Insurance

or in default of such payment, he shall compengseadrawer
for any loss or damage caused by such default.

As a cheque is a bill of exchange, drawn on aiSeédc
banker, the drawee of a cheque must always be kebahhe
banker, therefore, is bound to pay the cheque efdilawer,
i.e., customer, if the following conditions areist¢d:

() The banker has sufficient funds to the credit of
customer's account.

(i) The funds are properly applicable to the paymerstuch
cheque, e.g., the funds are not under any kinetofdtc.

(i) The cheque is duly required to be paid, during brank
hours and on or after the date on which it is nzaigble.

If the banker is unjustified in refusing to honotle
cheque of its customer, it shall be liable for dgesa

3. Liability of "Maker” of Note and “Acceptor’ of Bill
(Section 32)

In the absence of a contract to the contrarynthker of
a promissory note and the acceptor before matafity bill of
exchange are bound to pay the amount thereof atrityat
according to the apparent tenor of the note or @Hacee
respectively. The acceptor of a bill of exchangeoatafter
maturity is bound to pay the amount thereof to lbkler on
demand:

It follows that the liability of the acceptor of il
corresponds to that of the maker of a note andhsslate and
unconditional but the liability under this Sectiensubject to
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the contract to the contrary (e.g., as in the cade
accommodation bills) and may be excluded or madlibg a
collateral agreement. Further, the payment mushéde to the
party named in the instrument and not to any-ose,&nd it
must be made at maturity and not before.

4. Liability of endorser(Section 35)

Every endorser incurs liability to the parties tttzae
subsequent to him. Whoever endorses and delivers a
negotiable instrument before maturity is bound dbgr to
every subsequent holder in case of dishonour ointeument
by the drawee, acceptor or maker, to compensate (soider
of any loss or damage caused to him by such dishtono
provided (i) there is no contract to the contrafy) he
(endorser) has not expressly excluded, limited cmden
conditional his own liability; and (iii) due notiaaf dishonour
has been given to, or received by, such endorseeryE
endorser after dishonour, is liable upon the imstt as if it is
payable on demand.

He is bound by his endorsement notwithstanding any
previous alteration of the instrument. (Section 88)

5.  Liability of Prior Parties(Section 36)

Every prior party to a negotiable instrument iable
thereon to a holder in due course until the insemims duly
satisfied. Prior parties may include the maker @wer, the
acceptor and all the intervening endorsers to eotredge
instrument. The liability of the prior parties tchalder in due
course is joint and several. The holder in due smunay hold
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any or all prior parties liable for the amount loé¢ tdishonoured
instrument.

6. Liability interse

Various parties to a negotiable instrument wholiatde
thereon stand on a different footing with respecthte nature
of liability of each one of them.

7.  Liability of Acceptor of For8ed Endorsemer(iSection
41)

An acceptor of a bill of exchange already endoisetbt
relieved from liability by reason that such endamset is
forged. if he knew or had reason to believe theoesement to
be forged when he accepted the bill.

8. Acceptor’s Liability on a Bill drawn in a Fictitios
Name

An aceeptor of a bill of exchange drawn in a figtis
name and payable to the drawer's order is notehgan that
such name is fictitious, relieved from liability &my holder In
due course claiming under an endorsement by the $smnd
as the drawer's signature, and purporting to beentsdthe
drawer.

Negotiation (Section 14)

A negotiable instrument may be transferred by
negotiation or assignmeniegotiationis the transfer of an
instrument (a note, bill or cheque) for one perspanother in
such a manner as to convey title and to constihgdransferee
the holder thereof. When a negotiable instrumeiraissferred
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by negotiation, the rights of the transferee mag higher than
those of the transferor, depending upon the cirtamces
attending the negotiation. When the transfer is endy
assignment, the assignee has only those rightshwtiie
assignor possessed. In case of assignment, tharteassfer of
ownership by means of a written and registered ohecti.

Negotiability and Assignability Distinguished

A transfer by negotiation differs from transfer by
assignment in the following respects:

(&) Negotiation requires mere delivery of a bearerument
and endorsement and delivery of an order instrun@nt
effectuate a transfer. Assignment requires a writtecument
signed by the transferor.

(b) Notice of transfer of debt (actionable claim) mist
given by the assignee to the debtor in order topteta his
title; no such notice is necessary in a transfendgotiation.

(c) On assignment, the transferee of an actionablanclai
takes it subject to all the defects in the title afid subject to
all the equities and defences available againstassegnor,
even though he took the assignment for value andowd
faith. In case of negotiation the transferee, asldre in-due
course, "takes the instrument free from any defectke title

of the transferor.

Importance of Delivery

Negotiation is effected by mere delivery of a leear
instrument and by endorsement and delivery of ateror
instrument. This shows that "delivery" is essential
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negotiable instruments. Section 46 expressly pesvithat
making acceptance or endorsement of negotiablaumsnt is
not complete until delivery, a dual or constructie¢ the
instrument. Delivery made voluntarily with the int®n of
passing property in the instrument to the persowtiom it is
given is essential.

Negotiation by Mere Delivery

A bill or cheque payable to bearer is negotiatgdnere
delivery of the instrument.

An instrument is payable to bearer:
(i) Where it is made so payable, or

(i)  Where it is originally made payable to order but tmly
or the last endorsement is in blank.

(i) Where the payee is a fictitious or a non-existiagspn

(iv) These Instruments do not require signature of the
transferor. The person who takes them is a hotdet,can sue

in his own name on them. Where a bearer negotiates
instrument by mere delivery, and does not put fgaature
thereon,-he is not liable to any party to the unstent in case
the instrument is dishonoured, as he has not isrdridit to it.

His obligations are only towards his immediate $faree and

to no other holders.

A cheque, originally drawn payable to bearer remai
bearer, even though it is subsequently endorselinThe
rule isonceabearer cheque alWaysbearer cheque.
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Negotiation by Endorsement and Delivery

An instrument payable to a specified person othe
order of a specified person or to a specified pemoorder is
an instrument payable to order. Such an instruncant be
negotiated only by endorsement and delivery. Unltdss
holder signs his endorsement on the instrumentirémsferee
does not become a holder. Where an instrument f&ayab
order is delivered without endorsement, it is mewrsigned
and not negotiated and the holder thereof is nttlesh to the
rights of a holder in due course, and he cannootiegg it to a
third person.

Endorsement (Sections 15 and 16)

Where the maker or holder of a negotiable instnime
signs the same otherwise than as such maker fquitp@se of
negotiation, on the back or face thereof or oni@ &l paper
annexed thereto (called Allonge), or so, signs tfe same
purpose, a stamped paper intended to be completed a
negotiable instrument, he is said to endorse theeg&ection
15), the person to whom the instrument is endorsezhlled
the endorsee.

In other words, 'endorsement’ means and involties t
writing of something on the back of an instrumeot the
purpose of transferring the right, title and ingtréherein to
some other person.

Classes of endorsement

An endorsement may be (a) Blank or General, (leci&p
or Full, (c) Restrictive, or (d) Partial, and (epri&litional or
Qualified.
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(a) Blank or General:An endorsement is to be blank or
general where the endorser merely writes his sigeain the
back of the instrument, and the instrument so esatbr
becomes payable to bearer, even though originallwas
payable to order. Thus, where bill is payable tookdn or
order", and he writes on its back "Mohan", it isearlorsement
in blank by Mohan and the property in the bill gaass by
mere delivery, as long as the endorsement contirioles
a/blank. But a holder of an instrument endorsetlamk may
convert the endorsement in blank into an endorseinefull,
by writing above the endorser's signature, a doedb pay the
instrument to another person or his order.

(b) Special or Full:lf the endorser signs his name and adds a
direction to pay the amount mentioned in the imagnt to, or

to the order of a specified person, the endorsemesatid to be
special or in full. A bill made payable to Mohan Mobhan or
order, and endorsed "pay to the order of Sohan"ldvbe
specially endorsed and Sohan endorses it furtheblalk
endorsement can be turned into a special one bgdtikion of

an order making the bill payable to the transferee.

(c) Restrictive:An endorsement is restrictive which prohibits
or restricts the further negotiation of an instrmmd=xamples
of restrictive endorsement: "Pay A only" or "Payfér my
use" or "Pay A on account of B" or "Pay A or order
collection".

(d) Partial: An endorsement partial is one which purports to
transfer to the endorsee a part only of the ampagable on
the instrument. A partial endorsement does not aipeas
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negotiation of the instrument. A holds a bill fos.RL,000 and
endorses it as "Pay B or order Rs. 500". The eedwst is
partial and invalid.

(e) Conditional or qualified:An endorsement is conditional
or qualified which limits or negatives the liabylitof the
endorser. An endorser may limit his liability inyaof the
following ways:

() By sans recourse endorsemeb¢. by making it clear
that he does not incur the liability of an endorserthe

endorsee or subsequent holders and they shouldbokbtto

him in case of dishonour of instrument. The endoeseludes
his liability by adding the words "sans recourse™without

recourse", e.g., "pay A or order same recourse”.

(i) By making his liability depending upon happeningaof
specified event which may never happen, e.g., tieeh of a
bill may endorse it thus: "Pay A-or order on hisrmiag B”.
In such a case, the endorser will not be liablél éntnarries
B.

It is pertinent to refer to Section 52 of the Niegae
Instruments Act, 1881 here. It reads "The endorsera
negotiable instrument may, by express words in the
endorsement exclude his own liability thereon, @kensuch
liability or the right of the endorsee to receite tamount due
thereon depend upon the happening of a specifiezhtev
although such event may never happen.

Negotiation Back

Where an endorser negotiates an instrument anich aga
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becomes its holder, the instrument is said to lgeteged back
to that endorser and none of the intermediary essshsr are
then liable to him. The rule prevents a circuityaation. For
example, A, the holder of a bill endorses it tandorses to
C, and C to D, and endorses it again to A. A, bairfglder in
due course of the bill by second endorsement bycdh

recover the amount thereof from B, C, or D and leiiniseing

a prior party is liable to all of them. Therefoehaving been
relegated by the second endorsement to his origiosition,

cannot sue B, C and D.

Where on endorserso excludes his liability and
afterwards becomes the holder of the instrumeni, tlad
intermediate endorsers are liable to hithe italicised portion
of the above Section is importaAn illustration will make the
point clear. A is the payee of a negotiable insenom He
endorses the instrument 'sans recourse' to B, Breeslto C,
C to D, and D again endorses it to A. In this césis not only
reinstated in his former rights but has the righ&uo endorsee
against B, C and D.

Negotiation of Lost Instrument or that Obtained by
Unlawful Means

When a negotiable instrument has been lost obkas
obtained from any maker, acceptor or holder thebgaineans
of an offence or fraud, or for an unlawful consat@n, no
possessor or endorsee, who claims through the rpevbo
found or obtained the instrument is entitled toeree the
amount due thereon from such maker, acceptor, ldehérom
any party prior to such holdennless such possessor or
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endorsee is, or some person through whom he claiass a
holder in due course.

Forged Endorsement

The case of a forged endorsement is worth speotate.
if an instrument is endorsed in full, it cannot hegotiated
except by an endorsement signed by the person ¢onvdr to
whose order the instrument is payable, for the s®#pobtains
title only through his endorsement. Thus, if antrinment be
negotiated by means of a forged endorsement, tbHersee
acquires no title even though he be a purchasesaae and in
good faith, for the endorsement is a nullity. Foygeonveys
no title. But where the instrument ésbearer instrument or has
been endorsed in blank, it can be negotiated byerdetivery,
and the holder derives his title independent of foemged
endorsement and can claim the amount from anyeop#uties
to to the instrumeng&or example, a bill is endorsed, "Pay A or
order". A endorses it in blank, and it comes irfite hands of
B, who simply delivers it to C, C forges B's enadwnent and
transfer it to D. Here, D, as the holder does resivé his title
through the forged endorsement of B, but throughg®nuine
endorsement of A and can claim payment from anyhef
parties to the instrument in spite of the intermgnforgeg
endorsement.

Acceptance of aBill of Exchange

The drawee of a bill of exchange, as such, hdsahity
on any bill addressed to him for acceptance or @aymA
refusal to accept or to pay such bill gives thedaoino rights
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against him. The drawee becomes liable only aféeadtepts
the bill. The acceptor has to write the word 'atedpon the
bill and sign his name below it.. Thus, it is tleeegptor who is
primarily liable on a bill.

The acceptance of a bill is the indication bydnawee of
his assent to the order of the drawer. Thus, whendtawee
writes across the face of the bill the word "acedptand signs
his name underneath he becomes the acceptor bilithe

An acceptance may be either general or qualified.
general acceptance is absolute and as a rulecaptaoce has
to be general. . Where an acceptance is made subjsome
condition or qualification, thereby varying theesdt of the bill,
it is a qualified acceptance. The holder of thé hoidy either
refuse to take a qualified acceptance or non-asgeree in it.
Where he refuses to take it, he can treat thebilishonoured
by non-acceptance, and sue the drawer accordingly.

Acceptance for Honour

When a bill has been noted or protested for non-
acceptance or for better security, any person amigba party
already liable thereon may, with the consent offibkler, by
writing on the bill, accept the same for the honoluany party
thereto. The stranger so accepting, will declam@euinis hand
that he accepts the protested bill for the honduhe drawer
or any particular endorser whom he names.

The acceptor for honour is liable to pay only wtika
bill has been duly presented at maturity to thewer for
payment and the drawee has refused to pay andiltheab
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been noted and protested for non- payment. Whdxd has
been protested for non-payment after having beely du
accepted, any person may intervene and paypta protest
for the honour of any party liable on the bill. Wha bill is
paidsupra’ protestjt ceases to be negotiable. The stranger, on
paying for honour, acquires all the right of holéterwhom he

pays.
Presentment for Acceptance

It is only bills of exchange that require presegtnfor
acceptance and even these of certain kinds onlhg. [Byable
on demand or on a fixed date need not be presented, a
bill payable 60 days after due date on the hapgeoina
certain event may or may not be presented for aanep. But
the following bills must be presented for acceptaotherwise,
the parties to the bill will not be liable on it:

(@ A bill payable after sight. Presentment is necessary in
order to fix maturity of the bills; and

(b) A bill in which there is an express stipulationtthahall
be presented for acceptance before it is preséotghyment.

Section 15 provides that the presentment for dacep
must be made to the drawee or his duly authorigedtalf the
drawee is dead, the bill should be presented toldusl
representative, or if he has been declared anvestlto the
official receiver or assigner.

The following are the persons to whom a bill ofleaxnge
should be presented:

() The drawee or his duly authorised agent.
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(i) If there are many drawees, bill must be presermtedl oOf
them.

(i) The legal representatives of the drawee if drawekead.
(iv) The official receiver or assignee of insolvent deaw

(v) To a drawee in case of need, if there is any. This
necessary when the original drawee refuses to ateeill.

(vi) The acceptor for honour. In case the bill is natepted
and is noted or protested for non- acceptancebithenay be
accepted by the acceptor for honour. He IS a persbo
comes forward to accept the bill when it is dishamed by
non-acceptance.

The presentment must be made before maturityjmwéh
reasonable time after it is drawn, or within théudated
period, if any, on a business day within businessr$rand at
the place of business or residence of the drawde T
presentment must be made by exhibiting the bilheodrawee;
mere notice of its existence in the possessiorotafen will not
be sufficient.

When presentment is compulsory and the holdes fail
present for acceptance, the drawer and all thersadoare
discharged from liability to him.

Presentment for Acceptance when Excused

Compulsory presentment for acceptance is excused a
the bill may be treated as dishonoured in the Yalg cases:

(@) Where the drawee cannot be found after reasonable
search.
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(b) Where drawee is a fictitious person or one incapaibl
contracting.

(c) Where although the presentment is irregular, aecegt
has been refused on some other ground.

Presentment for Payment

All notes bills and cheques must be presented for
payment to the maker, acceptor or drawee therespectively
by or on behalf of the holder during the usual koof
business, and if at banker's within banking hours.

Presentment for Payment when Excused

No presentment is necessary and the instrumenthaay
treated as dishonoured in the following cases:

(&8 Where the maker, drawer or acceptor actively does
something so as to intentionally obstruct the present of the
instrument, e.g., deprives the holder of the imsent and
keeps it after maturity.

(b) Where his business place is closed on the due date.

(c) Where no person is present to make payment atléice p
specified for payment.

(d) Where he cannot, after due search be found. (3e61ip

(e) Where there is a promise to pay notwithstanding- non
presentment.

()  Where the presentment is express or impliedly whiwe
the party entitled to presentment.

(@) Where the drawer could not possibly have sufferagd a
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damage by non-presentment.

(h) Where the drawer is a fictitious person, or one
incompetent to contract.

() Where the drawer and the drawee are the same panson
Where the bill is dishonoured by non-acceptance.

(k)  Where presentment has become impossible, e.g., the
declaration of war between the countries of thed&oland
drawee.

(D Where though the presentment is irregular, acceptan
has been refused on some other grounds.

Dishonour by Non-Acceptance

Section 91 provides that a bill is said to be dmsjured
by non-acceptance:

(@) When the drawee does not accept it within 48 hbora
the time of presentment for acceptance.

(b) When presentment for acceptance is excused arilthe
remains unaccepted.

(c) When the drawee is incompetent to contract.

(d) When the drawee is a fictitious person or aftesoeable
search can not be found.

(e) Where the acceptance is a qualified one.
Dishonour by Non-payment (Section 92)

A promissory note, bill of exchange or chequeaisl 0
be dishonoured by non-payment when the maker ohtite,
acceptor of the bill or drawee of the cheque malefault in
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payment upon being duly required to pay the sanigo,Aa
negotiable instrument is dishonoured by non- payméren
presentment for payment is excused and the instrumken
overdue remains unpaid.

If the bill is dishonoured either by non-acceptioc by
non- payment, the drawer and ail the endorsertebtll are
liable to the holder, provided he gives notice afcls
dishonour. The drawee is liable only when therdishonour
by non-payment.

Notice of Dishonour(Sections 91-98 and Sections 105-107)

When a negotiable instrument is dishonoured eibyer
non-acceptance or by non-payment, the holder orespanty
liable thereon must give notice of dishonour tooditler parties
whom he seeks to make liable. Each party receinbtgce of
dishonour must in order to render any prior paréplé to
himself, give notice of dishonour to such party hivit a
reasonable time after he has received it. The bdlgegiving
notice is not to demand payment but to whom theaypar
notified of his liability and in case of drawer ¢émable him to
protect himself as against the drawee or acceptw thas
dishonoured the instrument issued by him. Noticdisthonour
IS SO necessary that an omission to give 'it digd®all parties
other than the maker or acceptor. These partiediacbarged
not only on the bill or note, but also in respetcthee original
consideration.

Notice may be oral or in writing, but it must betual
formal notice. It must be given within a responsiliime of
dishonour.
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Notice of Dishonour Unnecessary
No notice of dishonour is necessary:

(@ When it is dispensed with or waived by the partitieal
thereto, e.g. where an endorser writes on theuim&nt such
words as "notice of dishonor waived" ,

(b) When the drawer has countermanded payment.

(c) When the party charged would not suffer damage for
want of notice. (d) When the party entitled to oeticannot
after due search be found.

(e) When the omission to give notice is caused by
unavoidable circumstances, e.g., death or dangeitoass of
the holder.

(H Where the acceptor is also a drawer, e.g., whdnema
draws on its branch.

(@) Where the promissory note is not negotiable. Suctta
cannot be endorsed.

(h) Where the party entitled to notice promises pay
unconditionally.

Noting and Protest(Sections 99-104 Aloting

Where a note or bill is dishonoured, the holdesnttled
after giving due notice of dishonour, to sue thawdr and the
endorsers. Section 99 provides a convenient metbbd
authenticating the fact of dishonour by means obtiihng".
Where a bill or note is dishonoured, the holder mije so
desires, cause such dishonour to be noted by ayrmialic on
the instrument, or on a paper attached theret@aulyppn each.
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The noting or minute must be recorded by the noparylic
within a reasonable time after dishonour and mastain the
fact of dishonour, the date of dishonour, the reasbany,
assigned for such dishonour if the instrument hais been
expressly dishonoured the reasons why the holdatstrit
dishonoured and notary's charges.

Protest

The protest is the formal notarial certificateeating the
dishonour of the bill, and based upon the notingctwhhas
been effected on the dishonour of the bill. Afteg hoting has
been made, the formal protest is drawn up by tharpand
when it is drawn up it relates back to the dateaiing.

Where the acceptor of a bill has become insohanhas
suspended payment, or his credit has been pulinggached,
before the maturity of the bill, the holder may aahe bill
protested for better security. The notary publimédeds better
security and on its refusal makes a protest knosviipeotest
for better security".

Foreign bills must be protested for dishonour whech
protest is required by the law of the place whdreytare
drawn. Foreign promissory notes need not be soegted.
Where a bill is required by law to be proteste@ntimstead of
a notice of dishonour, notice of protest must beegiby the
notary public.

A protest to be valid must contain on the instromtself
or a literal transcript thereof, the names of thetips for and
against whom protest is made, the fact and readons
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dishonour together with the place and time of dshw and
the signature of the notary public. Protest affadsauthentic
evidence of dishonour to the drawer and the endorse

Discharge

The discharge in relation to negotiable instrummeay be
either (i) Discharge of the instrument or (ii) Checge of one
or more parties to the instrument from liability.

Discharge of the Instrument

A negotiable instrument is discharged:

(@) by payment in due course;

(b) when the principal debtor 'becomes the holder;
(c) by an act that would discharge simple contract;
(d) by renunciation; and

(e) by cancellation.

Discharge of a Party or Parties

When any particular party or parties are dischdyrgee
instrument continues to be negotiable and the chdiged
parties remain liable on it. For example, the nogspntment
of a bill on the due date discharges the endorfsens their
liability, but the acceptor remains liable on it.

A party may be discharged in the following ways

(a) By cancellatiorby the holder of the name of any party to
it with the intention of discharging him.

(b) By releasewhen the holder releases any party to the
instrument
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(c) Discharge of secondary partidsg., endorsers.

(d) By the operation of the law,e., by insolvency of the
debtor.

(e) By allowingdrawee more than 48 hours to accept the bill,
all previous parties are discharged.

(H By non-presentmeraf cheque promptly the drawer is
discharged.

(g) By taking qualified acceptancell the previous parties
are discharged.

(h) By material alteration.
44. Material Alteration (Section 87)

An alteration is material which in any way altdglse
operation of the Instrument and the liabilitiestbé parties
thereto. Therefore, any change in an instrumenthvbauses it
to speak a different language in legal effect fittwat which it
originally spoke, or which changes legal charactérthe
instrument is a material alteration.

A material alteration renders the instrument vdadf it
affects only those persons who have already begartes at
the date of the alteration. Those who take theralte
instrument cannot complain. Section 88 provide$t tha
acceptor or endorser of a negotiable instrumeboisd by his
acceptance or endorsement notwithstanding any qursvi
alteration of the instrument.

Examples of material alteration are:

Alteration (i) of the date of the instrument (iif the sum
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payable, (iii) in the time of payment, (iv) of th@ace of
payment, (v) of the rate of interest, (vi) by aduitof a new
party, (vii) tearing the instrument. in a matepaitt.

There is no material alteration and the instrumesmtot
vitiated in the following cases :

(i) correction of a mistake, (i) to carry out thedmmon
Intention of the parties, (iii) an alteration madefore the
instrument is issued and made with the consenteparties,
(iv) crossing a cheque, (v) addition of the wordas ‘demand"
in an instrument where no time of payment is stated

Retirement of a Bill under Rebate

An acceptor of a bill may make payment before mitgtu
and the bill is then said to .be retired, but ina discharged
and must not be cancelled except by the accept@nwh
comes into his hands. It is customary in such & tasmake
allowance of interest on the money to the accefuorthe
remainder of the time which the bill has to run.eTinterest
allowance is known as rebate.

Hundis

Hundis are negotiable instruments written in aerdal
language. They are sometimes bills of exchange and
sometimes promissory notes, and are not covereer uthe
Negotiable Instruments Act, 1881. Generally, these a
governed by the customs and usages in the lochlityif
custom is silent on the point in dispute before @waurt, this
Act applies to the hundis. The term "hundi" wasnferly
applicable to native bills of exchange. The prowrgsnotes
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were then called "teap". The hundis were in cirtatain India
even before the present Negotiable Instrument 2881 came
into operation. The usages attached to these huaded with
the locality in which they were in circulation.

Generally understood, the term "hundi" include$ al
indigenous negotiable instruments whether they klis of
exchange or promissory notes. An instrument inotdée a
hundi must be capable of being sued by the holddis own
name, and must by the custom of trade be trandféike cash
by delivery.

Obviously the customs relating to hundis were mamny
certain parts of the country even oral acceptara® iw vague.
The following types of hundis are worth mentioning

1. Shah Jog Hundi

"Shah" means a respectable and responsible persan
man of worth in the bazar. Shah Jog Hundi meansiralih
which is payable only to a respectable holder,gssed. to a
hundi payable to bearer. In other words the drabe®re
paying the same has to satisfy himself that theepaig a
'SHAH'.

2. Jokhmi Hundi

A "jokhmi" hundi is always drawn on or against geo
shipped on the vessel mentioned in the hundi. ftlies a
condition that money will be paid only in the eveftarrival
of the goods against which the hundi is drawn.slin the
nature of policy of insurance. The difference, hogreis that
the money is paid before hand and is to be recdvétke ship
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arrives safely.
3. Jawabee Hundi

According to Macpherson, "A person desirous of imgk
a remittance writes to the payee and delivers ¢tterl to a
banker, who either endorses it on to any of hisespondents
near the payee's place of residence, or negotistésansfer.
On the arrival, the letter is forwarded to the pgy&ho attends
and gives his receipt in the form of an answerh® letter
which is forwarded by the same channel of the drawehe
order.” Therefore, this is a form of hundi whichused for
remitting money from one place to another.

4. Nam jog Hundi

It is a hundi payable to the party named in thedbihis
order. The name of the payee is specifically imgkin the
hundi. It can also be negotiated like a bill of lexiege. Its
alteration into aShah Joghundi is a. material alteration and
renders it void.

5. Darsharii Hundi

This is a hundi payable at sight. It is freely otaple
and the price is regulated by demand and supplgy Tdre
payable on demand and must be presented for payumitr
a reasonable time after they are received by theeho

6. Miadi Hundi

This is otherwise calledhuddatihundi, that is, a hundi
payable after a specified period of time. Usuallgney is
advanced against these hundis by shroffs after dieguthe
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advance for the period in advance. There are dtrers of
hundis also like.

Dhani Jog Hundi A hundi which is payable to "dhani"
Le., the owner.

Fimian Jog Hundi which is payable to order if can be
negotiated by endorsement and delivery.

Presumptions of Law

A negotiable instrument is subject to certain
presumptions. These have been recognised by thetislelg
Instruments Act under Sections 118 and 119 witheavuo
facilitate the business transactions. These arerithes below:

It shall be presumed that:

(1) Every negotiable instrument was made or drawn for
consideration irrespective of the consideration tmeed in
the instrument or not.

(2) Every negotiable instrument having a date was nwede
such date.

(3) Every accepted bill of exchange was accepted wishin
reasonable time before its maturity.

(4) Every negotiable instrument was transferred beftge
maturity.

(5) The instruments were endorsed in the order in wtiely
appear on it.

(6) A lost or destroyed instrument was duly signed and
stamped.
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(7) The holder of the instrument is a holder in duerseu

(8) In a suit upon an instrument which has been distiath
the Court shall presume the fact of dishonour, roopof the
protest.

However these legal presumptions are rebuttablevience
to the contrary. The burden to prove to the cowtlias upon
the defendant to the suit and not upon the plaintif

Payment of Interest in case of dishonour

The Negotiable Instruments Act, 1881 was amended i
the year 1988, revising the rate of interest astained in
Sections 80 and 117, from 6 per cent to 18 per penannum
payable on negotiable instruments from the due idatase no
rate of interest is specified, or payable to anoesel from the
date of payment on a negotiable instrument on ighathour
with a view to discourage the withholding of payrmem
negotiable instruments on due dates.

Penalties in case of dishonour of cheques

Chapter XVII of the Negotiable Instruments Act yides
for penalties in case of dishonour of certain clesqgdor
insufficiencies of funds in the accounts. SectidB8 to 142
deal with these aspects.

The provisions contained in this Chapter providat t
where any cheque drawn by a person for dischargangf
liability is returned by the bank unpaid for theagen of
insufficiency of the amount of money standing te tnedit of
the account on which the cheque was drawn or ®ré¢ason
that it exceeds the arrangement made by the draivéne

School of Distance Education, University of Calic 147



BCM4A14/BBA4A14: Banking and Insurance

cheque with the banker for that account, the drastesuch
cheque shall be deemed to have committed an offém¢hat
case, the drawer, without prejudice to the-6fh@visions of
the Act, shall be punishable with imprisonment #orterm
which may extend to one year, or with fine whichyneatend
to twice the amount of the cheque, or with both.

In order to constitute the said offence

(@ such cheque should have been presented to the bank
within a period of six months from the date on whit is
drawn or within the period of its validity, whichewis earlier;

and

(b) the payee or holder in due course of such cheqoeldh
have made a demand for the payment of the said rnaju
money by giving notice, in writing, to the drawdrtlbe cheque
within fifteen days of the receipt of informatioly bim from
the bank regarding the return of the cheque unpaid;

(c) the drawer of such cheque should have failed toentiadk
payment of the said amount of money to the paye¢her
holder in due course of the cheque within fifteerysdof the
receipt of the said notice.

It has also been provided that it shall be presljmeless
the contrary is proved, that the holder of suchycleereceived
the cheque in the discharge of a liability. Defenaehich
mayor may not be allowed in any prosecution fohsoifence
have also been provided to make the provisionc®@ffe The
Supreme Court iModi Cements Ltdv. K.K. Nandi,(1988) 28
CLA 491, held that merely' because the drawer surotice
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to the drawee or to the Bank for 'stop paymentiyatld not
preclude an action under Section 138 by the drawdwlder
in due course. Usual provisions relating to offendey
companies have also been included in the said rfeaptér. In
order to ensure that genuine and h9nest bank cessaane not
harassed or put to inconvenience, sufficient safeljsi have
also been provided in the new Chapter, as under:

(@) that no Court shall take cognizance of such offence
except on a complaint in writing, made by the pagedhe
holder in due course of the cheque;

(b) that such complaint is made within one month ordae
on which the cause of action arises;

(c) that QO Court inferior to that of a Metropolitan
Magistrate or a Judicial Magistrate of the firsasd shall try
any such offence.

Electronic Payments

A payment systemis any system used to settle financial
transactions through the transfer of monetary valaed
includes the institutions, instruments, people, esul
procedures, standards, and technologies that magie an
exchange possible. A common type of payment systetine
operational network that links bank accounts araviges for
monetary exchange using bank deposits.

What makes a payment system a system is the use of
cash-substitutes; traditional payment systems a&gotrable
instruments such as drafts (e.g., checks) and deatary
credits such as letters of credit. With the adwve#ntomputers
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and electronic communications a large number aradttive

electronic payment systems have emerged. Thesalmdebit

cards, credit cards, electronic funds transfersgctlicredits,

direct debits, internet banking and e-commerce aym
systems. Some payment systems include credit meschan
but that is essentially a different aspect of payimPayment
systems are used in lieu of tendering cash in domesd

international transactions and consist of a majervise

provided by banks and other financial institutions.

Payment systems may be physical or electroniceaicti
has its own procedures and protocols. Standardizabas
allowed some of these systems and networks to domowa
global scale, but there are still many country- gmdduct-
specific systems. Examples of payment systems liaae
become globally available are credit card and aatethteller
machine networks. Specific forms of payment systaresalso
used to settle financial transactions for produlctthe equity
markets, bond markets, currency markets, futureskets
derivatives markets, options markets and to traniiaeds
between financial institutions both domesticallyngsclearing
and real-time gross settlement (RTGS) systems and
internationally using the SWIFT network. The teetactronic
payment can refer narrowly to e- commerce—a payment for
buying and selling goods or services offered thhouge
Internet, or broadly to any type of electronic fanchnsfer.

Requirements for E-payments
1. Security

Since payments involve actual money, payment Byste
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will be a prime target for criminals. Since Intetrservices are
provided today on networks that are relatively qpéme

infrastructure supporting electronic commerce nbestusable
and resistant to attack in an environment wheres#opping
and modification of messages is easy.

2. Reliability

As more commerce is conducted over the Intermet, t
smooth running of the economy will come to dependtlte
availability of the payment infrastructure, makib@ target of
attack for vandals. Whether the result of an attagkandals
or simply poor design, an intemiption in the availity of the
infrastructure would be catastrophic. For this osasthe
infrastructure must be highly available and shoalbid
presenting a single point of failure.

3.  Scalability

As commercial use of the Internet grows, the dafsan
placed on payment servers will grow too. The paymen
infrastructure as a whole must be able to handeatdition of
users and merchants without suffering a noticedtds of
performance. The existence of central servers girauhich
all transactions must be processed will limit tlvals of the
system. The payment infrastructure must supporttiphel
servers, distributed across the network.

4.  Anonymity

For some transactions, the identity of the parteshe
transaction should be protected; it should not bssible to
monitor an individual's spending patterns, nor aheiee one's
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source of income. An individual is traceable indtt@nal
payment systems such as checks and credit carderéWh
anonymity is important, the cost of tracking a saction
should outweigh the value of the information thain cbe
obtained by doing so.

5.  Acceptability

The usefulness of a payment mechanisms is dependen
upon what one can buy with it. Thus, a paymentrimsént
must be accepted widely. Where payment mechanigms a
supported by multiple servers, users of one sentest be able
to transact business with users of other servers.

6. Customer base

The acceptability of a payment mechanism is adfd &ty
the size of the customer base, i.e. the numbesefsuable to
make payments using the mechanism. Merchants \waselk
products, and without a large enough base of cus®osing a
payment mechanism, it is often not worth the egffart for a
merchant to accept the mechanism.

7.  Flexibility

Alternative forms of payment are needed, dependimg
the guarantees needed by the parties to a tramsacdhe
timing of the payment itself, requirements for adalbility,
performance requirements, and the amount of thenpay
The payment infrastructure should support sevessinent
methods including instruments analogous to cre@itds
personal checks, cashier's checks, and even anosymo
electronic cash. These instruments should be iatedrinto a
common framework.
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8. Convertibility

Users of the Internet will select financial instrents that
best suit their needs for a given transactions ltikely that
several forms of payment will emerge, providingfehént
tradeoffs with respect to the characteristics plestcribed. In
such an environment it is important that funds espnted by
one mechanism be easily convertible into fundsesgmted by
others.

9. Efficiency

Royalties for access to information may generate
frequent payments for small amounts. Applicationsstrbe
able to make these "micropayments" without notiteab
performance degradation. The cost per transacfioisiog the
infrastructure must be small enough that it isgngicant even
for transaction amounts on the order of pennies.

10. Ease of integration

Applications must be modified to use the payment
infrastructure in order to make a payment servigslable to
users. Ideally, a common API should be used so tinat
integration is not specific to one kind of paymergtrument.
Support for payment should be integrated into rejue
response protocols on which applications are malithat a
basic level of service is available to higher leapplications
without significant modification.

11. Ease of use

Users should not be constantly interrupted to idev
payment information and most payments should occur
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automatically. However, users should be able tat littmeir
losses. Payments beyond a certain threshold shegjdire
approval. Users should be able to monitor theirndpeg
without going out of their way to do so.

Types of E-payments

The following types of electronic payments aresmo
common today. That said, it is important to realizat new
payment types are continual being discovered apcdetlare
additional methods that exist or are being devalope
continuously.

Cards

Credit cards, debit cards and prepaid cards cilyren
represent the most common form of electronic paysadfor
all 3 types of cards the consumer or the businesst witen
uses a plastic card, commonly with a magnetic etriphe
cardholder gives his or her card or card numbex teerchant
who swipes the card through a terminal or entezsdita to a
PC. The terminal transmits data to his or her bathie,
acquirer. The acquirer transmits the data througltaed
association to the card issuer who makes a decismihe
transaction and relays it back to the merchant, gies goods
or services to the cardholder. Funds flow later dettlement
with credit cards and are debited immediately felbitor pre-
paid cards.

Along with magnetic stripe cards, smart cards amd
will increasingly be used for payments. Smart caads at
present overwhelmingly plastic credit cards witheambedded
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computer chip. Until recently, many smart cards rafssl
using proprietary rather than common standardstafdsard
set of specifications, EMV, has been developed ianoking
used increasingly so that the chips on smart cads
interoperable. Korea and Japan are among the rdeaheed
countries in Asia for smart card payments, with &fala
catching up fast due to government mandates fokdan
issue smart cards. Most credit and debit cardegpected to
be issued or reissued as smart cards by 2008 l@rear

Over time, the chip for payment can be expectaddue
onto other devices. A smart card might then becdhe
computer chip in a phone, PDA or other device tbam
perform the same function as chip in a plastic celichinating
the need for the actual plastic card. Smart caamlgddcthus
evolve into smart phones, smart PDASs or other sdwurices.

Internet

Online payments involve the customer transferring
money or making a purchase online via the internet.
Consumers and businesses can transfer money topduities
from the bank or other account, and hey can algocusdit,
debit and prepaid cards to make purchases online.

Current estimates are that over 80% of payments fo
online purchases are made using a credit cardlot cird. At
present, most online transactions involve paymetit svcredit
card. While other forms of payment such as diresitd to
accounts or pre-paid accounts and cards are imggeabey
currently represent a less developed transactiadhaodelogy.
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Mobile Payments

Mobile phones are currently used for a limited bemof
electronic transactions. However, the percentagensdikely
to increase as mobile phone manufacturers enablehip and
software in the phone for easier electronic commerc

Consumers can use their mobile phone to pay for
transactions in several ways. Consumers may sen8M®
message, transmit a PIN number, use WAP to mak@eon!
payments, or perform other segments of their tretisa with
the phone. As phones develop further, consumerbkatg to
be able to use infrared, Bluetooth and other meaose
frequently to transmit full account data in order make
payments securely and easily from their phone.

Additionally, merchants can obtain an authorizafior a
credit or debit card transaction by attaching aideto their
mobile phone. A consortium in the US also recently
announced Power Swipe, for example, which physicall
connects to a Nextel phone, weighs 3.1 ounces, and
incorporates a magnetic stripe reader, infraredtipg port,
and pass-through connector for charging the hardgery.

Financial Service Kiosks

Companies and service providers in several castri
including Singapore and the US, have set up kitskenable
financial and non-financial transactions. Theseksoare fixed
stations with phone connections where the custameaally
uses a keyboard and television-like screen to & or to
access information. At AXS stations in Singaporey f
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example, consumers can make electronic bill payspesgnd
email or SMS message and make phone calls. Kioskke
United States enable the customer to send moneywiw&
transfers, cash checks, make purchases using @adhmake
phone calls.

Located at convenient public locations such as dius
subway stations, convenience stores or shoppingsnthese
kiosks enable electronic payments by individual® wiay not
have regular access to the internet or mobile phone

Television Set-Top Boxes and Satellite Receiver

Specialized boxes attached to a television cao bés
used for payments in some locations. The set-topat@aches
to the television and a keyboard or other deviod, @istomers
can make purchases by viewing items on the tetavisi
Payment is made electronically using a credit aardbther
account. While usage is presently low, it could vgro
substantially in countries with a strong cable ateBite
television network.

Biometric Payments

Electronic payments using biometrics are stilgédy in
their infancy. Trials are underway in the Unitedat8s,
Australia and a limited number of other countriddost
biometric payments involve using fingerprints ase th
identification and access tool, though companiés Nisa
International are piloting voice recognition teclogy and
retina scans are also under consideration. EsHgntia
biometric identifier such as a fingerprint or vomwauld replace
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the plastic card and more securely identifies thegsgn
undertaking the transaction. The electronic paymenstill
charged to a credit card or other account, withdioenetric
identifier replacing the card, check or other teat®n
mechanism.

Electronic Payments Networks

Various countries have electronic payments netsork
that consumer can use to make payments electrbni¢alH
(Automated Clearing House) in the US, domestic BPOS
networks in Australia and Singapore, and other askts/
enable electronic payments between businesses etnckdn
individuals. The consumer can go online, to a faianservice
kiosk or use other front-end devices to access #ueiount and
make payments to businesses or other individuals.

Person-to-Person (P2P) Payments

P2P payments enable one individual to pay anatkieg
an account, a prepaid card or another mechanismstbees
value. PayPal in the US, which was recently puretiasy
Ebay, is one of the most frequently used P2P mesiman The
Tower Group estimates that the volume of P2P pagsneiil
grow from 105 million transactions in 2002 to 1.4lidn
transactions by 2005. P2P payments can be madegthra
variety of means, including services like PayPahnsfers
using card readers, or other. In the future otlesrags, such as
mobile phones or PDAs, could also be used to enBBle
electronic payments.
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MODULE 3
E-BANKING

Online banking, also known asdnternet banking, e-
banking or virtual banking, is an electronic payment system
that enables customers of a bank or other finamesitution
to conduct a range of financial transactions thhoupe
financial institution's website. The online bankisygstem will
typically connect to or be part of the core banksygtem
operated by a bank and is in contrast to branckibgrwhich
was the traditional way customers accessed bardengces.
Fundamentally and in mechanism, online bankingerirt
banking and e-banking are the same thing.

To access a financial institution’'s online bankiagjlity,
a customer with internet access would need to texgigth the
institution for the service, and set up a passwamd other
credentials for customer verification. The credastfor online
banking is normally not the same as for telephonenobile
banking. Financial institutions now routinely alibe
customers numbers, whether or not customers halreated
an intention to access their online banking facil@ustomers'
numbers are normally not the same as account ngmber
because a number of customer accounts can be liok#tke
one customer number. The customer number can kedlito
any account that the customer controls, such agjuehe
savings, loan, credit card and other accounts.

The customer visits the financial institution'sclee
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website, and enters the online banking facilityngsithe
customer number and credentials previously seffbp.types
of financial transactions which a customer may deah
through online banking usually includes obtainingcaunt
balances, lists of the latest transactions, elewtrobill
payments and funds transfers between a customextother's
accounts. Most banks also enable a customer to Idadn
copies of bank statements, which can be printedthat
customer's premises (some banks charge a fee foingna
hardcopies of bank statements). Some banks alsbleena
customers to download transactions directly ineodastomer's
accounting software. The facility may also enahke customer
to order cheque-books, statements, report lossealitccards,
stop payment on a cheque, advise change of adainessther
routine actions.

Features of E-Banking

Online banking facilities typically have many feads
and capabilities in common, but also have some #rat
application specific.

The common features fall broadly into several gaties:

. A bank customer can perform non-transactional tasks
through online banking, including —

o Viewing account balances
o Viewing recent transactions

o Downloading bank statements, for example in PDF
format
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Viewing images of paid cheques
Ordering cheque books
Download periodic account statements

Downloading applications for M-banking, E-
banking etc.

. Bank customers can transact banking tasks through
online banking, including —

0]

0]
0

Funds transfers between the customer's linked
accounts

Paying third parties, including bill payments (see,
e.g., BPAY) and third party fund transfers (seg,,e.
FAST)

Investment purchase or sale

Loan applications and transactions, such as
repayments of enroliments

Credit card applications

Register utility billers and make bill payments

. Financial institution administration

. Management of multiple users having varying lewls
authority

. Transaction approval process

Some financial institutions offer special interiainking
services, for example:

. Personal financial management support, such as
importing data into personal accounting softwarenm8
online banking platforms support account aggregatioo
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allow the customers to monitor all of their accaum
one place whether they are with their main bankvitin
other institutions.

Advantages of E-Banking

There are some advantages on using e-bankingftoth
banks and customers:

. Permanent access to the bank
. Lower transaction costs / general cost reductions
. Access anywhere

Security aspects of E-Banking

Security of a customer's financial information viery
important, without which online banking could ngbevate.
Similarly the reputational risks to the banks thelwss are
important. Financial institutions have set up vasisecurity
processes to reduce the risk of unauthorized omlooess to a
customer's records, but there is no consistendipeovarious
approaches adopted. The use of a secure websitddwes
almost universally embraced. Though single password
authentication is still in use, it by itself is nminsidered secure
enough for online banking in some countries. Balyidhere
are two different security methods in use for aalranking:

. The PIN/TAN system where the PIN represents a
password, used for the login and TANS represerdimes
time passwords to authenticate transactions. TAsbe
distributed in different ways, the most popular ando
send a list of TANs to the online banking user bgtpl
letter. Another way of using TANS is to generatenthby
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need using a security token. These token genefaddis
depend on the time and a unique secret, storethen t
security token (two-factor authentication or 2FA).

More advanced TAN generators (chip TAN) also inelud
the transaction data into the TAN generation preces
after displaying it on their own screen to allowe tser to
discover man-in-the-middle attacks carried out by
Trojans trying to secretly manipulate the transactiata

in the background of the PC.

Another way to provide TANs to an online bankingus

is to send the TAN of the current bank transactmthe
user's (GSM) mobile phone via SMS. The SMS text
usually quotes the transaction amount and dettiks,
TAN is only valid for a short period of time. Esjpty

in Germany, Austria and the Netherlands many banks
have adopted this "SMS TAN" service.

Usually online banking with PIN/TAN is done via &lw
browser using SSL secured connections, so thag tiser
no additional encryption needed.

Signature based online banking where all transastaoe
signed and encrypted digitally. The Keys for the
signature generation and encryption can be stored o
smartcards or any memory medium, depending on the
concrete implementation (see, e.g., the Spaniskalid

DNI electrénico).

Automated Teller Machine (ATM):

ATM is designed to perform the most important timc
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of bank. It is operated by plastic card with itedpl features.
The plastic card is replacing cheque, personahddtece of the
customer, banking hours restrictions and paper doase
verification. There are debit cards. ATMs used@sg board
for Electronic Fund Transfer. ATM itself can progid
information about customers account and also receiv
instructions from customers - ATM cardholders. AfiM is

an Electronic Fund Transfer terminal capable ofdhag cash
deposits, transfer between accounts, balance eesjucash
withdrawals and pay bills. It may be on-line or-difhe. The
on-line ATN enables the customer to avail bankiagilities
from anywhere. In off-line the facilities are cardd to that
particular ATM assigned. Any customer possessingyIACard
issued by the Shared Payment Network System cdn gay
ATM linked to Shared Payment Networks and perforhis
transactions.

Cards/Debit Cards:

The Credit Card holder is empowered to spend wiaere
and whenever he wants with his Credit Card withia limits
fixed by his bank. Credit Card is a post paid c&rebit Card,
on the other hand, is a prepaid card with somesdtoalue.
Every time a person uses this card, the Internaekidg house
gets money transferred to its account from the baihkhe
buyer. The buyers account is debited with the eaawtunt of
purchases. An individual has to open an accounh \he
issuing bank which gives debit card with a Personal
Identification Number (PIN). When he makes a pusehae
enters his PIN on shops PIN pad. When the carduipex
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through the electronic terminal, it dials the acmg bank

system - either Master Card or VISA that validatesPIN and

finds out from the issuing bank whether to accaptiecline

the transactions. The customer can never overspeoduse
the system rejects any transaction which exceedbdlance in
his account. The bank never faces a default bectuse
amount spent is debited immediately from the custam
account.

Smart Card:

Banks are adding chips to their current magnédtipes
cards to enhance security and offer new servideedc&mart
Cards. Smart Cards allow thousands of times ofrinédion
storable on magnetic stripe cards. In additionseheards are
highly secure, more reliable and perform multipladtions.
They hold a large amount of personal informatiorgnf
medical and health history to personal banking pecsonal
preferences.

Tele Banking:

Undertaking a host of banking related servicetutling
financial transactions from the convenience of @ongrs
chosen place anywhere across the GLOBE and any dime
date and night has now been made possible by untnogl on-
line Telebanking services. By dialing the given ebelnking
number through a landline or a mobile from anywhéehe
customer can access his account and by followieguser-
friendly menu, entire banking can be done throughkractive
Voice Response (IVR) system. With sufficient nunsbef
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hunting lines made available, customer call willdha fail.
The system is bi-lingual and has following facd#ioffered

. Automatic balance voice out for the default account
Balance inquiry and transaction inquiry

. All Inquiry of all term deposit account

. Statement of account by Fax, e-mail or ordinarylmai
. Cheque book request

. Stop payment which is on-line and instantaneous

. Transfer of funds with CBS which is automatic and
instantaneous

. Utility Bill Payments

. Renewal of term deposit which is automatic and
instantaneous

. Voice out of last five transactions.
E-Cheque:

An e-Cheque is the electronic version or repredemt
of paper cheque. The Information and Legal Framkwarthe
E-Cheque is the same as that of the paper chedue&) now
be used in place of paper cheques to do any anctralbte
transactions. An E-cheque work the same way a &édaqas,
the cheque writer "writes" the e-Cheque using ohenany
types of electronic devices and "gives" the e-Cketjuthe
payee electronically. The payee "deposits" the tEdacc
Cheque receives credit, and the payee's bank &Ci¢lae e-
Cheque to the paying bank. The paying bank valgdtte e-
Cheque and then "charges" the check writer's a¢dourthe
check.
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Electronic Clearing Service (ECS)

ECS is an electronic mode of payment / receipt for
transactions that are repetitive and periodic iturea ECS is
used by institutions for making bulk payment of amts
towards distribution of dividend, interest, salgpgnsion, etc.,
or for bulk collection of amounts towards telephohe
electricity / water dues, cess / tax collectiomsnl instalment
repayments, periodic investments in mutual fundsuiance
premium etc. Essentially, ECS facilitates bulk $fan of
monies from one bank account to many bank accarmisce
versa. ECS includes transactions processed undeonidk
Automated Clearing House (NACH) operated by Nationa
Payments Corporation of India (NPCI). Primarilyeté are
two variants of ECS - ECS Credit and ECS Debit.

ECS Credit is used by an institution for affordicrgdit
to a large number of beneficiaries (for instanaepleyees,
investors etc.) having accounts with bank branategrious
locations within the jurisdiction of a ECS Centrg aising a
single debit to the bank account of the user mistih. ECS
Credit enables payment of amounts towards distabubf
dividend, interest, salary, pension, etc., of teerunstitution.

ECS Debit is used by an institution for raisinditeto a
large number of accounts (for instance, consumenstility
services, borrowers, investors in mutual funds) ebaintained
with bank branches at various locations within jtivesdiction
of a ECS Centre for single credit to the bank antai the
user institution. ECS Debit is useful for paymehtetephone /
electricity / water bills, cess / tax collectiomsan installment
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repayments, periodic investments in mutual fundsuiance
premium etc., that are periodic or repetitive irtuna and
payable to the user institution by large numbercugtomers
etc.

Based on the geographical location of branchesgreay
there are three broad categories of ECS Schemesoeal L
ECS, Regional ECS and National ECS.These schenees ar
either operated by RBI or by the designated comialdoanks.
NACH is also one of the form of ECS system operdigd
NPCI and further details about NACH is availableNfCI
web site under the link http://www.npci.org.in/clieg_
fag.aspx.

Local ECS — this is operating at 81 centres /tiocs
across the country. At each of these ECS centnesbitanch
coverage is restricted to the geographical covemigehe
clearing house, generally covering one city anddatellite
towns and suburbs adjoining the city.

Regional ECS — this is operating at 9 centregations
at various parts of the country. RECS facilitates toverage
all core-banking-enabled branches in a State argod States
and can be used by institutions desirous of regchin
beneficiaries within the State / group of Stateke Bystem
takes advantage of the core banking system in banks
Accordingly, even though the inter-bank settlentakes place
centrally at one location in the State, the actuatomers
under the Scheme may have their accounts at vabangk
branches across the length and breadth of the Sgaiup of
States.
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National ECS — this is the centralized versionE@S
Credit which was launched in October 2008. The Behés
operated at Mumbai and facilitates the coverageallotore-
banking enabled branches located anywhere in thatgo
This system too takes advantage of the core barskisigm in
banks. Accordingly, even though the inter-bank |ee&nt
takes place centrally at one location at Mumbag #ctual
customers under the Scheme may have their accaitnts
various bank branches across the length and brezHdthe
country. Banks are free to add any of their conekbey-
enabled branches in NECS irrespective of their tiona
Details of NECS Scheme are available on the website
Reserve Bank of India The list of centres where H@S
facility is available has been placed on the websftReserve
Bank of India at Similarly, the centre-wise list ddiank
branches participating at each location is avalabh the
website of Reserve Bank of India

ECS (CREDIT)

ECS Credit payments can be initiated by any wisbih
(called ECS Credit User) which needs to make butk o
repetitive payments to a number of beneficiarieqie T
institutional User has to first register with an &Centre. The
User has to also obtain the consent of benefigdjie., the
recipients of salary, pension, dividend, interest)eand get
their bank account particulars prior to participatin the ECS
Credit scheme. ECS Credit payments can be putghrby the
ECS User only through his / her bank (known asSpensor
bank). ECS Credits are afforded to the beneficiargount
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holders (known as destination account holders)utjnothe
beneficiary account holders’ bank (known as thetidason
bank). The beneficiary account holders are requicedive
mandates to the user institutions to enable theafféod credit
to their bank accounts through the ECS Credit n@shaThe
User intending to effect payments through ECS QGrieds to
submit details of the beneficiaries (like name, kbabranch /
account number of the beneficiary, MICR code of the
destination bank branch, etc.), date on which tresdio be
afforded to the beneficiaries, etc., in a specif@unat (called
the input file) through its sponsor bank to onetlod ECS
Centres where it is registered as a User. The Ibzenkaging
the ECS Centre then debits the account of the spdrask on
the scheduled settlement day and credits the atxamirthe
destination banks, for onward credit to the acceuwft the
ultimate beneficiaries with the destination banlkarmhes.
Further details about the ECS Credit scheme ar&icmd in
the Procedural Guidelines and available on the iteehsf
Reserve Bank of India.

ECS (DEBIT)

ECS Debit transaction can be initiated by anyitutsbn
(called ECS Debit User) which has to receive /emlbmounts
towards telephone / electricity / water dues, céstax
collections, loan installment repayments, periadiestments
in mutual funds, insurance premium etc. It is aeboh under
which an account holder with a bank branch canaigé an
ECS User to recover an amount at a prescribed drexyuby
raising a debit to his / her bank account.
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The User institution has to first register with BECS
Centre. The User institution has to also obtain the
authorization (mandate) from its customers for tiledpitheir
account along with their bank account particularerpto
participation in the ECS Debit scheme. The mantateto be
duly verified by the beneficiary’s bank. A copytbe mandate
should be available on record with the destinaiank where
the customer has a bank account. The ECS Debit User
intending to collect receivables through ECS Ddimas to
submit details of the customers (like name, bardkahch /
account number of the customer, MICR code of tretigiation
bank branch, etc.), date on which the customerswat is to
be debited, etc., in a specified format (called ithgut file)
through its sponsor bank to the ECS Centre.

The bank managing the ECS Centre then passeseon th
debits to the destination banks for onward debitthe
customer’s account with the destination bank braacial
credits the sponsor bank's account for onward tredihe
User institution. Destination bank branches wileatr the
electronic instructions received from the ECS Gemin par
with the physical cheques and accordingly debitahstomer
accounts maintained with them. All the unsucces$éliits are
returned to the sponsor bank through the ECS Cdiftre
onward return to the User Institution) within thgesified time
frame. For further details about the ECS Debit sthethe
ECS Debit Procedural Guidelines — available onwiedsite
of Reserve Bank of India

The advantages of ECS Debit to customers are @aady
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include,

. ECS Debit mandates will take care of automatic tdibi
customer accounts on the due dates without cussomer
having to visit bank branches / collection centods
utility service providers etc.

. Customers need not keep track of due date for patgne

. The debits to customer accounts would be monitbsed
the ECS Users, and the customers alerted accoyding|

. Cost effective.

Core Banking (Centralised Online Real time Electroic
Banking)

Core banking is a banking service provided byaugrof
networked bank branches where customers may aticess
bank account and perform basic transactions froynadirthe
member branch offices. Core banking is often aassediwith
retail banking and many banks treat the retail austs as
their core banking customers. Businesses are ysualhaged
via the Corporate banking division of the instibuti Core
banking covers basic depositing and lending of poNermal
Core Banking functions will include transaction @aguots,
loans, mortgages and payments. Banks make thesiEeser
available across multiple channels like ATMs, Intdr
banking, mobile banking and branches. The core ihgnk
services rely heavily on computer and network tetmy to
allow a bank to centralise its record keeping ditmivaaccess
from any location. It has been the development arfiking
software that has allowed core banking solutions bt
developed.
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Electronic Fund Transfer (EFT)

An electronic funds transfer (Eh 1’) is a trangattthat
takes place over a computerized network, either ngmo
accounts at the same bank or to different accoaingeparate
financial institutions EFTs include direct-debitarisactions,
wire transfers, direct deposits, ATM withdrawalsdaonline
bill pay services. Transactions are processed ¢jimothe
Automated Clearing House (ACH) network, the setramsfer
system of the Federal Reserve that connects all haSks,
credit unions and other financial institutions.

For example, when you use your debit card to nmake
purchase at a store or online, the transactionoisgssed using
an EFT system. The transaction is very similar toAd M
withdrawal, with near-instantaneous payment torttegchant
and deduction from your checking account. Direqiadét is
another form of an electronic funds transfer. lis tase, funds
from your employers bank account are transferred
electronically to your bank account, with no need paper-
based payment systems.

The increased use of EFTs for online bill payments
purchases and pay processes is leading to a p&eebdnking
system, where a large number of invoices and paigriake
place over digital networks. EFT systems play gdamle in
this future, with fast, secure transactions gua&ng a
seamless transfer of funds within institutions enoas banking
networks. EFT transactions, also known as an online
transaction or PIN-debit transaction, also offemtiarnative to
signature debit transactions, which take placeuifinoone of
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the major credit card processing systems, such &,V
MasterCard or Discover, and can cost as much a®f3te
total purchase price. EFT processing, on the dtlaed, only
charges an average of 1% for debit card transagction

Real Time Gross Settlement (RTGS)

The acronym 'RTGS' stands for Real Time Gross
Settlement, which can be defined as the continiaad-time)
settlement of funds transfers individually on adesrby order
basis (without netting). 'Real Time' means the essing of
instructions at the time they are received rathantat some
later time; 'Gross Settlement’ means the settleroéritinds
transfer instructions occurs individually (on arstmction by
instruction basis). Considering that the fundslesient takes
place in the books of the Reserve Bank of India,gayments
are final and irrevocable.

NEFT is an electronic fund transfer system tharajes
on a Deferred Net Settlement (DNS) basis whichlesett
transactions in batches. In DNS, the settlemen¢stgilace
with all transactions received till the particuleut-off time.
These transactions are netted (payable and redesyamn
NEFT whereas in RTGS the transactions are settled
individually. For example, currently, NEFT operateshourly
batches. [There are twelve settlements from 8 am pon on
week days and six settlements from 8 am to 1 pm on
Saturdays.] Any transaction initiated after a desaigd
settlement time would have to wait till the nextsigmated
settlement time Contrary to this, in the RTGS temtions are
processed continuously throughout the RTGS busihesss.
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The RTGS system is primarily meant for large value
transactions. The minimum amount to be remittecudh
RTGS is 2 lakh. There is no upper ceiling for RTGS
transactions. Under normal circumstances the baagfi
branches are expected to receive the funds irtirealas soon
as funds are transferred by the remitting bank. Gdveeficiary
bank has to credit the beneficiary's account wiBOnminutes

of receiving the funds transfer message.

National Electronic Fund Transfer (NEFT)

National Electronic Funds Transfer (NEFT) is aiorat
wide payment system facilitating one-to-one fundmdfer.
Under this Scheme, individuals, firms and corp@atan
electronically transfer funds from any bank brartchany
individual, firm or corporate having an accountiwény other
bank branch in the country participating in the &uok. For
being part of the NEFT funds transfer network, akobranch
has to be NEFT- enabled. The list of bank-wise thas
which are patrticipating in NEFT is provided in tivebsite of
Reserve Bank of India.

Individuals, firms or corporates maintaining aatisu
with a bank branch can transfer funds using NER/EnEsuch
individuals who do not have a bank account (walk-in
customers) can also deposit cash at the NEFT-ahable
branches with instructions to transfer funds usMBFT.
However, such cash remittances will be restricted at
maximum of Rs.50,000/- per transaction. Such custsrhave
to furnish full details including complete addresslephone
number, etc. NEFT, thus, facilitates originatorg@mitters to
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initiate funds transfer transactions even withcaxihg a bank
account. Individuals, firms or corporates maintagnaccounts
with a bank branch can receive funds through theFNE
system. It is, therefore, necessary for the belgfico have an
account with the NEFT enabled destination bank diran the
country.

The NEFT system also facilitates one-way crosskaor
transfer of funds from India to Nepal. This is knowas the
Indo-Nepal Remittance Facility Scheme. A remittesin c
transfer funds from any of the NEFT-enabled braadneto
Nepal, irrespective of whether the beneficiary irepil
maintains an account with a bank branch in Nepaladr The
beneficiary would receive funds in Nepalese Rupdés.
There is no limit — either minimum or maximum — tre
amount of funds that could be transferred using NEF
However, maximum amount per transaction is limited
Rs.50,000/- for cash-based remittances within Iragid also
for remittances to Nepal under the Indo-Nepal Riemde
Facility Scheme. No. There is no restriction of tees or of
any geographical area within the country. The NEy$tem
takes advantage of the core banking system in banks
Accordingly, the settlement of funds between owgjimg and
receiving banks takes places centrally at Mumbagreas the
branches participating in NEFT can be located amyeh
across the length and breadth of the country. RigseNEFT
operates in hourly batches - there are twelveeseéhts from
8 am to 7 pm on week days (Monday through Fridag) six
settlements from 8 am to 1 pm on Saturdays.
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Working of NEFT system

Step-1 : An individual / firm / corporate intendirto
originate transfer of funds through NEFT has td &h
application form providing details of the benefrgia(like
name of the beneficiary, name of the bank branchrevithe
beneficiary has an account, IFSC of the beneficiaank
branch, account type and account number) and tloai@into
be remitted. The application form will be availakd¢ the
originating bank branch. The remitter authorizes'tar bank
branch to debit his account and remit the specifiesbunt to
the beneficiary. Customers enjoying net bankingilifgc
offered by their bankers can also initiate the fundansfer
request online. Some banks offer the NEFT faciktyen
through the ATMs. Walk-in customers will, howevagve to
give their contact details (complete address aneplene
number, etc.) to the branch. This will help thenatato refund
the money to the customer in case credit couldoratfforded
to the beneficiary’s bank account or the transadsaejected /
returned for any reason.

Step-2 The originating bank branch prepares a agess
and sends the message to its pooling centre (albedcthe
NEFT Service Centre).

Step-3 : The pooling centre forwards the messagbd
NEFT Clearing Centre (operated by National Clear@gll,
Reserve Bank of India, Mumbai) to be included foe hext
available batch.

Step-4 : The Clearing Centre sorts the funds feans
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transactions destination bank-wise and preparesuatiag
entries to receive funds from the originating badebit) and
give the funds to the destination banks(credit)eréhfter,
bank-wise remittance messages are forwarded to the
destination banks through their pooling centre (NEFervice
Centre).

Step-5 : The destination banks receive the inward
remittance messages from the Clearing Centre assl grathe
credit to the beneficiary customers’ accounts.

IFSC

IFSC or Indian Financial System Code is an alpha-
numeric code that uniquely identifies a bank-branch
participating in the NEh | system. This is an 1ditdcode with
the first 4 alpha characters representing the bami the last 6
characters representing the branch. The 5th clearastO
(zero). IFSC is used by the NEFT system to identifg
originating / destination banks / branches and tdsmute the
messages appropriately to the concerned banks nchea.
Bank-wise list of IFSCs is available with all tharik-branches
participating in NEFT. List of bank-wise branches
participating in NEFT and their IFSCs is availalda the
website of Reserve Bank of India . All the banksehalso
been advised to print the IFSC of the branch omeés issued
to their customers. Further, banks have also beeised to
ensure that their branch staff provide necessasistasce to
customers in filling out the required details, imihg IFSC
details, in the NEFT application form, and also pheh
ensuring that there is no mismatch between the IE&fe and
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branch details of beneficiary branch as provided thg
customer.

E-purse

Electronic money, or e-money, is the money balance
recorded electronically on a stored-value card.s€&heards
have microprocessors embedded which can be loadbdaw
monetary value. Another form of electronic moneyétwork
money, software that allows the transfer of valnecomputer
networks, particularly the internet. Electronic ragnis a
floating claim on a private bank or other finanaidtitution
that is not linked to any particular account. Exéapof
electronic money are bank deposits, electronic sumansfer,
direct deposit, payment processors, and digitakecwies.

Virtual Banking

A bank that offers services predominately or esiciely
over the Internet. A virtual bank offers normal kizg
services, including access to one's checking andngs
accounts and personal and business loans. Evewinoal
banks almost always offer virtual banking servicgsvirtual
bank offers of some or all the same types of acdsoand
services that traditional bricks-and-mortar ban&shilit virtual
banks exist only online. They typically charge loviees and
pay higher interest because of low overhead. Mirbuenk
transactions can be checked in real time, as thppdn, rather
than at the end of the banking day or the end efntionth --
though those services may also be available thrtuglonline
branches of traditional banks. Virtual banks dohdve

School of Distance Education, University of Calic 179



BCM4A14/BBA4A14: Banking and Insurance

branches or own ATM machines, so you make deposits
electronically or by mail. Your virtual bank mayim#urse
your ATM fees for using other banks' machines. Haave
there may be a limit to the number of transactiangrtual
bank will cover each month.

Financial Inclusion

Financial inclusion is a method of offering barkiand
financial services to individuals. It aims to indueverybody
in society by giving them basic financial servicegardless of
their income or savings. It focuses on providingaficial
solutions to the economically underprivileged. Tieem is
broadly used to describe the provision of savingd Bpan
services to the poor in an inexpensive and easys¢oform. It
aims to ensure that the poor and marginalised niakebest
use of their money and attain financial educatid¥ith
advances in financial technology and digital tratisas, more
and more startups are now making financial inclusionpler
to achieve.

Financial inclusion wants everybody in the socigtye
involved and participate in financial managememigiously.
There are many poor households in India that ddhave any
access to financial services in the country. Theyret aware
of banks and their functions. Even if they are anair banks,
many of the poor people do not have the accessttegyvices
from banks. They may not meet minimum eligibilityiteria
laid by banks and hence, they will not be able ¢ouse a
bank’s services. Banks have requirements such asnonin
income, minimum credit score, age criteria, and imim
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years of work experience. A bank will provide a dgpor a
loan to an applicant only if he or she meets thaseria.
Many of the poor people may be unemployed withaw a
previous employment record due to lack of educatiack of
resources, lack of money, etc. These economically
underprivileged people of the society may alsohaste proper
documents to provide to the banks for verificatairndentity

or income. Every bank has certain mandatory doctsniat
need to be furnished during a loan application @secor
during a bank account creation process. Many cdetlpeople

do not have knowledge about the importance of these
documents. They also do not have access to apply fo
government- sanctioned documents.

Financial inclusion aims to eliminate these basriend
provide economically priced financial services tte tless
fortunate sections of the society so that theylmafinancially
independent without depending on charity or otheans of
getting funds that are actually not sustainablenakcial
inclusion also intends to spread awareness aboaindial
services and financial management among peoplehef t
society. Moreover, it wants to develop formal agdtematic
credit avenues for the poor people.

For several years, only the middle and high cesé¢he
society procured formal types of credit. Poor peoplere
forced to rely on unorganised and informal formscoédit.
Many of them were uneducated and did not have basic
knowledge about finance and hence, they got cheaetthe
greedy and rich people of the society. Several pmeople
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have been exploited for years in the context ofrfmal
assistance.

Definition

Financial inclusion is the process of ensuringeascto

financial products and services needed by vulnergtdups at
an affordable cost in a transparent manner by tutgtnal
players.

Objectives of Financial Inclusion

Financial inclusion intends to help people secure
financial services and products at economical praxeh

as deposits, fund transfer services, loans, insetan
payment services, etc.

It aims to establish proper financial institutidoscater to
the needs of the poor people. These institutiomsilgh
have clear-cut regulations and should maintain high
standards that are existent in the financial ingust

Financial inclusion aims to build and maintain fhcal
sustainability so that the less fortunate peopleeha
certainty of funds which they struggle to have.

Financial inclusion also intends to have numerous
institutions that offer affordable financial asarste so
that there is sufficient competition so that clgehave a
lot of options to choose from. There are traditlona
banking options in the market. However, the nunmifer
institutions that offer inexpensive financial pratiiand
services is very minimal.

Financial inclusion intends to increase awarend&ssita
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the benefits of financial services among the ecaoalhy
underprivileged sections of the society.

. The process of financial inclusion works towards
creating financial products that are suitable fog tess
fortunate people of the society.

. Financial inclusion intends to improve financidktacy
and financial awareness in the nation.

. Financial inclusion aims to bring in digital finaac
solutions for the economically underprivileged peopf
the nation.

. It also intends to bring in mobile banking or fical
services in order to reach the poorest people divin
extremely remote areas of the country.

. It aims to provide tailor-made and custom-maderfana
solutions to poor people as per their individuagficial
conditions, household needs, preferences, and &com
levels.

. There are many governmental agencies and non-
governmental organisations that are dedicatedithging
in financial inclusion. These agencies are focussed
improving the access to receiving government-apgutov
documents. Many poor people are unable to open bank
accounts or apply for a loan as they do not hawe an
identity proof. There are so many people who lige i
rural areas or tribal villages who do not have klzage
about documents such as PAN, Aadhaar, Driver’s
License, or Electoral ID. Hence, they cannot auziny
of the services offered by governmental or private
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institutions. Due to lack of these documents, tlaeg
unable to avail any form of subsidies offered bg th
government that they are actually entitled to.

Financial Inclusion Schemes in India

The Government of India has been introducing sgver
exclusive schemes for the purpose of financialision. These
schemes intend to provide social security to tlss fertunate
sections of the society. After a lot of planninglaesearch by
several financial experts and policymakers, theeguwment
launched schemes keeping financial inclusion indnifhese
schemes have been launched over different yeatsisliake a
list of the financial inclusion schemes in the coyn

1. PMJDY - Pradhan Mantri Jan Dhan Yojana

Pradhan Mantri Jan-Dhan Yojana is a government
scheme launched by the government of India to peodasy
access to financial services such as RemittancediCr
Insurance, Pension, Savings and Deposit Accountsdo and
needy section of our society.

2. APY - Atal Pension Yojana

Atal Pension Yojana scheme was launched to hetp po
people working in the unorganised sector to receeagular
income after retirement.

3. PMVVY - Pradhan Mantri Vaya Vandana Yojana

The Indian Government launched a pension schemie an
it can be taken from 4 May 2017 to 31 March 2020tHe
2018-2019 Budget Speech, the Government of Indiseased
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the maximum limit to Rs.15 lakh under the Pradhaanivi
Vaya Vandana Yojana scheme. The scheme can be thaagh
online and offline modes from Life Insurance Cogimn
(LIC) of India. The main aim of the scheme is tmpde
senior citizens with a regular pension during timet when
there is a fall in interest rates.

4. Stand up India Loan Scheme

In India, challenges have always plagued entrejonen
who are women or are members of the SC/ST commuartity
are looking to obtain a loan to launch their owrsibass
venture. However, in a noble effort to not only m@kledge
but also address these challenges, faced by memobdlse
SC/ST communities and women, Prime Minister Narandr
Modi launched the Stand Up India Scheme in Apri2016.

5. MUDRA Loan

MUDRA Loan is offered under the Pradhan Mantri
Mudra Yojana (PMMY). MUDRA stands for Micro-Units
Development and Refinance Agency. Under this scheme
borrowers can avail business loans ranging frons@800 to
Rs.10 lakh on the basis of the Sishu, Kishor, armaui
categories.

6. Jan Suraksha Schemes

It comprises of Pradhan Mantri Suraksha Bima Yajan
which offer Rs. 1000 to Rs. 5000, Pradhan Man&vdaa Jyoti
Bima Yojana offering Rs. 1 lakh to Rs. 2 lakh facigents,
and Atal Pension Yojana offering Rs.2 lakh insueacaver.
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7. SSY - Sukanya Samriddhi Yojana

The Sukanya Samriddhi Yojana scheme is aimed at
betterment of girl child in the country. Sukanyans@dhi
scheme has been launched to offer a means of savitige
girl child in every family. Tenure of SSY is 21 ysdrom the
date of opening of the account or till the marriajehe girl
after she attains the age of 18 years

8. Jeevan Suraksha Bandhan Yojana

9. Credit Enhancement Guarantee Scheme (CEGS) for
Scheduled Castes (SCs)

10. Venture Capital Fund for Scheduled Castes under the
Social Sector Initiatives

11. Varishtha Pension Bima Yojana (VPBY
Importance of financial inclusion

Financial inclusion strengthens the availabilitf o
economic resources and builds the concept of sawangong
the poor. Financial inclusion is a major step taisanclusive
growth. It helps in the overall economic developtmehthe
underprivileged population. In India, effective dircial
inclusion is needed for the uplift of the poor aflishdvantaged
people by providing them with the modified finangaoducts
and services.
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MODULE 4
INTRODUCTION TO INSURANCE

Insurance is a form of risk management in whicé th
insured transfers the cost of potential loss tatlaroentity in
exchange for monetary compensation known as thaipne.
Insurance allows individuals, businesses and o¢inéities to
protect themselves against significant potentigdsés and
financial hardship at a reasonably affordable raie say
"significant” because if the potential loss is dmn#hen it
doesn't make sense to pay a premium to protechsigtie
loss. After all, you would not pay a monthly premiuo
protect against a loss because this would not beidered a
financial hardship for most. Insurance is apprdprighen you
want to protect against a significant monetary .|dsske life
insurance as an example. If you are the primargdwener in
your home, the loss of income that your family webul
experience as a result of our premature deathnsidered a
significant loss and hardship that you should mtotiem
against. It would be very difficult for your familyp replace
your income, so the monthly premiums ensure thgouf die,
your income will be replaced by the insured amotlihe same
principle applies to many other forms of insurantfethe
potential loss will have a detrimental effect o herson or
entity, insurance makes sense. Everyone that warpsotect
themselves or someone else against financial hiprdslould
consider insurance. This may include:
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Protecting family after one's death from loss abime
Ensuring debt repayment after death
Covering contingent liabilities

Protecting against the death of a key employeeesgn
in your business

Buying out a partner or co-shareholder after hiher
death

Protecting your business from business interrupsind
loss of income

Protecting yourself against unforeseeable healplerses

Protecting your home against theft, fire, flood anbder
hazards

Protecting yourself against lawsuits
Protecting yourself in the event of disability

Protecting your car against theft or losses inclrre
because of accidents

And many more

Insurance- Meaning and definition

Insurance is a contract between two parties. Gty |5

the insured and the other party is the insuremrbt is the
person whose life or property is insured with theurer. That
is, the person whose risks are insured is calledred. Insurer
is the insurance company to whom risk is transteibg the
insured. That is, the person who insures the risksured is
called insurer. Thus insurance is a contract batwesurer and
insured. It is a contract in which the insurancenpany
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undertakes to indemnify the insured on the happgeroh

certain event for a payment of consideration. laisontract
between the insurer and insured under which therens
undertakes to compensate the insured for the lisagfrom

the risk insured against. Some definitions of iasge are
given below:

According to Gosh and Agarwal, “insurance may be
defined as a co-operative form of distributing ataia risk
over a group of persons who are exposed to it’

According to Mc Gill, “Insurance is a process imigh
uncertainties are made certain”.

In the words of Jon Megi, “Insurance is a plan reire
persons collectively share the losses of risks”.

Thus, insurance is a device by which a loss likelype
caused by uncertain event is spread over a largebeu of
persons who are exposed to it and who voluntamiy |
themselves against such an event. The documenthwhic
contains all the terms and conditions of insurafiee the
written contract) is called the ‘insurance policyhe amount
for which the insurance policy is taken is calledrh assured’.
The consideration in return for which the insurgrezs to
make good the loss is known as ‘insurance premidrhis
premium is to be paid regularly by the insurednd#ty be paid
monthly, quarterly, half yearly or yearly.

History of Insurance in India

In India, insurance has a deep-rooted historyurbnsce
in various forms has been mentioned in the writiafg#1anu
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(Manusmrithi), Yagnavalkya (Dharmashastra) and Hgaut
(Arthashastra). The fundamental basis of the hcsbr
reference to insurance in these ancient Indiars iexthe same
i.e. pooling of resources that could be re-distedun times of
calamities such as fire, floods, epidemics and f@mniThe
early references to Insurance in these texts hefexence to
marine trade loans and carriers' contracts.

Insurance in its current form has its history wigtback
until 1818, whenOriental Life Insurance Companytvas
started by Anita Bhavsar in Kolkata to cater to tieeds of
European community. The pre-independence era i lsav
discrimination between the lives of foreigners (Estg and
Indians with higher premiums being charged for ldteer. In
1870,Bombay Mutual Life Assurance Socibgcame the first
Indian insurer.

At the dawn of the twentieth century, many insgen
companies were founded. In the year 1912, the Ibderance
Companies Act and the Provident Fund Act were phtse
regulate the insurance business. The Life Insur@urepanies
Act, 1912 made it necessary that the premium-iaes and
periodical valuations of companies should be gediby an
actuary. However, the disparity still existed ascdmination
between Indian and foreign companies. The oldestieg
insurance company in India is the National Insueanc
Company, which was founded in 1906, and is stibuisiness.

The Government of India issued an Ordinance on 19
January 1956 nationalising the Life Insurance seatal Life
Insurance Corporation came into existence in thmeesgear.
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The Life Insurance Corporation (LIC) absorbed 1ladidn, 16
non-Indian insurers as also 75 provident societi@$5-Indian
and foreign insurers in all. In 1972 with the Gexthénsurance
Business (Nationalisation) Act was passed by théiam
Parliament, and consequently, General Insurancedaswas
nationalized with effect from 1 January 1973. 1@8urers
were amalgamated and grouped into four companasgely
National Insurance Company Ltd., the New India AsBsae
Company Ltd., the Oriental Insurance Company Ltd Hre
United India Insurance Company Ltd. The Generalifaisce
Corporation of India was incorporated as a company971
and it commence business on 1 January 1973.

The LIC had monopoly till the late 90s when the
Insurance sector was reopened to the private seBajore
that, the industry consisted of only two state resst Life
Insurers (Life Insurance Corporation of India, LI@nd
General Insurers (General Insurance Corporationindfa,
GIC). GIC had four subsidiary companies. With effefrom
December 2000, these subsidiaries have been dadlifrtkm
the parent company and were set up as indepenaantince
companies: Oriental Insurance Company Limited, Nedia
Assurance Company Limited, National Insurance Campa
Limited and United India Insurance Company Limited.

Insurance in India refers to the market for inegeain
India which covers both the public and private sect
organisations. It is listed in the Constitution loflia in the
Seventh Schedule as a Union List subject, meaniogni only
be legislated by the Central government. The imsigaector
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has gone through a number of phases by allowingateri
companies to solicit insurance and also allowingifm direct
investment. India allowed private companies in rasge
sector in 2000, setting a limit on FDI to 26%, whiwas
increased to 49% in 2014. However, the largestitiseirance
company in India, Life Insurance Corporation ofitnés still
owned by the government and carries a sovereignagtese
for all insurance policies issued by it.

Terms used in Insurance
Insured

The party or the individual who seeks protectigaiast
a specified task and entitled to receive paymeamfrthe
insurer in the event of happening of stated everknown as
insured. An insured is normally in insurance polojder.

Insurer

The party who promises to pay indemnity the indwe
the happening of contingency is known as insurbe ihsurer
IS an insurance company.

Beneficiaries

The person or the party to whom the policy prosesill
be paid in the event of the death or happening mf a
contingency is called beneficiary.

Contract

An agreement binding at law between two or more
parties is called contract.
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Premium

The amount which is paid to the insurer by theiied in
consideration to insurance contract is known asnpne. It
may be paid on monthly, quarterly, half yearly, jear as
agreed upon it is the price for an insurance policy

Insured sum

The sum for which the risk is insured is callee th
insured sum, or the policy money or the face vadfighe
policy. This is the maximum liability of the insurwards the
insured.

Peril

A peril is an event that causes a personal qrepty loss
by fire, windstorm, explosion, collision prematudeath,
sickness, floods, dishonesty etc.

Hazard

Hazard is a condition that may create, increase or
decrease the chances of loss from a given peril.

Exposure

An exposure is a measure of physical extent ofridie
An individual who owns a business house may beestdyl to
economic loss and individual loss because of h&gnass and
personal exposure.

Cover note

An unstamped document issued by or on behalf of
insurers as evidence of insurance pending isspeldy.
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Damages

Monetary compensation award at law for a civil mgar
breach of contract.

Indemnity
Compensation for actual loss suffered is call mdigy.
Reinsurance

Reinsurance is a method where by the originalrersu
transfer all or part of risk he has assumed tol@rotompany
or companies with the object of reducing his owmpotment
to an reducing his own commitment to an amount ligatan
bear for his own account commensurate with hisnitred
resources in the event of loss. It was originalynfmed to
offers and acceptances on individual risk knowifiaasltative
reinsurance transactions.

Double Insurance

Double insurance implies that subject matter ssiiad in
two or more insurance companies (insurers) andata sum
insured exceeds the actual value of subject maittenther
words, the same subject matter is insured in mioa@ bne
insurer.

No claim bonus

The bonus is getting under the policy, if the as not
reported during the policy period and after tha¢ tiime
renewal (in time) then as per the policy term raolbonus is
avail for the vehicle insurance policy and the raftdoonus is
different in different general insurance companiasd the
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maximum rate should be up to 50’ o as per the norms
Characteristics of Insurance

Insurance follows important characteristics — Ehase
follows

1. Sharing of risk

Insurance is a co-operative device to share theéenuof
risk, which may fall on happening of some unfessevents,
such as the death of head of family or on happeoingarine
perils or loss of by fire.

2. Co-operative device

Insurance is a co-operative form of distributingeatain
risk over a group of persons who are exposed té itarge
number of persons share the losses arising frorarécplar
risk
3. Large number of insured persons

The success of insurance business depends oartie |
number of persons Insured against similar risk.sTill
enable the insurer to spread the losses of riskngntarge
number of persons, thus keeping the premium rat¢het
minimum.

4. Evaluation of risk

For the purpose of ascertaining the insurance iprem
the volume of risk is evaluated, which forms thesibaof
insurance contract.
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5. Payment of happening of specified event

On happening of specified event, the insurancepamy
is bound to make payment to the insured. Happermihg
specified event is certain in life insurance, buthe case of
fire, marine of accidental insurance, it is notes=ary. In such
cases, the insurer is not liable for payment oémdity.

6. Transfer of risk

Insurance is a plan in which the insured trandfésgisk
on the insurer. This may be the reason that magoper
observes, that insurance is a device to transfaessconomic
losses would have been borne by the insured theessel

7. Spreading of risk

Insurance is a plan which spread the risk & losgdsw
people among a large number of people. John Maggesw
“Insurance is a plan by which large number of peopl
associates themselves and transfers to the shewflatl, risk
attached to Individuals”.

8. Protection against risks

Insurance provides protection against risk invdlie
life, materials and property. It is a device to idvor reduce
risks.

9. Insurance is not charity

Charity pays without consideration but in the case
insurance, premium is paid by the insured to trsurer in
consideration of future payment.
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10. Insurance is not a gambling

Insurance is not a gambling. Gambling is illegahich
gives gain to one party and loss to other. Insweasa valid
contact to indemnity against losses. Moreover, rhsie
interest is present in insurance contracts it hasetement of
investment also.

11. A contract

Insurance is a legal contract between the insaret
insured under which the Insurer promises to comgtenthe
insured financially within the scope of insurancaié, the
insured promises to pay a fixed rate of premiurth&insurer.

12. Social device

Insurance is a plan of social welfare and prodectf
interest of the people. Rieged and miller obsemsurance is
of social nature”.

13. Based upon certain principle

Insurance is a contract based upon certain fundiaine
principles of insurance, which includes utmost gdadh,
insurable interest, contribution, indemnity, cauBeoxima,
subrogation etc, which are operating in the varibefls of
insurance.

14. Regulation under the law

The government of every country enacts the law
governing insurance business So as to regulatec@midol its
activities for the interest of the people. In Indizeneral
insurance act 1972 and the life insurance act 1&%6the
major enactment in this direction.
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15. Insurance is for pure risk only

Pure risks give only losses to the insured, angrmofits.
Examples of pure Risks are accident, misfortunatigefire,
injury, etc., which are all the sided risks and thiémate
results in loss. Insurance companies issue polageist pure
risk only, not against speculative risks.

16. Based on mutual goodwill

Insurance is a contract based on good faith betviee
parties. Therefore, both the parties are boundigolase the
important facts affecting to the contract beforeheather.
Utmost good faith is one of the important princgplef
insurance.

Insurance As A Social Security Tool

1. United Nations Declaration of Human Rights 1948
provides: - "Every one has a right to adequatedstahof
living for health and well being of himself and his
family, including food, clothing, housing, medicedre,
necessary social services and the right to securitiie
event of unemployment, sickness, disability, widoo,
or other lack of livelihood in circumstances beydnd
control."

2.  Under a socialistic system the responsibility ofl fu
security would be placed upon the state to findueses
for providing social security. In the capitalisteft to the
individuals. The society provides instruments whaam
be used in securing this aim. Insurance is ondrof i
capitalistic society too there is a tendency to/jge
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some social security by the state under some scherhere
members are required to contribute.

3. In India, Article 41 of our Constitution requirdset State
(with in limits of its economic capacity and deveaheent)
to make effective provision for securing the rigit
work, to education and to provide public assistaimce

case of unemployment, old age, sickness and

disablement.

4. Part of the obligations under Article 41 are mettbg
State through the mechanism of Life Insurance.

5.  Where breadwinner of family dies, family’s inconteps
to that extent, affecting the economic conditionte L

Insurance provides such alternate arrangement as we

have discussed above. Otherwise another family dvoul
have been pushed into the lower strata of sociEhg
lower strata creates a cost on society. Poor peapse
the nation by way of subsidies etc.

6. Life insurance helps in restoration of the adverse

economic condition so caused.
Functions of Insurance

Insurance is defined as a co-operative devicepteas|
the loss caused by a particular risk over a nunolbgrersons
who are exposed to it and who agree to ensure tleass
against that risk. Risk is uncertainty of a finahdoss. It
should not be confused with the chance of loss lwiscthe
probable number of losses out of a given numbexpbsures.
It should not be confused with peril which is definas the
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cause of loss or with hazard which is a conditibat tmay
increase the chance of loss. Finally, risk mustb®tonfused
with loss itself which is the unintentional decline or

disappearance of value arising from a contingel¢lgerever
there is uncertainty with respect to a probable tbere is risk.
Every risk involves the loss of one or other kifitle function
of insurance is to spread the loss over a large beunof

persons who are agreed to co-operate each otliee &tme of
loss. The risk cannot be averted but loss occurdng to a
certain risk can be distributed amongst the agmeedons.
They are agreed to share the loss because theeshahtoss,
i.e., the time, amount, to a person are not known.

Anybody of them may suffer loss to a given risk, the
rest of the persons who are agreed will share aks. IThe
larger the number of such persons the easier theeps of
distribution of loss, In fact; the loss is shareg them by
payment of premium which is calculated on the phbilig of
loss. In olden time, the contribution by the pesaras made
at the time of loss. The insurance is also defiagdh social
device to accumulate funds to meet the uncertase® arising
through a certain risk to a person insured agairestisk. The
functions of insurance can be studied into twop@ytPrimary
Functions, and (ii) Secondary Functions.

Primary Functions:
() Insurance provides certainty:

Insurance provides certainty of payment at the
uncertainty of loss. The uncertainty of loss carrdsuced by
better planning and administration. But, the insuearelieves
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the person from such difficult task. Moreover, hietsubject
matters are not adequate, the self- provision megvep
costlier. There are different types of uncertaintya risk. The
risk will occur or not, when will occur, how mucbsis will be
there? In other words, there are uncertainty ofpbamg of
time and amount of loss. Insurance removes all ethes
uncertainty and the assured is given certainty ayfingent of
loss. The insurer charges premium for providing Hzed
certainty.

(i) Insurance provides protection:

The main function of the insurance is to provide
protection against the probable chances of loss. tithe and
amount of loss are uncertain and at the happerfimglq the
person will suffer loss in absence of insurancee Ffsurance
guarantees the payment of loss and thus proteetsigbured
from sufferings. The insurance cannot check theéaing of
risk but can provide for losses at the happenintpefisk.

(i) Risk-Sharing:

The risk is uncertain, and therefore, the lossiragifrom
the risk is also uncertain. When risk takes pldhe, loss is
shared by all the persons who are exposed togkeThe risk-
sharing in ancient time was done only at time ahdge or
death; but today, on the basis of probability skyithe share is
obtained from each and every insured in the shapesoium
without which protection is not guaranteed by th&urer.

Secondary functions:

Besides the above primary functions, the insuravam&s
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for the following functions:
(i) Prevention of Loss:

The insurance joins hands with those institutiougch
are engaged in preventing the losses of the sobetgiuse the
reduction in loss causes lesser payment to theeassund so
more saving is possible which will assist in redgcithe
premium. Lesser premium invites more business adem
business cause lesser share to the assured. Sgpagaium is
reduced to, which will stimulate more business andre
protection to the masses. Therefore, the insuraamssst
financially to the health organisation, fire brigaetducational
institutions and other organisations which are gedain
preventing the losses of the masses from deathroage.

(i) It Provides Capital:

The insurance provides capital to the society. The
accumulated funds are invested in productive chanrtee
dearth of capital of the society is minimised tgraater extent
with the help of investment of insurance. The indysthe
business and the individual are benefited by tkkestment and
loans of the insurers.

(i) It Improves Efficiency:

The insurance eliminates worries and miserieos$ds
at death and destruction of property. The cargbeson can
devote his body and soul together for better aement. It
improves not only his efficiency, but the efficieex of the
masses are also advanced.
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(iv) It helps Economic Progress:

The insurance by protecting the society from hiogses
of damage, destruction and death, provides anaiwé to
work hard for the betterment of the masses. The faexor of
economic progress, the capital, is also immenselyiged by
the masses. The property, the valuable assetsmére the
machine and the society cannot lose much at tlaesteis

Advantages of Insurance
1. Assures for financial compensation

Insurance provides financial security to the iesurlt
gives guarantee of compensation against large diahlosses
in return of small premium.

2.  Reduction of risks

Human beings are exposed to different kinds dcrfaial
risks, which may cause large financial lossess Hat possible
to eliminate the risks but it can be forecasted wtlliced by
applying some precautionary measures. Insurancgs hiel
reducing risks by suggesting for pre caution mession one
side and by sharing the losses to a group of pendmn has
agreed to join the common pool.

3. Encouragement to saving and investment

In the insurance agreement, the insured has toapay
certain regular premium to the insurer in return tte
compensation of the probable future loss or comgtéors at
old age or compensation after his/her death. Imagr#s thus a
method of collecting saving from the parties wijito get
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secured from the financial risks. Hence, it encgesapersons
to make regular savings.

4. Basis of credit

An insured can easily get loan by pledging inscean
policy as a security from the insurance companglfits
Besides, financial institutions grant credit fae$ on the
pledge of the properties which are being insured.

5. Maintains economic stability

Financial risks and uncertainties pushes the eentir
economy into instability. It is a very bad signttdal business
and social sectors. Insurance assures the commenséatthe
financial losses caused by the specified futurenesvend
considerably helps in maintaining economic stapilit

6. Promotes business activities

Business sector is more risky sector. The chaatése
in the go down, loss of stocks by theft, explosiorthe ship,
train or plane etc. are more frequent in this gedtsurance
takes away these risks and promotes and develogigess
activities in consideration to a nominal chargepremium.

7. Provides employment opportunities

As insurance has become business in the modern day
business world, hundreds of entrepreneurs and dnolgsof
employees have been engaging in this line. Henge, b
establishing and developing insurance companieshai
provided employment opportunities to thousandseafpte as
per their qualification and calibre.
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Disadvantages of Insurance

Besides a number of benefits, insurance has als® s
limitations.

. Insurance leads to negligence as the insured feats
he/she can be compensated for any loss or damage.

. Insurance companies do not make the compensation

promptly on maturity of the policy or for the finaal
losses as the expectation of the insured.

. It may lead to the crimes in the society as the
beneficiaries of the policy may be tempted to commi
crimes to receive the insured amount.

. Although insurance encourages savings, it does not

provide the facilities that are provided by bank.
Basic Principles of Insurance
1. Nature of contract:

Nature of contract is a fundamental principlersfurance
contract. An insurance contract comes into exigemeen one
party makes an offer or proposal of a contract @nedother
party accepts the proposal.

A contract should be simple to be a valid contratte
person entering into a contract should enter wiih flree
consent.

2. Principal of utmost good faith:

Under this insurance contract both the partiesulsho
have faith over each other. As a client it is theydof the
insured to disclose all the facts to the insurataapany. Any
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fraud or misrepresentation of facts can result c#ocellation
of the contract.

3. Principle of Insurable interest:

Under this principle of insurance, the insured meste
interest in the subject matter of the insurancesehioe of
insurance makes the contract null and void. If éh&r no
insurable interest, an insurance company will regue a
policy.

An insurable interest must exist at the time oé th
purchase of the insurance. For example, a credigs an
insurable interest in the life of a debtor, A pers® considered
to have an unlimited interest in the life of thgdouse etc.

4.  Principle of indemnity:

Indemnity means security or compensation agawss |
or damage. The principle of indemnity is such pple of
insurance stating that an insured may not be cosgted by
the insurance company in an amount exceeding theead’s
economic loss.

In type of insurance the insured would be compemsa
with the amount equivalent to the actual loss aotl the
amount exceeding the loss.

This is a regulatory principal. This principleabserved
more strictly in property insurance than in lifsumance.

The purpose of this principle is to set back tigured to
the same financial position that existed before libgs or
damage occurred.
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5.  Principal of subrogation:

The principle of subrogation enables the insucedadim
the amount from the third party responsible for tbes. It
allows the insurer to pursue legal methods to recdwne
amount of loss, For example, if you get injuredainroad
accident, due to reckless driving of a third patityg insurance
company will compensate your loss and will also theethird
party to recover the money paid as claim.

6. Double insurance:

Double insurance denotes insurance of same subject
matter with two different companies or with the sacompany
under two different policies. Insurance is possiinlecase of
indemnity contract like fire, marine and propertgurance.

Double insurance policy is adopted where the firan
position of the insurer is doubtful. The insuredimat recover
more than the actual loss and cannot claim the evhoiount
from both the insurers.

7.  Principle of proximate cause:

Proximate cause literally means the ‘nearest camise
‘direct cause’. This principle is applicable whé toss is the
result of two or more causes. The proximate causans) the
most dominant and most effective cause of los®msidered.
This principle is applicable when there are seoksauses of
damage or loss.

Kinds of Insurance
Business Point of View :
The insurance can be classified into three categ@om
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business point of view: (i) Life Insurance, (ii) Gal
Insurance, and (iii) Social Insurance.

(i) Life Insurance:

Life Insurance is different from other insurancethe
sense that, here, the subject matter of insurasckfel of
human being. The insurer will pay the fixed amouwit
insurance at the time of death or at the expirgestain period.
At present, life insurance enjoys maximum scopeabse the
life is the most important property of the society an
individual. Each and every person requires therarste. This
insurance provides protection to the family at gremature
death or gives adequate amount at the old age wasring
capacities are reduced. Under personal insurampagaent is
made at the accident. The insurance is not onlp&gtion but
is a sort of investment because a certain sumtisnable to
the insured at the death or at the expiry of aogderiThe
business of life insurance is wholly done by thid¢ insurance
Corporation of India.

(i) General Insurance :

The general insurance includes property insurance,
liability insurance and other forms of insurancereFand
marine insurances are strictly called propertyiasae. Motor,
theft, fidelity and machine insurances include théent of
liability insurance to a certain extent. The sestt form of
liability insurance is fidelity insurance, wherellye insurer
compensates the loss to the insured when he isr uhde
liability of payment to the third party.
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(i) Social Insurance:

The social insurance is to provide protection he t
weaker section of the society who is unable to lagy
premium for adequate insurance. Pension plansbitiiga
benefits, unemployment benefits, sickness insuranoe
industrial insurance are the various forms of daaisurance.
With the increase of the socialistic ideas, theadansurance
is an obligatory duty of the nation. The Governmehta
country must provide social insurance to its masses

Risk Point of View:

Insurance is divided into property liability anther form
from high point of view

A. Property Insurance:

Under the property insurance property of persosfre
are insured against a certain specified risk. T¢lemay be fire
or marine perils, theft of property or goods, damap
property at accident.

(@) Marine Insurance:

Marine insurance provides protection against lo§s
marine perils. The marine perils are collision wiblak, or ship
attacks by enemies, fire and capture by pirates, Bhese
perils cause damage, destruction or disappeardnites ship
and cargo and non-payment of freight. So, marirseirence
insures ship (Hull), cargo and freight. Previoushly certain
nominal risks were insured but now the scope ofimear
insurance had been divided into two parts: (i) @Qckkarine
Insurance and (ii) Inland Marine Insurance. Thenfer insures
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only the marine perils while the latter covers muaperil
which may arise with the delivery of cargo (gooftem the
godown of the insured and may extend up to theipeoé the
cargo by the buyer (importer) at his godown.

(b) Fire Insurance:

Fire insurance covers risks of fire. In the abseotfire
insurance, the fire waste will increase not only ttee
individual but to the society as well. With the hedf fire
insurance, the losses, arising due to fire are emsgted and
the society is not losing much. The individual istpcted from
such losses and his property or business or indusit
remain approximately in the same position in whichvas
before the loss. The fire insurance does not prately losses
but it provides certain consequential losses aW¥ar risk,
turmoill, riots, etc., can be insured under thisiraace, too.

(c) Miscellaneous Insurance:

The Property, goods, machine, furniture, autonegbil
valuable articles, etc., can be insured againstddmaage or
destruction due to accident or disappearance dtieefo There
are different forms of insurances for each typett@d said
property whereby not only property insurance exibtg
liability insurance and personal injuries are atsared.

B. Liability Insurance:

The general insurance also includes liability nasge
thereby the insured is liable to pay the damagproperty or
to compensate the less of personal injury or dedths
insurance is seen in the form of fidelity insuranaatomobile
insurance and machine insurance, etc.
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C. Other Forms:

Besides the property and liability insurancesrehare
certain other insurances which are included undarersl
insurance. The examples of such insurances arertextealit
insurances, State employees insurance, etc., whetled
insurer guarantees to pay certain amount at thaicervents.
This insurance is extending rapidly these days.

1. Personal Insurance:

The personal insurance includes insurance of huifean
which may suffer loss due to death, accident arsbadie.
Therefore, the personal insurance is further sabsified into
life insurance, personal accident insurance andlttea
insurance.

2. Property Insurance:

The property of an individual and of the society
insured against the loss of fire and marine petils, crop is
insured against unexpected decline in productioexpected
death of the animals engaged in business, break-dofv
machines and theft of the property and goods.

3.  Liability Insurance:

The liability insurance covers the risks of thipdrty,
compensation to employees, liability of the autor@bwners
and reinsurances.

4., Guarantee Insurance:

The guarantee insurance covers the loss arisiegtau
dishonesty, disappearance and disloyalty of thel@yaps or
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second. The party must be a party of the contHist failure
causes loss to the first party. For example, iroexpsurance,
the insurer will compensate the loss at the failofethe
importers to pay the amount of debt.

Life Insurance Vs General Insurance Types

Life insurance is a non-personal insurance contiidas
means that the policyholder and the person beisgréd do
not have to be the same person. General insurarale/ays a
personal contract where the insurance company aistiith
you directly for insurance protection.

Function

Both life insurance and general insurance accept
premiums in exchange for insurance benefits. Imsga
premiums are invested into bonds or bond-like itmests
that produce stable and consistent returns foririearance
company. The investments, plus premium paymentso al
ensure that the insurance company can pay the sedmi
benefits that are outlined in the insurance polMhen you
need to file a claim, both types of insurance regj@ claim
form for you to fill out. The payment of benefitand the
amount of the benefit that is payable, are alwg@gdled out in
your insurance contract.

Significance

Life insurance insures your life or the life ofnseone
that you have an economic interest in, like yououse,
children, siblings or business partners. When thgured
individual dies, the life insurance policy pays eath benefit
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that is fixed. This is called a valued contractvalued contract
pays a fixed sum of money, regardless of the natlitke loss
insured by the contract.

General insurance insures homes, automobiles #edl o
personal property. This type of insurance is somesireferred
to as "property and casualty" insurance. Genealrance is
indemnity insurance. Indemnity insurance pays gisdough
money to you to repair or replaced the insured gmyp For
example, your homeowner's insurance may cover gatire
home and the contents of it. However, if your rsoflamaged
in a storm, the policy only pays enough to regasr damage.

Benefits

The benefit of life insurance is that it pays @iy
financial obligations you have left after you die.can pay
more than that, however, because life insurances pafixed
amount. Death benefits can be used to create wealtthe
surviving beneficiaries, or they can be used toamp the
primary income earner's salary for a surviving §gou

General insurance is beneficial in that the inscea
ensures that, almost regardless of the damage doatethe
property will be repaired or replaced. While geha@raurance
generally has a maximum payout determined by theevaf
your property, it does not pay a fixed amount, sa yon't
have to guess at how much insurance you need thase.

Expert Insight

Both types of insurance are necessary to protaat hfe
and your property. They each serve a differenttioncand fill
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specific roles in your insurance plan. When buyilig
insurance, only buy enough insurance to cover yaurent
and expected future financial liabilities. When ghasing
general insurance, the maximum coverage shoulcexteind
beyond the total replacement value of your property
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MODULE 5
LIFE INSURANCE — CONCEPT

Life insurance (or life assurance, especially in the
Commonwealth), is a contract between an insurareyp
holder and an insurer or assurer, where the inguognises to
pay a designated beneficiary a sum of money (tmefiig in
exchange for a premium, upon the death of an idspegson
(often the policy holder). Depending on the corrasther
events such as terminal illness or critical illnesm also
trigger payment. The policy holder typically payp@mium,
either regularly or as one lump sum. Other expe(sash as
funeral expenses) can also be included in the tienef

Life policies are legal contracts and the termsthed
contract describe the limitations of the insuredrés. Specific
exclusions are often written into the contract wmitl the
liability of the insurer; common examples are claimnelating
to suicide, fraud, war, riot, and civil commotion.

Life-based contracts tend to fall into two majoteggries:

Protection policies — designed to provide a benefit
typically a lump sum payment, in the event of spedi
event. A common form of a protection policy design
term insurance.

Investment policies — where the main objective as t
facilitate the growth of capital by regular or dmg
premiums. Common forms (in the U.S.) are whole, life
universal life, and variable life policies.

School of Distance Education, University of Calic 215



BCM4A14/BBA4A14: Banking and Insurance

Basic Principles of Life Insurance
1.  Insurable interest

The insured must have insurable interest in tlie li
assured. In absence of insurable interest, Contfaosurance
is void. Insurable interest must be present at tthee of
entering into contract with insurance company fdfe |
insurance. It is not necessary that the assuredldhmave
insurable interest at the time of maturity also.

2. Utmost good faith

The contract of life insurance is a contract oot
good faith. The insured should be open and trutdwfal should
not conceal any material fact in giving informatiom the
insurance company, while entering into a contragthw
insurance company. Misrepresentation or concealmeany
fact will entitle the insurer to repudiate the qawct if he
wishes to do so.

3. Not a contract of indemnity

The life insurance contract is not a contractolieimnity.
A Contract of life insurance is not a contractrdemnity. The
loss of life cannot be compensated and only a figech of
money is paid in the event of death of the insuBa.the life
insurance contract is not a contract of indemnitiie loss
resulting from the death of life assured cannotdleulated in
terms of money.

Features of Life Insurance

Since the life insurance is not an indemnity cacttrthe
insurer, in his part, is required to pay a defigiten of money
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agreed on maturity of policy at the death or an wmhan

instalment for a fixed period or during life. Ascéll contrary
to other insurance policies, it has some distieetidres. The
essential features of life insurance are as follows

1. Insurable interest

The insured or policyholder must have an insurable
interest for a valid life insurance contract. Irehle interest
arises out of pecuniary relationship which existdneen the
insurer and policy holder, the former or insuramsis to loose
by the death of the policy holder or latter anccontinuous to
gain by his survival. In life insurance contractp@son may
have insurable interest for his own life as wellligss of his
relatives such as wife, son, daughter etc. No persan
purchase life insurance policy for a third persotess he has
financial interest in his life.

2. Utmost good faith

The life insurance requires that the principleuthost
good faith should be preserved by both the pariessirer and
insured. Utmost good faith between the partieserseasary in
all kinds of contracts. The insured in particulauyst disclose
all facts accurately and completely with respedhtobject of
life policy.

3.  Warranties

Warranties are the representations in life insteamhich

are embodied in the policy and expressly or impjiédrming

part of the basis of the contract. Warranties lageintegral part
of the contract. These are the bases of the carbetaveen
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insured and insurer and if any statement or infoionaor
presentation, whether material or non-materialungrue the
contract may be void and the premium paid by irdunay be
forfeited by the insurance company or insurer.

4. Assignment and nomination

The life insurance policy can be assigned freeaftggal
consideration or love and affection. The insureq mssigned
to anybody on any ground. As such, the assignmieait be
complete and effectual only on the execution of hsuc
endorsement either on the policy itself or by zasafe deed.

5. Return of premium

Generally, the amount of premium paid cannot be
refunded. however, for the reason of equity, trerpum may
be refunded. If it is the case of misrepresentatiobreach of
warranty, the insured, in the absence of any espresdition
to the contrary, can claim for return of premiumdpdut, in
case of guilty of fraud in obtaining policy, thesured cannot
claim the amount of premium to be returned.

Importance of Life Insurance

The following point shows the role and importancé
insurance:

Insurance has evolved as a process of safeguatioing
interest of people from loss and uncertainty. Itynize
described as a social device to reduce or elimingkeof loss
to life and property. Insurance contributes a tothte general
economic growth of the society by provides stapitid the
functioning of process. The insurance industrievehtip
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financial institutions and reduce uncertainties itmproving
financial resources.

1. Provide safety and security:

Insurance provide financial support and reduce
uncertainties in business and human life. It presidafety and
security against particular event. There is alwayfear of
sudden loss. Insurance provides a cover againstsadgen
loss. For example, in case of life insurance fimaressistance
is provided to the family of the insured on histtiedn case of
other insurance security is provided against tks tue to fire,
marine, accidents etc.

2. Generates financial resources:

Insurance generate funds by collecting premiunmeséh
funds are invested in government securities anckstbhese
funds are gainfully employed in industrial develapr of a
country for generating more funds and utilised fiwe
economic development of the country. Employment
opportunities are increased by big investments ihgado
capital formation.

3. Life insurance encourages savings:

Insurance does not only protect against risks and
uncertainties, but also provides an investment oglaioo. Life
insurance enables systematic savings due to payment
regular premium. Life insurance provides a mode of
investment. It develops a habit of saving moneyplying
premium. The insured get the lump sum amount atiirity
of the contract. Thus life insurance encouragesigay
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4. Promotes economic growth:

Insurance generates significant impact on the @ogn
by mobilizing domestic savings. Insurance turn augkated
capital into productive investments. Insurance &®lto
mitigate loss, financial stability and promotes dgaand
commerce activities those results into economiaovtroand
development. Thus, insurance plays a crucial rate i
sustainable growth of an economy.

5. Medical support:

A medical insurance considered essential in magagi
risk in health. Anyone can be a victim of criticélhess
unexpectedly. And rising medical expense is of igceacern.
Medical Insurance is one of the insurance polithes cater for
different type of health risks. The insured getsnadical
support in case of medical insurance policy.

6. Spreading of risk:

Insurance facilitates spreading of risk from thgured to
the insurer. The basic principle of insurance ispoead risk
among a large number of people. A large numbereo$qns
get insurance policies and pay premium to the @rsur
Whenever a loss occurs, it is compensated outrafsfof the
insurer.

7. Source of collecting funds:

Large funds are collected by the way of premiuimese
funds are utilised in the industrial developmentaofountry,
which accelerates the economic growth. Employment
opportunities are increased by such big investmeniss,
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insurance has become an important source of -capital
formation.

Types of Life Insurance Policies
1. Term Policy

In case of Term assurance plans, insurance company
promises the insured for a nominal premium to pey face
value mentioned in the policy in case he is no énglive
during the term of the policy.

Term assurance policy has the following features:

. It provides a risk cover only for a prescribed péri
Usually these policies are short- term plans aedt¢inm
ranges from one year onwards. If the policyholder
survives till the end of this period, the risk coVapses
and no insurance benefit payment is made to him.

. The amount of premium to be paid for these policses
lower than all other life insurance policies. As/isgs
and reserves are not accumulated under this paibgs
no surrender value and loan or paid-up values ate n
allowed on these policies.

. This plan is most suitable for those who are ihijtia
unable to pay high premium

. When income is low as required for Whole Life or
Endowment policies, but requires life cover for ighh
amount.

2. Whole Life Policy

This policy runs for the whole life of the assurddhe
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sum assured becomes payable to the legal heiraitdy the
death of the assured. The whole life policy canobghree

types.

(1) Ordinary whole life policy — In this case premium i
payable periodically throughout the life of thewassl.

(2) Limited payment whole life policy — In this case
premium is payable for a specified period

(Say 20 Years or 25 Years) Only.

(3) Single Premium whole life policy — In this type of
policy the entire premium is payable in one simagment.

3.  Endowment Life Policy

In this policy the insurer agrees to pay the as$ar his
nominees a specified sum of money on his deathnothe
maturity of the policy whichever is earlier. Thespnum for
endowment policy is comparatively higher than tbéatthe
whole life policy. The premium is payable till tineaturity of
the policy or until the death of the assured whwehnes earlier.
It provides protection to the family against theionely death
of the assured.

4. Health insurance schemes

An individual is subject to uncertainty regardimgs
health. He may suffer from ailments, diseases, bdisa
caused by stroke or accident, etc. For serioussdageperson
may have to be hospitalized and intensive mediaed bas to
be provided which can be very expensive. It is hirat
medical insurance is helpful in reducing the finahburden.
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These days the vulnerability to lifestyle diseasgsh as heatrt,
cancer, neurotic, and pollution based, etc. ar¢herincrease.
So it makes sense for an individual to go for maldicsurance
cover.

5. Joint Life Policy

This policy is taken on the lives of two or morergpns
simultaneously. Under this policy the sum assuredolmes
payable on the death of any one of those who hakentthe
joint life policy. The sum assured will be paid tbe
survivor(s). For example, a joint life policy mag lbaken on
the lives of husband and wife, sum assured wilpagable to
the survivor on the death of the spouse.

6.  With Profit And Without Profit Policy

Under with profit policy the assured is paid, mddion
to the sum assured, a share in the profits ofrikerer in the
form of bonus. Without profit policy is a policy der which
the assured does not get any share in the prafiteed by the
insurer and gets only the sum assured on the ratirithe
policy. With profit and without profit policies ar@so known
as participating and non-participating policiegedively.

7. Double Accident Benefit Policy

This policy provides that if the insured persoestof any
accident, his beneficiaries will get double the amtoof the
sum assured.

8.  Annuity Policy

Under this policy, the sum assured is payableimaine
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lump sum payment but in monthly, quarterly andyakhrly or
yearly instalments after the assured attains aicedge. This
policy is useful to those who want to have a reguiaome
after the expiry of a certain period e.g. afterirestent.
Annuity is paid so long as the assured survivesarinuity
policy medical check-up is not required. Annuitypaid so
long as the assured survives.

9. Policies For Women

Women, now a days are free to take life assurance
policies. However, some specially designed polisiei their
needs in a unique manner; important policies fomen are

A. Jeevan Sathi is also known a Life Partner plan etiez
husband and wife are covered under this endownaiatyp

B. Jeevan Sukanya
10. Group Insurance

Group life insurance is a plan of insurance unaleich
the lives of many persons are covered under oaengurance
policy. However, the insurance on each life is petedent of
that on the other lives. Usually, in group insugnthe
employer secures a group policy for the benefit hid
employees. Insurer provides coverage for many peopter
single contract.

10. Policies For Children

Policies for children are meant for the variougdse of
the children such as education, marriage, secofitiyfe etc.
Some of the major children policies are:
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1) Children’s deferred assurances
Marriage endowment and educational annuity plans
3) Children endowment policy

—~~ ~
N
~—"

11. Money Back Policy

In this case policy money is paid to the insuredai
number of separate cash payments. Insurer givesdper
payments of survival benefit at fixed intervalsidgrthe term
of policy as long as the policyholder is alive.

Need for Insurance Documentation

Life insurance is a legally enforceable contragtween
two parties both of whom are legally qualified tintract. It is
therefore, necessary that the terms and conditminghe
agreement must be suitably documented in a mariradr
would make it clear that both parties to the cartere Ad-
idem i.e., of the same mind. Ad-ldem means thah bbe
parties understand the same thing in the same serme of
the same mind on the same subject. There must rsesus
or Ad-ldem between the parties to the contracts Thpossible
provided all the terms and conditions, rights andied -
privileges and obligations are properly documentederms
which can be clearly interpreted in a court of [Bgtween two
human beings sometime silence means an accepfBuaceas
the insurer is a legal personality entitled to cacit verbal
discussion between parties to the contract is nesiple and
hence there is a need for documentation. Insurémed¢so a
contract of utmost good faith and enforced onlyhie distant
future. It is therefore necessary that the dedtmmatmade by
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both the parties should be put in black and whate féiture
reference. Any suppression, willful and materialsmake the
contract void. The insured, therefore, has a dotgtetclare all
that he knows about himself, his health, his finanstatus in
answering questions contained in the proposal fanch other
ancillary documents which may be required by ttseiiar.

Documents needed at the stage of the proposal

Proposal form is the basic format which is filiedoy the
proposer who wants to take an insurance policycalt be
defined as the application for insurance. A propésen has
three portions

(1) The first gives details about the proposer, his éqam
address, occupation, the details about the typesafance that
he wants to take and the name of the nominee tanwhe
money is payable in case the policyholder doessantive to
take the maturity amount.

(2) The second portion relates to the details of tisergnce
policy that the proposer already possesses, theemprdiealth
conditions and the personal history of his headthy sickness
or accident he might have had. This is a detailsssgionnaire
and the proposer is expected to reply to each iguest
truthfully and honestly. A female proposer has éply to
certain additional questions specific to her genddre last
portion of the proposal form relates to the detiana Through
this declaration, the proposer

(i) affirms the veracity of the statements made in the
proposal form in replying to the question

School of Distance Education, University of Calic 226



BCM4A14/BBA4A14: Banking and Insurance

(i) affirms that he/she has not suppressed, misrefszsen
concealed any fact which may be material to tHe ris

(iv) agrees that this declaration along with the prolpfasen
shall form the basis of the contract and if anyinfation is
found to be false the contract will be null and drahus
reinforcing the principle of “Uberimma Fides” (Utistogood
faith).

(v) further agrees to take the insurance on the temas a
conditions decided by the insurer. The proposehéuragrees
to keep the insurer informed of any changes inpbsition
relating to his health or his occupation betweew mmd the
issuance of the first premium receipt. It is thiesacthat after
the insurer has issued the first premium receygt,contract is
said to have concluded and thereafter the insuasrnio right
to change the terms of the contract. However,rikarer has a
right to offer any term and condition before thenafi
acceptance of the insurance. For example, in chadeamale
proposer, the insurer may not agree to acceptisikeof the
childbirth. In case of certain hazardous occupatide
commercial pilots, the insurer may like to exclute risk to
life due to such occupation. In case of certairodeity, the
risk of accident can be excluded. These exclusidmsks are
not normal terms of the policy contract and thamfoave to
elicit consent of the proposer. In case of a suldstal health,
the insurer may like to accept a reduced risk duthre first
one or two years of the insurance. The conseriteintsured is
a must for such limitations to be imposed. All swspecial
conditions or riders are mentioned in the policthei by an
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endorsement or attachment to the document. Ifrtkerer has
taken a Convertible Whole Life Plan which is todmaverted

to an endowment plan after 5 There are certain rothe
documents which may be required at the proposgésta

Age proof

Age is an important factor in deciding the quantafn
premium against a policy. The document provingdbe, i.e.
age proof must be reliable and the insured hasdenake as
to its truthfulness. An insurer accepts these d@im as
standard age proof -

1) Certified extract from municipal records, recor@edhe
time of birth.

2) Certificate of baptism or extract from Family Bible
3) Extract from school or college records.

4) Extract from service register in case of employees
Government or semi government or such other reputed
institutions which insist on conclusive evidenceagt at
the time of recruitment.

5) Identity card issued by Defence department.

6) Marriage certificates issued by Roman Catholic Chur
7) Domicile certificate.

8) Passport.

Non-standard age proofs are those which are cortigeya
less reliable and therefore the insurer accepts thdéth a
pinch of salt. In other words the insurer takestaier
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precautions before accepting such age proofs ak fin
Suchnon-standard age proofsare

(1) Horoscope, (2) service records of employerserotian
those mentioned above (3) ESI card, (4) Marriagdifi@ate
in case of a Muslim proposer., 5) Elders Declamti®) Self
Declaration, 7) Driving Licence, 8) Certificate ussl by
village panchayat, 9) Electoral role, 10) Ratiordca

Age proof is insisted upon for completion of pregbif
the declared age of the proposer is less than &tboe than 50
or if the sum proposed is quite high, say abovelakie

Proof of income

This document may become necessary whenever the su
proposed is very high. Normally a sum proposed Wwhg
seven to eight times of the declared income is @abée for
insurance. But proposals do come to the insurernwihe
known source of income of the proposer is much less
compared to the amount of insurance desired. Aceholder
normally does not face this problem as his souodeacome
are verifiable.

In case of business people, the assessed incorat is
times much less compared to what is a desirabtamedor the
amount of insurance desired. In such cases theenatitimes
calls for assessed income tax returns, or Chartered
Accountant’s certificate etc. Such precautionsraeessary to
eliminate the possibility of moral hazard
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Documents Needed During The Continuance of The Poli:
First Premium Receipts and Renewal Premium Receipts

The First Premium Receipt (FPR) is the confirnratod
insurance. This document is important as it gives date of
assumption of the risk but its value is nil once tolicy
document has been issued

Policy Contract

Policy document is a detailed document and ithis t
Evidence of the insurance contract which mentiothsthee
terms and conditions of the insurance. The insbrgd not the
policy contract, but the right to the sum of momeyl its future
delivery. The insurer on its part promises to pagum of
money, provided of course the insured keeps itd pér
promise of paying the instalments of premium asedaled.
The pre-amble to the insurance contract makes Howea
statement clear and states that this policy isegsaubject to
the conditions and privileges printed on the baicthe policy.
The endorsements placed on the policy shall algmabteof the
policy and it also makes a reference to the prdpfman
saying that that the statements given in the prpfosm are
the basis of the contract. The schedule whichirgtgu on the
policy document identifies the office which hasuisg the
policy. It states the name of the policyholder, tete of
commencement of the policy, an identification humbfkethe
policy called policy number. This number is extréynaseful
for making any reference to the insurer relatinghis policy.
This shall avoid needless delay. Beneficiary’s namelso
mentioned along with address. It is necessary éolcthat it is
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correct and any mistake should be immediately pdimut for
correction. A mistake in the address may misdirtdot
premium notices and any other future correspondeh@so
states the name of the nominee and the date uptohwh
premium has to be paid. The schedule goes on tdionethe
type of policy, on the happening of which, the sassured is
payable and to whom it is payable. It of cours® atentions
when and how long the premium is to be paid. Thicypo
document is signed by an official of the insured @ated and
stamped as per the provision of the Stamp Act tGemta
completely legally enforceable document.

Renewal Premium Receipts

Though it is the duty of the insured to pay theekeal
premium on the due date the insurer sends a rerg@esmlium
notice to the insured out of courtesy and on regcgivthe
Nomination

Generally nomination is made at the time of takang
policy. In case it is not done, it is possible tak&a nomination
subsequently by an endorsement on the policy. lals®
possible to change a nomination subsequently by an
endorsement. After marriage, such change in normmas
normally required.

Assignment

An assignment of a policy in favour of anothersoer or
institution can be effected by an endorsement enpiblicy.
Re-assignment can also be done by a subsequentsendmt
on the same policy.
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Revival of policies

The insurer allows automatic revival of a lapsetqy if
outstanding premiums are paid along with intergeterally
within six months of the first unpaid premium. Whéme
nominee or heir of a life assured informs the Iidsurance
company that the life assured is missing and hisredbouts
are unknown, the life insurer advises the nominieeir/ to pay
the premium and keep the policy in force. In sudses
revivals are automatic on payment of premium andrast
thereon. As the period of non-payment of premiurowgr
longer, the arrears of premium may get accumulatedlarger
sum, making it difficult for the policyholder to pan one go.
In such cases, insurers also allow instalment edvinsurers
like LIC grant loan on the lapsed policy for reviva the
policy. While calculating the loan they presumestariding
premiums as paid and calculate the loan so thatldhe
amount will be high. If the policy lapsed in itsrigayears
when it has not yet acquired paid-up value, thergrsallows
its revival by shifting of the date of commencementthe
policy. The age and fresh premium is calculatechfthis date
onwards. This difference in premium (for six qude
instalments) is collected at the time of revivaldathe
policyholder is asked to pay one premium (quartddpuary
2013) at the revised rate.

Requirements

Conditions of revival of a life insurance policyea
determined on the basis of factors such as amdwuverage,
age of the life assured, period of lapse, periodaaly run by
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the policy, health and occupation of the life asdurSo in
cases other than automatic revival on payment &faes of
premium and interest, the insurer will insist fasidence of
continued good health of the life assured. This dmn
accomplished through a declaration of good heattth &r
medical report from an authorised medical examiner.

Good faith holds

Revival of a life policy by submission of such
requirements is as good as purchasing a new poalibgse
documents enable the insurer to decide whethercdepa or
decline and in the event of acceptance of riskieti@rmine the
rates, terms and conditions of a cover to be gdarfeeg., an
increase in premium, a reduction in term, accidemefit to be
disallowed, table of the policy to be changed, &lide the
revival itself.) They come within the definition gfroposal’ in
a policy. In other words, a declaration of good Itheaust
provide all honest and truthful disclosures. Inssir@arry out
investigations in case of early death claim afexval to rule
out the possibility of deliberate suppression oferial facts.

Revival of a life insurance policy gives the pgholder
some very important advantages such as continuahtiée
cover at a lower premium, bonus for the period mysivhich
the policy was in lapse condition and tax advardadeeep
your life insurance policy in force.

Claim Settlement Process:
Death Claim

Step One: Intimation of Claim The claimant mustmiththe
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written intimation as soon as possible to enabéeitisurance
company to initiate the claim processing. The clatimation
should consist of basic information such as polcynber,
name of the insured, date of death, cause of de#be of
death, name of the claimant etc .Claim intimatiomf can be
availed from nearest branch of the insurance cosnpatand
by downloading it from the company website.

Step Two: Documentation The claimant will be regdirto
provide the following documents along with a clants
statement: I. Certificate of Death Il. Proof of agethe life
assured (if not already given) Ill. Deeds of assignt /
reassignments (if required) IV. Policy documentAny other
document as per requirement of the insurer Folyadehth
Claim, (If the claim has accrued within three yefimsn the
beginning of the policy), the following addition@quirements
may be called for: I. Statement from the hospitalthie
deceased had been admitted to hospital Il. Cextéicof
medical attendant of the deceased giving detailsssher last
illness lll. Certificate of cremation or burial twe given by a
person of known character and responsibility pres¢nthe
cremation or burial of the body of the deceasedQ¥tificate
by employer if the deceased was an employee Inapsses
as per following the poof of death will be diffetenom the
standard specification In case of an air crash cemwificate
from the airline authorities would be necessaryify@arg that
the assured was a passenger on the plane. In €as&ipo
accident a certified extract from the logbook oé tbhip is
required. In case of death from medical causesdtwtors’
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certificate and/or treatment records may be requilfethe life
assured had a death due to accident, murder, suiord
unknown cause the police inquest report, panchanamst
mortem report, etc would be required.

Step Three: Submission of required Documents faingl
Processing For faster claim processing, it is ésdethat the
claimant submits complete documentation as earpoasible.

Step Four: Settlement of Claim As per the regufaBoof the
IRDA (Policy holder's Interest) Regulations, 20@% insurer
is required to settle a claim within 30 days ofeipt of all

documents including clarification sought by theuires. If the

claim requires further investigation, the insuras o complete
its procedures within six months from receiving thatten

intimation of claim. After receiving the requiredauments the
company calculates the amount payable under theypdior

this purpose, a form is filled in which the partams of the
policy, bonus, nomination, assignment etc. sho@debtered
by reference to the Policy Ledger Sheet. If a leaists under
the policy, then the section dealing with loan amtacted to
give the details of outstanding loan and interesb@nt, which
is deducted from the gross policy amount to cateulaet
payable claim amount. Generally all claim paymewasild be
made through the electronic fund transfer.

Maturity & Survival Claims: The payment by the insurer to
the insured on the date of maturity is called mtyrayment.
The amount payable at the time of the maturityudek a sum
assured and bonus/incentives, if any. The insueads in
advance them intimation to the insured with a bldigcharge
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form for filling various details in it. It is to beeturned to the
office along with Original Policy document, ID pifocAge
proof if age is not already submitted, Assignment
/reassignment, if any and Copy of claimant’'s Bamsdpook

& Cancelled Cheque. Settlement procedure for mgtataim

is simple after receipt of completed and stampesthdirge
form from the person entitled to the policy monéyng with
policy documents, claim amount will be paid by agtopayee
cheque.

Regarding maturity claims certain points are to be
remembered:

If the life assured is reported to have died dfer date
of maturity but before the receipt is dischargée, ¢laim is to
be treated as the maturity claim and paid to thalleeirs. In
this case death certificate and evidence of tsledquired.
Where the assured is known to be mentally deranged,
certificate from the court of law under the Indiamnacy Act
appointing a person to act as guardian to managprtperties
of the lunatic should be called. For Survival Bénefaim,
Policy bond and discharge voucher is required.

Rider Claims: The life insurance policy can be attached with
different riders like accidental rider, Criticallnéss Rider,
Hospital cash Rider, waiver of Premium Rider etar F
different Riders different proceedings can be ogtadclaim
settlement. In some cases the claim may proceedelsas
with the death Claim (Like Waiver of premium rider,
accidental death Rider etc). But in some other calsgerent
documents can be required for along with the dillldf Claim
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form & Policy Copy: For Critical lliness Rider, ressary
medical documents such as first investigation refaoctor’'s
prescription, Discharge Summery etc are required Fo
Accidental disability rider, Attested copy of FIRQoctor
Certificate of disability, Photograph of the injdrewith
reflecting disablement, Original Medical bills with
prescriptions/ treatment papers etc are required.Hespital
cash rider medical documents are required such eidsll &
Investigation report, Prescriptions, Medical angelstigation
Bills, Discharge Card etc.

Importance of Proper Documentation in Claim Processg:
It is noted that in many cases the life insurarlagrchas been
denied by the insurer because the claimant haedféa follow
some step or not able to submit the necessaryniaion to
the company. So it is recommended that when youndar
life insurance, take proper steps and documentation

Laws relating to Insurance Business

There are mainly four laws are concerned with the
insurance business of India are as follows.

A. Insurance Act1938

B Life Insurance Corporation Act956

C. General Insurance Business (Nationalization) A87,21
D

Insurance Regularity and Development Authority Act,
1999(IRDA)

A.  INSURANCE ACT, 1938

The insurance act originally passed in the yea&819
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However It amended for several times, It latest raan@ent of
the insurance act was the, the IRDA itself whelpeitame the
authority to perform many tasks required to be domder the
insurance act such as issuing licenses, issuingstira&gon

certificates, monitoring compliance with the prowers of the
Act, issuing directives, laying down norms. Theadbve said
functions were performed by the controller of Irewae earlier
as per the Insurance Act, 1938. The provisionhefAct may
be briefly described as follows.

a. Registration

To obtain the certificate of registration is corgouy to
the every insurance company. The Registration shdd
renewed annually. The paid up capital must be of R®
crores for life insurance or general and Rs. 2@bes for re-
insurance business. Every insurer has to depostagh or
approved securities, a sum equivalent to 1 tofenitisurance
or 3' a in general insurance of the total grossnpren in-any
financial year commencing after 31st March, 2006hwhe
Reserve Bank of India. The amount is not being edicey Rs.
10 crores. The deposit amount is Rs. 20 croresefosurance
businesses.

Every insurance company must keep the accounts
separately of all receipts and payment in respketoh class
of insurance business such as the marine or maseslls
insurance. Insurers must invest his assets onlythmse
investments which approved under the provisionghefAct.
Every insurance company has to do a minimum ing&an
business in the rural or social sector, as maybkeied in the
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order. The authority can be investigated the aftairthe
insurer at any time.

b. Licensing of agents

License is the pre requirement for becoming thenag
Person can’t work as an insurance agent unlesasebitained
a license from the authority. There is some disjcalion as
per the act for a person to be an agent, as follows

1. Being unsound mind.

2. Being convicted of criminal misappropriation orronnal
breach of trust or cheating or forgery or Abetmant
Attempt to commit any such offence.

3. Being found to have been guilty of or connived ay a
fraud, Dishonesty or misappropriation against any
insured on insurer.

c. Licensing of surveyors and loss assessors

No insurer can settle any claim equal to or exiceed
Rs.20000/- without the report on the loss from @erised
surveyor. The person can act as a surveyor or desessor
only after obtaining license from the authority.eTauthority
can't issue the license without get satisfactiorouabthe
applicant.

d. Solvency margin

The authority for the insurer also decides thevesudy
margin. The act clarifies how the assets and ligdsl have to
be determined and the extent to which the assetta¥xceed
the liabilities. These provisions exist to ensime adequacy of
insurer’s solvency
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e. Payment of premium before assumption of risk

A risk can be assumed by the, insurance compaey af
receiving the premium or a guarantee that the premwill be
paid within the prescribe time. Sometimes agentiedothe
premium amount and dispatch or deposited to theramse
company. They have to deposit the money within2dhdaours
except the bank and postal holiday. The agent dakeposit
the premium in full without deducting his commigsidf any
refund of, the premium will be due, the insureredity shall
paid the amount to the insured by crossed or atbleque or
by postal money order.

B. Life Insurance Corporation Act, 1956

Life Insurance Business in India was nationalizéth
effect from January 19, 1956. On the date, theaimdiusiness
of 16 non-Indian insurers operating in India and Hi®vident
Societies were taken over by Government of Indide L
Insurance Corporation of India, Act was passed by t
Parliament on June 18, 1956 and came into effeat fiuly 1,
1956. Life Insurance Corporation of India commendtx
functioning as a corporate body from September9b61 Its
working is governed by the LIC Act. The LIC is arporate
having perpetual succession and a common sealanitbwer
to acquire hold and dispose of property and caritdoypame
sue and be sued. Important Provisions of Life lasce
Corporation Act, 1956

1. Constitution
2. Capital
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Functions of the Corporation
Transfer of Services

Set-up of the Corporation
Committee of the Corporation
Authorities

Finance, Accounts and Audit
Miscellaneous

© o N OR®

Life Insurance Corporation of India (LIC)

The LIC of India was set up under the LIC Act, @95
under which the life insurance was nationalised.aAesult,
business of 243 insurance companies was takenlgvéiC
on 1 -9-1956. It is basically an investment insitn, in as
much as the funds of policy holders are investatidispersed
over different classes of securities, industried eggions, to
safeguard their maximum interest on long term bddiS is
required to invest not less than 75% of its fund€entral and
State Government securities, the government gusgawot
marketable securities and in the socially-oriergedtors. At
present, it is the largest institutional investbmprovides long
term finance to industries. Besides, it extendsugse support
to other term lending institutions by way of sulgstion to
their shares and bonds and also by way of termsloaiC
which has entered into its 57th year has emergédeasorld’s
largest insurance co. in terms of number of pdicevered.
The LIC’s total coverage of policies including iwidiual,
group and social schemes has crossed the 11 crore.
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Objectives of LIC of India
The LIC was established with the following objges:

1. Spread life insurance widely and in particularhe tural
areas, to the socially and economically backwaagdsds
with a view to reaching all insurable persons i th
country and providing them adequate financial cover
against death at a reasonable cost

2. Maximisation of mobilisation of people’s savingsr fo
nation building activities.

3. Provide complete security and promote efficienviser
to the policy-holders at economic premium rates.

4. Conduct business with utmost economy and with tifle f
realisation that the money belong to the policydeadd.

5. Act as trustees of the insured public in their vindlial
and collective capacities.

6. Meet the various life insurance needs of the comityun
that would arise in the changing social and economi
environment

7. Involve all people working in the corporation teethest
of their capability in furthering the interest dietinsured
public by providing efficient service with courtesy

Role and Functions of LIC

The role and functions of LIC may be summarised as
below:

1. It collects the savings of the people through fitdicies
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and invests the fund in a variety of investments.

It invests the funds in profitable investments sda@get
good return. Hence the policy holders get benéfithe
form of lower rates of premium and increased bohus.
short, LIC is answerable to the policy holders.

It subscribes to the shares of companies and catipos.
It is a major shareholder in a large number of tdhip
companies.

It provides direct loans to industries at a lowaterof
interest. It is giving loans to industrial entegas to the
extent of 12% of its total commitment.

It provides refinancing activities through SFCs in
different states and other industrial loan - giving
institutions.

It has provided indirect support to industry thrbug
subscriptions to shares and bonds of financiaituigins
such as IDBI, IFCI, ICICI, SFCs etc. at the timeenh
they required initial capital. It also directly sdnibed to
the shares of Agricultural Refinance Corporatiord an
SBI.

It gives loans to those projects which are impdrfan
national economic welfare. The socially orientedjgcts
such as electrification, sewage and water channglere
given priority by the LIC.

It nominates directors on the boards of companmes i
which it makes its investments.
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9. It gives housing loans at reasonable rates ofaster

10. It acts as a link between the saving and the imgst
process. It generates the savings of the smallrsave
middle income group and the rich through several
schemes.

Formerly LIC has played a major role in the Indian
capital market. To stabilise the capital market has
underwritten capital issues. But recently it hasveabto other
avenues of financing. Now it has become very seiledh its
underwriting pattern.

C. GIBNA (The General |Insurance Business
Nationalization Act- 1972)

The General Insurance Business Nationalizationwest
passed in 1972 to set up the general insurancedsssilt was
the nationalization of 107 insurance companies @rte main
company called General Insurance Corporation aaladd its
four subsidiary companies with exclusive privileder
transacting general insurance business. This ast deen
amended and the exclusive privilege ceased on ramil the
commencement of the insurance regulatory and dpnedat
authority act 1999. General Insurance Corporatiaa heen
working as a reinsurer in India. Their subsidiaaes working
as a separate entity and plays significant rolehe public
sector of general insurance.

General Insurance Corporation of India (GIC)

General insurance industry in India was natioedliand
a government company known as General Insurance
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Corporation of India was formed by the central gawgent in
November, 1972. General insurance companies haliaghy
catered to these increasing demands and have affare
plethora of insurance covers that almost coverhangtunder
the sun.

Objective of the GIC are:

1. To carry on the general insurance business other th
life, such as accident, fire etc.

2. To aid and achieve the subsidiaries to conduct the
insurance business and,

3. To help the conduct of investment strategies of the
subsidiaries in an efficient and productive manner.

Role and Functions of GIC

a. Carrying on of any part of the general insurantet i
thinks it is desirable to do so.

b. Aiding, assisting and advising the acquiring comesa
in the matter of setting up of standards of condud
sound practice in general insurance business.

c. Rendering efficient services to policy holders ehgral
insurance.

d. Advising the acquiring companies in the matter of
controlling their expenses including the payment of
commission and other expenses.

e. Advising the acquiring companies in the matter of
investing their fund.
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Issuing directives to the acquiring companies iatien
to the conduct of general insurance business.

Issuing directions and encouraging competition amon
the acquiring companies in order to render thewvises
more efficiently.

Duties, Powers and Functions of IRDA

Section 14 of the IRDA Act, 1999 lays down theielsit

powers and functions of IRDA.

Registering and regulating insurance companies
Protecting policyholders’ interests

Licensing and establishing norms for insurance
intermediaries

Promoting professional organisations in insurance

Regulating and overseeing premium rates and tefms o
non-life insurance covers

Specifying financial reporting norms of insurance
companies

Regulating investment of policyholders’ funds by
insurance companies

Ensuring the maintenance of solvency margin by
insurance companies

Ensuring insurance coverage in rural areas and of
vulnerable sections of society

General Insurance Business (Nationalization) Act1972

The General Insurance Business (Nationalization) A
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has been incorporated on 20th September 1972. Adtivias
been established to provide for acquisition anchsfier of
shares of Indian Insurance Companies and undegskio
serve for better economy by securing the developnoén
general insurance business by proper regulatiodscantrol
over such business. Fifty five Indian Insurance @anies and
fifty two other general insurance operations of eoth
Companies were nationalized through this Act. Gndhy of
enactment of this Act all shares in the capitahlibfinsurance
Companies in pursuance to this Act shall get texnsél and
vested in Central Government. Immediately aftertthasfer,
it provides such person not more than ten sharesach
insurance company to the name specified in the ciaffi
Gazette by the Central Government. This is to endbe
Insurance Companies to work as a Government Compani

The Central Government holding the vested progerti
and rights shall transfer the undertakings of thistimg insurer
who is not an Indian insurance Company to the Imdia
insurance Companies as notified in the Official &tz This
transfer includes all the assets and liabilities sich
Companies, including all the material particulars such
Companies, etc. In case of any liabilities or asgues arises
from the date of transfer, Indian insurance Comgemshall be
responsible unless it is specified anything in tiogfications
in the Official Gazette by the Central Governmdften in
case of any Suit or Appeal or any other legal pedogys
initiated on such Company, Indian insurance Compsimsl|
handle that in good faith. In case of any questidees with
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regard to any particulars with our general insuganc
Companies or such other Companies, the Central iGment

is responsible to answer it after reasonable oppiti¢s of
being heard have been given to such person whimterested

in such matter and will decide accordingly in parsce to this
Act.

In case of matters with regard to employees of the
previous insurance Company shall occupy the sanséiquo
and payment in the Indian insurance Company asetrdfit
unless his position has been terminated by themhisr
remuneration is been altered. Any question wittarédo this
is also answered by the Central Government aftemgji
reasonable opportunity to hear. The General Insgran
Corporation (GIC) was incorporated in pursuancehts Act
under the Companies Act, 1956 as a Private Com|agd
by shares. This GIC was established to controlcpetate the
General Insurance Business in India. This GIC &dhly re-
insurance Company having four decades of experientiee
Indian insurance markets. The Government of Indiasferred
all the assets and operations of the nationalizedemgl
insurance Companies to GIC and public-sector imsgra
Companies. This Corporat

The Central Government shall pay for transfer aested
shares or undertakings by Indian insurance Comgpaingem
other existing insurance Company as per schedaed®o the
Central Government to vest shares and rights willpgryment
as per schedule A listed under this Act. This disbment of
amount by corporation is based on the requirenyametscribed
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under this Act and in a way it is prescribed taygan any part
of general insurance business by assisting the iraogu
Companies through framing proper regulations in egan
insurance business. After paying all the requiragingent if
there remains any profit, the Central Governmenallsh
distribute the profit among the acquired Compani€ke
Central Government shall formulate any number béstes or
regulations in pursuance to this Act as and whensit
necessary. Acquiring Companies shall submit pecaidi
accounts statements that are properly audited bglitéwu
General of India and Comptroller. This statemehtdlsntern
submit before the Parliaments. This Act also costaeveral
miscellaneous provisions with schedules attachgairsuance
to this Act. This Act also got amended this Act dnslurance
Act of 1938. This Act has been later amended inytree 2002.
The Act along with the amendments ended the mogopbl
GIC and its subsidiaries and liberalized the insceabusiness
in India.

Fundamental Principles of General Insurance Utmost
Good Faith

Utmost good faith, a principle dating back to €a.
Boehm in 1766, is a principle based on precedeherahan
on a set of defining codes or statutes. Utmost gfzoth
requires honesty and full disclosure at all timsasting with
the application phase. It prevents both the insaredl insurer
from concealing or misrepresenting facts during the
application phase, prevents the insurer from elteriag the
policy without full disclosure during the time tipslicy is in
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force and, in the event of a loss, requires therawto provide
a full, honest representation of the facts surrcumnthe event
and loss. Violating this principle can be the badia case for
fraud.

Indemnity

The principle of indemnity refers to the paymerit o
money for claims. It says an insured should gatice and no
less money than the insurance policy permits aacetent of
the loss allows. Provisions in the policy dictateether claims
are valued at cash or replacement value — takingbtaking
an allowance for depreciation — or the face valupolcy
defines for policies that insure valuables suchadwork or
antiques. Indemnity does not apply, however, ® ilisurance
policies.

Subrogation

Subrogation is a principle of substitution andonery. It
puts an insurance company in a middleman positiberna
third party causes a loss and in this way helpsdntrol
insurance costs. For example, in the case of am aadident,
subrogation stops an insured from collecting paynfeom
two insurance companies for the same loss, places
responsibility for the accident on the third paatyd gives an
insurance company the legal right to demand regofcgrany
payments made to the insured as a result of thdeatc

Contribution

Contribution applies in a case where an insureldsho
more than one policy for the same thing. It allansurance
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companies to share the cost of claims and prevwntasured
from collecting in full on more than one policy. lprinciple

of contribution states that an insured can maklaienaqual to

the extent of a loss from one or all insurers.né ansurer pays
the claim in full, the insurer can then recovereacpntage of
the payment from the other insurers.

Insurable Interest

The principle of insurable interest states thabnder for
a loss to “count” an insured must have an intarest own the
item being insured. Interest can be subjective,iradife
insurance, or it can be a physical thing, such earar home.
Either way, insurable interest prevents a persom ftaking
out a policy or an insured from making a claim oHexcting
payments for a person he doesn’'t have a directioethip
with or an item he doesn't own.

Proximate Cause

Proximate cause — which does not apply to life
insurance — addresses what perils an insured chdosmver
and identifies insurer liability when two or morerjys come
together to cause a loss. It states that the pateintiosest or
most dominant cause determines liability. For exemib an
insured has fire but no flood insurance and adaeses water
pipes to burst and flood the home, the insuredaisld for
damage the fire causes. However, because bursttey pipes
are the dominant cause of the flood damage, tharanse
company is not legally liable to pay any claimsuitsg from
repairs.
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Types of General Insurance

Basically there are four type of general insurasizged
below. Beside these a number of different kindpalicies for
hedging against the various kind of risk are awdéan the
market these days.

« Fire Insurance
« Marine Insurance
* Motor Insurance

Health Insurance
Miscellaneous Insurance

Fire Insurance

Fire is hazardous to human life as well as prgpénss
of life by fire is covered under Life insurance alu$s of
property by fire is covered under fire insurancee Feauses
enormous damage by physically reducing the maserial
ashes. A fire insurance policy provides protectsinctly
against fire. There could be enormous reasons ifer fn
practice certain other related perils are also V/éy the fire
insurance policy. The General Insurance Act (Thriff
recommends the form of the contract in which aifisurance
is to be written. The policy form contains a preénbnd
operative clause, general exclusions and generaditions.
Fire Insurance comes under tariff class of busindfisindia
Fire Tariff is the revised fire insurance tariffhigh came into
force on May 1, 2001. Now a single policy was idtroed to
cover all property risks called standard fire apecsal peril
policy in the place of three standard policiesAgeB & C.
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A contract of fire insurance can be defined agrtract
under which one party ( the insurer) agrees fors@ration
(premium) to indemnify the other party (The insyréar the
financial loss which the latter may suffer due &mtge to the
property insured by fire during a specified peraddime and
up to an agreed amount. The document containingetimas
and conditions of the contract is known as ‘Firsulance
Policy’. A fire policy contains the name of the pes,
description of the insured property, the sum foriclvhthe
property is insured, amount of premium payable thedoeriod
insured against. The premium may be paid eithesimgle
installment or by way of installments. The insuietiable to
make good the loss only when loss is caused byahbrte.
The phrase ‘loss or damage by fire’ also includesloss or
damage caused by efforts to extinguish fire.

Scope of cover

Standard Fire and special perils policy usuallyerdoss
due to the following perils:

1. Fire: Destruction or damage to the property insured by
its own fermentation, natural heating or spontaseou
combustion or drying process can not be treatethasmge due

to fire.

2. Lightning: It may result in fire damage or other type of
damage, such as cracks in a building due to anightstrike.

3. Explosion: An explosion is caused inside a vessel when
the pressure within the vessel exceeds the atmosphe
pressure acting externally on its surface. Thiscgphowever,
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does not cover destruction or damage caused tbditers or
other vessels where heat is generated.

4. Storm, cyclone, typhoon, hurricane, tornado,
landslide: These are all various types of violent natural
disturbances accompanied by thunder or strong wontieavy
rain fall. Loss or damage directly caused by thaisturbances
are covered excluding those resulting from eartkgua
volcanic eruption etc.

5. Bush fire: This covers damage caused by burning of
bush and jungles but excluding destruction or dar@sed
by forest fire.

6. Riot, strike, malicious, and terrorism damages:Any

loss or physical damage to the property insureecti caused
by such activity or by the action of any lawful laotities in

suppressing such disturbance is covered.

7. Aircraft damage: Loss, destruction or damage caused
by Aircraft, other aerial or space devices andckesi dropped
there from excluding those caused by pressure waves

8. Overflowing of water tanks and pipes etc..Loss or

damage to property by water or otherwise on accaint
bursting or accidental overflowing of water tankgparatus
and pipes is covered.

9. Add-on Covers: The insurer can issue the standard fire
policy with added benefits at the option of thei@gdiolders by
charging additional premium. These added benetfies as
follows:

1. Architects, Surveyors and Consulting engineer’s
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fees (in excess of 3% claim amount)
2. Debris removal (in excess of 1% of claim amount)

3. Deterioration of stocks in cold storage due to powe
failure

4. Forest fire
5. Spontaneous combustion

6. Earthquake as per minimum rates and excess
applicable as specified in the tariff.

7. Omission to insure additions, alterations or
extensions.

The following types of losses, however, are noteced
by a fire policy:

. Loss by theft during and after the occurrenceref fi

. Loss caused by burning of property by order of any
public authority. Loss caused by underground fire.

. Loss or damage to property occasioned by its own
fermentation or spontaneous combustion.

. Loss happening by fire which is caused by earthguak
invasion, act of foreign enemy, warlike operatiocisil
wars, riot etc.

In all the above cases the insurer is not liabldess
specifically provided for in the fire insurance gl The
insurer can issue the standard fire policy as perNew Fire
Tariff along with added benefits at the option diet
policyholders by charging additional premium.
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Types of Fire Policies

The important fire insurance policies are discdsse

below:

(i)

(ii)

(iii)

Valued Policy. They are the exception in fire irmswe.
Under valued policy, the value declared in the gols
the amount the insurer will have to pay to the iadun
the event of a total loss irrespective of the dotalue of
loss. The policy violates the principle of indemyniThe
insurer has to pay a specified amount quite indegein
of the market or actual value of the property &t time
of loss. So such a policy is very rarely issuednédty be
issued only on artistic work, antiques and simiare
articles whose value cannot be determined easily.

Specific Policy. Under this policy, the insurer enkes

to make good the loss to the insured upto the atnoun
specified in the policy. Supposing, a building wort
Rs.2,00,000 is insured against fire for Rs.1,00,00the
damage to the property is Rs.75,000 the insurdrgsil
the full compensation. Even if the loss is Rs.1)00,the
insurer will get the full amount. But if the loss more
than Rs.1,00,00€he insured will get Rs. 1,00,000 only.
Hence, the value of property is not relevant in
determining the amount of indemnity in case of ecHc
policy.

Average Policy. Under a fire insurance policy cantay

the ‘average clause’ the insured is liable for such
proportion of the loss as the value of the uncavere
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(iv)

(v)

(vi)

property bears to the whole property. e.g. if &spergets
his house insured for Rs. 4,00,000 though its &etiae
is Rs.6,00,000, if a part of the house is damagefite
and the insured suffers a loss of Rs. 3,00,00@&mtheunt
of compensation to be paid by the insurer comestamut
Rs. 2,00,000 calculated as follows:

Amount of claim = (Insured amount X Actual loss)
Actual value of property

(4,00,000 X 3,00,000) / 6,00,000 = 2,00,000

Floating policy. A floating policy is used fatovering
fluctuating stocks of goods held in different Iéts one
premium. With every transaction of sale or purchése
quantities of goods kept at different places flatéu It is
difficult for the owner to take a policy for a sjfec
amount. The best way is to take out a floatingqgyotor
all the stocks of goods.

Reinstatement Policy. In such a policy, theunes has
the right to reinstate or replenish the propertgtased
instead of paying compensation to the insured #h.ch
may be granted on building, machinery, fumituretuie
and fittings only.

Consequential loss Policy. Sometimes the ieduras to
suffer a greater financial loss on account of diagtmn of
business caused by fire .e.g. close down busingss a
fire for repair, to meet fixed expenses such ag,ren
salaries, taxes and other expenses as usual. Such
considerable loss to the insured is not coveredhiey
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ordinary fire policy. In order to cover such losg fire,
the ‘Consequential Loss Policy’ has been introdudée
loss so suffered is separately calculated from ltiss
actually suffered.

(vi) Comprehensive policy. This policy covers ftiks of the

fire arising out of any cause that is civil commoati
lightening, riots, thefts, labor disturbances atndkas etc.
It is also known as ‘all insurance policy’.

(viii) A Blanket policy. This policy is issued tooeer all the

(ix)

(x)

fixed and current assets of an enterprise by one
insurance.

Declaration policy. In this policy, trader tak out a
policy for the maximum value of stock which may be
expected to hold during the year. At a fixed dedehe
month, the insured has to make a declaration reggard
the actual value of stock at risk on that date ti@nbasis
of such declaration, the average amount of stodkslat

in the year is calculated and this amount becorhes t
sum assured.

Sprinklers leakage policy. It covers the logsiag out of
water leakage from sprinklers which are setup to
extinguish fire.

Claim Procedure for Fire Insurance

1.

In the event of fire the insured must immediatalyeg

the insurer a notice about the loss caused by Areritten
claim should be delivered with in 15 days from tlede of loss.

The

insured is required to furnish all plans, imes,
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documents, proofs and other relevant informati@ugiired by
the insurer. If the insured failed to submit thekEuments
within 6 months from the date of loss, the insuras the right
to consider it as no claim.

2. On receipt of the claim the insurer verifies whetthe
essentials of a valid claim are satisfied or n@. €he cause of
fire should be an insured peril.

3. The insured completes the form, signs the dectarati
given in the form as to the truthfulness and aauraf the
information and returns the same.

4, An official employed by the insurer investigatesaim
and simple claims. For large claims, the insuratmapany
employs independent loss surveyor.

5. On the basis of the claim form and the investigatio
report, the company then settles the claim.

Marine Insurance

Marine insurance covers the loss or damage ofsship

cargo, terminals, and any transport or cargo byckiroperty
is transferred, acquired, or held between the powftorigin
and final destination. Cargo insurance discussed isea sub-
branch of marine insurance, though Marine also unhes
Onshore and Offshore exposed property (contaimerinels,
ports, oil platforms, pipelines); Hull, Marine Cadty; and
Marine Liability.

The general principles of marine insurance arestrae
as with other types of insurance in that theretase parties:
the assured and assurer (or carrier). The assuredsored
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agrees to pay a premium and the insurer agreesifticattain

losses or damage occurs to certain interests ahthweed, the
insurer will indemnify the insured. The similargiepretty
much end here. The complex circumstances involvedea
voyages require very specific arrangements forpitoision

of marine insurance. The fixing of rates and spemaditions,

for example, requires a vast knowledge of the eatfivessels
and cargos and of the conditions of navigation.

The marine policy may cover the risks of a single
voyage, or may insure for a certain period of tilBargo is
almost always insured by voyage. Vessels are ysuredlred
for certain duration of time, usually year by theay. Cargo
policies may be on a single lot or may be openotgec cargo
as shipped by the insured. Hull insurance, or Jassarance,
may cover a ship or a whole fleet.

Typical of marine insurance is the principle thad
contract of marine insurance is valid unless tiseiied has an
insurable interest in the subject matter at theetohloss. The
term insurable interest has been variously defidextording
to the EnglishMarine Insurance Actof 1906, "every person
has an insurable interest who is interested in ainea
adventure.... a person is interested in a marimerdadre where
he stands in any legal or equitable relation toatieenture or
to any insurable property at risk therein, in causmce of
which he may benefit by the safety or due arrivialnsurable
property, or may be prejudiced by its loss, or dgenthereto,
or by the detention thereof, or may incur liability respect
thereof".
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The nature and scope of marine insurance is detedm
by reference to s. 6 of the Marine Insurance Ad by the
definitions of “marine adventure” and “maritime p&t A
contract of marine insurance is a contract whetékyinsurer
undertakes to indemnify the insured, in the maramet to the
extent agreed in the contract, against lossesatigaincidental
to a marine adventure or an adventure analogoasnarine
adventure, including losses arising from a landawr peril
incidental to such an adventure if they are proyitte in the
contract or by usage of the trade; or losses tigainaidental to
the building, repair or launch of a ship.

"Marine adventure" means any situation where igser
property is exposed to maritime perils, and inctudmy
situation where the earning or acquisition of amgight,
commission, profit or other pecuniary benefit, be tsecurity
for any advance, loan or disbursement, is endadgeyethe
exposure of insurable property to maritime perdad any
liability to a third party may be incurred by thevrer of, or
other person interested in or responsible for, reisle
property, by reason of maritime perils. "Maritimeerits"
means the perils consequent on or incidental tagaton,
including perils of the seas, fire, war perils,saof pirates or
thieves, captures, seizures, restraints, detairsneinprinces
and peoples, jettisons, barratry and all otherlpeari a like
kind and, in respect of a marine policy, any peesignated by
the policy.

Subject Matter of Marine Insurance

The insured may be the owner of the ship, ownehef
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cargo or the person interested in freight. In ctse ship
carrying the cargo sinks, the ship will be lostrglovith the
cargo. The income that the cargo would have gesdrabuld
also be lost. Based on this we can classify thenmaansurance
into four categories:

1.

Hull Insurance: Hull refers to the ocean going eéss
(ships trawlers etc.) as well as its machinery. Tio#
insurance also covers the construction risk when th
vessel is under construction. A vessel is exposedany
dangers or risks at sea during the voyage. An amsigr
effected to indemnify the insured for such lossss i
known as Hull insurance.

Cargo Insurance: Cargo refers to the goods and
commodities carried in the ship from one place to
another. The cargo transported by sea is also cdutge
manifold risks at the port and during the voyagarg®
insurance covers the shipper of the goods if treelga@re
damaged or lost. The cargo policy covers the risks
associated with the transshipment of goods. Theypol
can be written to cover a single shipment. If ragul
shipments are made, an open cargo policy can ke use
that insures the goods automatically when a shipnsen
made.

Freight Insurance: Freight refers to the fee reagkifor
the carriage of goods in the ship. Usually the siwmer
and the freight receiver are the same person. litrean
be received in two ways- in advance or after thedgo
reach the destination. In the former case, freight
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secure. In the latter the marine laws say thafriight is
payable only when the goods reach the destinatorh p
safely. Hence if the ship is destroyed on the vinyship
owner will loose the freight along with the shighal is
why, the ship owners purchase freight insurancéyol
along with the hull policy.

Liability Insurance: It is usually written as a sefte
contract that provides comprehensive liability nasice
for property damage or bodily injury to third pedi It is
also known as protection and indemnity insurancehvh
protects the ship owner for damage caused by tipetgh
docks, cargo, illness or injury to the passengersr@w,
and fines and penalties.

Types of Marine Policy

There are different types of marine policies knoln

different names according to the manner of thegcakon or
the risk they cover. They are:

(i)

Voyage Policy: Under the policy, the subject matter
insured against risk in respect of a particularageyfrom

a port of departure to the port of destination, Mlgmbai

to New York. The risk starts from the departuresbip
from the port and it ends on its arrival at thetpair
destination. This policy covers the subject matter
irrespective of the time factor. This policy is rsfitable
for hull insurance as a ship usually does not dpevaer

a particular route only. The policy is used mostlyase

of cargo insurance.

School of Distance Education, University of Calic 263



BCM4A14/BBA4A14: Banking and Insurance

(ii)

(iii)

(iv)

(v)

Time Policy: It is one under which the insurance is
affected for a specified period of time, usuallyt no
exceeded twelve months. Time policies are generally
used in connection with the insurance of ship. Tihtise
voyage is not completed with in the specified perithe

risk shall be covered untihe voyage is completed or till
the arrival of the ship at the port of call.

Mixed Policies: It is one under which insurance tcact

is entered into for a certain time period and fare#ain
voyage or voyages, e.g., Kolkata to New York, for a
period of one year. Mixed Policies are generalbyiesl to
ships operating on particular routes. It is a nrixtof
voyage and time policies.

Valued Policies: It is one under which the value of
subject matter insured is specified on the facethef
policy itself. This kind of policy specifies the tded
value of the subject matter that is being provideder
for. The value which is agreed upon is called tisiied
value. It forms the measure of indemnity in thendwaf
loss. Insured value is not necessarily the actahlev It
includes (a) invoice price of goods (b) freightsunance
and other charges (c) ten to fifteen percent matgin
cover expected profits.

Unvalued policy: It is the policy under which thalwe of
subject matter insured is not fixed at the timeféécting
insurance but has to be ascertained wherever thjecsu
matter is lost or damaged.
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(vi)

(vii)

(viii)

Open policy: An open policy is issued for a perajdL2
months and all consignments cleared during theogeri
are covered by the insurer. This form of insuraifobcy

is suitable for big companies that have regulgprsients.

It saves them the tedious and expensive process of
acquiring an insurance policy for each shipmente Th
rates are fixed in advance, without taking theltetdue

of the cargo being shipped into consideration. The
assured has to declare the nature of each shipedt,
the cover is provided to all the shipments. Theusb
also deposits a premium for the estimated valuéhef
consignment during the policy period.

Floating Policy: A merchant who is a regular shippke
goods can take out a ‘floating policy’ to avoid
botheration and waste of time involved in takingeav
policy for every shipment. This policy stands fdret
contract of insurance in general terms. It doesmubtide

the name of the ship and other details. The otk&aild

are required to be furnished through subsequent
declarations. Thus, the insured takes a policyaftwuge
amount and he informs the underwriter as and wteen h
makes shipment of goods. The underwriter goes on
recording the entries in the policy. When the s@sueed

is exhausted, the policy is said to be “fully deetfl or
“run off’.

Block Policy: This policy covers other risks also i
addition to marine risks. When goods are to be
transported by ship to the place of destinatiosjngle
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policy known as block policy may be taken to coa#r
risks. E.g. when the goods are dispatched by raibad
transport for shipment, a single policy may couvéthae
risks from the point of origin to the point of desition.

Assignment of Marine Policy

A marine insurance policy may be transferred by
assignment unless the terms of the policy expressiibit
the same. The policy may be assigned either beforafter
loss. The assignment may be made either by endergeom
the policy itself or on a separate document. Tiseined need
not give a notice or information to the insurerumderwriter
about assignment. In case of death of the insuaecharine
policy is automatically assigned to his heirs. Ag ttime of
assignment, the assignor must possess an insundiest in
the subject matter insured. An insured who hasedantth or
lost interest in the subject matter insured carmake a valid
assignment. After the occurrence of the loss, tiieycan be
assigned freely to any person. The assignor merahsfers
his own right to claim to the assignee.

Clauses in a Marine Policy

A policy of marine insurance may contain several
clauses. Some of the clauses are common to alhempdlicies
while others are included to meet special requirgmef the
insured. Hull, cargo and freight policies have eahént
standard clauses. There are standard clauses wdreh
invariably used in marine insurance. Firstly, pelc are
constructed in general, ordinary and popular seasd, later
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on, specific clauses are added to them accordingrios and
conditions of the contract. Some of the importdatses in a
marine policy are described below:

1. Valuation Clause. This clause states the valuehef t
subject matter insured as agreed upon betweentbeth
parties.

2. Sue and Labour clause. This clause authorizes the
insured to take all possible steps to avert or mize the
loss or to protect the subject matter insured isecaf
danger. The insurer is liable to pay the expen§esy,
incurred by the insured for this purpose.

3. Waiver Clause. This clause is an extension of teve
clause. The clause states that any act of theadsurthe
insurer to protect, recover or preserve the subjeter
of insurance shall not be taken to mean that tkared
wants to forgo the compensation, nor will it mehatt
the insurer accepts the act as abandonment obtloy.p

4. Touch and Stay Clause. This clause requires thgetshi
touch and stay at such ports and in such order as
specified in the policy. Any departure from the teou
mentioned in the policy or the ordinary trade route
followed will be considered as deviation unlesshsuc
departure is essential to save the ship or thes lme
board in an emergency.

5.  Warehouse to warehouse clause. This clause istedser
to cover the risks to goods from the time they are
dispatched from the consignor’'s warehouse untilr the
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10.

11.

delivery at the consignee’s warehouse at the pbrt o
destination.

In charge Clause. This clause covers the loss miada
caused to the ship or machinery by the negligefdkeo
master of the ship as well as by explosives orntate
defect in the machinery or the hull.

F.P.A. and F.A.A. Clause. The F.P.A. (Free of ealar
Average) clause relieves the insurer from particula
average liability. The F.A.A. ( free of all averag#ause
relieves the insurer from liability arising from tho
particular average and general average.

Lost or Not Lost Clause. Under this clause, theresis
liable even if the ship insured is found not toldw prior

to the contact of insurance, provided the insued ho
knowledge of such loss and does not commit anydfrau
This clause covers the risks between the issuehef t
policy and the shipment of the goods.

Running down Clause. This clause covers the risknayr
out of collision between two ships. The insurefiable

to pay compensation to the owner of the damagqa shi
This clause is used in hull insurance.

Free of Capture and Seizure Clause. This clausavesl
the insurer from the liability of making compensatifor

the capture and seizure of the vessel by enemytigesin
The insured can insure such abnormal risks by ¢g&m
extra ‘war risks’ policy.

Continuation Clause. This clause authorizes theelds
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12.

13.

14.

continue and complete her voyage even if the tifrthe
policy has expired. This clause is used in a tirokcy.
The insured has to give prior notice for this aegabit a
monthly prorate premium.

Barratry Clause. This clause covers losses sustdge
the ship owner or the cargo owner due to willfuhdoct
of the master or crew of the ship.

Jettison Clause. Jettison means throwing overbaaatt

of the ship’s cargo so as to reduce her weighb@atve
other goods. This clause covers the loss arisirigobu
such throwing of goods. The owner of jettisoneddyois

compensated by all interested patrties.

At and From Clause. This clause covers the subject

matter while it is lying at the port of departuredauntil it
reaches the port of destination. It is used in geya
policies. If the policy consists of the word ‘froronly
instead of ‘at and from’, the risk is covered ofrlym the
time of departure of the ship.

Warranties

Warranty means a promissory warranty by which the

insured undertakes that some particular thing @rilWill not

be done or that some condition will be fulfilled; affirms or
negates the existence of particular facts. A wayraray be an
implied warranty and express warranty.

Express WarrantiesAn express warranty may be in any form
of words from which the intention to warrant mayibgrred.
(2) An express warranty must be included in, ottesmi on, the
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marine policy or be contained in a document incaafes by
reference into the policy. It does not exclude arplied
warranty, unless they are inconsistent.

An express warranty may be in any form of wordsrir
which the intention to warrant may be inferred. aitiinately,
it has proven difficult for insurers to find theast words that
will lead to the required inference. Words suchaarranted
that” have been held to not necessarily delineatea@anty.
Similarly, the words “warranted free from any clairhwere
held not to delineate a warranty. Examples of esgre
warranties are as follows:

The number and type of express warranties ardeldmi
only by the imagination and ingenuity of underwisteAlmost
anything can be made to be an express warrantydaea\vhe
proper words are used. Notwithstanding this tata¢dom to
make almost anything a warranty most policies danta
relatively few. The more common express warrarares

. Navigation and trading warranties that Ilimit the
geographical areas in which a vessel may operate;

. Laid up and out of commission warranties that rexjai
vessel to be laid up for a defined period or gdhera

. Identity of the master warranties that require aead
person to command the vessel;

. Towing warranties that prohibit the insured vedsein
being towed except where customary or when theeless
Is in need of assistance,;

School of Distance Education, University of Calic 270



BCM4A14/BBA4A14: Banking and Insurance

. Private pleasure use warranties that prohibit any
commercial use of a yacht; and

. Warranties regarding surveys and inspections dwatire
inspections to be conducted or recommendations by
surveyors to be complied with.

Implied Warranty: these are the warranties which are not
expressly mentioned in the contract but the lanegait for
granted that such warranty exists. An express warrdoes
not exclude implied warranty unless it is incoresist
therewith. Implied warranties do not appear in thaicy
documents at all, but are understood without bginginto
words, and as such, are automatically applicablesé& are
included in the policy by law, general practice,ndo
established custom or usage. There are three wiagan
implied by the Act. They are the warranty of legali
neutrality and seaworthiness.

. Legality: The warranty of legality is one which aften
expressly included in policies as well as impliddhe
journey undertaken by the ship must be for legal
purposes. Carrying prohibited or smuggled goods is
illegal and therefore, the insurer shall not bblédor the
loss.

. Neutrality: Where in any marine policy insurable
property is expressly warranted to be neutral,etheran
implied condition in the policy (0) that the propewill
have a neutral character at the commencement aoisthe
and that, in so far as the insured has controlf tha
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character will be preserved during the risk; émdvhere
the property is a ship, that, in so far as the redihas
control, the papers necessary to establish thealigyof
the ship will be carried on the ship and will na¢ b
falsified or suppressed and no simulated papersbeil
used.

Seaworthiness: There is an implied warranty in ever
voyage policy that, at the commencement of the geya
the ship will be seaworthy for the purpose of the
particular marine adventure insured.

Types of Marine Losses

A loss arising in a marine adventure due to peiflthe

sea is a marine loss. Marine loss may be classifiex two
categories:

Total loss: A total loss implies that the subject matter
insured is fully destroyed and is totally lost te owner.

It can be Actual total loss or Constructive towdd. In
actual total loss subject matter is completely rdgsd or

so damaged that it ceases to be a thing of the kind
insured. e.g. sinking of ship, complete destructan
cargo by fire, etc. In case of constructive totadsl the
ship or cargo insured is not completely destroyeti®

so badly damaged that the cost of repair or regover
would be greater than the value of the propertyedav
e.g. a ship dashed against the rock and is stramdad
badly damaged position. If the expenses of bringing
back and repairing it would be more than the actahle
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of the damaged ship, it is abandoned.

Partial loss: A partial loss occurs when the subject
matter is partially destroyed or damaged. Partiss Ican

be general average or particular average. Genesehge
refers to the sacrifice made during extreme cirdanmses

for the safety of the ship and the cargo. This lss to

be borne by all the parties who have an intereghén
marine adventure. e.g. A loss caused by throwing
overboard of goods is a general average and must be
shared by various parties. Particular average may b
defined as a loss arising from damage accidentally

caused by the perils insured against. Such a $okerne
by the underwriter who insured the object damagagl.
If a ship is damaged due to bad weather the |lazsried
Is a particular average loss.

Insurance business in India

The insurance industry of India consists of 53uiaace
companies of which 24 are in life insurance busnesd 29
are non-life insurers. Among the life insurers,eLlhsurance
Corporation (LIC) is the sole public sector compaAypart
from that, among the non-life insurers there ave miblic
sector insurers. In addition to these, there ig saitional re-
insurer, namely, General Insurance Corporatiomdfal (GIC
Re). Other stakeholders in Indian Insurance mankelude
agents (individual and corporate), brokers, surveymd third
party administrators servicing health insurancerda

Out of 29 non-life insurance companies, five piva
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sector insurers are registered to underwrite pdiexclusively
in health, personal accident and travel insuraregments.
They are Star Health and Allied Insurance Compaty, L
Apollo Munich Health Insurance Company Ltd, Max Bup
Health Insurance Company Ltd, Religare Health lasce
Company Ltd and Cigna TTK Health Insurance Compady
There are two more specialised insurers belongngutblic
sector, namely, Export Credit Guarantee Corporatibmdia
for Credit Insurance and Agriculture Insurance CamplLtd
for crop insurance.

Market Size

During April 2015 to February 2016 period, theelif
insurance industry recorded a new premium incomeRef
1.072 trillion (US$ 15.75 billion), indicating a @wrth rate of
18.3 per cent. The general insurance industry decba 14.1
per cent growth in Gross Direct Premium underwmitia
FY2016 up to the month of February 2016 at Rs 864li®n
(US$ 12.7 billion). India’s life insurance sectsthe biggest in
the world with about 360 million policies which aegpected
to increase at a Compound Annual Growth Rate (CAGR)
12- 15 per cent over the next five years. The esce industry
plans to hike penetration levels five per cent 2@ The
country’s insurance market is expected to quadruplsize
over the next 10 years from its current size of B8%illion.
During this period, the life insurance market iatatl to cross
US$ 160 billion. The general insurance businesindia is
currently at Rs 78,000 crore (US$ 11.44 billiongrpium per
annum industry and is growing at a healthy raté7per cent.
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The Indian insurance market is a huge business

opportunity waiting to be harnessed. India curgeattcounts
for less than 1.5 per cent of the world’s total umasice
premiums and about 2 per cent of the world’s lifsurance
premiums despite being the second most populousmathe
country is the fifteenth largest insurance markete world in
terms of premium volume, and has the potential towg
exponentially in the coming years.

Investments

The following are some of the major investments an
developments in the Indian insurance sector.

. The Insurance sector in India is expected to dttvaer

Rs 12,000 crore (US$ 1.76 billion) in 2016! as many

foreign companies are expected to raise their sbake
private sector insurance joint ventures.

. QUEST Global, a pure-play engineering and Research
and Development (R&D) services provider, has raised
investment of around Rs 2,396 crore (US$ 351.54

million) from leading global investors Bain Capjt&IC
and Advent International for a minority stake ineth
company.

. Foreign Direct Investment in the insurance sectood
at US$ 341 million in March- September, 2015, shaywi

a growth of 152 per cent compared to the same gberio

last year.

. Insurance firm AIA Group Ltd has decided to inceeds
stake in Tata AlA Life Insurance Co Ltd, a jointrieare
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owned by Tata Sons Ltd and AIA Group from 26 per
cent to 49 per cent.

. Canada-based Sun Life Financial Inc plans to irserés
stake from 26 per cent to 49 per cent in Birla $ifa
Insurance Co Ltd, a joint venture with Aditya BiNaivo
Ltd, through buying of shares worth Rs 1,664 c(u8$
244.14 million).

. Nippon Life Insurance, Japan’s second largest life
insurance company, has signed definitive agreemntents
invest Rs 2,265 crore (US$ 332.32 million) in order
increase its stake in Reliance Life Insurance f&@rper
cent to 49 per cent.

. The Central Government is planning to launch asnall
one insurance scheme for farmers called the Unified
Package Insurance Scheme (Bhartiya Krishi Bima
Yojana). The proposed scheme will have variousufeat
like crop insurance, health cover, personal actiden
insurance, live stock insurance, insurance cover fo
agriculture implements like tractors and pump sets,
student safety insurance and life insurance.

. Government launched a special enrolment drive,
Suraksha Bandhan Drive comprising of sale of gift
cheques and launch of deposit schemes in bankh®anc
to facilitate enrolment under Pradhan Mantri Sunaks
Bima Yojana (PMSBY) and Pradhan Mantri Jeevan Jyoti
Bima Yojana (PMJJBY).

. To increase the subscriber base and ensure wideh,re
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the Central Government has eased several normissfor
flagship insurance scheme Atal Pension Yojana (APY)
in terms of more options for periodical contribuiso
voluntary and premature exits and simplified pgnédt
payment delays.

. Bennett Coleman and Co. Ltd (BCCL), the media
conglomerate with multiple publications in several
languages across India, is set to buy Religarerginges
Ltd’s entire 44 per cent stake in life insurancéento
venture Aegon Religare Life Insurance Co. Ltd. The
foreign partner Aegon is set to increase its stakthe
joint venture from 26 per cent to 49 per cent,dwihg
government’s reform measure allowing the increase i
stake holding by foreign companies in the insurance
sector.

. GIC Re and 11 other non-life insurers have jointly
formed the India Nuclear Insurance Pool with a cédpa
of Rs 1,500 crore (US$ 220.08 million) and will pice
the risk transfer mechanism to the operators apglgus
under the CLND Act.

. State Bank of India has announced that BNP Paribas
Cardif is keen to increase its stake in SBI Lifesurance
from 26 per cent to 36 per cent. Once the foreant
venture partner increases its stake to 36 per &Bits
stake in SBI Life will get diluted to 64 per cent.

Government Initiatives

The Government of India has taken a number of
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initiatives to boost the insurance industry. Sorhthem are as
follows:

. The Union Budget of 2016-17 has made the following
provisions for the Insurance Sector:

. Foreign investment will be allowed through automati
route for up to 49 per cent subject to the guidgsion
Indian management and control, to be verified by th
regulators.

. Service tax on single premium annuity policies basn
reduced from 3.5 per cent to 1.4 per cent of tleenoum
paid in certain cases.

. Government insurance companies to be listed on the
exchanges

. Service tax on service of life insurance businessided
by way of annuity under the National Pension System
regulated by Pension Fund Regulatory and Developmen
Authority (PFRDA) being exempted, with effect fran
April 2016.

. The Insurance Regulatory and Development Authority
(IRDA) of India has formed two committees to explor
and suggest ways to promote e-commerce in thersacto
order to increase insurance penetration and bring
financial inclusion.

. IRDA has formulated a draft regulation, IRDAI
(Obligations of Insures to Rural and Social Segtors
Regulations, 2015, in pursuance of the amendments
brought about under section 32 B of the Insuraremes.
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(Amendment) Act, 2015. These regulations impose
obligations on insurers towards providing insurance
cover to the rural and economically weaker sectiohs
the population.

. The Government of India has launched two insurance
schemes as announced in Union Budget 2015-16. The
first is Pradhan Mantri Suraksha Bima Yojana (PM$BY
which is a Personal Accident Insurance Scheme. The
second is Pradhan Mantri Jeevan Jyoti Bima Yojana
(PMJJBY), which is the government’s Life Insurance
Scheme. Both the schemes offer basic insurance at
minimal rates and can be easily availed of through
various government agencies and private sectoetsutl

. The Uttar Pradesh government has launched a fiiigt o
kind banking and insurance services helpline fomés
where individuals can lodge their complaints onok t
free number.

. The select committee of the Rajya Sabha gave its
approval to increase stake of foreign investordQger
cent equity investment in insurance companies.

. Government of India has launched an insurance ool
the tune of Rs 1,500 crore (US$ 220.08 million) athis
mandatory under the Civil Liability for Nuclear Dage
Act (CLND) in a bid to offset financial burden adreign
nuclear suppliers.
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