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UNIT-A
MEANING OF BANKING & FUNCTIONS OF BANK

By B.K. Jain
MBA Faculty
(BISMA, BGS)

Q.1 Define banking and explain in brief functions of a bank.

Banks are institutions dealing in money & credit which attracts,deposits:from*public and use
these deposits in investments and providing loans and advances.

As per Section 5 (B) of Banking Regulation Act-1949

“Banking means accepting for the purpose.of lending or investment of depesits of money from
the public repayable on demand or otherwise and withdrawable by.chegue, draft order or
otherwise™.

From this definition, key functions of a bank emerges asfollows:

1. Accepting deposits (of differenttypes suchas.SB, Current, FD, RD, etc.)

2. Loans and advances &.nvestments (Different types of loans e.g. Edu. Loans, housing
loan, vehicle loan, trade loans, etc.)
3. Repayment of depgsits Only on.demand

Secondary 0r.Supplé mentary Function.

1. Agency Functions- Bank works as,agent of customer and as agent, it pays customer’s
cheques, collect. cheques, collects, income, pays dues/expenses, purchases shares and
securities, sale'of shares & securities etc.

2. General Utililty ‘or Service 'Functions- Various services provided such as custodian
services, issuing D.Dy.travelers cheques, consultancy/advisory services, personal credit
etc.

3. Foreign Trade=.lssting letter of credit, discounting of bills, guarantee etc.

4. Creation of Credit- Through issuing letter of credit, credit card, guarantee, overdraft

limit, endorsement of negotiable instruments.

Q.2 Explain in brief the term credit.

CREDIT- Credit means Trust. Borrower borrows money to make payment with interest after
some time. Giving credit depends on 5 C’s i.e. Character, Capital, Capacity, Collateral, and
Conditions. Besides trust, other main elements of credit are period of credit and size of credit.




Based on period — Credit may be for short term, medium term, long term, and demand credit.
Based on security — Credit may be secured, unsecured.

Based on productivity — Credit may be productive or unproductive.

Basis of debtor — Credit may be agricultural credit, consumer credit, export credit, industrial
credit.

Credit creation is thus one of the important function ofa bank. Credit is basis of modern:age and
our economic system is based on credit.

Q.3 Write a brief note on RRB’s

Regional Rural Bank (RRB’S) — RRB’s were speciallyrereated to:supplement the efforts of
cooperative credit institutions in rural areas with the objectives of

- Deweloping rural economysef country through financing 4o“.agriculture, trade
commerce, and village industries etc.

- Providing credit and other facilities, to 'small and“marginal farmers, agricultural
labour, artisans and small entrepreneurs In rural areas.

For this purpose, RRB Act was passethin 1974..These RRB’s wete created through joint efforts
of Central Govt. State Govt. and sponsored. bank and all these three contributed share capital in
the proportion 0f 50%, 15% and. 35% respectively.

NABARD as a development bank for agriculture and rural development plays a key role in the
establishment, formulating policies, ‘monitoring.their.performance and providing overall help in
their efficientperformance.

Q.4 [ What do you mean.by development banks?

DEVELOPMENT.BANKS: Are specCialized banking institutions created for providing finance
to improve the rate of Growth oefQur country. They have been assigned the responsibility of
promoting their respective/sectors'hy way of providing credit and other facilities.

Core sector of economy. Development bank responsible

Agriculture & Rural Development National Bank for Agri. Rural Development (1982)

Housing - National Housing Bank (19988)

Export & Import - Export & Import Bank (EXIM Bank)

Industries- Many all India development financial institutions
like

- Industrial Finance Corporation of India (IFCI)
- Industrial Development Bank of India (IDBI)



- Industrial Credit and Investment Corporation of
India (ICICI)
- Industrial Reconstruction Bank of India (IRBI)
- Industrial Investment Bank of India
- National Small Industries Corporation of India
(NISICI)
- Risk Capital and Technology Corporation Ltd.
(RCTC Ltd.)
Further, many specialized financing institutions, state level institutions ands tnvestment
institutions like LIC, GIC, UTI are there for financing.

Q.5 Write in brief functions of NABARD.

NABARD- It was specially created to look after agriculture andsruraldevelopment in the
country. It came in to being in 1982 by taking over Agr. Credit Dept., Rural Planning & Credit
Dept. of RBI and Agr. Refianance & Dev.Corporation (ARDC).

Its initial share capital was Rs.100 Crores eontributed by Central Govt. & RBINN the ratio of 50:
50. Subsequently, the share capital was raised:many.times. It'is managed by.a board of director’s
consisting of 13 members, one Managing Director and=ene Chairman. NABARD raised funds
through:

- Share capital

- Deposits

- Loans from RBI & Gowt. of India

- Special funds created

- Bonds and debentures

Key Function of NABARD are:

- Credit related. functions.

Short;:Medium and long term credit«to all three key credit disbursing agencies i.e
- Co-operatives
- Regional Rural Banks
. Commercial Banks

It also helps micro fihance institutions and self help groups (SHG’s).

- Promotional functions. "Arrange training to the staff of above three agencies, provides
assistance for, creating technical cells, research and development activities and other
institutional'developmental activities.

- Supervisory and requlatory functions- It also regulate, monitor above 3 agencies and
also conducts statutory inspection of co-operative banks and RRB’s.

Q.6 What do you understand by Investment Banks?

Investment banks are institutions which mobilize savings from public and deploy these savings
to productive uses/investment purpose and thereby help in capital formation. In strict sence,



they are not banks as they do not perform core banking functions. Besides collecting savings and
capital formation, they help trade and industry through loans, increase employment
opportunities, and reduce risk of investor.

1)

(2)

3)

4)

Key institutions operating as investment banks are:-

- Life Insurance Corporation of India (LIC)

- General Insurance Corporation of India (GIC)

- Unit Trust of India (UTI)

L.I1.C. — LIC came to existence in 1956 after nationalism of insurance companigs. It is the
largest institution in the field of long term finance in our country.

It works as investment bank by providing short term and_long term loansstoindustrial
institutions, corporate bodies, State Govt. etc. It also invest money. in shares/*securities of
public and co-operative sector. In recent times, it has alse startedproviding loans for
housing purpose to State Housing Finance Corporations/ Socleties to'reduce housing gap.
During the year 2009-10, its total collection from LIC premium was‘aroundsRs. 2.5 lakh
crores. Out of such large collection, LIC had large amount of surplus.available for
providing loans and advances for key sectors of economy. Its total advances in March 67
were Rs. 799 crores, in March 2001°'Rs.:1.4 lakh crores.

G.1.C. - It consists of 4 companiesi.e., New India Assurance Comp, Oriental Insurance
Com., United India Insurances«€Comp., and National Insurance Comp. GIC was set up in
1972 to look after non-life_insurance business.

Like LIC, italso collects savings from public inithe form of insurance premium and used
to invest its surplus.in different types of industries like textile, fertilizer, chemicals etc.
These companies are also investing their<unds in securities of central and state govts. and
public'sector.bodies.

U.T.I. — UTI isa public sector investment institution established in 1964 under UTI Act
1963. It collects savings from‘middle and low income groups by selling its units and
provides good return'on these ‘wnits on maturity. The amount so collected is invested for
differentsectors of industries for their growth and corporate sector.

Mutual Funds- Since dast few years, mutual funds have also become popular avenue for
investments. They are combination of shares and debentures and other securities in which
investors invest their savings to get attractive return.

Many public sector banks have started mutual funds and the savings so collected are used
for capital formation by investment/advances to industrial/corporate sector.



Q.7

Explain in brief key functions of RBI.

RBI was set up as a private share holder’s bank under RBI Act 1934, it started functioning from
1.4.1935 and was nationalized from 1.1.1949 under RB Transfer & Public Ownership Act 1948.
It is fully owned by GOI and managed by a Central Board of Directors, local boards and its
offices. Its Head Offices is in Mumbai and local board officers in New Delhi, Chennai, Mumbai
& Calcutta. Its branch offices are ‘their’ in Ahmadabad, Bangalore, Gauhati, Kanpur, Jaipur,
Nagpur & Patna. It has many departments to manage its operations.

Key functions of RBI

ok wN PR

Issue of notes — All notes except one rupee note are issued by RBI as.a monopoly right.

Banker, agent and advisor to the Gowt.

Bankers bank and lender of the last resort.

Clearing house

Foreign exchange control

Requlation of banking system- Through RBI Act as well as:Banking«Regulation Act 1949
- License (Under Section 22 of BR Act)
- Management Under Section 10 of RBI'Act
- Branch expansion Under Section 23.0f BR Act
- Inspection Under Section25 of RBI and Section 35.0FBR Act.
- Calling periodic under RBI & BR:Act

Returns under RBI & BR Act
Credit Control- Through various measures.
Other_functions<“Such as agricultural and™industrial credit, collection of statistics of
economy, banking education & training;»meney transfer, transactions with international
institutions, purchase and sale.of preciots metals and acting as a development financing
institution for promoting,various secters of economy.

Write in brief about eleCtronic banking.

Electronic *Banking —Internet banking or e-banking means any user with a personal
computer and a browser’can get connected to his banks website to perform any of the
virtual banking<functions. All the services that the bank has permitted on the internet are
displayed in menu."1t includes telephone banking, credit card, ATM’s and directs deposit.

Electronic Commerce — Commonly known as e-commerce consists of buying and selling
of products and services over electronic system such as internet or other computer net
work. A wide variety of commerce is conducted in this way such as spurring and drawing
on innovations in electronic fund transfer, supplies chain management, internet




Q.9

marketing. On line transaction processing, electronic data inter change, inventory,
management systems and automatic data collection systems.

Real Time Gross Settlement System (RTGS)

RTGS is a important mile stone in Indian banking system through which cheques and
transfer of money from one bank to other is credited in customers account on the same
day. The settlement of accounts takes place through RBI. In RTGS, the transmission,
processing and settlement of instructions is done on a continuous basis.

Tele Banking — Tele banking i.e. the round- the clock, bank on phone service allows the
customer to use various facilities through phone such information on balance;, cheques
book requisition, money transfer, branch to branch quaries on new schemes eic.

Besides above, new technology in banking has helped in expending various services to
customers suchas - Electronic fund transferp, ATM facilities.
- Electronic clearing system, electronie-data.interchange, e-
cheques, demat‘accounts etc.

Explain in brief recent trends iniIndian banking:

Expansion of Public Sector Banking : Nationalization of,RBI in'1948, SBI in 1955, 14
major banks in 1969 and 6 more banks in 1980.have expanded their role in banking
sector. These banks have around 93 % share.in total banking business in India.
Unprecedented branch expansion'— Tetal number‘ef bank branches of commercial banks
went up to 80514 on 30% June 2009 as against4115 branches in 1951, number of rural
branches also substantially increased and now-around 40% branches are in rural areas.
Unprecedented increase in deposits: Total deposits of commercial banks in June 1969
were Rs.3897 crores which went up to Rs. 42, 64, 540 crores in June 2010. Composition
of deposits has changed. Time.depositsiconstitute 67% and demand deposits 13% of total
deposits due to increase in awareness:amongst public about earning interest on deposits.
Amalgamation of Banks=To enlarge scopes of activities, gaining financial strength, area
of operation, profitability “and jservice net, large scale amalgamation are resorted in
banking.sector. New Bank.of+ndia was merged in PNB in 1993, United Western Bank in
United Banksof ndia“in 2006, and Bank of Rajasthan in ICICI Bank, State Bank of
Indore in SBI. Govt:<has also taken a policy decision to merge all subsidiary banks of SBI
in to State BanK'oflndia within next 1-2 years.

Expansion in Credit Facilities: Bank loans which were only Rs. 627 crores in 1951 went
up to Rs. 30, 20,808 crore in 2010. This amount of credit is constantly increasing along
with increase in deposits.

Lending to priority sector’s: Like agriculture, small industry etc have gone up to Rs.
7,20,000 crores in 2009 as against a very small amount of Rs. 441 crores in 1969. Gowt.
has fixed a percentage oftotal loans which should go to priority sector.
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Social banking -_Banks have started in a big way loans for social development by giving
loans to unemployed persons, small business man, education loan consumption loans etc.
and loans under employment schemes.

Investment’ advisory services: Banks have started advisory/consultancy services to
investors for getting better return on their investments.

Agricultural and Rural Debt Relief: Govt started exempting farmers and rural debtors
from paying their loans to banks.
Innovative customer services: Such as-

- Intercity cheque books
- Payment of cheques at cash counter
- Loans against NSC

- ATM facilities

- Credit cards

- Mobile banking in rural/remat
- Various I.T. rel Vic

Such as e-banking,
Online transfer of mo
banking, RTGS s
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UNIT-B

Q.10 Explain in brief relationship between a banker and a customer.

Banker is a institutions which deals in money & credit. It accepts deposits from public for
lending or investment and these deposits are payable on demand customer means.any. person
who has a account in bank and for whom a banker undertakes to provide facilities/banking

services.

General Relationship-

(i)

(ii)

(iii)

Relationship of debtor & creditor: The first relationship between banker.and customer
is that of debtor and creditor. The moment/customer-opens anaccount.wwith bank and
deposits money, banker becomes debtor and custemer becomesicréditor. When bank
provides loan to the customer, bank becomes creditor.and customer becomes debtor.
Here as creditor, customer has no right to.monitor use of deposit money by banker.
Unless depositor demands his, deposit back, bankrdoes not-pay. For withdrawing
money, the customer has to properly draw cheque or withdrawal and there should be
a credit balance in his account. Some features of thisrelationship are:

- Bankers rightof set-off

- Bankers rightofappropriation

- Banker’s right to charge dnterest and other charges.
Bankers as a trusiee (Relationship): When'a customer keeps his documents valuables
with bank for safe custody, bank acts.as trusty or bailee. Bank has to ensure safety of
these, documents/valuables in the<Same manner as if bank should have ensured as
owner.
Banker as an agent (Relationship’of principal and agent) Bank acts as an agent of his
customer while.collecting‘cheques, bills, buying and selling of securities acting his
trusty etc. Here, bankhas.te ensure to act according to the instruction of his principal.

Special Relationship

(i)

Bankers obligation to honor cheques: A banker is bound to honour cheque issued by
customer only'when:
- There is a sufficient balance
- Cheque is complete in all respects, presented during banking hours
and is not state.
- Operation of account has not been stopped.




(ii)

(ii)

(iv)
v)

(vi)
(vii)

Bankers Lien: Lien is right to retain property when debt is due. Banker as creditor has
a right to retain the goods and securities in its possession until the debt is discharged.
This lien may be particular or general lien.

Secrecy of customer’s account: A bank is under contractual obligation not to disclose
customer’s secrecy of account failing which bank may be held liable for damages.
Bankers rigt to claim incidental chargers on the services provided to customers.

Right of set-off: Right to adjust debit balance of one account with credit balance of
customers other account.

Law of limitation on bank deposit: does not apply as deposits are payable only on
demand though bank is a debtor.

Garnishi order: It is an order issued by a court under code of.civil\procedure (CPC)
whereby the account of a customer is attached for nat payment of dues by customer.
In such case, bank is not allowed to operate customer’s account.

Q.11 What do you mean by negotiable instruments?

Negotiable means transferable from one person to, another. According to Negotiable Instruments
Act 1881, “ A negotiable instrument means a promissory note, bill of exchange or cheque
payable either to order or to bearer: This,section dees not-~prohibit other instruments as
negotiable instruments such as Gowt. securities; bank drafts; ‘aundies, share warrants bearer
debentures which are treated as/instruments, of credit’andypessess the features of a negotiable

instrument.

Features of Negotiable instruments are:

- Freelytransferable tilkmaturity
- Negotiability
- Holder.cansue_inhis own name

Q.12 Explain in“brief a hill~of exchange & a cheque. Also differentiate

(i)

between the both.

Cheque : According to NI Act. “ A cheque is a bill of exchange drawn on a specified
banker and not-expressed to be payable otherwise than on demand.”

Features/Characteristics ofa Cheuge

- A written instrument in the prescribed format.

- Contains unconditional order

- Drawn on a specified banker

- Specified sumof money

- Payee to be certain

- Dating of cheque




(ii)

Parties to the cheque:

- Drawer — person who draws the cheque

- Drawee — the banker on whom drawn

- Payee — person named in the cheque to whom amount of cheque is to be

paid

Bill of exchange: According to NI Act, a bill of exchange is “an instrument in
writing, containing un-conditional order, signed by the maker, directing a certain
person or to the bearer of the instrument”.

This intimation reveals the following requirements/ features of a bill ofexchange
- A document in writing
- It should be conditional
- In the form ofan order
- For a specified sum of money
- Payable to a certain person or to his erder or to:the bearer'@finstrument

Parties to the bill of exchange.

- Drawer — who writes the'Dill

- Drawee — who accepts. the bill

- Payee — who pays the.ameunt ofbill
Drawee & payee may be the:same. In.case of endorsement, two more parties i.e.
endorser and endorsee may be there.

Types of bill ofexchange.
1. Inland & foreign bill of exhcnage
2. Trade and accommodation hills
3. Sight or demand-bill and*time bill

Difference between a cheque'and a bill of exchange:

Cheque Bill of exchange
1. "Drawnona banker - Drawnonany person including bank.
2. Payable only'en demand - Payable on maturity
3. No graced.time - 3 days grace time is allowed
4. No acceptance is required - acceptances is necessary
5. Crossing may be done - No crossing
6. Stopping payment is possible - Not possible
7. Notice ofdishonor is not required - Required
8. Cheque canbe countermanded - Notpossible
9.

Noting and protesting is - Noting and protesting



not required in dishonor Is required

Q.13 What is promissory note and how it differs from a bill of exchange?

(i) Promissory Note: According to NI Act, “A promissory note is an instrument in

writing containing an unconditional under taking, signed by the maker, to pay a
certain sum of money only to or to the order of certain person or to the order of the
instrument.”

Features/characteristics:

Contains a promise/undertaking to pay.
Unconditional

Certain sum of money

Payable on demand or after a particular.date
Can’t be made payable to bearer

It must be stamped

Parties in Promissory Note:

Only two i.e.
Maker i.e. debtor whe makes a promise to pay
Payee i.e. creditor in'whese favourpromise tosmake payment is done

Difference between bill of exchange & promissory*note:

Bill of exchange Promissory Note

1. Three parties i.e. drawer, drawee

@nly two parties i.e. maker and payee

and payee

SANE S N

Unconditionalorder
Acceptance by drawee.is must - No need. It is a promise by maker
Notice of dishoner is required

Liability of draweris secondary

Unconditional promise

Not required
Liability of maker is primary

Q.14 Explain in brief the“term endorsement.

Endorsement is a made by negotiating an instrument and this negotiation is done by endorsement
and delivery. According=to*NIl Act. Endorsement means. “When the maker or holder of the
instrument signs on the same otherwise then a maker for the purpose of negotiation on the back
or face thereof, or on the slip of paper annexed there to or sign for the same purpose a stamped
paper intended to the completed as a negotiable instrument, he is said to endorse the same and
called endorser.” Hence features ofa valid endorsement are:

- It must be written

- It must be for entire instrument/amount

- When instrument is payable to two or more, each of them must endorse



It may be blank, special or restrictive

Kinds of endorsement

(M

(i)
(ii)
(V)
v)

Blank — When endorser puts his signature without specifying endorsee.

Special or Full — When name of the endorsee is specified.

Restrictive- When further negotiation of the instrument are restricted.

San-recourse — When endorser removes himself from the liability for repayment.
Conditional- When transfer of the instrument is dependent on fulfillment of some
condition.

In case of dishonor, endorser is liable to make payment in the absence Ot contract to
the contrary.

Q.15 What do you understand by general & special crossing?

Crossing means instruction to the bank to pay the amount not.on cash.countersbut to make
payment to a bank through credit to customers account. This crossing ensures safety of payment
of cheque to the payee. There are two types.of crossing:

(i)

General Crossing - It implies putting two parallel transverse. lifies on the cheque such
as:

Implications ef such.crossing are,that paying banker should not make payment on counter and
make payment only througha bank by.way of.credit in account.

(ii)

Special crossing'= In this crossing, name of banker on the face of cheque is written
between two parallellines. ¢n'this drawer directs the paying banker that the amount
should be paid only to“the.banker whose name has been mentioned in such crossed
chegue. Examples of'such-special crossing are as follows:

This crossing on a cheque can be done by the

Drawer of cheque
Holder of cheque



The drawer can also cancel the crossing by writing the words “pay cash” and putting his
signatures on the cheque.

Marking of a cheque : When the drawer is not well known to the payee, the payee can approach
the bank to certify the cheque as good for payment. This is known as marking of a cheque. The
banker keeps the amount of cheque intact for ensuring its payment. Bank writes words like
“approved”, “Good”, and “good for payment”.

Q.16 Explain in brief presentation and collection of Negotiable Instruments.

Presentation
Means presentation of NI for acceptance for sight and for payment. Bill of exchange, isypresented
by the drawer on drawee for acceptance. In case of a cheque, etc. presentation for-acceptance is
not required. A Promissory note is payable after a fixed period is not'required to' be presented
before maturity.
However, all three NT’s i.e. Bill of Exchange, cheque ‘and promisory note are required to be
presented for payment.
Presentation of a NI is done by-
(1 Holder or his authorized agent
(i) Presentation at specified place only. When. place is not specified, NI’s is to be
presented at business place or residence.
(iii)  Presentation during business hours only. In.case ofidabank business hours may be
10.00 to 4.00 pm (Saturday.10.00 to.1.00:pm). <For other business hours, business
hours may be 10.00 to 5.00 pm.or 8.00 am*0:8:00 pm as the case may be.
There may be delay in presentation due to exceptionalcircumstances such as serious illness,
death ofa near relative, communal disorder, war incase.of international instruments etc.
For presentation of cheque, following rules are to be*kept in view:
- Payment of bearer'cheque to the person presenting.
< Payment of crossed cheque.on presentation only through bank by credit to customers
account.
- Presentation of cheque during business hours of bank.
= Validity period of cheque'is'8 months and presentation during validity period only.

Payment of cheques & bills of'exchange:
Honoring customer’s cheques, is the duty of a bank provided the cheque has been properly
drawer and sufficient balance is there in customers account. There are risks in making payment
of cheques. Banks have to" be careful in this regard as slight negligence would make him liable
for loss/compensation. Wrongful dishonor of cheque would lead to liability on a banker.
However, following points should be seen by a banker while making payment of cheques.

- Cheque must be in proper form

- Drawer’s signature should tally with specimen signatures

- Cheque should not be post dated or stale.

- Amount in figures and words must tally




- Proper care in case of mutilated cheques

- Material alterations on cheque must be confirmed with drawer

- Endorsement should be proper

- Payment of cross cheque only to a banker through credit in account
- No payment of cheques where payment has been stopped.

It the negligence of a bank is proved in making payment of cheque, bank can be held
responsible for the same.

Collection of cheques: A bank should exercise proper skills, care and diligence while¢ellecting
payment of cheques and bills of customer. A bank acts as an agent of customer, while collecting
payment of cheques/bills of exchange. While collecting cheques, a banker acts as,a:

- Holder for value

- Agent of customer
Acting as an agent of customer, banker does not have better.titlle than that of customer.

Q.17 What are the duties & responsibilities of collecting banker?

Duties of bank as collecting banker:

1. Bank should present the chequewithin a reasonab le time
Bank should ensure safety‘of eheques deposited for«coHection.
Bank should confirm thatall endorsement on cheque are proper
Proper care while gollecting crossed cheques
Bank has to work in good,faith and without<negligence as provided order section 131
of NI Act.

6. Attimes bank acts.as a collecting banker and paying banker when it collects cheques

issuedby his-another customer. Henee a bank has to be careful in such cases.

HoweVer, statutory protection is.available<to.a banker as per section 131 of NI Act if a bank has
acted In good faith and,without negligence. To avoid any negligence on the part of banker,
banker'should ensure compliance ofKY.C (Know Your Customer) norms as prescribed by RBI.

ok~ wnn

As regards collection.of bill*of exchange, bank has to be very careful. A bill needs to be
presented on maturity positively at right place. It case of dishonor of bills of exchange, banks
should return such bills‘immediately.

Q.18 Under what circumstances, a cheque can be dishonored? What are
relative legal provisions in this regard?
Dishonor of Cheques :

When the drawee of a bill or cheque or maker of a promissory note refuses to make payment, it
is called dishonor.




In case of cheque, there may be two situations of dishonor.
1. Compulsory dishonor of a cheque by banker in following circumstances:
- Countermanding payment by customer
- Death of customer
- Onreceipt of garnish order
- In case of insanity or insolvency ofa customer
2. Dishonor at the instance of bank.
- When a cheque is not properly drawn
- When endorsement or crossing is not proper
- Insufficient funds in the account of customer
- There is a doubt about the right of holder:
While dishonoring a cheque, a bank issues a cheque return memoswhere inireasons of returning
cheques are mentioned.
In case ofa wrong dishonor, a bank can be held responsible for damages.

Legal precisions relating to dishonor of.cheque —
After Negotiable instruments Act Amendment in 1988, dishonar of a chegue due to in sufficient
balance is a criminal office and such person can be.given:

- Imprisonment up to 2.years

- Fine up to twiceithe amount of cheque

- Both of above (Imprisonment.& fine)

Q.19 Why Banking Regulation Act was passed?

Banking Regulation Act'1949 extends to the whole.of India and is applicable on all banking
companies _except nationalized sbank "as theywwere established under Banking companies
(Acquisition and~Transfer of undertakings) Act.0f 1970. The need for passing an effective Act to
regulate working of banks arose.due to following reasons:

- To,avoid fatlure of banks

- To ensure balanced expansion of banking facilities

- To give mgre powers to RBI

- To'ensure proper development of money market

- Ta check abuse of power by the management of banks

- To'safe guard the interests of depositor and interest of country at large.

Q.20 Explain in brief main provisions of BR Act 1949.

Important Provisions of BR Act 1949:
Section No. Main Provision




5(b)

5(c)

11,12

18.

21.
22.
23.

24

31
35.

37,38

44A
46

Defines banking as “Accepting for the purpose of lending or investment deposits
of money from the public, repayable on demand or otherwise and withdraw able
by cheque, draft, order or otherwise”

Banking companies mean “any company which transacts business of banking in
India”.

Prohibition of business by a bank such as purchase and sale of shares and
debentures in the companies where their directors are involved immovable
property, purchase and sale of goods directly, can’t give loans beyend limits
prescribed by RBI

Banks can’t acquire non-banking assets or immorable property ex¢ept, for its own
use.

Provides requirement of minimum paid up capital and reserves to different types
of banks.

Cash reserve: all banks other than scheduled banks.are required ‘to~maintain cash
reserve at least 3% of time and demand-liabilities present rate for sheduled banks
is 6%.

Empowers RBI to control advances by banking companiesS=RBI issues directions
in this regard under this section.

Every banking company is required to ebtain a license from RBI to start banking
business.

RBTI’s permission is required for opening/closiiig a branch or changing place of'a
branch.

Liguid assets. E£achbank is required to maintain SLR of its total time and demand
liabilities imthe form of cash, gold.or.unremembered approved securities not less
than 20%. Presently this SLR.is 25%.

A banking.company. has to submit'atdited balance sheet & profit & loss A/c duly
published"in three copies to. RBI'within 3 months from year closing.

This section“empowers RBI+to conduct statutory inspection of banks. This
inspection.may b e general ‘or specific.

RBI can recommend‘to*the High Court for winding business of a bank if business
of a bank /iIs being)conducted in the manner detrimental to the interest of
depositors.

Permission @fRBI is required for amalgamation of banking companies.

Empowers RBI to impose penalties on banking companies as follows:

(0 For submitting false or Imprisonment up to 3 to 5 years
Inaccurate return
(i) Failure to submit information Fine of Rs. 2000/- and if default
at the time of inspection persists fine @ Rs.100 per day till
Default

(iii)  For accepting deposits in Penalty @ twice of deposit amount



Contra venation to RBI accepted
directives
Further, a bank which is violating provisions of this Act or not following directions of RBI is

also subject to fines and penalties.

Some of the provisions of this Act have been made applicable on co-operative banks through
Banking Laws (Ac applicable to co-operative societies) Act of 1965.
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PART-C
PUBLIC FINANACE

Discuss in brief meaning, scope and importance of public finance.

Public finance is the science which deals with income and expenditure of Govt. and
public bodies. With the increasing role of Govt., Govt. not only perform obligatory
functions like law and order maintenance but also other functions of infrastructural
development like communication, transport, dams, development of banking & financial
institutions and various social over heads like education , medical & health, sanitation
drinking water and creating atmosphere for growth of agriculture & industriesyPublic
finance is also known as that part of economics which deals with public reyvenue public
expenditure, public debt and financial administration of{Govt.

With the increasing activities of Govt., the scope of public finance has widened and
broadly includes following;:

1) Public Revenue: - In which study of various sources ofirevenue i.€xfax'and non-tax,
their cannons, and their impact is done,

2) Public Expenditure: - It deals with ‘cannons ‘of public, ‘expenditure, types of
expenditure, effect of expenditure andmethod,of control.

3) Public Debt: - It deals with‘types.of public debt internal or external, classification of
debt, incidence and impact and reasons for increase’m public debt.

4) Financial Administration: - It deals with administration of Govt. at different
committees like Public Accounts Committee (PAC) Estimates Committee (EC),
Committee on,public undertakings and cemptroller and Auditor General of India
(CAG)

5) Economic/Stabilation:- Economic development with stability is the major objective
or fiscal policy announced by the Goyt./Central bank.

Importance of Public:Finanee- With the constant increase in the activities of state,
the importance of public finance is also increasing which is clear from the following
points:

a. Increase in economic and social overheads: - Govt. expenditure on various

economic and social activities is increasing,.
b. CapitalFermation: - Increase in expenditure, grants, subsidities and various tax

relief measures savings are increasing and capital formation takes place.
c. Through proper economic planning: -Under public finance, economic

disparities are minimized.
d. Creation of employment opportunities
Raising of per capital income and national income.
f. Promotion of public enterprises

e
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Explain in brief the principle of Maximum Social A dvantage.

Famous economist Dr. Dalton said that the “best system of public finance is that which
secures maximum social advantage from operation it conducts”. It refers to optimum
advantage to the society at large. He further explained that any expenditure is
productive or not is to be examined from the productivity of economic welfare of that
expenditure. For example - expenditure on health and education is more productive
than expenditure on capital goods. Similarly, tax on an item is not bad. For example a

tax on tobacco products is not bad as it reduces use of tobacco for more social welfare.

This principle of maximum social advantage is based upon law of marginal utility and
law of marginal sacrifice. When taxes are imposed by Gowt..public sacrificeiinereases to
that extent and when Govt. makes public expenditure, utility to'publi¢,increases. Hence
Govt. has to plan its revenue and income in such a way so.that it leads to‘equilibrium in
marginal utility and marginal sacrifice.

Marginal Social Sacrifice (MSS): - When Gowt: increases:tax, societysmakes more and
more sacrifice. Hence, by increase in tax, marginal social sacrifice increases.

Marginal Social Benefit (MSB): - When Govt. incursypublic expenditure, utility or
benefit to the society increases. With the ‘operation of law ofsdiminishing marginal
utility, the marginal utility from additional,unit of expenditure declines. Thus with the
increase in public expenditure, marginal social benefits (MSB) declines.

The point of equilibrium will be'at that peint where niarginal social sacrifices (MSS) are
equal to marginal social benefit (MSB). It both MSS\and MSB are not equal, maximum
social advantage cannot.be attained. It.tells us thatpublic expenditure should be made
in such a way that it matches with public sacrifice by levying new taxes.

The extent of maximum social advantage canibe tested from the following;:

LooImprovement.in production: -i.enimprovement in production capacity, form of
production, organization of production and category of production.

2. Improvement in distributiomofroutput: - It can be seen from reduction in economic
in-equalities and stability inincome.

3. Defence & peace: - Which can be seen if proper law & order situation is maintained

and country is protected’from foreign aggression.
4. Long Run effect: - ofyschemes operated on long term bases.
5. Economic stability: - When least changes take places during inflation, output,

foreign trade, recessionary situation in the country.

It is a guiding principle to the Govt. which avoids over taxation and is also based on cost
benefit analysis.
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What do you understand by “Public Expenditure”? Explain in brief cannons of Public
expenditure.

Public expenditure deals with all expenditures incurred by Government on economic
development, defence and social welfare activities in a country. Its features are:

- Itis incurred by Govt. and Govt. bodies/institutions.
- Itis based on budgetary provisions.

- It has pre determined objectives.

- Itisincurred on feelings of public welfare.

- Itis continuously increasing.

The importance of politic expenditure has considerably increasedwbecauise of the
following:

1. It helps in accelerating economic growth.

2. Major portion of expenditure is on defence to protect thescountry'from foreign
aggression.

3. It maintains economic stability in the country.and reduction “en, in-equalities of

income and wealth.

It improves economic and social'standard.of people:

It helps in reducing regional disparities:

6. It also motivates to save and.thus leads to eapital formation which is very crucial for
growth and development.

7. It also leads to political stability whichis also essentiabfor growth.

o1

Cannons of Public Expenditure: - Some rules/principles/cannons need to be followed
so that maximum utilization of scare resources%can attain maximum benefits to the
society.

These cannonsican be discussed in two paxts.
Part-I cannons propogated by Findlay,Shirras. These are four in number such as-

1. Cannon of benefit: - Public é&xpenditure to be spent in such a way that benefit to the
society is'equal.to loss incurred by society in the form of tax burden.

2. "Cannon of economy:'- [There should be economy in carrying public expenditure.
There should be fational and forsightedness while spending public expenditure
besides economy,

3. Cannon of surplus: - Quantum of public expenditure should not exceed income.

4. Cannon of sanction: - Public expenditure on any part of it should not be spent
without sanction of competent authority.

Part-II other cannons

1. Cannon of elasticity: - Structure of public expenditure should be so flexible that it
can be changed according to changed circumstances & requirements of Govt.
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Cannon of Productivity: - Public expenditure programmes need to be carried out in
such a way that it increases the productive capacity of the country.

Cannon of equitable distribution: - Allocation of public expenditure should be
carried out in such a way that it distributes income and wealth in an equitable
manner.

Cannon of coordination: - Expenditure need to be incurred in such a way that it
leads to proper coordination between centre, state and local self Govt. and it should
not be repetitive innature.

Cannon of certainty: - The amount should be certainandexpenditure'should be on a
variety of items.

Hence public expenditure should be carried jonvit.such a way that it has favourable
effect on-

Output
Employment and
Economic stability

Explain in brief causes of increaseiin public expenditure.

Over the years, the increase dnipublic expenditure is many folds both in terms of total
volume as well as items of public expendituze due to-the following reasons:

1.

Provision of welfare activities: - Ours is.a.welfare state and welfare activities are
constantly increasing such as unemployment insurance, maternity & sickness
benefit, old age pension, aceident competisation, education and health etc. and hence
public expenditure'is on rise.

Nationalisation:- After independence, trend of nationalization has emerged in
banking, finance, imsurance ‘and-industrial sector leading to increase in public
expenditure.

Economic planning; econemic assistance and economic stability: - It planning era,
lot of emphasis is on developmental activities. Economic assistance is also increasing
on natural calamities like flood, earthquakes, epidemics etc. similarly, lot of
expenditure 4is fequired to attain economic stability in the country and due to all
these economic*factors, public expenditure is increasing,.

Inflationary situation: - Public expenditure also increases due to increase in prices
leading to more expenditure on various infrastructure and welfare projects.

Population Growth: - Due to population increase, demand for various services is
constantly increasing and hence public expenditure is increasing to meet growing
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needs of population Spending on social services is also increasing due to increase in
population.

6. Increase in defence Expenditure: - Competition to acquire latest technology weapon

has led to increase expenditure on defence.

7. Problem of Refugees and Terrorism: - After independence, we are facing a big

problem of refugees on which huge expenditure is there. Similarly, terrorism is
becoming a worldwide problem and hence expenditure on overcoming these
problems is also increasing.

8. Increasing debt burden: - Govt. has to pay back loan amount and.interest on

borrowings leading to increase in public expenditure.

Narrate in brief latest trends of public expenditure in India.

1. The public expenditure of,centraldGovt. and:states has beentincreasing with a
rapid rate. All types of expenses‘i.e.

- Revenue and Capital expenditure
- Plant & non plant.eéxpenditure
- Developmental.and non-development expenditure.

have considerably increased due to increased. pressute,on Govt. to meet the increasing
demand of society.

2. The total Govt. expenditure as an averdge™ of G.D.P. are constantly declining
both in case of capital & revenue expenditure:

3. Capital outlay of Govt. as proportion of GDP are constantly declining which is a
matter of serious concern.,

4. Increase in revenue deficit:—"Total revenue deficit is also constantly increasing as
percentage©f GDP which is alse.a serious matter of concern.

5. As a public welfare méasure and to provide fertilizers and oil products to public
at reasonable rates, amount of subsidies has considerably increased. These subsidies
have also'inereased due'to the effect of globalization. The increase in crude prices in oil
producing countriesyand world market, Govt. expenditure on imports of crude is also
constantly on rise. Govt. even now providing heavy subsidity on domestic Gas (LPG),
Kerosene petrol and diesel causing a great burden on Govt. exchequer.

6. Expenditure Management by Govt. has started to control public expenditure
under which various steps have been initiated such as -

- Zero based budgeting
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- Critical evaluation of man power requirement in various Govt.
departments.

- Large scale computerization to achieve greater efficiency and man power
saving.

- Voluntary retirement schemes in Govt. and public sector banks and other
organizations.

- Cuts in subsidies and passing on the burden on consumers. Sghemes are
order way where prices of some products like domestic gas‘would be
fixed in such a way that high income group will have toypay, more as
compared to low income group.

- Expenditure reform commissions are being set up:byaGovt. to make
recommendations to Govt. to bring reforms in'public expenditure. These
commissions have been advising Govt. to:cut food,subsidies, subsidities
on fertilizers, oil products and eptimum \utilization; ‘efy man power
working in Govt. and publi¢ sector undertakings.

What do you understand by tax? Explain key objects of taxation:

Though different authors haveidefined tax intheir ownway, in simple words, “tax is
compulsory contribution to“the, Govt. without expectation of any direct service,
convenience or any benefit to the tax, payer. In addition to Govt., Govt. bodies are also
levying tax.

Special features of taxare:

- Tax isa compulsory payment.

- It is levied by,public/statutory body

- It is payment to Govt..Govt. body

- There is a element-ofisacrifice by payer
- It is.collected forpuiblic welfare

- Taxesare paid eut of income

- Tax is notithe'eost of benefit

- It impdses personal duty on tax payer.

The modern' Governments are imposing taxes to collect revenue for various
developmental™and social welfare activities. However, a few key objectives of
taxation are given below:

1. Collecting revenue for Govt.:
For spending on economic and social purposes.

2. Regulation & Control

On use/consumption e.g. more tax on luxury goods, high value cars etc.
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. To reduces inequalities in income & wealth

Taxes are collected from those who have more wealth and spent on
economic and social welfare activities particularly for poor strata.

. To promote capital formation

Tax relief to those who save more leading to capital formation.

. Business stability and full employment

With the help of tax revenue, new business activities are undertaken by
Govt. with the purpose of providing employment.

. Protecting local business/production

At times, import duty is levied to protect domestie.business and promote
domestic production.

To raise national income
Key source of national income is tax. Income received from taxes is used
for productive purposes and finally leads to increasejn per capita
income. Increasé in, per’capita mcome is a sign ‘of growth and

development.
Explain in brief cannons of taxation.
Cannons are principles on the basis of which, taxes areslevied. These cannons can be

divided in to two categories:

1. Cannons as propogated by Adam Smith
2. Other cannons.
1. Cannons of Adam Smith - According“to/Adam Smith, there are four cannons of

taxation suchias:
i) Cannon of equity: - Burden, of tax should be equally distributed and tax

payer should pay tax in\proportion to the income.

ii) Cannon of certainty:-~Amount of tax, time of tax method of paying tax,
place of paying tax{should be certain.

iii) Cannon of «cenvenience: - Levying of tax should be according to the

convenience ‘of tax payer with reference to place, period and mode of
payment putting payer least inconvenience.
iv) Cannon of economy: - Tax system should not be expensive. The cost of
collecting tax should be minimum
2. Other cannons-of taxation: - Other economists have propagated following cannons

of taxation.
i) Cannon of simplicity: - Tax system should be simple and easily
understandable to tax payer.

i) Cannon of Productivity: - Tax system should not only provide revenue
for present but also income in future.




iii)

iv)

vi)
vii)
viii)

ix)

Cannon of elasticity: - Tax system should be elastic which would be
adjusted according to the requirements of Govt.

Cannon of diversity: -Instead of a single tax, different types of taxes need
to be levied on different sections of society.

Cannon of uniformity: - Tax system should be uniform in respect of
imposition of tax and determination of tax rates.

Cannon of flexibility: - Tax system should be flexible in the sence that
tax could be realized without any resistance/opposition by tax payers.
Cannon of expediency: - Imposition of tax should be done keeping in
view reactions of tax payers.

Cannon of coordination: - Tax system should insure propex, coerdination
between different taxes and tax imposing/colleeting authorities.

Cannon of desirability: - There should be proper“justification for
imposing tax and this justificationshould be, properly understood by all
concerned.

For easy recollection of various cannons, students may rememberfollowing:

Adom Smith Cannons Other Cannons

E - Equality S - Simplicity

C - Certainty P- Productivity

C - Conveniences D - . ‘Diversity & desirability
E - Economy U -5, “Uniformity

H= Flexibility
E - Elasticity & expediency
C-  Coordination

8. Explain in brief the'classification of taxes.
Ans. Following chartshows the classification.of.taxes

Tax

Classification of Taxes

I I I
Tax Burden On the bases of Basis of Tax

Tax System
Tax rate assessment
Single Multiple ‘Direct Indirect
Tax Tax Tax
Regressive Progressive Proportionate Digressive

! ! !

Specific Advalorem Personal Tax
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Single Tax

Multiple Tax

Direct Tax

Indirect Tax

Regressive rate

Progressive rate

Proportionate

Digressive

Specific

Advalorem

Personal tax

When Govt. raises its revenue through single tax only

When Govt. raises its revenue through multiple or several

taxes

Where burden of tax lies on specific person and cont be

shifted e.g. income tax.

Impact of which lies on different persons_indireetly e.g.

excise duties, sales tax, octroi ete:
Rate of tax decreases with the.increase in income

Rate of tax increases withhincrease,in income e.g. income
tax where rate of taxincreases with increase.in income

Where tax fate is same forall income groups

Mixture of progressive and proportionate rate of tax where

rate’of tax decreases with increase in income

Where tax is levied on thewbasis of unit, quantity, weight,

measurement ete:

Tax is levied according to the value of a commodity

Levied on, thesbasis of number of persons e.g. toll tax,
entertainnient-tax.

What do you understand by public.debt? What are the reasons of increase in public
debt in India?
Public debt isa part of public finahce under which Govt. borrows money both internally

and externally to meet .vatious objectives whem public expenditure is greater than
public revenue during a“given period of time. This public debt in India has consider-
ability “increased afters independence due to launching of various developmental
programme on plannhed basis.

Public debt can be ¢classified into two-

1. Internal Public debt - Borrowings from individuals, banks, non banking finance

companies and borrowings from RBI
2. External Public debt - Borrowings from private investors, foreign Govts.
International financing institutions like IMF, IDA etc

Public debt in India has increased due to increase in expenditure of central Govt.
development expenditure during 5 year plans. External debt has also considerably
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increased due to growing demands of economy. Major portion of internal public debt
has come from public finance institutions.

Causes of increase in public debt in India:

In India, public debt of both from internal & external sources have increased due to

following reasons:
1. Economic Planning - India Govt. has adopted development through five year plans

under which huge investment is required on economic and social overheads leading
to increase in expenditure.

2. Population growth - Our population have crossed 120 million and to.meet growing
needs of population like health, housing, sanitation, drinking jwater,) means of

communication, expenditure of Govt. has gone up.
3. Defence expenditure - Due to tight relations with \neibouring" countries like,
Pakistan, China our expenditure on defence hasconsiderably.increased.

4. Increase in welfare activities of Govt. for providing unemployment'epportunities,
developmental activities as well as various schemes of health ‘education, and social
security have increased.

5. Increase in prices - has also lead\to increase in Gowt. expenditure on various
services and cost of projects has also increased.

6. Democratic system - Under this system; elections to parliament and state

assemblies are conducted once in five years requiring huge expenditure. Similarly
many public institutions like Panchayats;Zila«Patished etc. are also democratically
managed requiringhuge amount onelection.of their office bearers.

To exercise due control onpublic expendittire Govt. has initiated various measures like
check on non-developmental expenditure, ensuring productive use of debts, optimum
utilization of‘human resouice, control ehipopulation growth and export promotion.

Write a detailed note on Central /:State Finance relationship.

In:India, as/per constitutional,provisions, federal system of administration is followed
where there are two authorities i.e. central Govt. or federal Govt. and state Govt.
Functions.of national,impertance are carried out by central govt. & subjects of regional
importance are given to state & local govt. Both the govts. i.e. central and state have their
operational jurisdiction for raising the resources and items on which these resources are
spent.

Special features of Central State Finance relationship

(A)  Section 245 to 300 of Indian constitution has determined central state financial
relations. The sources of income between central and state have been divided in
the VII schedule of constitution. Under article 268, sources have been divided in
3 lists i.e.
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(B)

(©)

(D)

(F)

1. Central List: - Consisting of matters on which Central Govt. imposes tax
e.g. income tax, custom duty, excise etc.

2. State List: - Which provides jurisdiction to states to impose tax e.g. land
revenue, taxes on sale & purchase, land & building tax etc.

3. Concurrent List: - Which have items on which central and state Govts.
imposes tax. Both have concurrent powers to impose tax.

There elements in relationship between central and state are:

1. Specific jurisdiction of taxes have been defined for collection taxes

2. Share in taxes - Some taxes are levied by central govt. but part,ofiincome is
shared with states.

3. Grant in aid - when there is a deficit in the budget ofa state, central govt.

provides grant in aid to bridge the gap.

Distribution and allocation of central revenue is done amongst states as per
article 269 to 272

Consolidated Fund - In both Central and:State Governmerits, income/revenue is
credited in consolidated ftind and expenditure from that fund in case of central

govt. is with the approval of parliament and in case of state, with the approval of
state Assembly.

Loans - Under article 292 of constitution' central and state governments are
authorized to raise loans from market. State govt. can also raise loan from central
govt.

Finance Commission: - Under article:280 of constitution Finance Commission is

constituted by the President of India to make recommendation for distribution of
income between centre and states. This commission also recommends basis for
providing grant.in aid to states as well as other matters of financial relationship
betweén eentre and states.

Explain in brief “deficit financing”. What are its positive and negative effects on the
economy?

Due to increased activities of government, its expenditure is increasing over income.
This gap is managed through new taxes, raising rates of old taxes and internal as well as
external borrowing." Even if there is a gap, the last resort to bridge the gap is deficit
financing.

This deficit financing is arranged through following 3 methods:

1. Borrowings from RBI
2. Withdrawal of cash from RBI

3.

Issuing new currency

This deficit financing is resorted to with the following objectives:
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To arrange for extra expenditure during war.

To promote economic development and accelerating rate of growth, huge
investment is required for which deficit financing is at times resorted.

To face depression - during depression, there is a glut of goods and services and
problem of mass unemployment. To overcome this situation and to increase money
supply, deficit finance is a step.

To create more purchasing power for better utilization of resources of economy

This deficit may be of different types such as:

Revenue deficit - When revenue receipts are less than.revenue expenditure:
Budget deficit - When total expenditure exceeds tofal receipts.
Fiscal deficit - Budget deficit plus market borrowings and liabilities of govt.

Primary deficit - Means fiscal deficit less interest payments.

The quantum of deficit financing of central govt. in increasing with a rapidispeed during
planning from first five year plan till current five yearjplan.

Positive impact of deficit financing

1.

4.

It helps a developing economysto accelerate rate of «economic growth in a country
and raises rate of capital formation.

It helps in overcoming deflationary/depression situation by adding to purchasing
power. It also helps in: overcoming probléem of unemployment in deflationary
situation.

Increases demand of ‘goods and serviees Which leads to increase in production of
goods and services.

Inereasesdn prices helps traders, industrialists sellers to get more benefit/ profit.

Negative effects of deficit financing:

1.

2.

It leads to increase in publie.debt and liabilities of govt. As a result preparation of a
viable budget becomes adifficult task.
It leads to inflationany-trend in economy which effect almost all sectors of economy

particularly fixed ihcome group/salary earners.
It raises credit ereation by banks which leads to more loans and advances which
further addsto'inflationary trend in the economy.

These evil effects can be controlled by increasing production of goods, supply of raw
material, rationing and monitory policy measures. However, deficit financing should be
used judicially by government.






