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INTRODUCTION

BFN 301: Practice of Banking is a three credit seufor students
offering B.Sc. Banking and Finance in the School Mdénagement
Sciences. The course consists of eighteen (183,uthiat is, three (3)
modules of six (6) units for each module. The maktehas been
developed to suit undergraduate students in BardmFinance at the
National Open University of Nigeria (NOUN) by usiag approach that
analyzes practice of banking. A student who sudagsompletes the
course will surely be in a better position to hanthe intricacies of
practical banking operations.

The course guide tells you briefly what the coussabout, what course
materials you will be using and how you can workilyavay through
these materials. It suggests some general guideforethe amount of
time you are likely to spend on each unit of theirse in order to
complete it successfully. It also gives you somigguce on your tutor-
marked assignments. Detailed information on tutarked assignment
is found in the separate assignment file which Wl available in due
course.

WHAT YOU WILL LEARN IN THIS COURSE

This course will introduce you to some fundameatglects of financial
systems generally. It also includes: Banking Opemnat in Nigeria;
Types of Banking Operations in Nigeria; Banker a@distomer
Relationship; Accounts of Customers; Specialize KB&tcounts of
Customers; Negotiable Instruments; Duties of PayBanker and
Collecting Banker; Other Services offered by BarRstationships with
Limited Liabilites Companies: Loans and Advancddankruptcy;
Securities for Bankers Advances; Securities andhLRacovery; Land
and Security; Life Policies and Shares as Coll&dp&hares Guarantees;
Debentures; Other Forms of Securities; and Guaganke Loans and
Advances

COURSE AIMS

The course aims, among others, are to give youratadaling of the
intricacies of financial systems and how to applghs knowledge in
managing financial institutions and their operasioifhe course will
help you to appreciate types of banks in operationshe country,
models of commercial banking after the abolitionuafversal banking
in the country, relationships between customersthadanks and forms
of collateral securities that can be accepted byk$€dor loans and
advances, among others topics.
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COURSE GUIDE

ms of the course will be achieved by:

Discussing Banking Operations in Nigeria,;

Mentioning and Explaining Types of Banking Operasioin
Nigeria;

Explaining Banker and Customer relationship;

Identifying and Discussing Accounts of Customers;
Mentioning and Explaining Specialize Accounts os@umers;
Listing and Discussing Negotiable Instruments;

Listing the Duties of Paying and Collecting Bankers
Mentioning and explaining Other Services of Banks;
Discussing Relationships with Limited Liability Cqanies in
relations to Loans and Advances;

Discussing Bankruptcy;

Mentioning and Discussing Securities for Bank Adves)
Discussing Securities and Loan Recovery;

Discussing Land and Security;

Explaining Life Policies and Shares as Collaterals;
Discussing Shares Guarantees;

Explaining Debentures;

Mentioning and Discussing Other Forms of Securitesl
Discussing Guarantees for Loans and Advances.

COURSE OBJECTIVES

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

Discuss Banking Operations in Nigeria;

Mention and Explain Types of Banking Operationdligeria;
Explain Banker and Customer relationship;

Identify and Discuss Accounts of Customers;

Mention and Explain Specialize Accounts of Cust@sner
List and Discuss Negotiable Instruments;

List the Duties of Paying and Collecting Bankers;
Mention and explain Other Services of Banks;

Discuss Relationships with Limited Liability Compas in
relations to Loans and Advances;

Discuss Bankruptcy;

Mention and Discuss Securities for Bank Advances;
Discuss Securities and Loan Recovery;

Discuss Land and Security;

Explain Life Policies and Shares as Collaterals;

Discuss Shares Guarantees;

Explain Debentures;

Mention and Discuss Other Forms of Securities; and
Discuss Guarantees for Loans and Advances.
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WORKING THROUGH THIS COURSE

To complete this course, you are required to rdlagtedy units, attempt
all the tutor marked assignments and study theciplies and practice of
lending and credit administration in this materpovided by the

National Open University of Nigeria (NOUN). You Wilso need to

undertake practical exercises for which you neexksx to a personal
computer. Each unit contains self-assessment eesrcand at certain
points during the course, you will be expecteduionsit assignments. At
the end of the course is a final examination. Toierge should take you
about a total of 17 weeks to complete. Below aeectbmponents of the
course, what you have to do, and how you shoutstalé your time to

each unit in order to complete the course succigsin time.

COURSE MATERIALS
Major components of the course are:

(1) Course Guide
(i)  Study Units

(i)  Textbooks

(iv)  Assignment file

STUDY UNITS
The study units in this course are as follows:
Module 1

Unit 1: Banking Operations in Nigeria

Unit 2: Types of Banking Operations in Nigeria
Unit 3: Banker and Customer Relationship

Unit 4: Accounts of Customers

Unit 5: Specialize Bank Accounts of Customers
Unit 6: Negotiable Instruments and Cheques

Module 2

Unit 1: Bills of Exchange and Promissory Notes

Unit 2: Duties of Paying Banker and Collecting Bank
Unit 3: Bank Lending to Limited Liabilities Compa&si
Unit 4: Securities and Loan Recovery

Unit 5: Securities for Bankers Advances

Unit 6: Land and Security

vi
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Module 3

Unit 1: Shares as Collateral Securities for Banka#utes
Unit 2: Negotiable and Non-negotiable Securities
Unit 3: Mortgage and Debentures

Unit 4: Produce and Goods as Securities

Unit 5: Guarantees for Loans and Advances

Unit 6: Bankruptcy

ASSIGNMENT FILE

In this course, you will find all the details ofetlwork you must submit
to your tutor for marking. The marks you obtain tbese assignments
will count towards the final mark you obtain forighcourse. Further
information on assignments will be found in theigssent file itself
and later in the section on assessment in thisseogumide. There are 18
tutor-marked assignments in this course; which wo& expected to
attempt all of them.

PRESENTATION SCHEDULE

The presentation schedule included in your couratemnals gives you
the important dates for this year for the completaf tutor-marked
assignments (TMAs) and attending tutorials. Rememlygu are
required to submit all your assignments by the dat. You should
guard against falling behind in your work.

ASSESSMENTS

There are two aspects to the assessment of theecdust is the tutor-
marked assignments; and second is a written exaome&n tackling
the assignments, you are expected to apply infeomaknowledge and
techniqgues gathered during the course. The assigsmmust be
submitted to your tutor for formal assessment inoadance with the
deadlines stated in thi&resentation Scheduleand theAssignment File
The work you submit to your tutor will count for @0of your total
course mark. At the end of the course, you willché sit for a final
written examination of ‘three hours’ duration. Thegamination will
also count for 70% of your total course mark.

TUTOR-MARKED ASSIGNMENT (TMAs)

There are fifteen tutor-marked assignments in tlisrse and you are
advised to attempt all. Aside from the course niat@rovided, you are
advised to read and research widely using othegrertes (under
further reading) which will give you a broader vigoint and may

vii
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provide a deeper understanding of the subject. iénall completed
assignments are submitted on schedule before seftimes. If for any
reasons, you cannot complete your work on timetaminyour tutor
before the assignment is due to discuss the pbgsiti an extension.
Unless in exceptional circumstances, extensions matybe granted
after the due date for the submission of the assagns.

FINAL EXAMINATION AND GRADING

The final examination for this course will be ofébk-hour duration and
have a value of 70% of the total course grade.afdlas of the course
will be assessed and the examination will consisgjuestions, which

reflect the type of self-testing, practice exersisnd tutor-marked
problems you have previously encountered. All aafafie course will

be assessed. Utilise the time between the conalusidhe last study
unit and sitting for the examination to revise émire course. You may
find it useful to review your self-assessment tedtsgor-marked

assignments and comments on them before the ex@onina

COURSE MARKING SCHEME

The work you submit will count for 30% of your tbtaourse mark. At
the end of the course, you will be required tdaita final examination,
which will also count for 70% of your total markhd&@ table below
shows how the actual course marking is broken down.

ASSESSMENT MARKS

Assignments (TMAs): 4 assignments, best 3 will kmedi for the
Continuous Assessment, which will constitute a ltatfh30%. Final
Examination of 70% for overall course markstal of Continuous
Assessment and Final Examination i1400% for the Course.

14.0 ASSIGNMENT FILE

Table 1: Guide on Assignment Activity

Unit | Unit Title of work Week’s activity
Assessment

1 Banking Operations in Nigeria 1

2 Types of Banking Operations in Nigeria 1

3 Bank and Customer Relationship 1

4 Accounts of Customers 1

5 Specialize Accounts of Customers 1

6 Negotiable Instruments and Chec 1

7 Bills of Exchange and Promissory Notes 1

viii
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8 Duties of Paying Bankers and Collecting
Banker:

9 Bank Lending to Limited Liabilitiesl
Companies

10 Securities and Loan Recove 1

11 Securities for Bankers Advan( 1

12 Land and Security 1

13 Shares as Collateral Securities for Bafk
Advance

14 Shares Guarantees 1

15 Debentures 1

16 Produce and Goods as Securities 1

17 Guarantees for Loans and Advan 1

18 Bankruptcy 1
Revision Total 18

TUTORS AND TUTORIALS

There are 15 hours of tutorials provided in supjbrthis course. You
will be notified of the dates, times and locatioh these tutorials,
together with the names and phone numbers of ydor,tas soon as
you are allocated a tutorial group. Your tutor wilirk and comment on
your assignments, keep a close watch on your psegamd on any
difficulties you might encounter as they would go®vassistance to you
during the course. You must submit your tutor-mdressignments to
your tutor well before the due date (at least tworking days are
required). They will be marked by your tutor andureed to you as
soon as possible. Do not hesitate to contact yator by telephone, e-
mail, or discussion group if you need help.

The following might be circumstances in which yooul find help
necessary, when you:

o do not understand any part of the study units er aksigned
readings.

o have difficulty with the self-tests or exercises.

o have a question or problem with an assignment yotlr tutor’'s

comment on an assignment or with the grading assignment.

You should try your possible best to attend thertats. This is the only
chance to have face-to-face contact with your tatat to ask questions
which are answered instantly.

You can raise any problem encountered in the coofryeur study. To
gain the maximum benefit from course tutorials,ppre a question list
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before attending them. You will learn a lot fromrg@Epations in
discussions.

SUMMARY

BFN 30: Practice of Banking intends to expose tmelengraduate
students to the fundamentals of banking practibask and customer
relationships, accounts of customers, servicesanbus types of banks,
and securities being accepted for loans and adsakmn completing
the course, you will be equipped with the necesdargwledge of

banking system required to produce a good reseacrk in banking

and finance. We hope you enjoy your acquaintanads tive National

Open University of Nigeria (NOUN). We wish you eyeuccess in the
future.
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MODULE 1

Unit 1 Banking Operations in Nigeria

Unit 2 Types of Banking Operations in Nigeria
Unit 3 Banker and Customer Relationship

Unit 4 Accounts of Customers

Unit 5 Specialize Bank Accounts of Customers
Unit 6 Negotiable Instruments and Cheques

UNIT 1 BANKING OPERATIONS IN NIGERIA
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main content
3.1 Inception of Commercial Banking System in Nige
Economy
3.2  Establishment of Central Banking in Nigeria
3.3  Operational Positions of Banks in the Economy
3.4 Recent Consolidation in the Banking Industry

4.0 Conclusion

5.0 Summary

6.0 Tutor-marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

The Nigerian economy like any other country arouhd world is

fraught with operations of various financial ingtiobns and the most
influential ones are the various banking instim&oThis is because of
their strategic role in financial intermediationdei other peculiar
functions which they render to the growth and depelent of the

economy. In this initial study unit of the mateyiabe shall discuss
banking institutions in the Nigerian economy.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

. discuss the historical development of commerciahkbain
Nigeria

. trace the development of the Central Bank of Nayeri

o discuss the operational position of banks in treemy

o discuss the recent consolidation in the bankingsiny.
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3.0 MAIN CONTENT

3.1 Inception of Commercial Banking System in Nigean
Economy

In 1892 the African Banking Corporation as Nigevriéitst bank was
established. Banking legislation never existedl Ur#tb2, at which point
Nigeria had three foreign banks such as the BriBiahk for West Africa
(BBWA), Barclays Bank, and the British and FrenchnB and two
indigenous banks, the National Bank of Nigeria ahé African
Continental Bank with a collective total of fortydmches.

A Banking Ordinance of 1952 was used to establishdards, required
reserve funds, established bank examinations, araVvided for
assistance to indigenous banks.
The British colonial officials brought the West &fan Currency Board
into the banking scene in 1912. The Board was ksieol to enhance
financing the export trade of foreign firms in théest African sub-
region in addition to the issuance of a West Aficarrency convertible
to British pounds sterling. However, the coloniahsters introduced
discriminating measures against the growth of fomantransactions in
the country. These policies barred local investment reserves,
discouraged deposit expansion, precluded discrefmn monetary
management, and lack of deliberate measures to tMajerians in
developing indigenous financial institutions.

In 1952 several Nigerian members of the Federalsdanf Assembly
called for the establishment of a central bank doilitate economic
development. In spite of the fact that the motioaswdefeated, the
colonial administration appointed a Bank of Englanfficial to study

the issue. As expected the official so appointedsad against a central
bank, hinging it on his doubt whether such a baark lose effective in an
undeveloped capital market such as was the castheincountry’s

economy. In 1957 the Colonial Office sponsoredtlagio study that
paved the way for the establishment of a Nigeramtral bank.

In the same year (1957), the Colonial Office introgld a Nigerian
currency, the Nigerian pound which value was pegafepdar with the
pound sterling until the British currency was denaion in 1967. The
Nigerian pound was converted in 1973 to a decimalency, the Naira
(N), equivalent to two old Nigerian pounds. The Besa unit of the new
currency was the kobo, 100 of which was equaledaitaN The naira,
which exchanged for US$1.52 in January 1973 andhagaMarch 1982
(or NO.67 = US$1), despite the floating exchangte, ralepreciated
relative to the United States dollar in the 1980%e average exchange
rate in 1990 was N8.004 = US$1. Nevertheless, degren of the

2
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Naira accelerated after the introduction of the M/dBank induced
Structural Adjustment Programme (SAP), which resiltin the
inception of a second-tier foreign exchange maikethe Nigerian
economy in September 1986.

SELF-ASSESSMENT EXERCISE 1
Discuss briefly the evolution of banking in Nigeria
3.2  Establishment of Central Banking in Nigeria

The Central Bank of Nigeria (CBN), which was estti®#d in 1957 as a
statutorily banking institution independent of tfedleral government
until 1968, began operations on July 1, 1959. Tineggle over the
relationship between the government and the CeBtak lasted for a
decade until a 1968 military decree granted authaver banking and
monetary policy to the Federal Executive Council.

The role of the Central Bank, which was similathat of central banks
in North America and Western Europe, hinged aroopeérations such
as to:

i) establish the Nigerian currency;

i) control and regulate the banking system;

i) serve as banker to other banks in Nigeria;

iv)  carry out the government's economic policy in tlenatary field.

The intended economic policies to be dischargethbyCentral Bank of
Nigeria included:

a) controlling of bank credit growth;

b) establishing credit distribution by sector;

C) fixing cash reserve requirements for commerciakban

d) determination of rediscount rates, that is, interates the Central
Bank charged commercial and merchant banks; and

e) establishing the ratio of banks' long-term asset$eposits.

It is instructive to note that any changes in Carniank restrictions on
credit and monetary expansion affected total denzarttlincome in the
economy. For example, in 1988, as inflation acedést, the Central
Bank tried to restrain monetary growth.

During the civil war in the country between 1967dafh970, the
government established limits on repatriation afidnds and profits,
reduced foreign travel allowances for Nigerian zeitis, the size of
allowances to overseas public offices, requirettiadf permission for all

3
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foreign payments, which were and later suspendedahuary 1968, the
government issued new currency notes to replacgetino circulation.

Although in 1970 the Central Bank advised againsmmdntling of

import and financial constraints too soon after v, the oil boom

soon permitted Nigeria to relax restrictions.

In 1997, the Federal Government of Nigeria enacted CBN
(Amendment Decree No. 3 and Banks and other Fiahmstitutions
[BOFI (Amended)] Decree No. 4 in 1997 to remove ptately the
limited autonomy which the Bank enjoyed in its @ggms as the apex
bank in the banking industry since 1991. The 198@radments brought
the CBN back under the supervision of the MinistfyFinance. The
Decree made CBN directly responsible to the MimisteFinance with
respect to the supervision and control of bank aftfter financial
institutions, while extending the supervisory rofethe bank to other
specialised Banks and Financial Institutions.

The amendment placed enormous powers on the MinastFinance
while leaving the CBN with a subjugated role in thenitoring of the
financial institutions with little room for the B&nto exercise
discretionary powers. The current legal frameworkkhiw which the
CBN operates is the CBN (Amendment) Decree No. {37988 which
repealed the CBN (Amended) Decree No. 3 of 1997e Decree
provides a measure of operational autonomy folCB8I to carry out its
traditional functions and enhances its versatility.

Furthermore, the regulatory powers of the CBN w&rengthened by
the Banks and other Financial Institutions (Amendin®ecree No. 38
of 1998 which repealed BOFI (Amendments) Decree Naf 1997.
Through the amendments, the CBN may vary or re\ake condition
subject to which a license was granted or may irfesh or additional
condition to the granting of a license to trandzstking business in the
country.

By the Decree, the CBN's powers on banks, spelifittaose relating to
withdrawal of licenses of distressed banks and appent of

liquidators of these banks, including the NDIC wastored. The CBN
has also taken responsibility for nurturing the eynand capital
markets. In furtherance of this, the CBN introdudeshsury bills in

1960, treasury certificate in 1968, and facilitated establishment of
Lagos Stock Exchange in 1961 and the capital issuemittee now
known as the Securities & Exchange Committee iretiréy 1970s.

SELF-ASSESSMENT EXERCISE 2

Identify the role of the central bank in Nigeriatbaomy.

4
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3.3 Operational Positions of Banks in the Economy

On the basis of available records, the three largesymercial banks
(Bank of British West Africa, Barclays Bank, ane tBritish and French
Bank) held about one-third of total bank depodits1973 the federal
government undertook to acquire a 40-percent equityership of the
three largest foreign banks. In 1976, under theorsgcNigerian
Enterprises Promotion Decree requiring 60-peraafigenous holdings,
the federal government acquired an additional 2@qye holding in the
three largest foreign banks and 60-percent ownershi the other
foreign banks. Yet indigenization did not change tmanagement,
control, and lending orientation toward internaéibtrade, particularly
of foreign companies and their Nigerian subsidgé¢ foreign banks.

At the end of 1988, the banking system in the aguotnsisted of the
following

i) Central Bank of Nigeria;
i) Forty-two (42) commercial banks; and
iii)  Twenty four (24) merchant banks,

The above scenario is an indicative of a substaimiaease since 1986
at the inception of economic liberalization polioy the then military

government. The prevailing economic liberalizatipolicy paved the

way for the following:

a) Merchant banks were allowed to open chequeing atsofor
corporations only and could not accept depositsvb@&50,000;

b) Commercial and merchant banks together had 1,58@ches in
1988, up from 1,000 in 1984.

In 1988 commercial banks had assets of N52.2 bileompared to
N12.6 billion for merchant banks in early 1988.the fiscal year 1990
the government expended N503 million into estabighcommunity
banks with the intent of encouraging the developgn@ncommunity
development associations, cooperative societiesmelis' groups,
patriotic unions, and trade groups, among otheediives, particularly
in rural areas.

Furthermore, there existed in the economy othekibgninstitutions
which were mainly government-owned specialized tgpraent banks
such as:

i) Nigerian Industrial Development Bank;
i) Nigerian Bank for Commerce and Industry;
iii) Nigerian Agricultural Bank;
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V) Federal Savings Banks; and
V) Federal Mortgage Bank.

In relation to the development banking regulatithere was an enquiry
by the then colonial administration to investigainking practice in
Nigeria. The G. D. Paton Report which emanated fitbi enquiry
formed the basis for the first Banking Ordinancd @52. The ordinance
was designed to ensure orderly commercial bankpeyations and to
prevent the establishment of unviable banks. Atdegfislation for the
establishment of Central Bank of Nigeria was presgio the House of
Representatives in March, 1958. The Act was fuihplemented on 1
July, 1959 when the Central Bank of Nigeria cante fll operations;
at the twilight of the colonial administration.

The Central Bank Act, 1958 (as amended) and th&iBgrDecree 1969
(as amended) constituted the legal framework withirich the CBN

operates and regulates banks. The wide range abe&go liberalization

and deregulation measures following the adoption,1886, of a

Structural Adjustment Programme (SAP) resultedhe ¢mergence of
more banks and other financial intermediaries. Bec24 and 25 of
1991 were, therefore, enacted to strengthen arehéxihe powers of
CBN to cover the new institutions in order to entethe effectiveness
of monetary policy, regulation and supervision ahks as well as non-
banking financial institutions.

SELF-ASSESSMENT EXERCISE 3

Enumerate the specialized banks that existed irNigerian Economy
in the past.

3.4 Recent Consolidation in the Banking Industry
There was consolidation of commercial banks in 20@&ich reduced

the number of these banks operating in the couotignly 25. The list
of such banks is given below (Figure 1.1).

Figure 1.1: Commercial Banks after Consolidatios & January °1
2006) in Nigerid
S/n Name of Bank S/N  Name of Bank
1) Access Bank (14) Oceanic  Bank
2) Afribank (15) Platinum Bank
3) Diamond Bank (16) Skye Bank
4) EcoBank (17) Spring Bank
5) Equitorial Trust Bank (18) Stanbic Bank
6) First City Monument Bank (19) Standard
Chartered Bank
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7) Fidelity Bank (20) United Bank of
Africa

8) First Bank Plc (21) Sterling Bank
9) First Inland Bank (22) Union Bank

10) Guaranty Trust Bank (23) Unity Bank
11) IBTC-Chartered Bank (24) Wema Bank
12) Intercontinental Bank (25) Zenith Bank P|c.
13) Nigeria International Bank

Source: Nairaland Forum (2013). The 25 ConsoldiaBommercial

Banks in Nigeria Http://www.nairaland.com/5117/25-consolidated-

banks-nigeria

There was the 2009 banking reform which also rediube number of
commercial banks in the country, as shown beloWwigare 1.2.

Figurel.2: List of Commercial Banks after 2009 Refe in Nigeria

S/n Name of Bank S/n Name| of

Bank

1) Access Bank — (acquired Intercontinental Bank) (16) Enterprise
Bank Limited*

2) Diamond Bank (formally

Spring Bank)

3) ECObank Nigeria — (acquired Oceanic Bank) (17) Keystone

Bank*

4) Fidelity Bank . (formally

Bank PHB)

5) First Bank Plc (18) Mainstreet

Bank Limited*

6) First City Monument Bank — (acquired FinBank) (formally
Afribank)

7) Guaranty Trust Bank
Chartered
8) IBTC-Chartered Bank

(29) Standard

Bank**
(20) Citi Bank

9) Standard Chartered Bank
(Islamic

(21) Jaiz B
bank)***

10) Sterling Bank — (acquired Equitorial Trust BanK22) Heritage
Bank***

11) Union Bank
12) United Bank of Africa

13) Unity Bank

14) Wema Bank

15) Zenith Bank Plc

Kk

ank
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Source: Wikipedia (2013). List of Commercial Banks in Nige
*Acquired by CBN after the Reforms in 2009. **Fagai banks in
Nigeria. *** Banks established in 2013

The figure above shows that there are only 18 looaimercial banks,
two foreign banks and one Islamic bank after th@92@eform in the
industry. In addition, there are two merchant bamienely FSDH
Merchant bank and Rand Merchant bank operatingpencountry from
January 2013.

4.0 CONCLUSION

The inception of banking institutions in Nigeria ticeable to 1892
when the African Banking Corporation was establish®anking
legislation never existed until 1952, at which paiigeria had three
foreign banks such as the Bank of British West &sfyiBarclays Bank,
and the British and French Bank and two indigertmarks, the National
Bank of Nigeria and the African Continental Bankiwa collective total
of forty branches. In the subsequent developmenismes the
establishment of the apex bank in the countryh&ihtervening period
before now, many indigenous banks sprang, Whileesamthe first
generation banks still exist till today, so manyk&came on board only
to collapse after some period of time as a restltsalf-inflicted
problems as well as forced consolidation.

5.0 SUMMARY

In this study unit, we discussed banks in Nigema & the process
analyzed the inception of commercial banking systemNigerian
economy, establishment of central banking in Neeroperational
position of banks in the economy, and recent cadsobn in the
banking industry. In the next study unit, we shdibcuss types of
banking operations in Nigeria.

6.0 TUTOR-MARKED ASSIGNMENT

1. Trace the development of commercial and cerieadking in
Nigeria.
2. Identify the existing commercial banks aftee th009 banking

reform in Nigeria.
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UNIT 2 TYPES OF BANKING OPERATIONS IN NIGERIA
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INTRODUCTION

In the initial study unit of the material, we dissed banking operations
in the Nigerian economy. There are various typebawiks that operate
in any economy and Nigeria is not an exception.hStypes include
commercial banks which have been categorized international,
national and regional banks, merchant banks thet lsprang up after
the abolition of the universal banking regime, depment banks,
mortgage bank, microfinance banks, and in receme,tinon-interest
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bank which is known as Islamic  banking. In teigdy unit, we shall
discuss all these types of banking systems.

2.0 OBJECTIVES

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

o list and discuss three types of commercial banksxistence in
Nigeria

o mention and discuss various types of developmemiksan
operations in Nigeria

o discuss the peculiar functions of merchant banks

. explain the need for the establishment of micrafoebanks

. discuss the rationale for the operations of Noarst banking.

3.0 MAIN CONTENT
3.1 Commercial Banks

The CBN banking regulation guideline titled Regulaton the Scope of
Banking Activities and Ancillary Matters, No. 3, 2D abolished the
universal banking regime and enumerated the foligwegulations for
the commercial banking operations in Nigeria.

A commercial banking license shall confer on anrafwe of the license,
the authority to undertake the following bankingsimess activities and
no other:

Take deposits and maintain current and saving adtsdarm.
Provide retail banking services, including mortgageducts.
Provide finance and credit facilities.

Deal in foreign exchange and provide foreign exgeaservices,
subject to the requirements of the Foreign Exchghgmitoring
and Miscellaneous Provisions, etc.) Act Cap. F3wd af the
Federation of Nigeria 2004, any other law &#IN Regulations
made pursuant thereto;

e. Act as a settlement bank, subject to CBN approval;

Provide treasury management services includingnbtifimited
to the provision of money market, fixed income, dodeign
exchange investment on behalf of clients, sub@¢hé approval

aoow

o

of the CBN;
g. Provide custodial services;
h. Provide financial advisory services incidental tomenercial

banking business which do not require regulatdinygs with the
Securities and Exchange Commission such as: agdvisim
financing and business strategies and structureaducting

11
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research and economic intelligence services, mgldinancial
models, writing business plans, conducting privaliecements,
arranging loan syndications and advising on prgg&cictures;

) Invest in non-convertible debt instruments asdbject to CBN
approval, enter into derivative transactions;
), Undertake fixed income trading, where duly fised to act

Undertake fixed income trading, where duly licensedct as a
Primary Dealer/ Market Maker to trade in securit®gch as
Federal Government bonds, treasury bills, treasamnificates
and such other debt certificates as may be presthbly the CBN
from time to time;

k) Provide non-interest banking services subjecCBN approval;
and

) Such other activities as may be prescribed riivg by the CBN
from time to time.

No commercial bank shall be permitted to carry thé following
business activities:

a. Insurance underwriting;

b. Loss adjusting services;

C. Re-insurance services;

d. Asset Management services;

e. Issuing House and Capital Market underwriting sas;j

f. Investment in equity or hybrid-equity instrumentgave and
except for the investments permissible under BOFIA;

g. Proprietary trading, save as permitted by thesailRégns;

h. Provision of financial advisory other than in aatamce with

provisions in Section 3(h) and (i) any other busmeactivities
that may be restricted by the CBN from time to time

By virtue of the CBN banking regulation guidelinted "Regulation on
the Scope of Banking Activities and Ancillary Matge No. 3, 2010"
which abolished the universal banking regime, thmeedels of
commercial banking operations came into inceptioohss identified
and explained below.

3.1.1 Regional Banking Model

A Commercial Bank with regional banking authorisatishall be
entitled to carry on its banking business operatieithin a minimum of
six (6) and a maximum of twelve (12) contiguous t&aof the
Federation, lying within not more than two (2) Geolitical Zones of
the Federation, as well as within the Federal @hperritory.

12
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A Commercial Bank authorised to conduct businesa oegional basis
shall as from the date hereof, and as prescrilwed fime to time by the
CBN:

a) Maintain a minimum paid-up share capital of Bilion Naira
(N10,000,000,000.00) or such other amount as maydscribed
by the CBN from time to time.

b) Comply with all prudential guidelines and regjidns issued by
the CBN on the required level of capital adequdiguidity and
cash reserve.

C) Be precluded from carrying out settlement bacikvities.

d) Observe all applicable corporate governancedstas as may be
prescribed by the CBN and other relevant finansga/ice sector
regulatory authorities in Nigeria.

e) Design, comply with and implement an internabnteol
framework and reports in accordance with the stahtlzat the
CBN may prescribe from time to time;

f) Through its Board of Directors report on thepilementation and
effectiveness of its internal control frameworkthe CBN within
four months after the end of its financial year;

0) design, comply with and implement a risk mamaguet
framework which ensures that the Regional CommeiBank
has an appropriate reporting structure, qualitygcedure and
technology to effectively and adequately identifmeasure,
monitor and report risks to the CBN, in accordamgth any
guidelines, circulars or regulations as prescrilbbgdthe CBN
from time to time.

h) Without prejudice to the standards prescribedhftime to time
by the Nigerian Accounting Standards Board, be irequto
maintain its books and financial statements in edamace with
the IFRS accounting standards, subject to the gi@mw of
Section 28 of BOFIA.

3.1.2 National Banking Model
A Commercial Bank with national banking authorisatishall be
entitled to carry on its banking business operatwithin every State of

the Federation.

A Commercial Bank authorised to conduct businesa mational basis
shall:

a. Maintain a minimum paid-up share capital of Twerkwe

Billion Naira (N25,000,000,000.00) or such othercamt as may
be prescribed by the CBN from time to time.

13
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b. Comply with all prudential guidelines and regulagsoissued by
the CBN on the required level of capital adequdiguidity and
cash reserve..

C. Observe all applicable corporate governance stdsdaas
prescribed by the CBN and other financial serviecta
regulatory authorities in Nigeria.

d. Design, comply with and implement an internal cohtr
framework and reports in accordance with the stahtlzat the
CBN may prescribe from time to time.

e. Through its Board of Directors report on the impégrtation and
effectiveness of its internal control frameworktlhe CBN within
four months after the end of its financial year.

f. Design, comply with and implement a risk management
framework which ensures that the National CommeéRzek has
an appropriate reporting structure, quality, preced and
technology to effectively and adequately identifimeasure,
monitor and report risks to the CBN, in accordamgth any
guidelines, circulars or regulations as prescrilpydthe CBN
from time to time.

And without prejudice to the standards prescribbethftime to time by
the Nigerian Accounting Standards Board, be redutce maintain its
books and financial statements in accordance WweghlERS accounting
standards, subject to the provisions of SectionfZBOFIA.

The regulation resulted in the inception of theolwing commercial
banks as national banks:

i) Stanbic IBTC Bank PlIc;

ii) Standard Chartered Bank Limited;
iii) Sterling Bank Plc;

iv) Unity Bank PlIc;

V) Citi Bank Limited,;

vi) Afribank Plc; and

vi)  Ecobank Nigeria Plc

3.1.3 International Banking Model

A Commercial Bank with international banking auibation shall be
entitled to carry on its banking business operatiaithin all the States
of the Federation, as well as to establish and taairoffshore banking
operations injurisdictions of its choice, subjeatthe approval of the
CBN and compliance with regulatory requirementhasdt country.

14
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A Commercial Bank authorised to conduct businesarmimternational
basis shall:

a.

Maintain a minimum paid-up share capital of FiftyliBn Naira
(N50,000,000,000.00) or such other amount as maydscribed
by the CBN from time to time.

Comply with all prudential guidelines and regulasoissued by
the CBN on the required level of capital adequdiquidity and
cash reserve.

Observe all applicable corporate governance stdsdaas
prescribed by the CBN and other financial serviecta
regulatory authorities in Nigeria.

Design, comply with and implement an internal cohtr
framework and reports in accordance with the statsdthat the
CBN may prescribe from time to time.

Through its Board of Directors report on the impéation and
effectiveness of its internal control frameworkthe CBN within
four months after the end of its financial year.

Be required to design, comply with and implementrigk
management framework which ensures that the Inierra
Commercial Bank has an appropriate reporting sirectquality,
procedure and technology to effectively and adexiyatientify,
measure, monitor and report risks to the CBN, roetance with
any guidelines, circulars or regulations as présdiby the CBN
from time to time.

Without prejudice to the standards prescribed ftone to time
by the Nigerian Accounting Standards Board, be irequto
maintain its books and financial statements in edamace with
the IFRS accounting standards.

The regulation resulted in the inception of theloiwing commercial
banks as international banks:

i)
i)
iii)
iv)
v)
Vi)
Vii)
viii)
iX)
X)
Xi)

Zenith Bank Plc;
Guaranty Trust Bank Plc;
United Bank for Africa Plc;
First Bank of Nigeria PIc;
Access Bank Plc;
Diamond Bank PlIc;
Fidelity Bank Plc;

Skye Bank Plc;

First City Monument Bank Plc;
Bank PHB Plc; and

Union Bank of Nigeria Plc.
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SELF-ASSESSMENT EXERCISE 1

Mention and explain the three types of commercialkds in operation in
Nigeria.

3.2 Merchant Banks

Presently there are two merchant banks in Nigeaaely Rand
Merchant Bank and FSDH Merchant Bank; both commenbianking
operations in the year 2013.

3.2.1 Operational Guidelines for Merchant Banks

The operational guidelines for merchant banks dersin the country,
which are wholesale side of banking, according Cegulations in
2010, include the following:

Take deposits from any natural or legal persomnramount not
below the sum of [One Hundred Million Naira]
[N100,000,000.00] per tranche, or such other mimmamount
as may be prescribed by the CBN from time to time;

Provide finance and credit facilities to non-retaistomers;

Deal in foreign exchange and provide foreign exgeaservices,
subject to the requirements of thereign Exchange (Monitoring
& Miscellaneous Provisions, etc.) Act Cap. F35 Lawofsthe
Federation of Nigeria 2004, or any other laws a@BN
Regulations made pursuant thereto;

Act as issuing house, or otherwise manage, arrangeordinate
the issuance of securities, for or on behalf of pagson, subject
to the provisions of BOFIA;

Provide underwriting services with respect to ggissuance of
securities, subject to the provisions of BOFIA, apdor
notification in writing to the CBN;

Provide treasury management services includingptbeision of
money market, fixed income, and foreign exchangestment
on behalf of clients;

Provide financial, consultancy and advisory sewwvicglating to
corporate and investment matters, for a fee;

Provide asset management services, including faddpartfolio

management services, act as a dealer of secufitiegss own
account, and for the accountférmitted Activities.

16
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Merchant Banks are not permitted to carry out tieding business

activities:

a) Accept any deposit withdrawable by cheques;

b) Grant retail loans or engage in any form cditdianking;

C) Hold for more than six months any equity instracquired in a
company while managing an equity issue, subjettigégrovision
of BOFIA,;

d) Provide Insurance underwriting services, Lafjssting services,
Re-insurance services, and such other insuranatedeservices;
and

e) Any other business activities that may be icstt by the CBN

from time to time.

3.2.2 Minimum Standards for Merchant Banks

A Merchant Bank shall:

1)

ii)

Vi)

Maintain a minimum paid-up share capital of f{Een Billion
Naira] [15,000,000,000.00] or such other amountnzsy be
prescribed by the CBN from time to time.

Comply with all prudential guidelines and réations issued by
the CBN on the required level of capital adequdiguidity and
cash reserve.

Observe all applicable corporate governanemdards as may be
prescribed by the CBN and other financial servierta
regulatory authorities in Nigeria.

Design, comply with and implement an internabntrol
framework in accordance with the standard that GBN may
prescribe from time to time.

through its Board of Directors report on theplementation and
effectiveness of its internal control frameworkthe CBN within

four months after the end of its financial year émel auditors of
the Merchant Bank shall be required to includeatestent in the
annual Audit Report of the Merchant Bank as to ¢Restence,
adequacy and effectiveness or otherwise of su@mnalk control
systems.

Design, comply with and implement a risk masagnt
framework which ensures that the Merchant Bank has
appropriate reporting structure, quality, procedumnd technology
to effectively and adequately identify, measure,nitts and
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report risks to the CBN, in accordance with anydglines,
circulars or regulations as prescribed by the CBMhnftime to
time.

vii)  Without prejudice to the standards prescrilfiemin time to time
by the Nigerian Accounting Standards Board, be irequto
maintain its books and financial statements in edamace with
the IFRS accounting standards, subject to the gi@w of
Section 28 of BOFIA.

SELF-ASSESSMENT EXERCISE 2

What are the operational guidelines for runningahant banks in the
country?

3.3 Development Banks

Development banks are the special banks that haee bstablished by
the government to undertake special tasks of dpwatmt in the

economy such as providing loanable funds for l@rgatand medium-

term to the various industrial undertaking undarng& in the country.

Hence they aid the expansion of the economy towtreggrowth and

development of the nation. The various ones intente are for

manufacturing sector, agricultural sector, housiagtor and small scale
industries industrial sector in order to boost stdalization of the

economy. The notable ones among them are identdret discussed
below.

3.3.1 Bank of Industry

This was set up to help boost the work operatiohshe industrial
sector, especially, to aid the firms operatinghe tmanufacturing and
mining sectors of the economy. It makes loan akl#o large, medium
and small enterprises. The bank inherited the sisswet liabilities of the
Nigeria Industrial Development Bank, Nigeria BarfkGommerce and
Industry, and National Economic Reconstruction FYNERFUND).

The Bank performs the following functions:

1. It is to provide loan in the form of long teland medium terms
or share participation;

2. It is to make fund available for re-investmdyt causing the
transfer of share and securities;

3. It is to sponsor and underwrite any issues emalversion of
shares and securities;

4. Guaranteeing loans and obligations;
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Furnishing managerial and technical advisorises;

Give out loans to finance small and medium tewestments;

Lease out equipment to the customers;

Give financial advice to their clients

Help to promote industrial projects

Promoting and developing viable projects fi¥estment

It is to give consultancy services througlaficial and technical

advices.

12. It is to support the implementation of proge@ihanced by the
bank

13. It fosters the development of capital markietsNigeria, by

encouraging prospective borrowers to be listed loe $tock

exchange.

RBPRO®®NO O

= o

3.3.2Bank of Agriculture

The bank took over the assets and liabilities @ defunct Nigerian
Agricultural, Cooperative and Rural Development Bain general
terms, the bank has been established to make \alalale to existing
and prospective farmers that are willing to farnd &ave their landed
property but do not have the financial power to brgps, fertilizers and
farm machines to produce in large quantity.

This loan facility for agricultural undertakings ualy last for a
minimum of five to fifteen years. The statutory étions of this bank,
among others, include the following:

1. Grant loans for agricultural productions andage distribution
and marketing of agricultural products.
2. Granting direct loans to individual farmers andrporative

societies or other bodies provided the projects \aable and
there is an adequate security.

It engages in other activities to promote agtizal productions.
It helps to boost food supply in the economg provide safety
to the storage of farm produce.

how

3.3.3 Federal Mortgage Bank of Nigeria

This development bank has been established toctaieeof development
of the housing sector of the economy. The statutongtions of this
bank, among others, which include the following.

1. Provision of long term credit facilities to nigage Institutions.

2. Encouragement and promotions of developmenimoftgage
institutions at state and local level.
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3. Supervision and control of the activities ofrtgage institutions
in Nigeria.
4. Carrying out research on mortgage finance iiesvand housing

patterns and standard of offering financial adwzecompanies
engaged in building and materials selling.

5. It is saddled with the responsibility of codlirgg primary
mortgage institutions.
6. It is to raise the necessary fund through aecee of savings and

deposit from the public and investing society.

7. Promotion of housing fund through paymentstérest rate.

8. Granting of loans and advances for the purgdseonstructing
dwelling places.

9. Looking after of old houses and seeing to thegaairs of existing

houses.
10.  This supervises other building societies

SELF-ASSESSMENT EXERCISE 3

List the types of development banks operating endbuntry. What are
their respective functions?

3.4 Non-Interest Banking

The Islamic banking or non-interest banking opersti (e.g. Jaiz
International) in Nigeria are carried out under GBN guidelines,

which are being adhered to by those corporateentitat engage in this
type of banking genre.

3.4.1 Categorisation and Permissible Transactionsf Non-Interest
Banking

Non-interest banking and finance models are broadiggorized into
two:

1. Non-interest banking and finance based on lslasommercial
jurisprudence; and
2. Non-interest banking and finance based on angraeestablished

non-interest principle.

Islamic banking as one of the models of non-intebasking, serves the
same purpose of providing financial services as admventional
financial institutions save that it operates inadance with principles
and rules of Islamic commerciplrisprudence that generally recognizes
profit and loss sharing and the prohibition of iet#, as a model.
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There are other non- permissible transactions whigiude those
involving any of the following considerations:

) uncertainty or ambiguity relating to the subjecttt@a terms or
conditions;
i) gambling;

iii) speculation;

iv)  unjust enrichment;

V) exploitation/unfair trade practices;

vi)  dealings in pork, alcohol, arms & ammunition, paraphy; and

vii)  other transactions, products, goods or servicesiwlare not
compliant with the rules and principles of Islaniommercial
jurisprudence.

SELF-ASSESSMENT EXERCISE

Explain the term Islamic banking. Mention the areBeon- permissible
transactions under Islamic banking operations.

All the operational guidelines for the establishinamd running of
Islamic banks are based the:

) Non-Interest banking regime under Section 33 (1)pftihe CBN
Act 2007;

i) Sections 23(1) 52; 55(2); 59(1)(a); 61 of Banks dabther
Financial Institutions Act (BOFIA) 1991 (as amenyleahd
Section 4(1)(c) of the Regulation on the Scope ainkng
Activities and Ancillary Matters, No. 3, 2010’ and

iii) It shall be read together with the provisions ofeotrelevant
sections of BOFIA 1991 (as amended), the CBN AcD720
Companies and Allied Matters Act (CAMA) 1990 (asearded)
and circulars/guidelines issued by the CBN frometim time.

3.4.2 Establishment and Operation of an Islamic Sudidiary
Window or Branch of a Conventional Bank

The regulations for Establishment and Operation aof Islamic
Subsidiary Window or Branch of a Conventional Ban& as follows:

1. Conventional banks and other financial ingtig operating in
Nigeria may offer or sell products and servicedine with the
principles under this model through subsidiariesndaws or
branches only.
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2. An Islamic subsidiary of a conventional bank fumancial
institution shall be established in line with theehsing
requirements for the establishment of a full fledig®n-interest
financial institution.

3. An Islamic window or branch of a conventionahk or financial
institution shall be established and operated me lwith the
guidelines on windows/branches issued by the CBN.

4. CBN Advisory Council of Experts.

There shall be an advisory body to be called CBNigaty Council of
Experts (ACE) to advise the CBN on matters relatmghe effective
regulation and supervision of IIFS in Nigeria. Tipealification, duties,
responsibilities etc of members of the Council aentained in
guidelines to be issued by the CBN.

3.4.3 Conduct of Business Standards
1. Branding

Branding is in line with the provisions of Sectiga (1) of BOFIA 1991
(as amended), the registered or licensed name tdlamic bank shall
not include the word "Islamic”, except with the sent of the Governor
of the CBN. Islamic bank shall, however, be recagdiby a uniform
symbol designed by the CBN. All the signages andmational
materials of Islamic bank shall bear this symboadiatcilitate recognition
by customers and the general public.

2. Approval of Contracts, Products and Services

All contracts, products and services offered oppszd to be offered by
Islamic bank shall be reviewed and approved by @astitution's ACE.
The introduction of new products/services shalumexjithe prior written
approval of the CBN.

3. Product Literature

An Islamic bank shall state in its product literatmarketing materials
the ACE (indicating names of all the members) t®atified the product
or services being offered.

4. Profit Sharing Investment Accounts

) An Islamic bank shall ensure that relevant ldisares are made
to Profit Sharing Investment Accounts (PSIA) hofder a timely
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ii)

ii)

and effective manner and also ensure the propeemgntation
of investment contracts.

An Islamic bank shall inform its prospectiveSRA client(s)
operating under profit-sharing, loss-bearing cangain writing
that the risk of loss rests with the client(s) &mat the institution
will not share in the loss unless there is provegligence or
misconduct for which the institution is responsible

Islamic bank with PSIAs may maintain a Profiqualization
Reserve (PER) which would serve as an income srmgpth
mechanism and risk mitigation tool to hedge aganotility of
returns to investment account holders. They may mlgintain an
Investment Risk Reserve (IRR) to cushion againgsiréulosses
for PSIA holders.

The basis for computing the amounts to be appated to the
PER and IRR should be pre-defined and disclosed.

Audit, Accounting and Disclosure Requirements

All Islamic bank shall comply with relevant pisions of the
circular issued by the CBN on disclosure requireménm

financial institutions and other disclosure regoniesmts contained
in CAMA 1990 (amended) and BOFIA 1991 (as amended).

In addition, they shall comply with the relewastandards on
disclosure issued by standards-setting organisationluding:
Accounting and Auditing Organisation for Islamicnk&ncial
Institutions (AAOIFI); Islamic Financial ServicesoBrd (IFSB);
and Nigerian Accounting Standards Board (NASB).

All Islamic banks shall comply with the regqaments of section
29 of BOFIA 1991 (as amended) and applicable
guidelines/directives issued by the CBN as welklees relevant
provisions of CAMA 1990 (as amended) regarding the
appointment, re-appointment, resignation, rotatiohhange and
removal of auditors.

All Islamic banks shall comply with the GenkyaAccepted
Accounting Principles (GAAP) codified in local stards issued
by the NASB and the International Financial Repgrtbtandards
(IFRS)/International  Accounting  Standards (IAS). rFo
transactions, products and activities not coverad these
standards, the relevant provisions of the finanatzlounting and
auditing standards issued by the AAOIFI shall apply
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V) Where there is a conflict between the local amtérnational
standards, the provisions of the local standaidésied by NASB
shall apply to the extent of the inconsistency. lalamic banks
shall have an internal review and audit mechanignexamine
and evaluate on periodic basis the extent of canpé with the
rules and principles pertinent to this model.

3.4.4 Prudential Requirements and Management of RisExposure
1. Minimum Capital Adequacy Ratio

All Islamic banks shall maintain a minimum Capitadlequacy Ratio
(CAR) as may be prescribed by the CBN from timetitoe. The
minimum Capital Adequacy Ratio (CAR) for Islamicniia shall be
consistent with the prevaiing CAR as may be pibscr for
conventional banks and financial institutions bg BBN from time to
time.

2. Liquidity Management

) All Islamic banks are required to put in place apprate
policies, strategies and procedures which ensugd they
maintain adequate liquidity at all times to funditifoperations.

1)) Islamic banks shall not invest their funds imterest-bearing
securities or activities. They are required to stvieir funds in
eligible instruments for the purpose of meeting tG8N
prescribed minimum liquidity ratio. Liquid assetsa$l be held in
line with the provision of section 15 of BOFIA 199s
amended), provided they comply with the principleler this
model.

i) All Islamic banks are expected to comply witther prudential
requirements on exposure and concentration linstanay be
prescribed by the CBN from time to time and staddaof best
practices.

iv)  All Islamic banks are required to put in pla@ppropriate
policies, systems and procedures to identify, megsononitor
and control their risk exposures. In addition, tlaeg required to
put in place a risk management system that recegrize unique
risks faced by Islamic banks such as displaced cential,
fiduciary, transparency, reputational, equity iriw@snt and rate
of return risks.
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iv) Further details and guidance are provided in docusnssued by
the CBN and international standard setting orgdioza
including:

a) CBN Prudential Guidelines;

b) Risk Management Guidelines issued by the Basel
Committee on Banking Supervision; and

C) IFSB Guiding Principles of Risk Management for
Institutions Offering only Islamic Financial Serg&

3.4.5 Other Operational Regulations

1. Cross-Selling of Products/Services and Sharedéilities

The Islamic subsidiaries, windows or branches mpgrate using the
existing facilities or branch network of the conuienal bank. The
subsidiary, window or branch shall however, not pebducts/services

that do not comply with the principles under thisdal.

2. Execution of Service Level Agreements in Respect &hared
Services

Conventional banks or other financial institutiongith Islamic
subsidiaries, branches or windows shall executevi&er Level
Agreements (SLA) in respect of shared services ténr subsidiaries,
branches or windows.

3. Intra-Group Transactions and Exposures

All transactions and exposures between an Islanbsidiary, window
or branch of a financial institution and the parsn&ll be in accordance
with the principles and practices under this model.
SELF-ASSESSMENT EXERCISE 4

Discuss the term Non-Interest banking.
List the types of transactions that they can umdterin Nigeria.

3.5 Microfinance Banks
3.5.1 Categorization of Microfinance Banks
The National Microfinance Policy Framework for Nigeof July 12"

2011 provides the following categorization of Mitnance Banks in the
country.
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Category 1 Unit Microfinance Bank

A Unit Microfinance Bank is authorized to operateane location. It
shall be required to have a minimum paid up captaN20 million
(twenty million Naira) and is prohibited from hawgitbranches and cash
centres.

Category 2: State Microfinance Bank

A State Microfinance Bank is authorized to opetiatene State or the
Federal Capital Territory (FCT). It shall be regairto have a minimum
paid up capital of N100 million (one hundred mitlidNaira) and is
allowed to open branches within the same Statd@~CT, subject to
prior written approval by the CBN for each new lman

Category 3: National Microfinance Bank

A National Microfinance Bank is authorized to ogeran more than one
State including the FCT. It shall be required toeha minimum paid up
capital of N2 billion (two billion Naira), and idlawed to open branches
in all States of the Federation and the FCT, suljecprior written
approval by the CBN.

There are steps involved in Transformation Patmafofinance banks
such as follows.

I. A Unit MFB that intends to transform to a Std#F~B shall be
required to surrender its license and obtain se¥HEB license, subject
to fulfilling stipulated requirements.

ii. A State MFB that intends to transform to a iaal MFB must have
at least 5 branches which are spread across thed Cmyvernment Areas
in the State. This is to ensure that the MFB hasegh experience
necessary to manage a National MFB. It shall alsordquired to
surrender its license and fulfill other stipulatequirements.

3.5.2 Ownership of Microfinance Banks

I Microfinance Banks can be established by irdirails, groups of
individuals, community development associations,ivgte
corporate entities, NGO-MFIs, or foreign investors.

. No individual, group of individuals, their px@es or corporate
entities, and/or their subsidiaries, shall own oalfihg interest in
more than one MFB, except as approved by the QeB#nak of
Nigeria.

26



BFN 301 MODULE 1

3.5.3 Participation of Existing Financial Institutons in
Microfinance Activities

1. Deposit Money Banks:

Deposit Money Bank (DMB) wishing to engage in miarance

services can continue to do so through a designaggghrtment/Unit
and/or offer microfinance as a financial producbtiNng prevents the
Holding Company having a DMB as a subsidiary framwessting in or
owning an MFB.

2. Non-Governmental Organization-Micro Finance Ingitutions
(NGO-MFIs):

This policy recognizes the existence of credit-pmhembership-based
microfinance institutions, which are not required dome under the
regulatory and supervisory purview of the CBN. Thane however
supervised by the appropriate Ministry. Such iofths shall engage in
the provision of microcredit to their targeted plapion but shall not
mobilize deposits from the general public.

The registered NGO-MFIs shall be required to foovperiodic returns
on their activities to the CBN primarily for stditeal purposes. NGO-
MFIs wishing to obtain operating licenses as Micrafnce Banks shall
be required to meet the stipulated provisions i@ BRegulatory and
Supervisory Guidelines for MFBs in Nigeria.

3. Transformation of the Existing NGO-MFIs and Fimancial
Cooperatives:

An existing NGO-MFI or Financial Cooperative whictiend to operate
as MFB can either incorporate a subsidiary MFB evktill carrying out
its NGO operations or transform to a MFB. Such iin8bns must
obtain operating licence and shall be required &etnthe stipulated
provisions in the revised Regulatory and SuperyisGuidelines for
MFBs.

SELF-ASSESSMENT EXERCISE 5

I Discuss the term microfinance bank.
. What are the peculiar functions of the microfinabaeks?

4.0 SUMMARY
There are many types of banks that are in operaiiomigerian

economy. We have seen from the discussion that baoks include:
commercial banks that have just come out of unaldsanking regime,
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thus necessitating the establishment of some metchmnks;

development banks established by the governmentake care of
development of the economy in various sectorstherocountries of the
world, the non-interest banks are called Islamickisawhich imply that
the non-interest banks in Nigeria are simply Isiabanks.

5.0 CONCLUSION

In the course of analysis in this study unit, wecdssed types of bank
operating in Nigeria. In the course of the disoussiwe espoused on
banking genres such as: Commercial banks; mercHzantks;
Development Banks (Bank of Industry, Bank of Agliote, Federal
Mortgage Bank of Nigeria); Commercial banks; menthdanks;
Development Banks (Bank of Industry, Bank of Agliate, Federal
Mortgage Bank of Nigeria); Non-Interest Banking;daNicrofinance
Banks. In the next study unit, we shall discusskbarand customer
relationship.

6.0 TUTOR-MARKED ASSIGNMENT

1. Mention and discuss the various types of baémksoperate in the
Nigerian economy.
2. Explain Non-Interest banking. What are the swrehdifference

between this type of bank and commercial banks?
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1.0 INTRODUCTION

There exists a peculiar relationship between thekdaand their
customers. This relationship has been describedarious ways. The
various views on such relationship is indicativetioé fact that banks
cannot exist without customers and customers cammapnsact banking
business without banking institutions. This makles trelationship a
mutual one and very beneficial to both parties.ré&feee, in this initial
study unit of the material, we shall discuss banked customer
relationship.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

discuss the nature of relationship of banker arstiocoer
differentiate between a Banker and a Customer

discuss the relationship between a banker and mesto
identify important areas of banker-customer refelop.

3.0 MAIN CONTENT

3.1 Nature of Banker-Customer Relationship

Banker customer relationship is contractual in \Wwhécperson entrusts
valuable items with another person with an intentibat such items
shall be retrieved on demand from the keeper byp#rson who so
entrusts.
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This implies that the banker is the one who isested with monetary
items and other valuables, which the person whengusts such items,
called customer, wishes to retrieve them on denrawcdurse of dealing
with the banker.

Since the relationship is on contractual basigs ihinged on certain
terms and conditions. For instance, the customerttma right to collect
his deposit such as money on demand personallgrough his proxy.
Thus the banker too is under obligation to payosg lthe proxy is duly
authorized by the customer. Somehow, the relatipngtas some
trappings of creditor /debtor relationship. Thu® tbustomer is the
creditor who has the right of demand on the mowgetatue in account
from the banker.

The banker is invariably indebted to the custonseloag as the banker
is keeping the customer’s monetary value and othkrable items. The
relationship is also fiducial, and therefore, tlamker is duty bound not
to leak the terms and conditions governing thetimglahip to a third
party, particularly without customer’s knowledgedaronsent. In related
terms, the items being kept with the banker showltdbe released to a
third party without due authorization by the cuséom

Fundamentally, the relationship between a bankdrcrstomer comes
into existence when the banker agrees to open aouwuad in the
name of the customer. The relationship between lzawtk customer is
based on simple contract, which takes effect frdra thoment a
transaction is initiated by the customer and thekba accepts to keep
account for the customer (Patel, 2012).

SELF-ASSESSMENT EXERCISE 1

Discuss briefly the nature of banker-customer i@tehip.

3.2 Meaning of a Banker and a Customer

3.2.1 Who Is a Banker?

In terms of popular definition, Herbet L. Hart psdihat:

A banker or a bank is a person or a company carymthe business

of receiving moneyand collecting drafts, for customers, subject ® th
obligation of honouring cheques drawn upon themmftione to time

by the customers to the extent of the amounts adailon their current

accounts.

According to this definition, the essential functiof a banker is the
acceptance of deposits of funds withdrawable onasteinSir John Paget
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states that no one can be a banker who does mdtdighosit accounts,
take current accounts, issue and pay chequesgedrassl uncrossed, for
customers. He further adds that if the bankingriess carried on by any
person is subsidiary to some other business, thelh a& person cannot
be regarded as a banker.

Section 3 of the Negotiable Instruments Act of 1,88hich corresponds
with Section 2 of the Bills of Exchange Act of 188Rstates that the
term 'banker' includes persons, or a corporatio® company acting as
bankers. According to the Banking Company Ordinarl@62,
banking has been defined as accepting for the pmepof
lending or investment of deposits of money from pab
repayable on demand or otherwise and withdrawals by
cheques, draft or order.

Under Section 5(1) of the Banking Regulation Ac®49, a banking
company is defined as "any company which transtémsbusiness of
'‘banking’.” Under Section 5(1)(b) 'banking’ meamsegting for the
purpose of lending or investment, deposits of mofieyn the public,
repayable on demand or otherwise, and withdrawiapleheque, draft,

order or otherwise.
3.2.2 Who Is a Customer?

In simple terms, a customer is such a person towthe bank extends
its services in return for consideration. In braatns, a customer is a
person who maintains an account with the bank withaking into
consideration the duration and frequency of opemnatif his account. In
other words, the customer is a person who maintiregular account
with the bank without taking into consideration tlderation and
frequency of operation of his account.

In order to qualifier as a customer of any bank itidividual should
have an account with the bank. The individual sti@dal with the bank
in its nature of regular banking business. He ghagal with the bank
without consideration of the duration and frequentyperation of his
account. The relationship between banker and cuestasnof utmost
importance.

The legal decisions on the matter are very valudigeein. Thus in
Great Western Railway Company Vs. London and Co@agking

Companya customer was defined as a person who has somef sor

account, either deposit or current account, or ssimdar relation with

a banker. It implies that any person or corporatdybmay become a
customer by opening a deposit account or currecbwad, or by

negotiating art advance on current or loan account.
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According to Sir John Paget, to constitute a custothere must be
some recognizable course or habit of dealing inrthrire of regular
banking business.

As far as the condition that the transaction shdwddthe nature of
regular banking business is concerned there is iomign A casual
transaction like encashment of a cheque cannot desidered to
constitute a person as a customer of a bank. Bug difficult to
reconcile with the idea of Sir John Paget whentates that, there must
be some recognizable course or habit of dealingraier to constitute a
person as a customer of a bank. According to thésv,va single
transaction will not constitute a customer.

A more acceptable view on definition of customer aofbank was
expressed ihadbrok Vs ToddAccording to the Learned Judge:

The relation of banker and customer begins as aedhe first cheque
is paid in and accepted for collection. It is nce®sary that the person
should have drawn on any money or even that helgt@uin position
draw any money.

Therefore, neither the number of transactions mer period during
which business has been conducted between thepastimaterial in
determining whether or not a person is a customer.

The same view was expressed in the caseonfimissioners of Taxation
Vs English, Scottish and Australian Bank Lithe Learned Judge
observed:

The word ‘customer" signifies a relationship in evhduration is not of

essence. A person whose money has been accepted bgnk on the

footing that they undertake to honour cheques updé@mount standing

to his credit is a customer of the bank in the seob the statute

irrespective of whether his connection is of lomgsbort standing. The
contrast is not between a habitual and a newconnelpdtween a person
for whom the bank performs a casual service, eaghing a cheque for
a person introduced by one of their customers,aapdrson who has an
account

of his own at the bank.

Hence mere opening of an account will constitupergon as a customer

of a bank, irrespective of whether the connecti®rofi long or short
standing over a period of time.
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SELF-ASSESSMENT EXERCISE 2

i Differentiate between a banker and a customer.
i. What constitutes a “customer” of a bank?

3.3 Relationship between a Banker and a Customer

In terms of the nature of relationship that existtween a banker and
customer, John Paget holds that “The relation obamker and a

customer is primarily that of debtor and creditoe tespective position
been determined by the existing state of the adcourhe customer

becomes a creditor and the banker becomes debten wioney is

deposited in the bank account. The relationshipines opposite when
a customer becomes debtor and bank becomes craditbe instance
when loan is advanced.

When a customer deposits money in a bank the oaktiip of debtor
and creditor is established. When a customer paysoney to the credit
of his account, the banker becomes the debtor drehva bank grants
loan or other credit facilities to the customedatienship is reversed
when a customer becomes the creditor by deposiumgls in his

account, but when the banker makes a loan to amestthe position is
reversed, as the customer is then the debtor @nathker the creditor.

The money which a banker receives from a custommeatithe free
disposal of the banker; he may preserve it in iflisitvest it in some
security, or lend it out to another customer; lng tustomer retains the
right to demand back a similar amount, or to drdwques upon the
banker up to that sum, the cheques being payatblerdd the customer
himself or to some other person. The customer nsyaccept bills and
arrange with the banker that they be charged t@at¢esunt at maturity,
or he may, in certain cases, make arrangementbddoanker to accept
bills on his behalf.

In order to constitute for a person to constitutstomer, Lord Davey
held posited in Great Western Railway v. London @adinty Banking;
Co. (1901, A.C. 414) that: " | think there mustdmme sort of account,
either a deposit or a current account or some ainmélation." When
money has lain dormant with a banker for six yed#ns, Statute of
Limitations no doubt applies, as in an ordinaryecas$ debtor and
creditor, but a banker never takes advantage oftttate, and is always
ready to repay the money upon the demand of thtormes or of his
legal representatives. (See Statute Of Limitatibhrsslaimed balances)

If a customer leaves with his banker a parcel ausges for safe
custody, the banker's position is that of a badel, his liability depends
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to a certain extent, upon whether he undertakeslubye gratuitously or
for reward. The difference between a banker asbéod¢o his customer
and as a bailee may be explained with illustrasnfollows: Ahmadu
Bello pays in N200,000 to the credit of his accotime banker becomes
Bello's debtor and is liable to repay to Bello aemand, but until the
demand is made the banker can do what he desiteghei money, and
nevertheless, the N200,000 which is ultimately i@pga Bello is not,
of course, the same money that was originally hdridethe bank by
Bello (example does not adequately portray bailee).

3.4 Important Areas of Banker-Customer Relationship

According to Akrani, G. (2012), the relationshiptween banker and
customer is mainly that of a debtor and creditoowver, they also
share other relationships. The banker-custometigakhip is that of a:
Debtor and Creditor; Pledger and Pledgee; Licersmmi Licensee;
Bailor and Bailee; Hypothecator and HypothecateeustEe and
Beneficiary; Agent and Principal; and Advisor anlie@t, among other
miscellaneous relationships. Discussed below arpoitant banker-
customer relationships.

1. Relationship of Debtor and Creditor

When a customer opens an account with a bank ahe #ccount has a
credit balance, then the relationship is that diftoie(banker / bank) and
creditor (customer).

In case of savings / fixed deposit / current act@with credit balance),
the banker is the debtor, and the customer isréditor. This is because
the banker owes money to the customer. The custbasthe right to
demand back his money whenever he wants it fronb#mker, and the
banker must repay the balance to the customer.

In case of loan / advance accourfteg) banker is the creditor, and the
customer is the debtor because the customer owasyio the banker.
The banker can demand the repayment of loan/advamtiee due date,
and the customer has to repay the debt. A custoemeains a creditor
until there is credit balance in his account whie banker. A customer
(creditor) does not get any charge over the asdate banker (debtor).
The customer's status is that of an unsecuredtorexdithe banker.

The debtor-creditor relationship of banker and @ostr differs from
other commercial debts in the following ways:
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a) The creditor (the customer) must demand payment

On his own, the debtor (banker) will not repay thebt. However, in
case of fixed deposits, the bank must inform aaust about maturity.

b) The creditor must demand the payment at the ght time and
place

The depositor or creditor must demand the paymietiteabranch of the
bank, where he has opened the account. Howeveay t@me banks
allow payment at all their branches and ATM centiBise depositor
must demand the payment at the right time (durregworking hours)
and on the date of maturity in the case of fixedod#ts. Today, banks
also allow pre-mature withdrawals.

C) The creditor must make the demand for paymenin a proper
manner

The demand must be in form of cheques; withdraWgad,sor pay order.
Now-a-days, banks allow e-banking, ATM, mobile-biaugk etc.

2. Relationship of Pledger and Pledgee

The relationship between customer and banker catihdteof Pledger
and Pledgee. This happens when customer pledgesigas) certain
assets or security with the bank in order to gktaa. In this case, the
customer becomes the Pledger, and the bank bectreefledgee.
Under this agreement, the assets or security emflain with the bank
until (the) customer repays the loan.

3. Relationship of Licensor and Licensee

The relationship between banker and customer cdhdief a Licensor
and Licensee. This happens when the banker gigaseadeposit locker
to the customer. So, the banker will become theerisor, and the
customer will become the Licensee.

4. Relationship of Bailor and Bailee

The relationship between banker and customer cahdteof Bailor and
Bailee.

I. Bailment is a contract for delivering goods by one party to
another to be held in trust for a specific period seturned when
the purpose is ended.

il. Bailor is the party that delivers property to another.
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ii. Baileeis the party to whom the property is delivered.

Therefore, when a customer gives a sealed boxdaob#nk for safe
keeping, the customer became the bailor, and tmk lbecame the
bailee.

5. Relationship of Hypothecator and Hypothecatee

The relationship between customer and banker canthag¢ of
Hypothecator and Hypot(®atee. This happens when the customer
hypothecates (pledges) certain movable or non-mevaboperty or
assets with the banker in order to get a loanhis ¢ase, the customer
became&becomesjhe Hypothecator, and the Banker becgbezomes)
the Hypothecatee. [Not Clear]

Hypothecation is not to be confused with pledgeabese unlike pledge
(where both the property in and possession of tuelg are transferred
to the lender), the goods hypothecated are accepyethe banker

(hypothecatee) as security for the debt of theornst (hypothecator)

but the banker does not retain the property ingi@ds nor possession
of the goods. A written letter of acknowledgemewnttbe customer is

therefore needed to avow that the customer is hglttie goods for the
banker as bailee. Notwithstanding, the bank st#pehd on the

credibility of the customer.

6. Relationship of Trustee and Beneficiary

A trustee holds property for the beneficiary, ahd profit earned from
this property belongs to the beneficiary. If thestomer deposits
securities or valuables with the banker for safgtauly, banker becomes
a trustee of his customer. The customer is the flogary so the
ownership remains with the custom@iot good enough)

[A customer (trustee) may entrust a security ouabales with a bank for
the purpose of safekeeping usually for the berdfihe customer or a
third-party (beneficiary). The banker in this casdhe trustee and the
customer or third-party is the beneficiary]

7. Relationship of Agent and Principal

The banker acts as an agent of the customer (pahdyy providing the
following agency services:

i. Buying and selling securities on his behalf,

i. Collection of cheques, dividends, bills or promiysootes on his
behalf, and
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ii. Acting as a trustee, attorney, executor, correspondor
representative of a customer.

Banker as an agent performs many other functionk as payment of
insurance premium, electricity and gas bills, hangdtax problems, etc.

8. Relationship of Advisor and Client

When a customer invests in securities the banksraacan advisor. The
advice can be given officially or unofficially. Wi giving advice the
banker has to take maximum care and caution. Heeepanker is an
Advisor, and the customer is a Client.

[A customer may approach the bank for financialnmestment advice
or opinion whether officially or unofficially, théanker here becomes
the advisor and the customer, the client. Cautiastrbe taken however
to not give negligent investment advice even te@&@n who is yet to be
a customer as a wrong advice may result in anradi@damages against
the bank and it will stand as in the caseVébods vs Martins Bank
Limited (1958)

Miscellaneous banker-customer relationships inctheégollowing:
a) Obligation to honour cheques

In as much as there is sufficient balance in tremawt of the customer,
the banker must honour all his cheques. The chewquss be complete
and in proper order. They must be presented wihinmonths from the
date of issue. However, the banker can refuse tmunothe cheques
only in certain cases.

b) Secrecy of Customer's Account

When a customer opens an account in a bank, thHesbamust not give
information about the customer's account to otheithout the implied
or express permission of the customer unless iresiaw exceptional
cases which will be discussed later].

C) Banker's right to claim incidental charges

A banker has a right to charge a commission, isteve other charges

for the various services given by him to the cusionfor e.g. an
overdraft facility.
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d) Law of limitation on bank deposits

Under the law of limitation, generally, a custongéres up the right to
recover the amount due at a banker if he has netatgxd his account
since last 10 years.

SELF-ASSESSMENT EXERCISE 3

List and explain the important areas of bankeramst relationship.
3.5 Special Features of the Relationship

1. Appropriation of Payments

When money is paid in by the customer, or whenleker receives
money from third parties for credit to the customiénre customer has a
right to say that it should be placed to a paréicalccount, or should be
applied in payment of a particular debt or in megttertain cheques or
bills. The banker is bound to appropriate it acocagly, irrespective of
the state of accounts between them. But if theoowst does not make
any specific appropriation, the banker can appabgeriand apply the
payment even to a statute-barred debt. When thehadetof
appropriation is communicated to the customereddmes irrevocable.

In case there is a current account, and neitherbtngker nor the
customer makes any specific appropriation, then a@ugcessive
payments will be appropriated in accordance witRhle in Clayton's

Case.According to this Rule, it is the first sum paidthmt is first paid

out. Thus, it is the first item on the debit sidattis discharged or
reduced by the first item on the credit side. lbidd be noted that the
Rule applies only to a current or running account.

2. Banker's Right of Set-Off

As far as the banker's right of set-off is concdrrtbere is a conflict of
judicial opinions. InGarnett Vs Mckervanjt was held that in the
absence of a special agreement to the contrarginkeb might set-off a
customer's credit balance against a debt due tofrieim the customer,
and that there was no legal obligation on a bankive notice to a
customer about its intention to combine accounts.

Nevertheless, irGreenhalgh and Sons vs Union Bank of Manchester,
the Learned Judge observed: “If the banker agreshis customer to
open two accounts or more; he has not in my opjmatinout the assent

of the customer, any right to move either assetkabilities from one
account to the other; the very basis of his agre¢:nvéh his customer is
that the two accounts shall be kept separate”.
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In view of these disagreeing judicial pronouncersgtite banker can be
on the safer side by entering into an agreemenh Wit customer
authorizing the banker to combine the accountsngt tame without
notice and to return cheques which, as a resuduoh an action, would
overdraw the combined account.

Nonetheless, in cases such as the death or baokmipthe customer, in
order to recover the net amount owing to him, taaker can exercise
the right of set-off without notice even in the ebse of an agreement.

At the same time, it may be noted that the righset-off cannot be
exercised by the banker if he has made some agntemeress or
implied, to keep the accounts separate. This has b&d down in
Halesovven Presswork and Assemblies Ltd. Vs WesteniBank Ltd.

Another point to be noted in this connection ist tthee banker cannot
exercise his right of set-off if the accounts ao¢ in the same right. For
instance, the banker cannot set-off the creditfe@aon a partner's
account against a debt due on the partnershipsfiaotount andice
versa. Further, the banker cannot combine a trust accoutit the
personal account of the customer.

Again, the right of set-off applies only to exigfidebts and not to
contingent liabilities. Thus idefftyes Vs Agra and Masterman's Bank
Ltd., the Learned Judge observed "You cannot retain aafumoney
which is actually due against a sum of money wigchnly becoming
due at a future date".

Furthermore, the right of set-off does not applyerehthe customer has
deposited an amount taking a loan from a thirdypart condition that
the money is repayable if not used for a particyplarpose, the bank
having been notified of this condition and where tdustomer is unable
to utilize the loan due to liquidation, as was dedi in Quistclose
Investments Ltd. Vs Rolls Razar Ltd. (involuntaiquitation) and
Other.

3. Banker's Obligation to Honour His Customer's Cleques

Section 31 of the Negotiable Instruments Act, 188foses a statutory
obligation upon the banker to honour the chequdssofustomer drawn
against his current account so long as his balansafficient to allow
the banker to do so, and provided the cheques rasemed within a
reasonable time after their ostensible date ofisSihe Section runs as
follows:

"The drawee of a cheque having sufficient fundshef drawer in his
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hands, properly applicable to the payment of suwqgue must pay the
cheque when duly required so to do and in defdidtioh payment must
compensate the drawer for any loss or damage, ddnyssuch default.”

The statutory obligation may be extended by aneagent, express or
implied, to the amount of overdraft agreed upont Béter giving
sufficient notice, a banker can withdraw any ovafditimit already
granted. InRouse vs Bradford Banking Compamherein it was held
that "it may be that an overdraft does not prew@et bank who has
agreed to give it, from at any time giving notit&attit is no longer to
continue and they must be paid their money". Buh& bankers "have
agreed to give an overdraft, they cannot refushaimour cheques, or
drafts, within the limit of that overdraft, whictalhe been drawn and put
into circulation before any notice is given to thestomer that the limit
is withdrawn"

Previous to dishonouring a customer's cheque thkdnanust ascertain
that prevailing circumstances permit him to do@therwise, he will be
liable to pay damages to the customer for injurimg credit. A
businessman can recover substantial damages withleatling and
proving actual damage, as was the cadeahin Vs Stewardut in the
case of a non-trading customer, only nominal damag# be awarded
unless the damages are alleged and proved as Isp@tiages, as in the
instance ofGibbons vs Westminster Bank Llial.this connection, it may
be mentioned that the accidental dishonour of agqukeor a small
amount constitutes greater damage to the crediteo€ustomer than the
dishonour of a cheque for a larger amount, a vidvickv was held in
Davidson vs Barclays Bank Ltd.

In addition, when computing the customer's balanice, banker need
take into account his credit balance only at thenbih on which the
cheque is drawn. Though the bank had the rightoimbine several

accounts of the customer, the customer had no taglmsist that the

bank combine different accounts in determining Wheta cheque on an
account may be dishonoured. The following passagea fHalsbury's

Laws of England is relevant herein:

Unless precluded by agreement, express or impiwd the course of
business, the bank is entitled to combine diffesdounts in his own
right even though at different branches of the shark, and to treat the
balance, if any, as the only amount standing t@iedit....

The customer, however, has not the equivalent,raghd cannot utilize
a credit balance at one branch for the purposeavtidg cheques on
another branch where he has no account or whereadasunt is
overdrawn."
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In the absence of an express or implied agreemeingghe customer a
right to draw cheques against uncleared itemsp#mker is entitled to
return such cheques with the answer 'effects matretl’, as Way held in
Underwood Vs Barclays Bank Ltdere, It should be remembered that
an implied agreement would arise from some estaddiscourse of
business. Thus, if the banker has been following gractice of
honouring his customer's cheques drawn againsteared items, he
cannot, return cheques with the answer ‘effects aedred' without
reasonable notice.

The duty of the banker to honour his customers wbgg unless
improperly drawn, does not apply to bills of excharaccepted by the
customer and made payable by the banker. Here a@ooimplied

agreement would arise from some established caifiigesiness.

The liability of a banker for wrongful dishonour afcheque is only to
the drawer and not the payee of the cheque. Whpaird arose for
consideration in terms of whether a company, wiscie holder of the
cheque, can hold the drawee bank liable, Sectionf3he Negotiable
Instruments Act, which deals with the liability thie drawee of a cheque
becomes relevant. The said Section refers to #imlity of the drawee
to the drawer and not to the payee of the cheque.

There is no provision in the Negotiable Instrumekdts that the drawee
is much liable on the instrument, the only excepbeing under Section
31 in the case of a drawee of a cheque havingcserti funds of the
customer in his hands, and even then, the liabsitpnly towards the
drawer and not the payee.

4. Banker's Duty to Maintain Secrecy of the Customr's
Account

Due the peculiarly private character of transactibetween the banker
and the customer, the banker should not divulge dtade of the

customer's account to third parties, except onorelde and proper
causes. If the banker fails in his duty, he will lEble for damages,
which may be substantial if the credit of the costo has suffered
serious injury. According to Sir John Paget, thigydof the banker to

maintain secrecy does not end even with the closinthe customer's
account.

Further, it has been laid down Trournier vs National Provincial bank
of Englandthat this secrecy applies not only to informatiarived by

the banker from the customer himself or from hiscant, but also to
information concerning the customer's credit thayncome into the
banker's possession in his capacity as a bankethd instant case, a
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customer of the National Provincial Bank drew aqreein favour of
Tournier who, in turn, endorsed it in favour ofréerd party who had an
account with another bank. On return of the chetué¢he National
Provincial Bank, the manager of the bank wantekintmw to whom the
cheque was paid. The manager was told that theopersas a book-
maker Tournier sued the National Provincial Banktloa ground that
the manager disclosed information that Tournier wa®ok-maker. The
Court held that the disclosure constituted a breatlduty on the pan
[part] of the National Provincial Bank towards Tournier.

However, the duty to maintain secrecy is not alisplut qualified. The
following qualifications have been cited as exarmsply the Learned
Judge in the Tournier case quoted above.

Where disclosure is under compulsion of law

Where there is a duty towards the public to diselos

Where the interests of the bank require disclosure

Where the disclosure is made in accordance witheitpeess or
implied consent of the customer

PwpbPE

In addition to the above qualifications, bankersiena practice of
sharing opinions with one another concerning theditworthiness of
customers. In such cases, the banker should cohifinself to general
statements and not disclose the details of theustcanless specifically
authorized to do so.

It is also important that the banker should not enatatements which
may make him liable for defamation or fraudulensmpresentation. If
the banker makeany statement knowing it to be false and if any third
party suffers a loss for having relied on the stetet, the banker will be
held liable to the third party to whom the inforioatis given.

Till recently, it was believed that as far as akeals liability to a third
party was concerned, he could not be held liable day false
information given negligently since there was no ntcactual
relationship between the banker and a non-custdéugrthe decision in
Hedley Byrne and Co Ltd vs Heller and Partners litdlicates that
action may be taken for professional negligencthiiid parties suffer
financial loss due to their reliance on the prafesa skill and judgment
of persons with whom they do not have a contractrafiduciary
relationship.

According to the facts of this case, before entgiimto a transaction
with A, the plaintiffs sought a reference to A'arsling from A's
bankers. The bankers provided the reference, gtdtierein that they
accepted no responsibility for its accuracy. Thierence proved to be
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misleading and the bankers had been negligent. st of the loss
suffered by the plaintiffs, they sued the bankems rfegligence. The
House of Lords held:

(a) that the bankers could be held liable for negligecmntained in a
reference but

(b) that the disclaimer of liability in the referencroeerated them
from liability on the particular facts of the case.

In the absence of an 'express’ authority from tiamer concerned the
banker should decline to give any information isp@nse to enquiries
from an outsider who is not a banker. While denbpnito give
information, care should be taken to see that fes et state anything
which is likely to injure his customer's credit.

5. Banker's Lien

Another feature of the relationship between thekba@and the customer
is the banker's right of lien over securities tihady come into the
banker's possession in the normal course of busiedlien’ may be
defined as the right to retain property belongiog tdebtor until he has
discharged the debt due to the retainer of thegrtpp

A distinction may be made between a 'general dad'a 'particular lien'.
A 'particular lien' confers the right to retain tgeods in respect of a
particular debt involved in connection with a pewtar transaction. A
‘general lien' confers the right to retain goodsardy in respect of debts
incurred in connection with a particular transactiut also in respect of
any general balance arising out of the generalimgdletween the two
parties.

Banker's lien is a general lien. It has been helBrandao Vs Barnett
that bankers have a general lien on all securitggmsited with them as
bankers by a customer, unless there is an expressract, or
circumstances that show an implied contract, inistest with the lien.

Relatedly, in the same judgment, a banker's lienldeen defined as an
implied pledge. An ordinary lien does not imply aner of sale, but a
pledge does. However a banker's right of sale neigdly regarded as
extending to fully negotiable securities only.dtriot clear whether the
banker's right of sale extends to securities whiehnot fully negotiable.

Most cases concerning lien have applied to nedetisdécurities and, in

the absence of legal decision on the matter, insesdvisable to regard
a banker's lien on nonnegotiable securities asecong only a right to

retain them until his demands have been satisfied.
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There are cases where the banker cannot exeraiggght of lien such
as follows.

1.

10.

44

In the case of securities deposited with the bapkeely for safe
custody, the banker is acting as a bailee and tdiem over such
articles.

In the case of funds and securities specificallgrapriated, the
banker cannot exercise his right of lien becausseths an
express contract inconsistent with the lien.

A bank has no right of lien on money depositedredit balance
earmarked by the customer for a specific purpokkowgh the
right of lien applies if the bank has no expressnglied notice
of the purpose of the deposit.

Right of lien is not exercisable where documentsaduables are
left with the banker inadvertently. But where tlecwities are
left with the banker even after the loan for whible securities
were given as collateral is repaid, right of lisrekercisable over
them. By leaving the securities with the bankee, tistomer is
supposed to have redeposited them with the baakewas held
by the House of Lords in the case of London and&lbinance
Corporation.

A general lien cannot arise in respect of propeftya customer
pledged as security for a particular debt.

The banker cannot exercise his right of lien irpees of property
coming in by mistake, or which is placed with thenk to cover
an advance that is not granted, as was hdld@as Vs Dorrien.

No lien arises for an advance of a specific amdont definite
period until the due date.

No lien arises in case the credit and liability mmt exist in the
same right. Thus, the banker cannot exercise gjin¢ af lien over
the securities or funds of a partner in respeda débt due from
the partnership firm.

The banker cannot exercise his right of lien oveseparate
account maintained by the customer, known to thekéaas a
Trust Account.

No lien arises over properties for whithe customer has no title.
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6. Banker’s Right to charge Interest and commissio

A banker is entitled to charge interest on loarifiee by express
agreement or by right of custom or usage of trét¥eis also allowed to
charge compound interest unless there is an agreemthe contrary.

In the absence of an express agreement, or witheinotice, a banker
is not entitled to debit his charges at any othantthe customary dates.
And if the banker dishonours his customer's cheaquasg to lack of
funds by reason of his having done so, he may lkfbe unjustifiable
dishonour.

The banker is also entitled to charge commissiorséovice rendered to
his customer.

7. Garnishee Orders

A garnishee order' is an order of the Court obthibg the Judgment
creditor attaching funds in the hands of a thirdtypavho owes [the]

judgment creditor money, warning the third partye(Garnishee) not to
release money attached until directed by the Cdémirdo so. For

instance, if A obtains judgment in respect of atakke to him from B,

A may apply to the Court for a garnishee orderchiteg the funds in B's
bank account.

Before issuing an absolute garnishee order, a gfagai ordemnisi, is
issued to the bankern the case of a garnishee order radihough the
order attaching the funds in the hands of the baftke garnishee), an
opportunity is given to the banker to show causg Wie funds should
not be handed over to the judgment creditor. Onbtaeker failing to
show sufficient cause, the order is made absoluie.banker should not
pay over funds until the order is made absoluteeshre has no authority
for payment under an ordeisi.

When a garnishee order is served on a bahkeshould attach all funds
due or accruing due. The term 'accruing due' medeids already

incurred, but payable at a future date. It doesmmtide debts which do
not exist at the time the order is served. In thsecof a current or
savings bank account, although it might appear #hdebt is not due
until a demand for a repayment is made, the gaeeisbrder itself

operates as a demand for a repayment that is isuffitco render any
money held in that account immediately repayaldewas held in the
Joachinison Caselhus, a current/savings bank account is attacHaple
a garnishee order. Similarly, a deposit accounayaple on demand is
attachable by a garnishee order.
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Further, the following kinds of deposits are attulb:

), A deposit repayable on fixed notice, provided tb&éae has been
given before the order is received. However, urg@kstion 38 of
the Administration of Justice Act, 1956, a depasitount in
England is attachable by a garnishee order, nattatiding any
condition about return of theceiptor the absence of a notice.

1)) A deposit repayable on a fixed date. In this cdse ia debt
accruing due.

Therefore, when the banker is served with a gageistrder, he should
stop operations on the accounts of the customaru#t remain dormant
until the order is discharged. Nevertheless, thekbacan open a new
account and operate it during the garnishee pracged The new

account is not attachable by the garnishee ordéradismiches only debts
due or accruing due on the date when the ordearised, and not future
debts. Relatedly, in the case of a limited garrestkeler (where the sum
attachable is specified), the banker can transigrcaedit balance to a
new account with the consent of the customer, hisdniew account can
be allowed to be operated freely.

Before paying the amount in accordance with a ghee order, a
banker is entitled to deduct all debts due to hmthe date of the order
from the customer's credit balance. For this pugpbs can combine all
the accounts of his customer. But he is neitheatledtto retain moneys
against contingent liabilities nor is he entitledttansfer the balance in
the current account to a loan account in order éfeat a garnishee
order.

In England, the Court, by issuing a writ, commatias sheriff to seize

the goods and bring them to the Court. Thereforfernigland, as soon as
the garnishee order is served, the attaching aredgcomes a secured
creditor. When pursuant to the order of attachnuenby the coercive

process, the moneys attached are actually broagghthe Court.

As long as the attachment order is of a prohibitoayure, the creditor

may not have any rights or security in the propestyce the moneys are
brought into the Court, the attaching creditor mgiteed to insist that

those moneys should be handed over to him in aatish of decree.

In Halsbuty's Laws of Englanthe judgment creditor is entitled to insist
on payment to himself by the garnishee. The attachreditor, having
taken steps to obtain payment against the decae@ot be told that the
Court is holding moneys for the debtor, more so nvhee garnishee
obtains complete discharge by making payment inGbeart. In the
result, the attaching creditor is held to be setgreditor.
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In situation where funds are not attached by a igaee order, the
following prevail.

a)

b)

Funds coming into the banker's hands subsequéiné tieeceipt of
the garnishee order are not attached. This is lsecawgarnishee
order attaches funds due or accruing due as ormdte of the
garnishee order. It may be noted here that the afadttachment
is material and not the date on which the appbeatfor
attachment is made. In other words, the attachroktiie debt
due, to the judgment debtor is not illegal becaasaication for
attachment is made before it became due.

The date of attachment, not the date on which t@ication

for attachment was made, was material if the dedst due by the
date on which the attachment was effected, theuklgmwt be any
valid objection

against the same, simply because the application it®

attachment was made before it became due.

A joint account is not attached by a garnishee p®vided the
order is issued against only one of the accourddrol

The decision in Macdonald Vs Tacquash Gold Mines @ which a
view was taken that a debt, legal or equitable hgway a garnishee to a
judgment debtor, should not be a debt due to himtlyowith another
person.

c)

d)

f)

A partnership firm's account is not attached byamighee order
provided the order is issued against only one efptrtners.

In the case of an overdrawn account of a custothergarnishee
order will not attach funds even though the custoimes not
reached the agreed limit of overdraft when the oislserved.

If a garnishee order does not correctly designlagejadgment
debtor and the account which he has with the biamids are not
attached.

For amounts credited as cash in respect of undetems, it is
doubtful whether they are attached by a garnishéerolnJones

Vs Coventryjt was held that they were attached by a garnishee
order. However, in view of a later decision Umderwood Vs
Barclays Bankthe earlier decision does not appear to hold good.
The latter decision recognized the banker's righeturn cheques
drawn against uncleared items in the absence obrdract,
express or implied, to the contrary.
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In another a case, the decision kern Vs Bishop & Co. Ltd. and
Anotherwas upheld the decision iknderwood Vs Barclays Banka
this case, a garnishee order was served on therelmank for an
amount of £806. The debtor's credit balance wa®9%4, including
£4,700 representing a cheque paid in for collechah not collected.
The bank, having deducted the bank charges dug tpeéned a new
account for the £4,700 and left £218 to meet tdgnuent debt.

The Learned Judge stated that the question washethat the time the
garnishee order was served, the sum of £4,700 itdest a debt owed
by the bank to the judgment debtor, whether thekasis holding the
cheque in question as a holder for value. It wdd heUndenvood Vs
Barclays Bankhat for a bank to become a holder for value tlnere to
be a contract between the banker and the cust@xpress or implied,
that the latter might draw against cheques whictewet cleared. There
was no evidence of such a contract in the abovestioered case.

As regards proving such a contract, if there werexpress agreement,
the bank would be duty-bound to disclose the facthe judgment
“ditor, when served with a garnishee ordesi. Butif such an
agreement were to be implied from a course of condt would be
wrong for a banker L to offer details of a custosebanking
transactions to any judgment creditor, who could the machinery of
discovery under the control of the Court. In theabcase, this had not
been done. Thus the garnishee order was made &bsolthe sum of
£218.

Q) Until recently it was considered that a garnisheseocould not
attach a debt owing in a foreign currency. But tleeision in
Choice Investments Ltd. Vs Jemnimon & Midland Baidk
indicates that a garnishee order could even atamedit balance
maintained in a foreign currency. In this case dqestion was
whether the garnishee order issued against the taulkl attach
funds in a US dollars Deposit Account maintained te
judgment debtor in England.

The Learned Judge outlined the procedure to bevield is thus that

...as soon as the garnishee omier it operates to 'freeze 'the sum in the
hands of the bank, in this way; they must, as saenreasonably
practicable, in the ordinary course of business$,glstop order' in the
requisite amount of US dollars. It should be suctumber of dollars as,
if realized at the time of the stop order, wouldlize the amount of the
sterling judgment-at the buying rate of sterlinjng at the time of the
stop order. The bank should not make a transfer smerling at that
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stage. But, if and when the garnishee order is naddelute, the bank
should exchange that stopped amount from dollaessterling so far as
is necessary to meet the sterling judgment debpagdver that amount
to the judgment creditor. But if and so far asst@pped amount (owing
to exchange fluctuations) is more than enough tetntiee judgment
debt, the bank must release the balance from dpeater and have it
available to the customer on demand. If the stogmedunt is, when the
garnishee order is made absolute, by virtue of a&xgé fluctuations,
insufficient to satisfy the judgment, remaining disnwith the banks are
not affected.

8. Banker - Customer Relationship in the Context oBankers' Book
Evidence Act

As observed earlier, a banker has to disclose thie $§ a customer's
account under an order from a Court of law. Betbeeenactment of the
Bankers' Book Evidence Act, 1891, a banker hadréolyce the actual
books of accounts whenever he was summoned to ¢y smy of the
parties to the suit. But the Bankers' Book$ EvidgeAct provides that a
certified copy of any entry in a banker's book khal all legal
proceedings be received pesma facieevidence of such entry, and of
the matters, transactions and accounts recordeeith&ection 4 of the
Act holds that:

A certified copy of any entry in a banker's bookalshn all legal
proceedings be received as prima facie evidencehefexistence of
such entry, and shall be admitted as evidenceeofr#tters, transactions
and accounts therein recorded in every case wlaer,to the same
extent as, the original entry itself is now by ladmissible, but not
further or otherwise.

Furthermore, Section 5 of the Act provides thataKer or officer shall
not, in any legal proceedings to which the bankndd a party, be
compelled to produce any banker's book, the caomtehtvhich can be
proved under the Act, or to appear as a witnegsréve the matters,
transactions and accounts therein recorded, ublessder of the Court
or a Judge made for a special cause. At the sanee i the bank is not
a party in the action and if the Court is not diik that the certified
copies produced are true copies of the accountstanaed by the bank,
it is open to the Court to direct the bank autlesitto produce the
original books.

A 'certified copy' has been defined by the Act aopy of any entry in
the books of a bank together with the certificaréten at the foot of
such copy that it is a true copy of such entryt sueh entry is contained
in one of the ordinary books of the banker, and si@h book is still in
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the custody of the bank. The term "Banker's Boaksludes ledgers,
day books, cash books, accounts books and all btheks used in the
ordinary business of the bank.

A court or judge may also give any party to a lggaiceeding leave to
inspect and take copies of any entries in a basmbeaoks. The relevant
provision is contained in Section 6 of the Act whgays:

), On the application of any party to a legalq@eding, the court or
Judge may order that such party be at liberty spet and take
copies of any entries in a banker's books for dyh@ purposes
of such proceeding, or may order the bank to pespand
produce, within a time period to be specified ire tbrder,
certified copies of all such entries that are toftend in the
books of the bank relevant to the matters in isguesuch
proceeding, and such further certificate shall kmed and
subscribed in a manner hereinbefore directed iereete to
certified copies.

1)) An order under this or the preceding Sectioaynbe made with
or without summoning the bank, and shall be seorethe bank
three clear days (exclusive of bank holidays) ketbe same is to
be obeyed, unless the court or judge directs otlkerw

i)  The bank may, at any time before the timeited for obedience
to any such order as aforesaid, either offer talpce their books
at the trial, or give notice of their intentiongbow cause against
such order, and thereupon the same shall not lmeoenf without
further order.

In application under the Bankers' Book Evidence factan order upon
a bank to supply a certified copy of the entriesdspect of one of its
customers for a particular periods may be allowedahse it being a
third party document, the same ought not to benadtbto be produced
by this process unless special circumstances awgrsHt may be noted
here that if the bank is a party in the actiongcah be compelled to
produce its actual books undarb-poena.

Nevertheless, the exemption granted to bankers foomaducing their
books under the Act in any legal proceeding to White bank is not a
party does not hold good in case of a police ingasbn.

An officer in charge of a police station can, by@ten order, call upon
a person to produce any documents which the pai@ieer thinks

relevant to the investigation he is carrying onother words, a police
investigation is not a legal proceeding in the sanswhich the term is
employed in Section 5 of the Bankers' Book Evidedct, on the
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ground that a police investigation has nothing dondth evidence in its
legal sense, which is the essence of legal proegedi

Another important point to be noted here is thaedified copy of an
entry in a banker's books is onlyrima facie evidence, and not
conclusive evidence.

According to some observation by Leamor a case$yith@at while the
Bankers Evidencéct recognizes certified copies admissible by lav a
evidence, such admissibility is only to the samtem®ixas the original
entry itself, not further or otherwise. By reasdnSection 34 of the
Evidence Act, the original entries alone would & sufficient by
themselves to charge any person with liability aogd copies produced
under Section 4 of the Bankers' Book Evidence Aahnot by
themselves be sufficient to charge any person latfility.

SELF- ASSESSMENT EXERCISE 4
Differentiate Banker’'s Lien and Garnishee Order.
40 CONCLUSION

Banker-customer relationship is the contractuaktgp relationship in
which a person entrusts valuable items with anoffenson with an
intention that such items shall be retrieved on a®infrom the keeper
by the person who so entrusts. Therefore, it is Whaeker who is
entrusted with monetary items and other valuabiMsch the person
who so entrusts such items, called customer, wighestrieve them on
demand in course of dealing with the banker. Sthegelationship is on
contractual basis, it is hinged on certain termd aanditions, which
must be adhered to by both parties.

5.0 SUMMARY

In this course of analysis in this study unit, wecdssed issues such as
the Nature of Banker-Customer Relationship, Mearmihg Banker and
a Customer, distinction between a Banker and adthest, Relationship
between a Banker and a Customer, and ImportantsAoéaBanker-
Customer Relationships. In the next study unit, skall discuss bank
accounts of customers.

6.0 TUTOR-MARKED ASSIGNMENT

1. Different between a banker and a customer.
2. Mention and explain important areas of banketamer
relationship.
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1.0 INTRODUCTION

In the preceding unit, we discussed the relatignsi@tween the banks
and their customers. The basis of such relationghipooted in the
various accounts being held by the customers wighbianks. There are
various forms of bank accounts that the banks dtaia for their
customers. Such various forms of bank accountsefibie, constitute
the subject of discussion in this study unit of thaterial.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

o discuss the meaning of bank account
o mention and discuss various types of bank accounts

3.0 MAIN CONTENT
3.1  Meaning of Bank Account

A bank account is a financial account between & lzarstomer and a
financial institution. A bank account can be a dgjpaccount, a credit
card, or any other type of account offered by arfal institution. The
financial transactions which have occurred withigivaen period of time
on a bank account are reported to the customerbamk statement and
the balance of the account at any point in tinthesfinancial position of
the customer with the institution. a fund that atomer has entrusted to
a bank and from which the customer can make withdia
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Bank accounts may have a positive, or credit baamhere the bank
owes money to the customer; or a negative, or debetnce, where the
customer owes the bank money. Broadly, some acsoam® opened
with the purpose of holding credit balances ovpeaod of time, which
are referred to as deposit accounts. Some otheuatsare opened with
the purpose of holding debit balances such asaae dccounts. Some
accounts can be switched between credit and dalaibtes.

Some of the customers’ bank accounts are categobyehe function
inherent in them rather than on the basis of theraaof the balances
they hold, such as the savings accounts. In geterab, all banks have
their own names for the various accounts which tlopen for
customers.

SELF-ASSESSMENT EXERCISE 1
Discuss the meaning of a bank account.
3.2 Types of Bank Account of Customers

Generally, commercial banks offer a wide variety agtounts. Such
accounts can be broadly divided into some distityptes: savings
accounts, basic chequeing accounts, interest-lgeammhequeing
accounts, money market deposit accounts, and icatés of deposit,
among others. All such accounts are in most casssrad by the
appropriate deposit insurance corporations in secemomies, based on
lower and upper limits of the amount of balancestha customers’
accounts depending on the practices in the ecorsoanceind the world.
Most banks offer all of these types of accountierofg the customers a
wide range of choice in terms of their desirabilithis is because the
desire of individuals dictates the type of bankythegay choose to open
with the banks. The common types of bank accoursdentified and
discussed as follows:

1. Savings Accounts

These are intended to provide an incentive for gosave money. You
can make deposits and withdrawals, but usually tcamite cheques.

They usually pay an interest rate that's highentha@hequeing account,
but lower than a money market account. Some sawdngsunts have a
passbook, in which transactions are logged in dldmoaklet that you

keep, while others have a monthly or quarterlyestent detailing the
transactions. Some savings accounts charge a fgmuifbalance falls
below a specified minimum.

In essence, a savings account is one in which ot save their
monthly savings and they are not like the currecbant. Although the
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money is available at any time for the customewitbdraw, but money
is not as frequently deposited or withdrawn fromlike the current
account. Therefore, banks offer a meager inter@st for the money
held in this account.

2. Basic Chequeing Accounts

These are sometimes also called current accounts,tteey offer a

limited set of services at a low cost. The custoagethe account owner
will be able to perform basic functions, such asqeke writing, but they

lack some of the features of more comprehensiveowarts. Such

accounts usually attract no interest, and they mesjrict or impose

additional fees for excessive activity, such agimgimore than a certain
number of cheques per month.

SELF-ASSESSMENT EXERCISE 2
Differentiate between savings account and chequatcgunt.
3. Interest-Bearing Chequeing Accounts

In contrast to the chequeing accounts, these affanre comprehensive
set of services, but usually at a higher cost. Algnlike a basic

chequeing account, the customers are usually abMite an unlimited

number of cheques. Such accounts are sometimesreckféo as

negotiable order of withdrawal (NOW) accounts. Tifterest rate often
depends on how large the balance in the accouand,most charge a
monthly service fee if your balance falls belowraget level.

4. Time Deposit Account

These are also known as certificates of depositalmse the account
holder has agreed to keep the money in the acclound specified
amount of time, anywhere from three months to sarg. Due to the
fact that the money will be inaccessible, the aotdwlder is rewarded
with a higher interest rate, with the rate incregsas the duration
increases. There is a substantial penalty for emitlydrawal, so that the
holder will be discouraged from embarking on thigian but only
prepared if you think you might need the money teetbe time period
is over (the maturity date).

5. Deposit Account
Deposit account is one in which the customer dépasismall sum of

money (usually a few hundred or thousands) evermtmoThe bank
accepts a deposit every month and at the end ofdépesit period
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(usually 12 months or higherhe bank would return the money
deposited with them along with a good interest.

6. Fixed Deposit

Fixed Deposit Account is one in which the custouheposits a big sum
of money (Usually a few thousands and upwards. & eractually no
limit to the amount of money you can deposit in @) For a fixed
duration of time at least 3 months or higher. Siyge agree to keep the
money deposited with the bank for a fixed/agreednuguration, the
bank gives you a very good interest as paymenkdeping the deposit.
Chequeing Accounts are also called as Current AdsoA chequeing
account is one in which customers keep some moneyse it for their
day to day transactions. The money in this accoloes not earn any
interest and is available for usage to the custahetl times. These are
the 4 main types of accounts provided by banks.

7. Loan Account

This is an account that is normally opened for stmmer by a bank at
the instance of granting of a loan facility by thenk. The amount of the
loan is credited to the customer’s current accaunat similarly debited
to the loan account. An arrangement is subsequentge for the

customer to repay the loan, usually over a statxtbg of time, with

interest additionally being paid on the outstandingpunt.

Loan accounts can be opened only for Approved/A&ctlients and
groups. Fees can be charged to loan accountsda tays, both at time
of account creation and after.

i Fees are inherited from the product definition. Dreefactor can
remove one or more of these fees for a particdeoant. If a fee
is removed from an account, it does not affect oditeounts.

i. Predefined fees (not yet associated with the adfocem be
selected and attached to the account.

i, Miscellaneous fees (one time charge) can be chatgedn
account. The user specifies the amount, which deddn the
next payment.

SELF-ASSESSMENT EXERCISE 3

Differentiate between deposit account and loan @&aico
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8. Joint Account

This is a bank account that is shared by two oremdividuals. Any
individual who is a member of the joint account eathdraw from the
account and deposit to it. Usually, joint accouats shared between
close relatives such as husbands and wives ordmssjartners. In other
words, being a bank or brokerage account thataseshbetween two or
more individuals, joint accounts are most likely he used between
relatives, couples or business partners who haleved of familiarity
and trust for each other, as this type of accoyptally allows anyone
named on the account to access funds within it.

Joint accounts are often created in order to aywiobate. If two
individuals open a joint account and one of thessdthe other person
is entitled to the remaining balance and liable floe debt of that
account. Sometimes a temporary joint account isieg@dy two parties
entering into a transaction where one party needearity for the
fulfillment of the transaction and the other pahigs to pay the sum
(deposit), being the security for the other paAgy payment from the
joint account, or return of the deposit from thejaccount, will only
be possible if both parties sign a joint writtestmction to the bank. It
is not possible that only one of the parties gimsgruction for payments
of the joint account.

Some banks are not very interested in opening teampgoint accounts,
as they are normally used for one transaction ofiherefore, there are
specialised parties or companies taking care df sagcounts as trustees.
A temporary joint account is normally closed aftee transaction for
which it was opened has been concluded. Tempooamy accounts are
used in transactions in which large sums of morreyiravolved as an
alternative to letters of credit or escrow accolints

Joint accounts can be established on a permanaig, such as an
account between a couple where their salaries epesited, or may be
temporary, such as an account between two partescentribute funds
for a short-term purpose. In the event of a de&tbne of the account
holders, the remaining account holders will havée saccess to the
funds, as well as any debts associated with theustc

Joint holders of an account are regarded in lawogsther making up
the 'owner." Any action against them (pertaininghit account) is made
against jointly and not individually (severally).w® types of joint
accounts are:
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(@) Joint-tenancy account

This is the joint account that is owned usually&ynarried couple in
which either owner may individually exercise fulights to make
deposits or withdrawals on his or her signatures.case of either
owner’'s death, the survivor automatically takes #we control of
account assets without probate.

(b)  Tenants-in-common account

This is usually owned by two or more business pastror directors in
which signatures of all owners are required to e@ser certain rights
such as making withdrawals. In case of one or noeveers' death the
other owner(s) may take control of account assetg m accordance
with the terms of agreement entered between thefordbesuch

eventuality. A company account operated by two orarsignatories as
a means of accounting control or security is ngdiat account in the
legal sense.

SELF-ASSESSMENT EXERCISE 3

Discuss the nature of a Joint Account, pointing thet various types of
this bank account.

3.3  Precautions to Be Taken While Opening Bank Actints for
Customers

Previous to opening an account, the banker shobtdiro references
from respectable 'parties about the proposed cwestenmtegrity and
respectability. By allowing a person to open anoaoct without
satisfactory reference, the banker could be inyitimnpleasant
consequences.

The implications of allowing a person to open amcant without
satisfactory reference involve the following.

1. By obtaining possession of a cheque book, a digtoperson
may use it for nefarious purposes.

2. He may happen to be undischarged bankrupt, in wtase the
banker would be facing serious consequences.

3. The banker may inadvertently allow an overdrafticnhcan be
realized only if the customer is solvent.

4. Omission to make enquiries regarding a customesrbeipening
an account in that person's name is likely to meéidee banker
guilty of negligence. In this connection, the olvegions maden
Ladbroke Vs Toddre relevant herein.
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According to these observations, the bank actetigesgly, for they did

not make the enquiries which ordinary, reasonablgpje should make
when opening an account. Furthermore, it was ndigatory upon a
bank to make enquiries regarding the respectahilitya customer in
order to avall itself of the protection given undgection 131 of the
Negotiable Instruments Act.

Nevertheless, in the more recent casdJafon of India Vs National
Overseas and Grindlays Bank (197 Court observed;

The modem banking requires that a constituent sheither be known
to the banker or should be properly introduced. Baak owed a duty to
make enquiries directed to discover whether a newstituent might use
the account for any fraudulent purposes The undeglpbject of the
bank insisting on producing reliable reference mlyoto find out, if
possible, whether the new constituent is a genyaety or an
impersonator or a fraudulent rogue....

...(however) the burden of establishing good faatid absence of
negligence is on the defendant. The bank has ablest that they acted
without negligence not only in the receipt of tlayment of the cheque
amount but even earlier at the time of openingabeunt.

In short, the safer course for the banker woulddebtain references
for the respectability and integrity of a proposedstomer before
opening an account. As a matter of fact, it is@ustry for the banks in
Nigeria to insist that it is only customers whosgrent bank accounts
operative in the last six months that can be usegkf@rees for opening
a new account.

3.4  Special Types of Customers
1. Lunatics

A contract by a lunatic is void, although he cateemto valid contracts
during lucid intervals. Hence a banker should nobovkingly open an
account in the name of a person of unsound mind.ifstance, if a
lunatic draws a cheque and the party taking theunmeent is aware of
the incapacity, the cheque is unenforceable agaimst Person so
drawing. However, a banker honouring such a cheggeod faith and
without negligence can debit it to the customestoant. If, on the other
hand, the banker has received notice of the custermacy, or If he
has knowledge of it, he will be liable for all ches honoured by him.
Therefore, as soon as the banker comes to knoweofunacy of the
customer he must an operations on the account.
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2. Drunkards

A sane man who is delirious from fever or who isdsank that he
cannot understand the terms of a contract or fomatianal judgment
about its effects on his interest, cannot contndtte such disorientation
or drunkenness lasts. Thus a contract by a drupkeson is void. But it
should be remembered that ordinary drunkennesstissuifficient to
make a contract void. He must be so intoxicatetbdse incapable of
understanding the nature and effect of the contoacthis interests.
Therefore, when a customer presents a cheque ab@s®unter when
drunk, the banker, to be on the safe side, shaédlsat the payment is
witnessed.

3. Undercharged bankrupts

The banker should not open an account in the ndrae andischarged
bankrupt. If he finds that a customer is an undisgbd bankrupt, he
must stop operations on the account at once armtninthe Official
Assignee of it.

4. Minors

Any person who is under the age of 18 years isrmmHowever, if a
guardian has been appointed before attaining thef#8 years, the age
of majority is extended to the date when he conagl@tl years of age. A
minor is not competent to contract and all his caxets are void.

The banker runs no risk in opening an accounteémiime of a minor so
long as the account is kept in credit. But if tlemker grants an overdraft
to a minor, the latter cannot be sued for repaymserte the transaction
Is void. Furthermore, the banker cannot avail hliimgkany security
lodged by the minor to secure his debt. So it igissable to open an
account in the name of parent or guardian. In theelace of such an
arrangement, the banker should neither allow amdoa# nor allow the
minor to draw against uncleared items.

A minor may act as an agent, but the banker shobkadin written

instructions from the principal regarding the pow&rminor may also
be a partner; but he cannot be held personallyelitdy the debts of the
partnership firm.

A minor is not bound by a negotiable instrumentegiby him. This is
true even if the instrument was given by the mifar necessaries
supplied to him. But of course, the supplier mag s the original
consideration to be reimbursed from the minor's@skr necessaries
supplied. If a minor makes, draws or endorses atrage instrument,
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the holder will not be entitled to enforce it agdimim, although the
holder can proceed against all the other partieemxthe minor. A
minor can become payee by process of law and enfoagment of the
amount of a negotiable instrument. Execution adiatjpromissory note
by a minor will not affect the liability of the cexecutants.

5. Married women

A banker may open an account in the name of a ethwioman. She
can enter into contracts and bind her separateéeedtimwever, in the
case of an overdraft granted to a married womam,bdinker has no
remedy against her unless she has separate eBltetehusband too
cannot be made liable for such debts unless thkelbdras obtained his
personal guarantee, or the loan has been grantaefpurposeof her
necessaries of life. Further, the banker has nsopat remedy against a
married woman.

6. Agents

A banker may open an account in the name of a pexbo is acting as
the agent of another person. The account shouldobsidered as the
personal account of the agent. The banker has thmrty to question
his power to deal with the funds in the accountesslit becomes
obvious that the agent is guilty of breach of trust

However if a person is only authorized to act bebhthe principal, the
banker should verify the authorization. If he hagr appointed under a
power of attorney, the banker should carefully exanthe letter of
attorney to confirm the powers conferred by theuroent on the
agnt. On receiving notice of the principal's deatmsainity or
bankruptcy, the banker must suspend all operatarthe account.

7. Executors and Administrators

Bankers generally open executorship or administnaticcount before
getting probate or letter of administration in arde provide funds for
the estate duty, because in the absence of payshéims duty, probate
or letter of administration will not be granted. wever, before
advancing money, the banker should satisfy himget the persons
applying for the accommodation are the proper pexsburther, since a
banker cannot hold securities deposited by theadmsekagainst such an
advance(Farhall Vs Far/tall), a personal undertaking must be taken m
the executors or administrators, making them jgiatid severally liable
in case of default to repay the advance from tlsetasof the deceased.
The banker should not transfer any credit balamcéhe account of the
deceased in the name of the executors or admitoigtrantil the probate
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or letter of administration has been produced. @ulycing the probate
or letter of administration. the banker should makée of any details
that may affect the account.

A banker opening an account for executors or adinators should see
that they are not unduly prolonging the realizatwinthe business,
unless the in the Will authorizes them to contintie business.
Otherwise, the banker may be held liable for brezfdihust. Even when
the Will authorizes the continuation of the busseke banker should
see that all the creditors of the deceased have &mtesfied, or else he
should see that they have given their assent bgfamging any advance
In case of failure, the creditors who have not gitkeir assent may
claim payment of their debts in priority to the kan

Before allowing thé cutors/administrators to operate on the account, it
iIs desirable to obtain a mandate, signed by all the
executors/administrators, laying down the mannevhich the bills and
cheques are to be signed and endorsed, and hading them jointly
and severally liable for any overdraft It may benped out here that any
one executor can effectively countermand paymena eheque even
where all executors are requiredsigncheques together. So also, where
the mandate authorizes either of two executorsperaiions on the
account one of them can stop payment of a chequeediby his co-
executor.

Further executors/administrators, except in spegralumstances, have
no power to delegate their authority to operatetten account to any
outside parties. Hence a banker should not acoepta mandate.

On the death of an executor/administrator, his peveee vested in his
co-executors/co-administrators, unless otherwisaviged for in the
Will. If he is the sole executor, his duties arestee in an executor
whom he may nominate. But if he is the sole adrtriatisr, a fresh letter
of administration must be applied for.

The banker should be careful to stop operations @iloverdrawn
account as soon as he receives notice of the dedthan
executor/administrator, in case the overdraft mussd by the personal
liability of the deceased.

In case of bankruptcy of an executor/administrdttre banker need not
stop since it does not terminate his appointmentalse of lunacy of an
executor/administrator, his authority is terminatethd the banker
should not honour cheques signed by such an exéadmoinistrator
without the consent of the remaining executors/astrators.
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8. Partnership

While opening an account in the name of a partmerfgim, the banker
should obtain a mandate signed by all the partnsataining
information regarding the nature of the firm's Inesis, the names and
addresses of all the partners, the names and addre$ those who are
authorized to operate on the account together whtir specimen
signatures, and the extent of their authority. sltalso advisable to
examine the partnership deed to note whether thezeany special
regulations regarding the bank account, borrowiogegys, etc. Where a
third party is authorized to operate the accoum¢ mandate should
clearly state whether the third party has the aitth¢o overdraw the
account.

Any partner has an implied power to stop paymerat aieque drawn on
the firm's account and the banker is bound to cgmpith the
instruction of the partner. So also, any one orengartners may cancel
the authority given to operate on the account, endhat case, the
banker should not honour cheques drawn by suchutroty. Every
partner in a commercial partnership (trading Ina$ implied authority
to bind the firm by making, drawing, signing, enslog, accepting,
negotiating and discounting negotiable instrumemthe name, and on
account of, the partnership. He also has authadtyporrow money.
However, the banker should not honour cheques lugranstruments
signed by a partner whom the bank mandate doeautbbrize to sign
on behalf of the firm. The power of a partner torrbw is also
dependent on the instructions in the mandate.

A partner in a non-trading firm has no implied arity to borrow, to
make or to issue negotiable instruments, althowgmhay sign cheques.
Therefore, the banker should get the signaturellaha partners in a
non-trading firm for all transactions involving ahces to the firm,
discounting or the negotiation of bills of exchandeother implied
authority of a partner in a commercial partnerskipis power to pledge
the firm's properties. But this implied power isntined to those
transactions incidental to the firm's ordinary c®uof business. Hence,
the safe course for the banker to take would lgetdhe assent of all the
partners.

A partner has no implied power to bind his co-parsnby deed.
Therefore, the banker should see that he gets ¢hent of all the
partners when immovable properties of the firm amertgaged as
otherwise, the banker wifjetonly an equitable title and not a valid legal
title.
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It may be mentioned here that the implied autharita partner to bind

the firm does not extend to guarantees. A partaanat bind the firm

by giving a guarantee on behalf of the firm, unlgds customary for

that firm. A partner cannot bind the firm by opeanian account in his
own name on behalf of the firm unless he is expyemsthorized to do

so by all the partners. The banker should not dadepques payable to
the firm for the credit of the private account opartner. When such a
cheque is presented, the banker should make eesjuiailure to do this
will deprive the banker of his statutory protection

When a new partner is admitted to the firm, thekkameed not stop the
account, provided the account shows a credit balarlowever, the

banker should obtain a new mandate signed by al pghrtners,

including the new partner. But when the partnersdgpount shows a
debit balance, the banker should stop the old atcand open a new
account. A new mandate should also be obtained.b@h&er may take
an agreement signed by the new partner undertdiabijty in respect

of the outstanding debts of the firm.

When one of the partners dies, the partnership §tamds dissolved.
The banker can, however, continue the account.ré@fmaining partners
are entitled to any balance on the partnershipuadcdhey can give the
banker a valid discharge for it. In case the pastmp account shows a
debit balance, the account should be stopped tthéxliability of the
deceased. The rule applies even when cheques @gnedsiby the
deceased partner.

In the event of insolvency of a partner, the solyeartners have a right
to operate the partnership account in connectigh thie winding-up of
the business. However, if the partnership firnmebted to the bank,
the account should be stopped and a new accountdshe opened in
order to avoid theRule in Clayton's Case The banker should not
honour cheques drawn by the insolvent partner. Géegrawn before
adjudging hi insolvent may be honoured by the banKewever, it is
advisable to obtain the confirmation of the othartipers.

In case of retirement of a partner, the retiringnpe will continue to be
liable to the banker till the banker is served wahnotice of the
retirement. On receiving such a notice, the bargkeruld take a new
mandate from the continuing partners. If the pasin@ account shows
a debit balance, the account should be stoppeddeardo avoid the
application of thekule in Clayton's Case.

In case of lunacy of a partner, the partnershim foloes not stand

dissolved. However, upon the application of a t&lleartner, the Court
may order a dissolution. On such a dissolution pneker may allow the
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other partners to continue the account if it shavesedit balance. If, on
the other hand, the account shows a debit balaheebanker should
stop the account.

Alterations in the constitution of a firm will affe any charges which
may have been given on the partnership propertgréfare, the banker
should obtain a new mortgage deed signed by alhéweand continuing
partners.

9. Joint Stock Companies

While opening an account in the name of a jointlstoompany, the

banker should ascertain the powers of its direchmis managers from
the Articles and Memorandum of Association. TheKearshould also

examine the company's Certificate to Commence BsgsinHe should
further ask for an authenticated copy of the regmuappointing him as
the banker. This should be accompanied by a mamnd#te usual form,

containing information such as the names of thegrex authorized to
sign cheques and other documents, their specingeatsires, the extent
of their authority, etc.

The company should be instructed to inform the bamk any variation
in the appointment of directors and other officencerned. Such
notification should be accompanied by a duly sigregy of the
resolution effecting such a change.

A trading company has implied powers to borrow nd gledge the

property of the company to such an extent as mayehsonable and
necessary for carrying out the objects statedenQbjects Clause of the
e Memorandum. If the Memorandum limits the borrayvpowers to a
fixed amount, the banker should strictly adherat.tdhe banker also
should see whether or not the Articles of Assooratimpose any

limitation on the directors' powers to pledge tmeperty, or to borrow

money. In the case of a non-trading company, bangwowers would

be expressly given in the Memorandum of Association

A banker lending money need not enquire about thpgse for which

the company is taking the loan. If the loan is pEeed, it cannot be
avoided, provided the banker has acted in good faitd without

knowledge of the intended misapplication. Howewenere the banker
is asked to lend money for a purpose outside thepeoy's powers, he
should not grant it.

On receiving notice of the passing of a resoluttonwind up the

company, or of the presentation of a petition tadvup the company,
the banker should immediately suspend all operatoimthe account.
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10. Local authorities

The banker should be very careful while opening @beount of local
authorities. Local authorities are trustees ofgghblic funds which they
control. Hence the banker should exercise as mach a&s he would do
with any other trust account.

The relevant statute creating the authority shooéd examined to
ascertain the powers given to it. The banker shkakp himself within
the strict limits laid therein.

11. Trust Accounts

Prior to opening an account in the name of a tr&, banker should
carefully examine the Trust Deed and ascertain ergatsuch as the
power of the trustees to delegate their powersnio ane or more of
them, their power to borrow money and the mannespafrating on the
account in case of death or insolvency of a trudteeay be noted here
that unless the Trust Deed gives authority to thstées to delegate their
powers, they cannot do so. Consequently, in theradesofan express
provision in the Trust Deed to the contrary, th@ksa should honour
only these cheques that are signed by all thectegst

Even when an account is opened without descriltiag a trust account,
and the banker comes to know that it is a trusbaat; he should not

allow the customer to draw money for a purpose alsly inconsistent

with the customer's duty as a trustee. Howeves, dbes not mean that
the banker should act as a detective.

Where a customer has more than one account, thkeebaeed not

necessarily presume that one of them is a trusiumtcIn some cases,
the very title of the account may indicate thaisit trust account. For
instance, the opening of an account under the istlelearly a trust

account. In such cases, if the banker has infoondhat the account is a
trust account, he cannot escape liability merelfthenground that there
Is no indication of the fact in the title of thecaant. For instance, the
opening of an account under a title does not desdhie account as a
trust account. It only shows that the account f@iaate account with

reference to a particular transaction.

However, the banker should pay regard to the cistantes, or to any
information showing that the account is a trusoaot. Furthermore, the
opening o account under a title does not necegsiggcribe the account
as a trust account; it may mean an account belgngirthe name as
ascribed to the title consisting of funds broughthy the holders.
However, if the title means that account has bgemed by Quest to be
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drawn on by Quotex, then it is a trust account.

It was held inJohn vs Dodwelthat if a customer had one bank account
in his personal name and another in the trust nantensfer of money
from the trust account to the personal account lshput the banker on
enquiry. This is particularly important when thearisferee account
happens to be overdrawn. The banker could beliadlig for breach of
trust; if it can be proved that he derived someefieout of t transfer.

The banker should not credit the trustee's prigatmunt with cheques
drawn in favour of the trust. Again, the bankenat entitled to use his
right of set-off between the trustee's private aotoand the trust
account. But if he has no notice of the charaatéhe accounts, he may
exercise his right of set-off. Further, the bankbould not grant an
advance against trust securities on a trustee/atpraccount.

Except the Trust Deed gives express power to trsee to borrow and
pledge trust property, the banker should note thattrustee is not
entitled to borrow money or give any security. Buthe Deed gives
express power to the trustee to borrow money bytgagmg trust
property, he may do so.

On receipt of notice of the death of one of theteas, the banker should
ascertain from the Trust Deed whether or not theigang trustees are

entitled to act without the appointment of a newstee. If a new trustee
is required, the banker should stop all operatmmghe account until a

new trustee is appointed.

Where a trustee becomes an insolvent, it does mative the trust

property. The trust property belongs to the beieies, and the private
creditors of the trustee have no right to claimTie trustee's right to
deal with trust property, for the purpose of trestdp, is also not
affected unless the Trust Deed provides 'stlse. On receipt of the
notice of the truSe, operations on the account by that trustee shuzild
suspended.

12.  Unincorporated Bodies

While opening an account in the name of unincorjgardodies like
clubs, committeesassociations, etc., the banker should ask for an
authenticated copy of the resolution appointing lssnthe banker. A
mandate containing the names of authorized to tpena the account
along with their specimen signatures should alswlt@ined. Since it
has no legal personality, it should be remembédratian unincorporated
body cannot be held responsible for any liabilitiesurred by its
officials. Relatedly, the persons authorized tonsaipeques cannot be
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held personally liability for any overdraft in case signing the cheques,
they clearly indicate that they are acting in threpresentative capacity
and not in their individual capacity. Neverthelegsthe account is
opened and operated in the style Koleosho A/C, tinenbanker is
entitled to consider it as a personal account dé&sho.

13. Joint Accounts

When opening an account in the joint names of tmmaore persons, the
banker should get written instructions signed Wytted account holders
regarding the names of the persons authorized écatg on the account
and the extent of their authority. In the abseniceuch instructions, the
banker should honour only those cheques which igreed by all the
account holders.

The authority to operate on the account may bengtgean outsider. It

may, however, be noted here that one of the jocwoant holders

authorized to operate on the account does not th@power to delegate
his power to an outsider. The authority given tg parson to operate on
the account may be revoked by any joint accountldrolWhen the

banker is given notice of such revocation, he ghadt accordingly.

Death, bankruptcy or insanity of the person autteatito operate on the
account automatically revokes the authority. Sirtyilathe authority is

automatically revoked by the death, bankruptcynsanity of the person
giving the authority.

Until recently, it was considered that an innocgmt account holder

had no remedy against a bank for breach of mandstieictions caused
by the forgery of another joint account holder. sThias based on the
decision inBrewer Vs Westminster Bank Ltd.this case, the co-holder
of a joint account had forged the plaintiff's sigma. It was held that
both parties to the joint account had to be patbdbe proceedings. The
actual plaintiff would thereby be affected by thesconduct of the

deemed co-plaintiff and also by the rule that aypeould not rely on his

own misconduct. The position now, however, appéatse different in

view of the decision inCaralin Vs Cyprus Finance Corporation
(London) Ltd.

According to the facts of above case, a joint anteovas opened by a
husband and wife and the mandate clearly specibeth to sign". The
bank negligentlyallowed the husband to transfer funds from thetjoin
account to an account in his personal name withlimuivife signing the
withdrawal instruction. Thereupon the wife procetdgainst the bank
for breach of mandate instructions and for resimmabf funds in the
joint account. The bank argued that the contrattt thie bank relating to
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the joint account was with both the wife and theldand, that neither of
them had any separate rights and the wife couldwetoy herself. This
argument was not accepted and it was held thabamé& did not only

have an obligation to the account holders jointyt it also had an
independent obligation to each of them that it wowot honour

withdrawal instructions unless signed by both j@iotount holders.

It is always advisable for the banker to see tlmg joint account

mandate deals with the question of survivorshipweler, as a general
rule, it may be stated that the survivor/s aretledtito any balance in the
joint account. On receiving notice of the deattagbint account holder,

the banker should not honour cheques bearing tieatsire of the

deceased, although there is no objection in honguwheques signed by
all the surviving parties. On the death of all i@t account holders, the
balance, if any, is payable to the legal represimet of the person who
dies last.

When the joint account shows a debit balance, #nkdr can proceed
against the deceased only if the mandate includesdertaking by the
parties to be jointly and severally liable. In thbsence of such a
provision, the estate of the deceased becomedrreeliability. If the
banker has the power to claim against the estatineofdeceased, he
should immediately suspend all operations on tl®@a on the death
of the party. Otherwise, tieule in Clayton's Caseaill operate.

In the case of lunacy of a joint account holdeg bianker should stop
operations on the account until he gets joint uttons from the other
account holders and the Receiver or Committee imatcwy.

On receipt of a notice of insolvency of a joint @aot holder, pending
joint instructions from the solvent account holdarsd the Trustee in
Insolvency the account should be stopped. As irc#se of the death of
one or more joint account holders, here too thekd&amran proceed
against the estate of the insolvent only if the daa@ includes an
undertaking by the parties to be jointly and selsef@able.

As regards a joint account in the name of a huskamdl wife, the
balance cannot be claimed by the widow, unlesarnithe proved that the
husband openethe account with the deliberate intention of making a
provision for his wife, as was held Marshall Vs Coutweland Foley

Vs Foleylf the banker has been given express instructiongaly the
balance to the survivor, his position would be meeeure. So it is
always advisable for the banker to take writterrutdions regarding the
disposal of the balance in case of death of eplaety. However, if the
wife dies first, and evethe intention of the parties is not clear, the
banker is justified in paying the balance to theldand.
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14.  Fixed Deposits

In addition to accepting money on current/savingskb accounts,
bankers receive money on deposit accounts undegaki repay the
amounts on the expiry of a specified period, orjettbto a notice.
Bankers generally prefer deposits which are repayaiber the expiry of
a specified period. Such deposits are known asetFixeposits".

When a person deposits money with the banker omea fdeposit, a
'‘Deposit Receipt' is given to him by way of acknesddment for the
amount deposited. This document is usually marked negotiable",
which means that it cannot be transferred by maesorsement' and
delivery. It was heldn Evans Vs National Provincial Bank of England
that payment to a person wrongfully dealing witerewa signed deposit
receipt was no discharge to the bank, unless thesiter was estopped
by his conduct from disputing such payment.

However, the deposit receipt can be assigned pedviale notice of
assignment is given to the banker. But it may bteddere that the
banker wouldbe entitled to recover from the deposit amount anyl@eyot
owing to him from the depositor at the time of iptef such a notice.

In some cases, the banker may make the signingeadéposit receipt a
prerequisite to the withdrawal of money. Nevertbgslethe banker
cannot refuse payment in case of loss of depos#ipe He can pay the
amount safely after obtaining an ordinary indemfrigm the customer.
It may be noted here that the deposit receipt, go@mon-negotiable
instrument, will not get a valid title for any held other than the
customer.

A deposit receipt has been held to be a good subjetonation mortis
causa(i.e., a gift made in contemplation of death antate effect only
in the event of death).

A depositor is not legally entitled to draw chequagainst fixed
deposits. But in the case of deposit accounts adgayon demand, there
is a conflict of judicial opinions. liHopkinsvs Abbot, itwas held that
cheques could be drawn against deposit accoundggabfe on demand.
On the other hand, according to Dr. H.L. Hart and J®8hn Paget, a
depositor is probably not entitled to draw cheqaeminst deposit
accounts repayable on demand. Some banks havejaecteem printed
on the back of the deposit receipt. This, howedegs not change the
nature of the deposit account.

A fixed deposit is attachable by a garnishee orsiace the order
attaches funds due or accruing due.
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In case of insolvency of a depositor, the amourdukh go to the
Official Assignee. In case of death of the depasitioe amount should
go to his personal representatives.

Fixed deposit accounts may be opened in the nanmeradrs and they
can give a valid discharge for the deposit amoepaid to them.

Fixed deposit accounts may be opened in the nanunbiparties. Here,
all the parties should combine in withdrawal. le ttase of death of one
or more of the parties, the property passes ohgstrvivor/s. When the
deposit is in the joint names of husband and vagementioned earlier,
this rule does not apply. On the death of the hodjpthe property does
not pass on to the widow unless it can be proved the husband
opened the account with the deliberate intentiomaking a provision
for his wife in case of his untimely death. Negarajamma vs State
Bank of India, it was held that a
fixed deposit in the joint names of a husband arfd payable to either
or survivor would not, on the death of the husbammhstitute a gift by
the husband to his wife. The decision was followedsuru Datta vs
Ram Dana. If, however, the wife dies first, in the absence anly
express instruction to the contrary, the propergsses on to the
husband.

Deposit receipts given by bankers are exempted frostamp duty

In the case of a fixed deposit account, the lahnatation begins to run

from the expiry of the fixed period. If the accousita deposit account
repayable after the expiry of a specified periowsice of withdrawal,

the law of limitation begins to operate immediatalyer the money is
due to be repaid. If the account is a deposit atcoepayable on
demand, the law begins to operate from the datenvehéemand for
repayment has been made by the depositor.

SELF-ASSESSMENT EXERCISE 4

Mention special categories of bank customers andlineu the
precautions to be adopted in dealing with openintp&ir accounts.

4.0 CONCLUSION

Bank accounts opened and maintained by the cussofoen the basis
of banker-customer relationship. There are mangsyg bank accounts
that customers do have with their banks. Some oh @aaccounts are
interest bearing accounts while some other oneschticharges —
commission on turnover - by the banks. Some bardowads are
normally opened jointly for some parties such asblands and wives
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while some are maintained by partners in partnprshisinesses. The
other type is the account that banks require thegstomers to open
when they are granted loan facilities. There anelfumental precautions
to b taken into considerations when opening andirdgavith accounts

of special categories of bank customers.

5.0 SUMMARY

We have discussed, in this study unit, various aetsowhich customers
can open and maintain with the banks,. Issues shgtl include
meaning of bank account and types of bank accdurustomers, which
snowballed into analysis of bank accounts suchsagings accounts;
basic chequeing accounts; interest-bearing cheguaatounts; time
deposit account; deposit account; fixed deposifinl@account; joint
account; precautions to be taken while opening bao&ounts for
customers; and special types of customers. In & study unit, we
shall discuss specialized bank accounts of custamer

6.0 TUTOR-MARKED ASSIGNEMENT

1. Different between savings account and chequatagunt.
2. Discuss the nature of a joint account, pogqtout the various
types of this bank account.
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1.0 INTRODUCTION

In the preceding unit, we discussed some bank atsami customers in
which various types of such accounts were idetiGad analyzed. In
this study unit, we shall identify the various farmaf specialized bank
accounts that banks do maintain for their custom8tgh specialize
forms of bank accounts, therefore, constitute tligest of discussion in
this study unit.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o discuss the meaning of money market account
. explain tax-free saving account
o discuss special tax-free saving account.

3.0 MAIN CONTENT
3.1  Money Market Account

A money market account (MMA) or money market depascount is a
financial account that pays interest based on nuinterest rates in the
money markets. Essentially, therefore, it is aroant that typically has
a relatively high rate of interest and requiresghér minimum balance
in order to qualify for earning interest or avoigimonthly fees. It is a
kind of investment strategy which is similar todameant to compete
with, a money market fund offered by a brokeragevéitheless, these
types of account are not related.

73



BFN 301 PRACTICE OFNBANG

In other words, the account is an interest-beatypg of account that
typically pays a higher interest rate than a sawiagcount, but it
provides the account holder with limited chequetwg facility.
Therefore, a money market account offers the adcbolder some
benefits which are typical like those of currentaavings accounts.
However, this type of account is likely to requirdigher balance than a
savings account, and it is normally insured just bbther bank accounts.
Money market accounts are widely available, and raegntained by
some banks and other financial institutions. They able to offer a
higher interest rate by requiring a higher minimiaance, and by
placing restrictions on the number of withdrawdie account holder
may take over a given period of time. Such restmctmakes these
accounts less liquid than a current account. Nbekss, they are more
liquid than bonds.

Just like the interest that is being earned onearrand savings
accounts, the interest earned on a money markeuatds subject to

taxes. The account holders do not have to buy sharea money market
account, as interest being earned on depositesethccounts is similar
to the interest earned on current and savings atsolihe banks that
offer such money market accounts normally takeverisk approach

when investing their deposits in financial instrumsesuch as certificates
of deposit, government securities, and commerapers.

SELF-ASSESSMENT EXERCISE 1
Explain the nature of money market account.
3.2 Tax-Free Savings Account

The Tax-Free Savings Account is an account thelhasacterized by tax
benefits for saving in country such as Canada. Béeefits such as
investment income, including capital gains and dbwids and, as
accrued to this type of account is not subjecakes$, even at the time of
withdrawal. Contributions to tax-free savings actoare not deductible
for income tax purposes.

This account is regarded an investment option fangdian residents
that are 18 years and above who are interestedaintaming such a
saving account. Normally, the account-holder cantrdoute a certain
amount every year. The income earned on contribsitito such
accounts is not subject to taxes. The flexiblecstme inherent in this
type of account allows the holder to withdraw morf@yn the account
at any time, free of taxes. This implies that tleecaint-holder is at
liberty to withdraw any amount out of the balanedhe account, and is
devoid of charges such as capital gains and omvatkal taxes.
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Another interesting feature of this account isneschanism in the design
which involves the carry-over aspect. This imptigst any unused space
under the amount specified as cap can be carrigehfd to subsequent
years, without any upward limit. In Canada wheres ik the practice,
The specified annual contribution limit is normaligdexed to the
Consumer Price Index (CPI), in some multiple inceats; this is
employed as mechanism in order to account fortinfia

In essence, the Tax-Free Savings Account is anuatc¢bat is flexible,
registered, general-purpose savings medium trawalthe Canadians to
earn tax-free investment income, which is morelgasnployed to meet
lifetime savings needs. The account particularlyjnpl@ments existing
registered savings plans like the Registered Re@irgé Savings Plans
(RRSP) and the Registered Education Savings PREESR) in Canada.

The mechanism of the Tax-Free Savings Account fonstas follows

1. The starting age for opening of and contrimgido such an
account is eighteen (18) years.

2. There’s no maximum age limit to contributing such an
account; a customer can continue to invest evear #ife age of
71.

3. Investors can contribute a maximum of $5,50¢hian year 2014
as defined by regulation, which has been changimgy@arly
basis.

4. When a customer has not contributed in the pastid not meet
maximum contributions in any given year, he/she @atoh up on
unused contributions, up to the $31,000 limit ashid calendar
year.

The ideal way to keep track of a customer’s unusedribution
IS to check out his/her notice of assessment.

5. A customer is normally advised to be carefut tm over-
contribute or he/she will incur tax penalties eqimll% of the
highest excess amount in the month and for eachthmainsuch
excess contribution.

6. A customer can withdraw money at any time withpenalty or
tax consequences. Nevertheless, he/she can't takbdre that
amount in the same calendar year. In the eventalaistomer
only needs the funds for a short time and planefdace them
quickly, the best strategy is to make the withdralage in the
calendar year so he/she can re-contribute frorndayg the month
in the following year.

7. Withdrawals from the account do not impact gowernment
benefits or assistance programs such as childaagfls, old age
security or other guaranteed income supplementss fteans
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low-income earners can generate tax-free incomdowit it
affecting their support.

8. The account is not just a cash account. Itbeastructured so the
customer can invest in various media such as, homigual
funds, stocks and exchange-traded funds, among ojitiens.

9. Deductions from the account are not tax debdlectHowever, the
customer can double up on tax-free income generabyg
opening a second account in the spouse’s hame.

10. For those on a limited budget, the best wakdep up with
contributions is to set up an automatic monthlyhadiawal plan.

SELF-ASSESSMENT EXERCISE 2
Explain the nature of Tax-Free Savings Account.
3.3 Tax-Exempted Special Savings Account

This type of account is being operated in the UhKehngdom. The Tax-
Exempted Special Savings Account (TESSA) schemeintaxiuced in
1990 and operative in 1991 in the UK which is metanbe a low-risk
complement to the personal equity plan designebetattractive to a
wider range of savers. An individual age of 18 geand above was able
to open a Tax-Exempted Special Savings Account §ASwith a
bank, building society other financial institutimom 1 January 1991 to
5 April 1999.

A specific requirement was the presentation ofapplicant's national
insurance number, facilitating identification toaion, for the purpose
of ensuring only one TESSA (tax-free) account itwvest could be
operated by the individual per year. Interest om TESSA was free
from UK income tax. The favourable tax treatmentacf ESSA lasted
for 5 years, and it was possible to invest up t®@@&9, with a maximum
investment of £3,000 invested in the first year &a@B00 in each of the
second to fifth years. Nevertheless, if the maxinwas invested in the
first four years, only £600 could be added in tifth fyear. Withdrawals
were permitted within the first 5 years: tax releds clawed back if any
of the invested capital was taken out; withdrawafisnterest did not
trigger a claw back of the tax relief.

A follow-on Tax-Exempted Special Savings Accounesrevintroduced

in 1995 to permit all of the capital, but not tlaex-free interest, from an
original TESSA to be 'rolled over' into a new TESSAther than

permitting all of the capital in the original acetuo be invested in the
first year, which could easily exceed the usuaD@G,first-year limit, a

‘follow-on' Tax-Exempted Special Savings Accountsvealbject to the
same conditions as any other TESSA.
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The Tax-Exempted Special Savings Accounts (TESSWsE replaced

from 1999 by Individual Savings Accounts (ISAs).eThinal TESSAs

matured on 5 April 2004, but the original capitalit not the tax-free
interest, could again be 'rolled over' into a netianal income tax-free
investment through the use of a Tax-Exempted Sp8amings Account

only Individual Savings Account (TOISA). The account Balwas a

form of cash Individual Savings Account which caa dpened using
either capital that was originally invested in aSHA and that has not
been withdrawn, or with funds transferred from &eotTOISA.

From 6 April 2007 there was no practical differermmween TOISAs
and cash ISAs and transfers into cash ISAs have pesmitted. On 5
April 2008, TOISAs ceased being legally distinctdamare now
completely interchangeable with cash IndividualiBgs Account.

The rules governing tax-exempt savings accountsbeasummed up as
strict but simple. By observing the inherent ruj@serning the TESSA

and the interest being earned by the fund ok#wers become entirely
tax free. This implies that by breaking the rulles tax authority would

call for its share.

Basically, most of the rule-following is normallywde by the financial
institution that operates the account. So by trymgleposit more than
the maximum allowed, the excess will be rejectedveédtheless, the
differences between the rules on Tax-Exempted &peBavings
Accounts and those governing personal equity pteesl to be properly
understood.

There are strict limits to the amount you can ihweyour TESSA. If it
is your first Account, you can deposit the sum 3f0P0 in year one and
then increase it to pounds 1,800 in each of tHeviahg four years, to a
total of pounds £9,000.

Furthermore, at the end of the five-year term yan open a follow-up

TESSA and pay in all the capital, but not the iestr from your first

account. If that is the full £9,000 you cannot makg further deposits
until the end of the second five-year term. Howeifahe total deposits
(excluding the interest) in your first Tessa coméesss than £3,000 you
can top up a second TESSA to this £3,000 levéierfitst year.

In order to allow time for financial planning, tmeles allow up to six
months between the date your first TESSA maturestha start of a
second TESSA. This allows you to roll over the £8,000. However,
you cannot touch the capital during the life of &SBA without
forfeiting the tax-free status, you can take sorehe interest but
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subject to the limit of the amount you would haeened if the account
had been an ordinary taxable type.

Assuming you have £1,000 in your TESSA and ther@sterate is 5 per
cent, you will earn £50 interest, credited to yaacount. On an ordinary
savings account, £12 of this would be taken in tlaat is, 24 per cent of
£50, thus leaving you with £38. Basically, sincestls a tax-exempt
account, no money is handed over to the Exchednstead, you can
draw the £38, retaining the £12 in the account utris five years.

SELF-ASSESSMENT EXERCISE 3
Explain briefly the nature of Tax-Exempted Savidgsount.
40 CONCLUSION

There are some specialize bank accounts that cawmpkeed and
maintained by the customers which form part of blasis of banker-
customer relationship. These specialize banks nmybe tenable in
Nigeria but they are very much in use in other ¢nes such as US and
UK. Such accounts include money market accountfree savings
account, and special tax-free savings account, lwkegjoy distinct
privileges as conferred on the customers that marthem with their
bankers.

5.0 SUMMARY

In this course of the analysis on bank accountshaxe discussed, in
this study unit, various types of specialize ac¢suvhich customers can
open and maintain with the commercial banks anttlimg societies in
US and UK. Such discussions include: Money Marketdunt; Tax-
Free Savings Account; and Special Tax-Free Savikgount. In the
next study unit, we shall discuss negotiable ims&nts: cheques,
promissory notes and bills of exchange.

6.0 TUTOR-MARKED ASSIGNMENT

Enumerate three types of special accounts thabmmess can open and
maintain with their banks.
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1.0 INTRODUCTION

In the last unit, we discussed some forms of sfizeidank accounts of
customers in which various types of such accourgeevidentified and
analyzed. In this study unit, we shall discuss nléure of negotiable
instruments. In the course of this analysis, well silao espouse on

instrument such as cheques which constitutes @ barsh of negotiable
instruments.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

. discuss the nature of negotiable instruments
o explain the nature of cheque as a form of negaiatdtruments.
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3.0 MAIN CONTENT
3.1  Nature of Negotiable Instruments
3.1.1 Meaning of Negotiable Instrument

In simple terms, a negotiable instrument is a daminguaranteeing the
payment of a specific amount of money, either omaled, or at a set
time with the payer named on the negotiable instmimThis implies

that it is a document contemplated by a contrattickv warrants the
payment of money without condition which may bedpan demand or
at a future date.

In another perspective, a negotiable instrumeist varitten instrument,
signed by the maker or drawer of the instrumenat ttontains an
unconditional promise or order to pay an exact sfirmoney (with or
without interest in a specified amount or at a gpetrate) on demand
or at an exact future time to a specific persontcoorder, or to its
bearer.

In other words, negotiable instruments are writtemders or
unconditional promises to pay a fixed sum of moaeydemand or at a
certain time. Promissory noteBills of exchange, cheques, drafts, and
certificates of deposit are all examples of nedpddiainstruments.
Negotiable instruments may be transferred from person to another,
who is known as a holder in due course. Upon teansilso called
negotiation of the instrument, the holder in duarse obtains full legal
title to the instrument. Negotiable instruments nisey transferred by
delivery or by endorsement and delivery.

Since money is promised to be paid, the instruritself can be used by
the holder in due course as a store of value. fisekument can be
transferred to a third party and it is the holdethe instrument who will
ultimately get paid by the payer on the instrum@&mn&nsfers can happen
at less than the face value of the instrument dmsl i known as
discounting, this may happen for example if thexredoubt about the
payer's ability to pay. Due to the nature of thgat@ble instrument as
store of value, most countries passed laws spalyficrelated to
negotiable instruments.

One type of negotiable instrument, called a proamssote, involves
only two parties, the maker of the note and theepayr the party to
whom the note is payable. With a promissory ndie,maker promises
to pay a certain amount to the payee. Another tgpenegotiable
instrument, called a bill of exchange, involvesethiparties. The party
who drafts the bill of exchange is known as thengna The party who is
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called on to make payment is known as the drawee,tlae party to
whom payment is to be made is known as the payeehefjue is an
example of a bill of exchange, where the individoabusiness writing
the cheque is the drawer, the bank is the drawee,tlae person or
business to whom the cheque is made out is thespaye

To be valid, a negotiable instrument must meet fequirements. First,
it must be in writing and signed by the maker avage. Second, it must
contain an unconditional promise (promissory naie)order (bill of
exchange) to pay a certain sum of moaaygl no other promise except as
authorized by the Uniform Commercial Cofl¢CC). Third, it must be
payable on demandr at a definite time. Finally, it must be payable
either to order or to bearer.

A negotiable instrument is said to be dishonoredenyhupon
presentation, payment or acceptance has been deflisequalify as a
holder in due course, an individual or businesstninave taken the
negotiable instrument before it was overdue andhaut notice that it
had been previously dishonored, if such was the.céke negotiable
instrument must also be complete and regular uisdiace; that is, all of
the necessary information must be present. Theshohtist also take the
instrument in good faith and for value. At the tihevas negotiated, the
holder in due course must have had no notice oinfrmity in the
instrument or a defect in the title of the persegatiating it.

If these conditions are met, then the holder in cugse generally holds
the instrument free from any defect of title ofgorparties involved with

the instrument. The holder in due course may eef@ayment of the
instrument for the full amount against all partiesble thereon, free

from any defenses available to prior parties antbegiselves.

Negotiable instruments may be endorsed in varioagsywand some
negotiable instruments do not require any endoraéntiea negotiable
instrument is a bearer instrument, then it may égotiated by simply
delivering it from one person to another with nal@sement required.
Such negotiable instruments typically have a blagkdorsement
consisting of a person's name only. If the negtgiahstrument is an
order instrument, then the payee must first enddrsnd deliver it
before negotiation is complete. For example, ifitteérument says, "Pay
to the order of Jane Smith," then it is an ordstrument and Jane Smith
must endorse it and then deliver it to the payeirawee.

Endorsements such as "Pay to the order of Janeh'Sam¢ known as
special endorsements and have the effect of makiagnstrument an
order instrument rather than a bearer instrumenestrRtive

endorsements ("Pay to Jane Smith only") and gadligndorsements
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("Pay without recourse to the order of Jane Smi#sd have the effect
of requiring the payee to endorse the negotiald&rument. Qualified
endorsements also affect the nature of implied avdies associated
with endorsement.

Under the UCC, an unqualified endorser who receipagment or

consideration for a negotiable instrument provideseries of implied

warranties to the transferee and any subsequethiol due course. An
unqualified endorser warranties that he or she desd title to the

instrument or represents a person with title, dmat the transfer is
otherwise rightful. The endorser also warrantiest @il signatures are
genuine or authorized, that the instrument has bexn materially

altered, that no defense of any prior party is gagdinst the endorser,
and that the endorser has no knowledge of anyvesoy proceeding
involving the payer.

Other issues concerning negotiable instruments adése covered in
Article 3 of the UCC. In the case of a forgery, tlegotiable instrument
becomes inoperative. Antedated or past-dated imstnts are not
invalid, provided the dating was not done for fraledt or illegal

purposes. Negotiable instruments that have beereriaily altered

without the permission of all parties involved ax@d. But a holder in
due course who is not party to the material ali@macan enforce
payment according to the instrument's original terilso covered in
Article 3 are interpretations of contradictionstthaay appear from time
to time in negotiable instruments.

SELF-ASSESSMENT EXERCISE |

Explain the term negotiable instrument.

3.1.2 Requirements of Negotiability of Negotiablenistruments

For an instrument to qualify as negotiable, it monget requirements
such as being: in writing; signed by the maker loe drawer; an
unconditional promise or order to pay; stated irix@d amount of
money; payable on demand or at a definite futute;dand payable to
order or to a bearer. In general terms, the nedgbtiaof an instrument
revolves around the following elements:

1. Signatures

For an instrument to be negotiable, it must be exighy the maker or

drawer. A signature may be any symbol made by thkemor drawer
with the inherent intention to serve as a signature
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2. Unconditional

This is based on promise or Order. Therefore, atige instrument
must contain an express order or promise to pay. m&re
acknowledgment of a debt is not sufficient as evideof an affirmative
undertaking on the part of the debtor to repayddiat. The exception to
this rule is a Certificate of Deposit.

Unconditional promise or order holds that a promae order is
unconditional (and, therefore, not negotiable) dtates:

(1) an express condition to payment,

(i)  that the promise or order is subject to ovgmed by another
writing, or

(i)  that the rights or obligations with respdotthe promise or order
are stated in another writing.

3. A Fixed Amount

Another requirement of negotiability is that negbte instruments must
state a fixed amount of money for payment. Fixeawm for payment
means an amount that can be determined in releditime face value of
the instrument. This requirement applies only ® phincipal amount of
money.

The instrument can reference an outside sourcetermine the rate of
interest in the case of negotiation for paymentketiue date. Payable
in money means the medium of exchange authorizextlopted by the

country of origin, which can easily be convertetiforeign currency.

4. Time for Payment

There are obvious scenarios that are consideradnhsuch as identified
and discussed below.

), Payment on Demand

An instrument is made payable on demand, “at Sigat, “upon
presentation” if it is subject to payment immedwateipon being
presented to the payer or drawee. Neverthelegbeit is no time for
payment specified, a negotiable instrument is preslito be payable on
demand.
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i) Payment at a Definite Time

An instrument is payable at a definite time iftates that it is payable
(a) on a specified date, (b) within a definite pdrf time, or (c) on a
date or at a time readily ascertainable at the tmepromise or order is
made. Such instruments are frequently referred to@e instruments.

i)  Acceleration Clause

A clause that permits a payee or other holder ofima instrument to
demand payment of the entire amount or balancewlitie interest, if a
certain event occurs, such as default in the payrokan installment
when due.

iv)  Extension Clause:

A clause in a time instrument that permits the dztenaturity to be
extended.

V) Order Instrument

A negotiable instrument that is payable “to theeordf’ an identified
person or “to” an
identifiable person “or order.”

vi) Bearer Instrument

It is a negotiable instrument payable “to bearertoo“cash,” rather than
to an identifiable payee. Bearer refers to the gemossessing a bearer
instrument. Any instrument made payable in a masneh as follows is
a bearer instrument:

(a) “Payable to the order of bearer”;

(b) “Payable to Adejo Hamid or bearer”;
(c) “Payable to bearer”;

(d) “Pay cash”; or

(e) “Pay to the order of cash.”
SELF-ASSESSMENT EXERCISE 2

What are the requirements for negotiability of negue instruments?
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3.1.3 Liability Associated with Negotiable Instrumats
There are two kinds of liability associated witlgogable instruments:
1) Signature Liability

Those who sign negotiable instruments are poténtibhble for
payment of the amount stated on the instrument.evéaknd acceptors
(drawees) that promise to pay an instrument whes firesented for
payment at a later time are primarily liable. Drasvand endorsers are
secondarily liable only if the instrument is prdgerand timely
presented, the instrument is dishonored, and timetice of dishonor is
given to the secondarily liable party.

2) Warranty Liability

Warranty liability extends to both signers and msagners. It falls into
two categories; transfer of liability, and preseatmliability.

) Transfer Of Liability

One who transfers an instrument for consideratiakes the following
warranties to all subsequent transferees and mlddro take the
instrument in good faith:

a) The transferor is entitled to enforce the unskent.

b) All signatures are authentic and authorized.

C) The instrument has not been altered.

d) The instrument is not subject to a defenselamcof any party
that can be asserted against the transferor.

e) The transferor has no knowledge of any insayegmroceedings
against the maker, the acceptor, or the drawdrepirtstrument.

i) Presentment Liability

A person who presents an instrument for paymermicoeptance makes
the following presentment warranties to any otherspn who in good
faith pays or accepts the instrument.

a. The person obtaining payment or acceptance idezhtd enforce
the instrument or is authorized to obtain paymenaaceptance
on behalf of a person who is entitled to enforce itistrument
(there are no missing or unauthorized endorsements)

b. The instrument has not been altered.

C. The person obtaining payment or acceptance hasmowl&dge
that the signature of the drawer of the instrunenihauthorized.
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The world’'s daily transactions are carried out tigio negotiable
instruments. This implies that every entreprenewusiness entity must
be familiar with the basic types of negotiable lastents, their proper
transfer, the responsibilities of the parties tahsunstruments, and
factors that may affect their value.

3.1.4 Types of Negotiable Instruments
There are four types of negotiable instruments:
1. Bank drafts

Bank draft is an instrument which falls under assiacation of
"promises to pay." Draft is an unconditional ordempay by which the
party creating the draft (th#rawer) orders another party (ttdrawes,
typically a bank, to pay money to a third partye(piayes.

Several other drafts includ®; Time Draft, a draft payable at a time
certain;ii) Sight Draft, a draft payable on presentment; apdTrade
Acceptance a draft that is drawn by a seller of goods ortgthe buyer
to pay a specified sum of money to the seller, s a specified
future time. The buyeacceptsthe draft by signing and returning it to
the seller.

2. Cheques

The cheque is also an instrument which falls uradefassification of
"promises to pay." Cheque is a draft which involeedering a drawee
bank to pay the amount written on it (face value)l payable to the
payee on demand. In other words, a Cheque is drummsnt which
compels the drawer (or thmake) to pay a fixed sum of money to
another person (theaye@ on demand or at a specified future time.

3. Promissory Notes

A promissory note is a written promise made by peerson (the maker)
to another (usually the payee) payable either anaghel or at a definite
time.

4. Certificates of Deposit

A certificate of deposit (CD) is a type of noteusd when a party
deposits money with a bank, with the bank promisiogrepay the

money, with interest, on a certain date. In otherds, a certificate of
deposit is a note by which a bank or similar finahanstitution
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acknowledges the receipt of money from a party @uatnises to repay
the money, plus interest, to the party on a cedaie.

SELF-ASSESSMENT EXERCISE 3

Mention and explain briefly various types of negbte instrument.
3.2 Cheques

3.2.1 Meaning of Cheque

In simple terms, a cheque is a form of bill of exiege that is normally
drawn on a specified bank carrying the name ofpiingee and payable
on demand. As a form of bill of exchange, a chetenonetary
instrument in writing containing an unconditionater, signed by the
drawer directing a named bank to pay a certain simoney only, to
the payee or to the order of the payee or to thedo®f the instrument.

A cheque is not invalid merely on the ground thaitsiante-dated or
post-dated, or that it bears a date of a publidlhgl A cheque not dated
at all is also valid. Any holder of the cheque ludiing the banker, may
insert a date. Nevertheless, bankers generallyrraindated cheques.
According to the decision iDalton vs Grifiths,a banker is not bound to
honour undated cheques. An ante-dated cheque isvbith bears a
date earlier than the date of issue. A banker damgfose payment of a
cheque merely on the ground that it is ante-dated.

A post-dated cheque is one which bears a date thter the date of
issue. A post-dated cheque is a negotiable insmtunden example may
make the point clear. 'A’ gives 'B' a post-datedqcie. Before the due
date 'B', gives it to 'C' in payment of a debt.t&Res the cheque in good
faith. 'A' stops payment of the cheque becausB'sffailure to fulfil his
contract. Nevertheless, 'C' acquires a good ttlthé cheque and when
the due date arrives, he can sue 'A’ for the amount

Based on above definitions, it follows that an rastent to be called a
‘cheque’ must fulfill the following conditions:

1) The instrument must be in writing. Legally speakitige writing
may be done by means of Printed characters, compute
typewriter, or by pen or pencil. But bankers gelgrdo not
honour cheques drawn in pencil, unless confirmethbydrawer.
This is because it is easy to make unauthorizedagibns when a
cheque is drawn in pencil.
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2)

3)

4)

5)

6)

7

The instrument must contain an unconditional order.

For instance, if the banker is ordered to pay @ateramount,
provided the payee fulfills certain conditions, ¢annot be
considered as a 'cheque' since the order is a toomali one.
However, if such instructions are addressed tgpthee and not
to the banker, the order to pay may be regardedaras
unconditional one.

The maker must sign the instrument. In order toabealid
‘cheque’, the instrument must contain the signaititee drawer.
In the case of an illiterate person, his/her thumpression will
be sufficient. Pencil signatures are discouragedhay banker,
although it is legally permissible. So also, sigmes impressed
on the cheque by means of rubber stamps genexliyanmitted.

The order to pay must be addressed to a bankethahdanker
must be a specified one. In other words, the insnt should not
only be drawn on a banker, but also on a 'spetifiagker.

The order must be for a 'certain sum of money oflge term
'money' implies legal tender currency. Thus, if treer is for
something other than legal tender currency, th&unsent will

not be considered a ‘cheque’. Further, the sumookeynmust be
certain. Here, it may be pointed out that the ama@lnould be
considered as a 'certain amount' even when theuehisgdrawn
in a foreign currency. Also, the amount is ceraven when it is
payable with interest at a given rate up to the adithappening
of a fixed future event.

The instrument must be payable to or to the ordeat oertain
person or to the bearer. It follows that if a chedinot payable
to the bearer, the payee must be named or othemdseated
with reasonable certainty. He may be designatatie@$older of
an office. Further, the payee need not be a hureargblt can be
a legal person, that is, a company or businesg/enti

Amount must be payable on demand.

SELF-ASSESSMENT EXERCISE 4

Mention the conditions that must be fulfilled by arstrument to be
called a cheque.
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3.2.2 Differences between a Cheque and a Bill of &xange

1) A bill of exchange may be drawn on any person, twedperson
need not necessarily be a banker. On the other, bactteque is a
bill of exchange drawn on a 'specified banker'.

2) A bill of exchange may be made payable on the gxpira
certain period after the date. But a cheque isemptessed to be
payable otherwise than on demand.

3) Acceptance is necessary in the case of a bill ohaxge. It is not
so in the case of a cheque.

4) '‘Days of Grace' are allowed in the case of timés.bBut in the
case of cheques, days of grace are not allowed.

5) Cheques may be crossed. A bill of exchange cammotdssed.

6) The payment of a cheque should be suspended omredket of
notice of death or insolvency of the drawer. Tsisot the case
with a bill of exchange.

3.2.3 Crossing of Cheques

The Negotiable Instruments Act, 1881 recognisaes&ng' of cheques.
A crossing is a direction to the paying banker thatcheque should be
paid only to a banker and if the name of the bamkenentioned in the

crossing, only to that banker. In other words, tioéder of a crossed

cheque is not entitled to cash the cheque acressatimter. This ensures
the safety of payment by means of cheques.

There are two kinds of crossing, viz., 'generalssing’ and 'special
crossing'.

1. General Crossing

Section 123 of the Negotiable Instruments Act defina general
crossing as follows:

Where a cheque bears across its face an additiaimeofvords and
company or any abbreviation thereof between twalfgrtransverse
lines, or of two parallel transverse lines simplythwor without the

words 'not negotiable' that addition shall be de®merossing and the
cheque shall be deemed to be crossed generally.
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Two parallel, transverse lines are the essentidlgia general crossing.
The words 'and company’, ‘account payee’, 'pay@esunt’, 'account
payee only', 'not negotiable’, etc., do not, indbsence of two parallel
transverse lines, constitute general crossing.

When a cheque is crossed generally, the payingevastiould not make
payment except through a banker. The addition efwords "account
payee" or "payee's account” to the crossing inesedise safety of the
cheque. Such words, however, cannot strictly beidened additions to
the crossing. The paying banker's position remprastically the same,
and they are intended to warn the collecting barikat the amount
should be collected only for the benefit of theaot of the payee.

The words "not negotiable” also do not place anyditamhal
responsibility on the paying banker. The words ihyeaet as a warning
that the transferee of such a cheque shall notapalie of acquiring a
better title to it than was possessed by his imatediransferor, and no
duty is imposed on the paying banker to enquire the title of the
holder. The "not negotiable" crossing does not midlee cheque non-
transferable. Nevertheless, the transferee doegeia better title than
that of the transferor, as was heldGmneat Western Railway Company
Vs London and County Banking Co.

2. Special Crossing

Section 124 of the negotiable Instruments Act defia 'special crossing'
as follows:

Where a cheque bears across the face an additidtheohame of a
banker with or without the words 'not negotiabllegt addition shall be
deemed to be crossing and the cheque shall be detamee crossed
specially to that banker

A special crossing warns the paying banker that ahwunt of the

cheque should be handed over only to the bank whasee is

mentioned in the crossing. It is not necessary tiwate should be two
parallel transverse lines in the case of a spectasing. The name of a
bank is sufficient to constitute a special crossiAgspecially crossed
cheque may be made more secure by the additioruasf words as

‘account payee', negotiable’ etc., the significamfcevhich is explained

in the preceding section.

SELF-ASSESSMENT EXERCISE 4

Differentiate between general crossing and spectasing of cheques.
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3.2.4 Persons Authorised to Cross or to Open Cross€heques

Section 125 of the Negotiable Instruments Act, Wwhtorresponds with
Section 77 of the Bill of Exchange Act, lays dowait

)] A cheque may be crossed generally or spedmllthe drawer.
i) Where a cheque is uncrossed, the holder magsat generally or
specially.

iii)  Where a cheque is crossed generally or sfigcthe holder may
add the words not negotiable.

Iv)  Where a cheque is crossed specially the bat«kewhom it is
crossed may again cross it specially to anothekdrarmis agent,
for collection.

V) Where an uncrossed cheque or a cheque crossedadly is sent
to the banker for collection, he may cross it spicto himself".

It should, however, be noted that in the last caseh crossing does not
enable the collecting banker to avail himself af #tatutory protection
against being sued for conversion.

The drawer alone has the right to open a crossequehby writing the
words "please pay cash" and adding his signaturg. tb should be

noted here that this method of opening a crosswmes chot have any
legal authority behind it. It is dependent on thustom of bankers. As
observed by Sheldon, if the drawer's opening agdasiure are forged,
and the forger succeeded in cashing the chequebdn&er would

undoubtedly be unable to debit his customer, analdvalso be liable to
the true owner.

3.2.5 Cheque Endorsements

An 'endorsement’ is the signature of the drawdrotder of a negotiable
instrument for the purpose of negotiation. In tewh$ection 15 of the
Negotiable Instruments Act, when the maker or holafea negotiable
instrument signs the same otherwise than as sukbrfar the purpose
of negotiation, on the back or face thereof or @li@of paper annexed
thereto, or signs it for the same purpose a stamppeér intended to be
completed as a negotiable instrument, he is saientibrse the same,
and is called the endorser. Thus an endorsementomayade either on
the face or back of the instrument or on a slipaber annexed thereto,
although it is generally made on the back of thetrument. The slip of
paper annexed to the instrument for the purposemaking the
endorsement is known as "allonge".
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1. Significance of Endorsements

When a cheque is endorsed and delivered, the exelanstransferee
gets a valid title to it. He, in turn, can negaistte cheque to anyone he
likes, provided his endorser does not restricheirendorsements.

The transferor, by his act of endorsing the cheqguarrants to his
immediate transferee or to any subsequent holdat vthen the cheque
left his hands he had a good title to it, thatdisva genuine one in every
particular at the time of his endorsement, and émgt endorsements on
it previous to his own were genuine endorsemerttasTif the cheque is
dishonoured, the holder can sue any or all of tle¥ipus parties, and
recover the amount of the cheque from any or allpiievious parties.

When, however, a cheque is endorsed back to arerearldorser, the
intermediate parties are not liable to him; techlyc known as

'negotiation back'. For instance, 'A' endorsesexjol to 'B'; 'B' to 'C’;
'C'to 'D"; 'D' to 'E' and 'E' back to 'A'. The ghe is thus 'negotiated
back' to 'A', and 'A' is now the holder of the cheglf the cheque is
dishonoured 'A' can sue 'E', 'D', 'C' or 'B'. Néhveless, he himself is
liable to "E', 'D', 'C' and 'B' as the original ergkr. Hence, if 'A' is
allowed to sue 'E', 'D', 'C' or 'B', they, in tuman sue 'A'. In order to
prevent this action, 'A" is not allowed to sue ithtermediate parties. ‘A’
can further negotiate the cheque if he cancelstidorsements of the
intermediate parties, namely 'E', 'D', 'C' and Hilis is technically

known as "taking up of a bill".

2. Kinds of Endorsements

There are different kinds of endorsements such rareements in
blank, endorsements in full, restrictive endorseisienpartial
endorsements and conditional endorsements.

) An Endorsement In Blank

It is also otherwise known as a ‘general endorsémierspecifies no
endorsee. The endorser merely attaches his signakbe cheque then
becomes payable to the bearer. When the endorsespentfies the
person to whom, or to whose order, the chequeyalpe, it becomes a
“full endorsement’, otherwise known as a 'specialoesement’. For
instance, if a cheque is payable to ‘A" or ordad ke simply puts his
signature on the back of the instrument, the ermsoent is an
“endorsement in blank' - the cheque becomes pat@lie bearer.
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1)) Endorsement In Blank

Suppose 'A' specifies the name of the endorseeBambove his
signature, then the endorsement is an 'endorseméuil’. Any holder
of a cheque with an endorsement in blank may can¥emto an
endorsement in full. Under Section 49 of the Negjoé Instruments
Act, a holder of a cheque endorsed in blank mayexnit into an
endorsement in full by writing a direction above #ndorser's signature
to pay the instrument to another person or to hidero Here, the
transferor stands to gain by the endorsement it hbkatransfers the
instrument without incurring the liabilities of @amdorser.

For instance, a cheque is originally payable toororder. 'A' endorses
the cheque in blank and delivers it to 'B'. Theqtleeis payable to the
bearer. However, if '‘B' adds the words "pay to Coater” above the
signature of 'A’, the endorsement becomes an emaerst in full. The

cheque is then payable to 'C' or order. It is irtgoadrto note here that ‘B’
is not liable on the instrument since this endoes@macts as an
endorsement in full from 'A'to 'C".

lii)  Restrictive Endorsement

A 'restrictive endorsement' is one which prohifitther negotiation of
the cheque, or which expresses that it is a met®aty to deal with the
instrument as thereby directed and not a trandfemmership thereof.
For example, if the cheque is endorsed "Pay "Xy"@r "Pay 'X' for the
account of ‘A" or "Pay 'X' or order for collectiootf "the within must be
credited to X' or "Pay 'X' for my use", it becomaes restrictive
endorsement.

A restrictive endorsement gives the endorsee thét rio receive
payment of the cheque and to sue any party thevbich his endorser
could have sued; but gives him no right to trangfesr rights toan
endorsee unless it expressly authorizes him taddVkere a restrictive
endorsement authorizes further transfer, all subs@gendorsees take
the cheque with the same rights, subject to theedemhilities as the first
endorsee under the restrictive endorsement.

iv)  Partial Endorsement
A 'partial endorsement’ is one which purports émsfer to the endorsee
only a part of the amount payable. In terms of act6 of the

Negotiable Instruments Act, a partial endorsememischot operate as a
negotiation of the instrument.
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V) Conditional Endorsement

A ‘conditional endorsement’ excludes the liabitifythe endorser. Thus,
if an endorser wants to get rid of his liability time event of the cheque
being dishonoured, he can do so by writing the wolshns
recourse’(i.e. without recourse to me) after his endorsement. Hegee
endorser excludes his liability on the instrumehug, if ‘A" endorses the
cheque with the addition of the words ‘without nase to me’,
subsequent endorsees cannot proceed against cAsenthe instrument
is dishonoured.

By the same token, in terms of Clause 2 of Se@®wf the Negotiable
Instruments Act, where such an instrument is natgdi back to 'A’, all
intermediate endorsers are liable to him. For ms#a'A" endorses a
cheque with the words 'without recourse to meBtp'B' endorses it to
'C', 'C'to '1D" and 'D' to 'E'. Here, 'A' is n@hle on the instrument to
'B', 'C', 'D' or "E'. If, however, the cheque igjotated back to 'A’, 'B',
'C', 'D' and "E' are liable to him.

A conditional endorsement may make the liability tbe endorser
dependent on the occurrence of a contingent ewgnmay make the
right of the endorser to receive payment in resmgdédhe instrument
dependent on the occurrence of such an event. Sowtlitions may
either be 'conditions precedent' or 'conditionsssghbent'. In the case of
a condition Precedent the right to recover the arthdaes not pass on to
the endorsee until the condition is fulfilled. Foestance, where a cheque
is endorsed with a condition 'pay 'A' on his margyiX', it is a condition
precedent. 'A’ gets title to the cheque only ihfaaries 'X'.

In the case of a condition subsequent, the righthef endorsee is
defeated on the fulfillment of the condition. Farstance, where a
cheque is endorsed with a conditiggay 'A' or order unless before
payment, the cheque is countermanded”, it is aitondsubsequent.

The endorsee does not get a title if, before payntee condition is

fulfilled.

When an endorser extends his own liability by dépng in the
endorsement that he waives presentment or noticdisbbnour, it is
known as a 'facultative endorsement'. When an sedatoes not want
the endorsee or any other holdeirtour any expense on his account on
the instrument, the endorsementsens frais.In this connection, an
important difference between conditional and reswe endorsement
may be noted. In the former case, the negotialolitthe instrument is
not affected. In the latter case, the negotiabitifythe instrument is
restricted.
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3.2.6 Marking of Cheques

There is a usage among bankers to mark a cheqoé'.'ddis marking
indicates that at the time of marking, the payimgmker had sufficient
funds of the drawer to meet the cheque. Here, thestopn arises
whether the paying banker, by marking a chequed’gamdertakes to
honour it when presented. It depends on whethechlegue is marked
‘good’ at the request of the drawer, or of the dmpldr of another banker.

When the drawer requests his bank to mark the ehgqad, he may do
so. The bank is then entitled to retain money tetntlee cheque, and he
is justified in dishonouring other cheques where thalance is
insufficient. In other words, the bank is justifisdregarding the cheque
as constructively paid. Once a marked cheque hastHe drawer's
possession, he is not entitled to countermandaysnent. Such a cheque
must be paid when presented notwithstanding théhdeankruptcy or
insanity of the drawer, or by the service of a gdree order.

As observed by Sheldon, the practice of markingeque is undesirable
and should be discouraged. The better course woeldo debit the
customer at once with any cheque marked 'goodisatrdguest, and
credit the amount to a suspense account, whichlgh®udebited when
the cheque is presented for payment. Or, the bankgrissue a draft on
demand against debit of the cheque to the customer.

Marking a cheque at the request of the payee atehaloes not place
any liability on the paying banker. Such a markordy means that at
the time of marking, the banker had sufficient fad meet the cheque.
When a banker marks a cheque at the fellow bankcfearance
purposes, the paying banker is undertaking an atodig to honour it. In
Goodwin vs Robertsyas held that a custom had grown among bankers
of marking cheques as 'good’ for purposes of eigaby which they
bound to one another. Thus, marking a cheque farahce purposes
entitles the paying banker to earmark the necedsagys to meet the
cheque.

According to Sir John Paget, such marking const#tua constructive
payment or appropriation to a specific person, gmounot directly
indicated by the customer. Here again, the customasr no right to
countermand payment of the cheque. Also, the mgrigmot affected
by the death, bankruptcy, or lunacy of the drawehy the service of a
garnishee order.

96



BFN 301 MODULE 1

3.3 Holder and Holder In Due Course
3.3.1 Holder of a Negotiable Instrument

In terms of Section 8 of the Negotiable Instrumeits the holder of a
promissory note, bill of exchange or cheque meayspeerson entitled
in his own name to the possession thereof anddeive or recover the
amount due thereon from the parties thereto.

Thus, the holder of a negotiable instrument is esqe who is legally
entitled to recover the amount from the partiesh& instrument and
who is in possession of the instrument. Here tltkalm Law makes a
slight departure from the English Law. Under thésBaf Exchange Act,
a holder means the payee or endorsee of a billote, rwho is in

possession of it, or the bearer thereof In termsha definition, the

holder need not necessarily be a lawful holder. ikstance, the finder
of a cheque duly endorsed as payable to bearer i®lder. But

according to the Negotiable Instruments Act, 'holtedue course' as
follows:

3.3.2 Holder in Due Course of a Negotiable Instrunre

Section 9 of the Negotiable Instruments Act defiaetholder in due
course’ as follows:

Holder in due course means any person who for deraion became
the possessor of a promissory note, bill of exceasrgcheque if payable
to bearer; or the payee or endorsee thereof iflpaya order, before the
amount mentioned in it became payable, and withawing sufficient

cause to believe that any defect existed in the d¢it the person from
whom he derived his title.

Thus, a holder in due course is a person who:

1. Is in possession of the instrument as defined ¢ti@e8;

2. Obtains possession of the instrument before mgfurit

3 Obtains possession of the instrument for valuablesicleration
(valuable consideration in the case of a negotiaidgument is
always presumed until proved to the contrary);

4. Is a holder without sufficient cause to believetthay defect
existed in the title of the person from whom heereed his title.
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Here again, the Negotiable Instruments Act diffslightly from the
Bills of Exchange Act. According to Section 29 bétBills of Exchange
Act:

A holder in due course is a holder who has takdmllacomplete and
regular on the face of it, under the following cibimehs; namely, (a) that
he became the holder of it before it was overdukvaithout notice that
it had been previously dishonoured if such wasfaleg (b) that he took
the bill in good faith and for value, and that hé ttime the bill was
negotiated to him he had no notice of any defethdntitle of the person
who negotiated it.

From the above definition, it can be see that asgemwho takes an
instrument in good faith is a holder in due courBegspective of
whether he negligently or not. In other words, file that a person has
not exercised great caution or has not been negligein sufficient to
dispute the title of the hold of a negotiable instent, provided he has
acted in good faith. Thus, according to the Nedddidnstruments Act, a
person is expected to take an instrument with reside care and
without negligence.

A holder in due course obtains absolute title, eWfehe takes the
instrument from a thief. All the previous partiesthe instrument are
liable to him. An exception to this general ruleyntee found when the
instrument bears a forged signature of the trueeswhhe transferee of
such an instrument does not get a valid title exaeghe case of an
estoppel.

3.4  Liability of the Drawer for Dishonour of Cheques

According to Negotiable Instruments Act, if a chegs returned unpaid
by a bank due to insufficiency of funds in the agdoof the drawer, or
because the amount of the cheque exceeds the amangbetween the
drawer person and the banker, then proceedingbeantiated against
negligent the drawer of the dishonoured chequavtilves a penalty of
imprisonment. In order to make the drawer liable ab®ve, proper
procedures should be followed.

Section 138 draws a presumption that one commésoffence if he

issues the cheque dishonestly. It, therefore, appt®t where the
drawer of a cheque gives notice to the holder leefoesentation of the
cheque to the bank for payment and gives 'stop pafrmstruction to

the bank and the cheque is dishonoured with theamesn'refer to

drawer' or 'instruction to stop payment' or 'ndfisient funds', then the
dishonest intentions of the drawer are establistimetdSection 138 would
be applicable.
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The above analysis also highlights the risk invdlwe accepting post-
dated cheques from debtors/ borrowers in dischafrgjeeir liabilities. It
is, however, pointed out in some quarters that gprapriate
undertaking by a debtor/borrower to the effect tmatshe will not give
any 'stop payment' instruction to the bank, thashe will not close the
bank account without prior written permission oé tlender that he/she
will not issue any notice to the lender requestagtponement of the
presentation of the cheque for payment, giving aqualified right to
the holder in due course of the cheque to takd kEgan under Section
138 of the Negotiable Instruments Act in the evainthe dishonour of
the cheque, will be proper safeguard while accgptimstdated cheques.

Such an undertaking will, in all probability, acd an effective check
against the debtor/borrower giving any notice for the Postponement of
the presentation of the cheque for payment. Thisesause the debtor/
borrower cannot accept the benefit of an instruraedtat the same time
reject any conditions attached to it. This is B# more important since
there is a likelihood for misinterpretation of tabove judgment to suit
the requirements of unscrupulous debtors/borrowdrs endeavour to
delay their liabilities.

4.0 CONCLUSION

From our discussion in this unit, we have statedt th negotiable

instrument refers to a written document guaranteéie payment of a
specific amount of money, either on demand, or as¢tatime with the

payer named on the negotiable instrument. Therefoobheque is one of
such instruments that is amenable for baking ticitses. There are
mainly two types of cheques such as open chequesrassed cheques
with several variations. Customers of banks anck®dahemselves are
bound by some regulations regarding the use arepgaece of cheques.
Therefore, bankers in particular are to be diligariten dealing in

customers’ cheques in the normal course of bankirsgness.

5.0 SUMMARY

In this study unit, we have discussed negotiald&guments and cheques
while the analyses borders on: nature of negotiabEruments;
meaning of negotiable instrument; requirements egatiability of
negotiable instruments; meaning of cheque; diffeeenbetween a
cheque and a bill of exchange; crossing of chequesons authorised
to cross or to open crossed cheques; cheque endarse marking of
cheques; holder and holder in due course; holder afiegotiable
instrument; holder in due course of a negotiabdtrinrment; and liability
of the drawer for dishonour of cheques.
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In the next study unit, we shall discuss negotiatd#ruments: cheques,
promissory notes and bills of exchange.

6.0 TUTOR-MARKED ASSIGNEMENT

1. What is a negotiable instrument?
2. Give reasons why cheques are regarded as abklgoinstrument.

7.0 REFERENCES/FURTHER READING
Dlabay, Les R.; Burrow, James L. & Brad, Brad (200@tro to

Business Mason, Ohio South-WesternCengage Learning
p. 482.1SBN 978-0-538-44561-0

Fraser, D. R., Gup, B. E. & Kolari, J.W. (1995).Moercial Banking:
The Management of RiskNew York: Western Publishing
Company

Money Market Account as retrieved from
http://www.investopedia.com/terms/m/moneymarketaot@sp

Shekhar, K. C. & Shekhar, L. (200Banking Theory and Practic€7th
ed.). New Delhi: Vikas Publishing House PVT Limited
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1.0 INTRODUCTION

In the preceding unit, we discussed some forms egotiable
instruments and in the process, we did analyzen#itere of negotiable
instruments and cheques. There are other promigpaes of negotiable
instruments such as bills of exchange and promyssotes. In the
course of the analysis in this unit, we shall esgoon instruments such
as promissory notes and bills of exchange.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o discuss the nature of promissory notes
J explain the nature of bills of exchange.
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3.0 MAIN CONTENT
3.1  Promissory Notes
3.1.1 Definition of a Promissory Note

Section 4 of the Negotiable Instruments Act defiaépromissory note'
thus:

A promissory note is an instrument in writing (fb@ing a Banknote or
currency note) containing an unconditional undenigksigned by the
maker; to pay a certain sum of money only to ahtorder of a certain
person, or to the order of the instrument.

Thus, just like the case of a bill of exchanger@mpssory note must be
in writing and must be unconditional. Further, ampissory note must
be signed by the maker. It must be for a certainwarhof money only.

It must be payable to or to the order of a cenparson.

Section 5 of the Negotiable Instruments Act furteepouses further on
the instrument thus:

A promise to pay is not conditional within the meanof this Section

and Section 4, by reason of the time for paymernthefamount or any
installment thereof being expressed to be on theclaf a certain period
after the occurrence of a specified event whichgoating to the

expectation of mankind is certain to happen, algfothe time of its

happening may be uncertain.

Furthermore, the sum payable may be certain witienrmeaning of this
Section and Section 4, although it includes fuinterest or is payable
at an indicated rate of exchange, or is accordmghe course of
exchange, and although the instrument provides tmatdefault of
payment of an installment the balance unpaid &fedbme due.
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3.1.2 Kinds of Promissory Notes

1. Promissory Note Payable on Demand
L i ]

LAGOS,

STAMP 23rd May 2014

] N250,000.00 B
On demand, I promise to pay Mr Adewale Koleosho or order the sum of Two
hundred and Fifty Thousand Naira, value received

e (8d)

L

2. Promissory Note Payable after Date with Interest

LAGOS,
STAMP 23rd May 2014

N250.,000.00

One month after date I promise to pay Mr 'B' or order the sum of Two hundred and
Fifty Thousand Naira with interest at the rate of twenty five per cent per annum until
payment.

o ASd)

SELF-ASSESSMENT EXERCISE 1
Explain the term Promissory Note and identify kspliarities.
3.1.3 Legal Considerations

1. The words "whenever you demand" do not make the
undertaking a conditional one

Such words do not make the obligation of the exadutof the

instrument conditional upon the actual demand bemape by the
person in whose favour the instrument is execulld. obligation arises
as soon as the instrument is executed and thosdsware inserted
merely in recognition of this obligation with a weo emphasizing that
the amount should be payable immediately or fortinwihe implication

these words is the same as "l promise to pay yodeomand" and if the
latter words do not have the effect of restrictiegjotiability, the former
cannot have that effect.

Section 4 of Negotiable Instruments Act does ngttkat the name of

the payee must be specified in the words of thenm® nor does it say
that the payee must be specified in any partiqudatt of the instrument.
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Nevertheless, the name of the payee might be seiroany part of the
instrument, and as long as it appears clearly ennstrument taken as a
whole that the instrument specified the payee wt#ihtainty, and the
other ingredients of the definition were satisfigdnust be held to be a
promissory note.

Section 4 of Negotiable Instruments Act providest:th

A document which is only a receipt enumeratingtédrens on
which the amount is to be refunded must be distsigad from a
document which is a promissory note. At the same ti

an acknowledgment of receipt of the amount will not
exclude the document from the category of a pramnyssote.

According to Section 4 of the Negotiable Instrunseftt, the essential
ingredients of a promissory note are:

() that the promise to pay must be unconditional;

(i)  that the note must be in writing and signed byrttadker;

(i)  that the promise to pay must be for a certain simaney; and

(iv) that the promise to pay must be to or to the oadea certain
person or to the bearer of the instrument.

Furthermore, the above Section also shows thatkmosvledgment of
receipt of amount which is specified on the ProomgdNote does not
take away the document from the category of a p@sony note. It is
instructive to note that where a promissory noteexecuted by the
managing partner of a firm, the other partnersadge liable thereunder
as makers.

For instance, if a promissory note is executed emalf of a firm by its
managing partner in renewal of prior promise ondtrength of the fact
that the promisee endorses the same, for consmerat favour of the
endorsee. If the endorsee files a suit againsetig®rser, the managing
partner as well as all the other partners of tha fare liable for any
breach. In view of Sections 5,18,19 and 22 of thgrfership Act, every
partner was liable jointly with all other partneesyd also severally, for
all acts of the firm done while a partner. Henagcsithe document is
executed by the managing partner, and since thdesarawn were
utilized for the purpose of the firm, every partieeliable.

According to Section 16(2) of the Negotiable Instants Act, the
endorsee would stand on the same footing as theepsand under
Section 50 of the Act, the endorsement of a neblatianstrument
followed by delivery would transfer the propertyetain to the endorsee
with the right to further negotiation. Neverthelebe endorsement may
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by express words, restrict or exclude such righthay merely constitute
the endorsee an agent to endorse the instrumerdgcéive its contents
for the endorser or for some other specified persamce there is no
such restriction, the endorsee is entitled to ptaia from the partners
of the firm for the amount due from those liabledenthe promissory
note as makers.

2. A person who is not a holder of a promissory netis not entitled
to sue for the amount due thereon

According to Section 78 of the Negotiable Instrutsehct, payment of

the amount due on a promissory note, in ordergohdirge the maker or
acceptor, must be made to the holder of the ingninThe Act defines

a "holder" to mean a person entitled in his own @amthe possession
thereof and to receive or recover the amount deeetin from the

parties thereto.

3. The liability on a promissory note is not affecd by the body of
the promissory note and the signature of the execamt being in
different ink

This implies that it is immaterial if the body dfet promissory note and
the signature of the executant are in different ink

4. The assignor of a promissory note has a duty tmdemnify the
maker who is put to loss on account of the fraudulg act of the
former

In the case of whether the assignor has a dutydennnify the maker of
a promissory note, if an allegation has been irctvinendered the claim
based on the same unenforceable. The status isf tthet maker of a
promissory note is made liable, he cannot procemihat the endorser
as if the latter was a surety as the liability unithe note is always and
ultimately that of the maker.

And where the endorser negotiates a promissory footthe full value
without giving credit to any payment that he miglatve received from
the maker which is endorsed on the note, the where the payee
or the endorser fraudulently negotiates the natéhie full value.

Therefore, the holder in due course in such anteseamot be prevented
from collecting the money due on the promissoryeratcording to its
tenor and that, If the maker is put to loss on antof the fraudulent act
of the payee or endorser his remedy would be omlyhe nature of
damages and not amounting to an equitable clairmagmnity The
maker who is in the position of principal debtott having any right of
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indemnity against the original payee or endorseuld/inot have any
right to proceed against the latter.

5. Negligence of the maker of a promissory note anthe loss
suffered by the endorsee

The above implies that where the maker of a prasmyssote fails to get
partial discharge of the principal amount endorsadthe promissory
note, and where and endorsee has no knowledge dbeupartial
discharge, the maker will become liable to pay ¢hdorsee the entire
amount under the same. Although the maker may dpkeopriate steps
for refund of the said amount from the original @ayhe will have to
suffer for the consequential losses against thersed.

6. Any alteration of a promissory note by the promsee inserting the
rate of interest would amount to material alteratian vitiating the
instrument

Even though the law provides that Where a promyssate does not
express the rate of interest payable thereon,esixgnt interest shall be
payable under Section 80 of the Negotiable InstnimeAct, any
alteration on the instrument would amount to matealteration,
vitiating the instrument.

Section 20 of the Negotiable Instruments Act alldesfilling up the
endorse as regards the rate of interest. Accortin§ection 20 of the
Act, where one person signs and delivers to anpghpaper stamped in
accordance with the law relating to negotiablerursents either wholly
blank or having written thereon an incomplete wnstent, he thereby
givesprima facieauthority to the holder thereof to make or complage
the case may be, not exceeding the amount covgrtdtelstamp.

Nevertheless, Section 80 of the Act provides thaene no rate of
interest is mentioned, six per cent would be deetoebe the rate of
interest payable, and therefore, a endorsee, wdictmot mention the
rate of interest payable thereon, could not be &aibe an incomplete
instrument and consequently, a promisee had noatytho fill up the

instrument with regard to the rate of interesth# did so, it would
amount to material alteration.

7. Negotiable instruments must come into existencenly for the
purpose of recording an agreement to pay money andothing
more, though, of course, they may state the considgion

A document is not a promissory note if the lastesece of the document
promised the performance of an act in addition te payment of
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money. Negotiable instruments must come into excgeonly for the
purpose of recording an agreement to pay moneynatiing more,
though, of course, they may state the consideration

More often than not bankers often grant creditltses on the basis of
documents which contain a promise to pay moneytated dates. Some
of these documents are lengthy, and the banketchassure that they
do not contain any provision which may take therhajuhe category of
promissory notes, as otherwise the banker may tivad he will be
unable to enforce rights against the concernedgsart

SELF-ASSESSMENT EXERCISE 2

Enumerate some legal considerations in relationthe use of
Promissory Note.

3.2 Bills Of Exchange
3.2.1 Definition of Bills of Exchange

A bill of exchange or "draft" is a written order lige drawer to the
drawee to pay money to the payee. A common tydallodf exchange

is the cheque, which we have discussed in the gimegestudy unit,

defined as a bill of exchange drawn on a bankermpaydble on demand.
Bills of exchange are used primarily in internatibrirade, and are
written orders by one person to his bank to paybeeer a specific sum
on a specific date. Prior to the advent of papetrecwey, bills of

exchange were a common means of exchange. Thegoarased as
often in the modern business transactions.

According to the Bill of Exchange of 1933, a bilf exchange is
essentially an order made by one person to anéthpay money to a
third person. A bill of exchange requires in itsaption three parties—
the drawer, the drawee, and the payee. The perBordvaws the bill is
called the drawer. He gives the order to pay madoethe third party.
The party upon whom the bill is drawn is called thawee. He is the
person to whom the bill is addressed and who i®redl to pay. He
becomes an acceptor when he indicates his willisge pay the bill.
The party in whose favour the bill is drawn or eypble is called the
payee.

The parties to a bill of exchange need not all iséirctt persons. Thus,
the drawer may draw on himself payable to his owtten A bill of
exchange may be endorsed by the payee in favoartiufd party, who
may in turn endorse it to a fourth, and so on imiefly. The "holder in
due course" may claim the amount of the bill againe drawee and all
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previous endorsers, regardless of any countercldhms may have
disabled the previous payee or endorser from dsmgrhis is what is
meant by saying that a bill is negotiable. In sarases a bill is marked
"not negotiable" such as in crossing of chequesrédfore, it can still be
transferred to a third party, but the third paran dave no better right
than the transferor.

The Bills of Exchange Act defines bill of exchanged some other
negotiable instruments as follows:

1. The Act defines &ill of exchangeas: “an unconditional order in
writing, addressed by one person to another, sigpyetie person
giving it, requiring the person to whom it is adsked to pay on
demand, or at a fixed or determinable future timsum certain
in money to or to the order of a specified persorp bearer.”

2. The Act defines a&heque as: “a bill of exchange drawn on a
banker payable on demand.”

3. The Act defines apromissory note as: “an unconditional
promise in writing made by one person to anothgnesl by the
maker, engaging to pay on demand, or at a fixedeterminable
future time, a sum certain in money to or to theeorof a
specified person or to bearer.”

SELF-ASSESSMENT EXERCISE 3

Explain the term bill of exchange.

3.2.1 Negotiation and Endorsement of Bill of Exchage

Persons other than the original obligor and obliceae become parties to
a negotiable instrument. The most common mannehioh this is done
is by placing one's signature on the instrumenthéfperson who signs
does so with the intention of obtaining paymentttsd instrument or
acquiring or transferring rights to the instrumeahg signature is called
an endorsement.

There are five types of endorsements, which are tioreed and
explained as follows:

) Special Endorsement
An endorsement which purports to transfer the umsént to a specified

person is aspecial endorsement for example, "Pay to the order of
Nnamani."
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i) Endorsement in Blank

An endorsement by the payee or holder which dod¢scaontain any
additional notation (thus purporting to make thstimment payable to
bearer) is aendorsement in blandr blank endorsement

iii) Restrictive Endorsement

An endorsement which purports to require that thel$ be applied in a
certain manner (for example, "for deposit only'gr'tollection”) is a
restrictive endorsemenand,

iv) Qualified Endorsement

An endorsement purporting to disclaim retroactisadility is called a
qgualified endorsemenfthrough the inscription of the words "without
recourse” as part of the endorsement on the insmtior in allonge to
the instrument).

v) An endorsement purporting to add terms and cantitis called a
conditional endorsementfor example, "Pay to the order of
Ademulegun, if he clears my farmland on “May"3®014".

If a note or draft is negotiated to a person whguaes the instrument in
good faith; for value; and without notice of anyfetees to payment, the
transferee is a holder in due course and can enftite instrument

without being subject to defences which the maldethe instrument

would be able to assert against the original pageegpt for certain real
defences.

Such real defences include the following:

(1) forgery of the instrument;

(2) fraud as to the nature of the instrument besigged;

(3) alteration of the instrument;

(4) incapacity of the signer to contract;

(5) infancy of the signer;

(6) duress;

(7)  discharge in bankruptcy; and

(8) the running of a statute of limitations asthe validity of the
instrument.

The holder-in-due-course rule is a rebuttable prgsion that makes the
free transfer of negotiable instruments feasibléhaa modern economy.
A person or entity purchasing an instrument in dheinary course of
business can reasonably expect that it will be péien presented to,
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and not subject to dishonor by, the maker, withouolving itself in a
dispute between the maker and the person to whemnm#trument was
first issued. This can be contrasted to the legglis and obligations
accruing to mere holders.

SELF-ASSESSMENT EXERCISE 4

Enumerate and explain the various types of end@sein respect of
Bill of Exchange.

4.0 CONCLUSION

From our discussion in this unit, you have apptedathe fact that
promissory note and bill of exchange share the saatare with all

other negotiable instruments. Promissory Note just the Bill of

Exchange involves a written order by one persohigdbank to pay the
bearer a specific sum on a specific date. Theyhbath contractual
obligations and therefore, re governed by some |legées and
regulations, which must be taken into consideratidenever bankers
are dealing with them.

5.0 SUMMARY

In this course of analysis in this study unit, wevér discussed other
negotiable instruments such as Promissory NoteBahdf Exchange in
terms of: definition of a promissory note; kinds mfomissory notes;
legal considerations; bills of exchange; definitiminbills of exchange;
and negotiation and endorsement of bill of exchamhgehe next study
unit, we shall discuss duties of paying bankersaoti@cting bankers.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Define Bill of Exchange and Promissory Note.
2. Differentiate between Promissory Note and &ilExchange.

7.0 REFERENCES AND MATERIALS FOR FURTHER
READING

Dlabay, Les R.; Burrow, James L. & Brad, Brad (200@tro to
Business Mason, Ohio South-WesternCengage Learning
p. 482.1ISBN 978-0-538-44561-0

Fraser, D. R., Gup, B. E. & Kolari, J.W. (1998 ommercial Banking:
The Management of RiskiNew York: Western Publishing
Company.
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1.0 INTRODUCTION

In the preceding unit, we discussed negotiableruns¢nts such as
promissory notes and bills of Exchange. In thisdgtwnit, we shall
discuss the responsibilities of both paying andecthg bankers in
negotiable instruments like cheques, bank drafismssory notes and
bills of Exchange in the normal course of the bagloperations.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o discuss the nature of negotiable instruments
o explain the nature of cheque as a form of negaiatdtruments.
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3.0 MAIN CONTENT
3.1 Negotiable Instruments

In this subsection of the unit, we have to revise iealm of negotiable
instruments. On the basis of section 13 of the tiggle instrument Act.
1881, “A negotiable instrument means a promissoofe,n bill of
exchange or cheque payable either to order or &webg which also
involves a Banker’s draft. Such negotiable instroteeas discussed in
earlier study unit include the following:

1. Promissory Note

A promissory note is an instrument in writing contag an
unconditional under taking signed by the makerag pn demand or at
a fixed or determinable future time a certain sdrmoney only to, or to
the order of a certain person, or to the bear¢heinstrument.

2. Bill of Exchange

A Dbill of exchange is an instrument in writing caiming
an unconditional order signed by the maker dirgcéircertain person to
pay on demand or at a fixed or determinable futinne a certain sum of
money only to or the order of a certain personcothe bearer of the
instrument.

3. Cheque

A cheque is an unconditional order of the drawewiiting bearing a
date, to the Banker maintaining his account to paydemand, to a
named person, his order or bearer, a certain spgcum of money,
expressed in both figures and words.

4. Bank Draft

A bank draft is an unconditional order to pay byiahithe party creating
the draft, that is thelrawer, orders another party, that is tdeawee
typically a bank, to pay money to a third partyattts thepayee

5. Quasi Negotiable instruments There are some instruments
which are Quasi Negotiable instruments in naturkesg are
instruments which are in practice, treated negtaidédr certain
events only and are so regarded by usage and cuStome of
these are documents of title of goods and propehye others
are documents of value. Such as, bill of ladingwey receipts,
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stock and share -certificates, debentures, divideradrants,
interest coupons and treasury bills.

SELF-ASSESSMENT EXERCISE 1
Enumerate and explain various types of negotiatgguments.
3.2  Paying Banker

The paying banker is one who undertakes to payowaritypes of
instruments representing money on behalf of higotner or his own
behalf from the drawers of such instruments, sorhewbich are
negotiable instruments as provided for in the nagtd instruments Act
1881 while some other ones are quasi negotiablriments.

3.2.1 Paying Bankers’ Duties and Responsibilities

A banker on whom the cheque is drawn should payliegue, when it
is presented for payment. It is his obligation taken payment for his
customers on the strength of cheques presentéxa toaink to the extent
of the fund available and the existence of no Iégalfor payment. The
paying banker should use reasonable care and mtkgén paying a
cheque so as to abstain from any action likelyamage his customers
credit reputation.

At the time of making payment for the customerg biankers should
observe the following very carefully:

I Verification of signature of the drawer.

. Verification of the genuineness of the instrument.
lii. Payment not stopped by the account holder.

\2 Holders title on the cheque is valid.

V. Account is not dormant one.

Vi. Account holder is not bankrupt, deceased and insane

vii.  Account is not under subject of liquidation process

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

IX. Properly endorsed.

X. Cheque is not drawn beyond limit fixed by the dravserespect
of amount.

Xi. Instrument being presented is crossed.

xii.  Instrument is not state or postdated.

xiii. ~ No material alteration is made.

xiv.  Sufficient balance in the account.
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SELF-ASSESSMENT EXERCISE 2
Enumerate the considerations for making paymentsédéypanks.
3.2.2 Important Considerations for Payment of Cheqas

There are important considerations to be observadewhonouring
customer's cheques up to the amount of credit balanhis account, or
up to the limit of any agreed overdraft. Such cdesations include the
following:

1. The cheque must be in the proper form

It must satisfy the conditions specified in the Negple Instruments
Act such as:

i) Section 8 A cheque is a bill of exchange drawn on a spedibanker
and not expressed to be payable otherwise thareimamid.

i) Section 5 A bill of exchange is an instrument in writingrtaining
an unconditional order, signed by the maker, dingct
certain person to pay a certain sum of money dolypyr to
the order of, a certain person or to the bearerthef
instrument.

A promise or order to pay is not conditional withite meaning of this
Section and Section 4, by reason of the time fgnm@nt of the amount,
or any installment thereof, being expressed todyabple on the lapse of
a certain period or after the occurrence of a $igelcevent.

The sum payable may be certain within the meanfrtgis Section and
Section 4, although it includes future interest isrpayable at an
indicated rate of exchange, and the instrumentigesvthat, on default
of payment of an installment, the balance unpaall ffiecome due.

2. Drawer's signature must correspond with the spgmen
signature

The signature of the drawer on the cheque musespond with the
specimen signature obtained by the banker at the of opening the
account. The question of negligence on the path@®ttustomer, such as
leaving the cheque book carelessly, would affordiefence to the bank
where the signature — or where two persons areanéud to operate on
the account, either the signatures or one of tipgasures to the cheque
iS not genuine.
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3. The cheque must not be either stale or postdated

A stale cheque is one which has been in circulatmrer an

unreasonably long period. The custom of bankethigirespect varies.
Generally a cheque is considered as stale wheasiblen in circulation
for more than six months and bankers return sudguwés for the
drawer's confirmation. A postdated cheque is on&chvibears a date
later than the one on which the cheque is actulafiyvn.

A banker should not pay a postdated cheque betois due for
payment. As posited by Sir John Paget, a bankerpays a postdated
cheque before the ostensible date stands a veny gh@mce of being
able to debit his customer with it in any conceleatircumstances if the
customer chooses to object to be debited. It isetmoted that a banker
honouring a postdated cheque will lose his stayutprotection.
Relatedly, Sheldon has pointed out the followingg#as in honouring a
postdated cheque:

(a) If a person finds a postdated cheque and is abggetaot cashed
by the drawee banker before the date written orclie®gue, the
banker will be liable to the drawer for the amount.

(b) If a banker pays a postdated cheque, and dishonothesr
cheques, which would otherwise have been paid,ilh&evliable
to his customer for damage to his credit.

(c) If a banker holds a postdated cheque pending tinabof the
due date, the customer may fail in the meantimel #e banker
cannot debit his customer's account with a posidakteque on
arrival of its due date if the customer stops paynué it before
such date.

4. The amount should be expressed in words, or words and
figures which shouldagree

Bankers generally pay cheques bearing the amouwbonds only, but
return cheques bearing the amount in figures ongrked ‘amount
required in words'. When the amount in words d&féom that in
figures, a banker is justified in returning it madk'words and figures
differ'.

However, Section 18 of the Negotiable Instruments provides that

where there is a difference between the amounbimisvand the amount
in figures, the amount in words is the amount p&yab
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5. The banker should be careful when mutilated clyes are
presented for payment

A cheque is mutilated when it has been cut or tornyhen a part of it is
missing. Mutilation may be accidental or intentibn@vhen it is

accidental, the banker should get the drawer'sircoafion before

honouring it. In the latter case, the banker shawflise payment.
Otherwise, the drawer can refuse to be debited wiith a cheque.
Hence the banker should return such a cheque mankétated cheque
or mutilation requires confirmation.

6. Material alterations must be confirmed by the dawer

An alteration which in any way alters materially substantially the
operation of the instrument and the liabilities tbé parties thereto,
irrespective of whether or not the change is piiejabto the payee, is
material. This includes alteration of the date, ¢hessing, the place of
payment, the amount and the name of the payee.

In terms of Section 87 of the Negotiable Instruraehtt:

Any material alteration to a negotiable instrumeamtders the same void
as against anyone who is a party thereto at the tihmaking such

alteration, and does not consent thereto, unlessist made in order to
curly out the common intention of the original pest and any such
alteration, if made by an endorsee, dischargesehdorser from all

liability to him in respect of the consideratiorethof.

Hence, this implies that material alterations maleheque void. Hence
a banker honouring a cheque with material altematis not allowed to

debit his customer's account or else, he shouldersake that material
alterations are confirmed by the drawer. In casectieque is signed by
more than one person, material alterations shoelddmfirmed by the

signature of all the persons.

When either party to a joint account has authddtgign cheques alone,
the signature of one is sufficient; and that neetlmecessarily be the
one who originally signed the cheque. In case apa@te bodies,

alterations should be confirmed not only by ther8&cy but by all the

signatories, unless the Secretary alone has themptmarssue and sign
cheques for the company.

The drawer may convert an order cheque into a beareque by
substituting the word 'bearer' for order. Howewanly the drawer has
such a power and any such alteration should berooed by him. In the
case of a bearer cheque, any holder may alter &nt@rder cheque.
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Here, the drawer's confirmation is not necessary.

Alteration of the name of the branch at which theque is payable, the
opening of crossing, deletion of the words 'notatiadple’, alteration of
the amount payable, the date of payment, etc. dhoellconfirmed the
drawer’s signature. To be on the safe side,atlig@sable for the paying
banker to make sure that all alterations are cowftr by the full
signature of the drawer.

A paying banker honouring cheque which has beeremadly altered,

without the drawer's confirmation, cannot debit tirawer's amount.
However, this general rule is subject to one imgariqualification. A

banker is justified in honouring a cheque that earnon-apparent
alteration.

7. The cheque must be properly endorsed

In the case of a bearer cheque, endorsement iggalty necessary. In
the case of an order cheque, endorsement is negel8saorder cheque
may be made payable to the bearer by an endorsemielaink. Further,
a cheque originally expressed to be payable toebedways remains a
bearer cheque. This is expressly laid down in thegotiable
Instruments Act. Under Section 85 of thet:

Where a cheque is originally expressed to be pay&blbearer the
drawee is discharged by payment in due course dobdarer thereof
notwithstanding any endorsement whether in fuliroblank that any
such endorsement purports to restrict or excludédu negotiation.

Before honouring a cheque, the paying banker shgekl that the
endorsements on the cheque are regular. Certaerajaunles regarding
endorsements have been discussed in a precedidg shit. Let us
recap the rules as follows:

) The endorsement must literally follow the spellwigthe payee's
or endorsee's name as used by the drawer or endorse
irrespective of whether or not it is wrongly spelt.

i) According to Sir John Paget, the paying bankerusdified in
returning the cheque marked ‘endorsement illegibde’
‘endorsement requires confirmation that the orleateracters
represent the equivalent of the name of the pensbose
endorsement is necessary'. The certified translatioa notary
public may be accepted.
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i) A banker is justified in returning cheques beaamgendorsement
that includes a courtesy title. In other words, emtorsement
should be in the form of ordinary signature of thayee or
endorsee. Also, complimentary prefixes, suffixesd aother
courtesy titles do not form art of endorsements.chSu
endorsements are considered regular in certainticesin

iv)  In the case of fictitious payees, no endorsemerggsired. Such
cheques are generally considered to be bearer ebedtor
instance, when the payee is named 'Father Christnmas
endorsement is required.

8. The paying banker must not pay a cheque in a maer
inconsistent with the directions contained in the ssing

Where a cheque is crossed generally, the bankevham it is drawn
shall pot pay it otherwise than to a banker. Whkeecheque is crossed
specially, payment shall be made only to the bartkewhom it is
crossed, or his agent for collection. The additminthe words 'not
negotiable’, 'account payee' etc. does not mdieatiect the position of
the paying banker.

SEL-ASSESSMENT EXERCISE 3
Enumerate the important considerations for payroéoheques.

3.2.3 Circumstances under Which a Banker Is Jusid#d in
Refusing Payment of a Cheque Drawn On Him

A banker's obligation to honour his customer's desgs terminated on
the occurrence of any one of the following events:

At the instance of a notice from the customer topspayment
(countermanding payment):

a) The banker should obtain instructions in writinghcerning the
drawer stopping the payment of a cheque. Suchutgins
should contain the number, the date, the amounttadame of
the payee of the cheque, and should be signedebgréwer. The
payment of a cheque can be countermanded by ocihe ceveral
partners, trustees or executors. So also, whenuelegre to be
signed by any of the two directors of a joint st@dtmpany, its
payment can be stopped by any director.

b) When a banker honours a cheque, the payment ohwiais been
stopped by the drawer through written instructioing banker
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d)

)
i)
)

V)

v)

Vi)
vii)

viii)

will have to bear any loss arising therefrom.

A banker should not stop payment of a cheque iyinglon
instructions by telephone or telegram. At bestptag return the
cheque marked ‘payment countermanded by telegiaptiene;
payment postponedpending confirmation, presentagain'.
Meanwhile, the banker should try to obtain the dnésvwritten
confirmation.

The paying banker owes no duty to a holder of agqobe
concerning stop payment instructions from him. Aghs he
should not rely on the instructions from a holdwttthe cheque
has been lost should request the holder to obtaiittew
instructions from the drawer. If the cheque presénin the
meanwhile, he may return cheque as in the case of
countermanding payment by telegram. However, haildhbe
careful to ensure that he does not damage custrmsztit
reputation.

If the holder of an order cheque, having lost itforms the
banker that he has not endorsed it, payment shosldefused
because the presentee must be claiming throughedorg
endorsement. If the banker pays such a cheque,alyebm held
liable for notactingin good faith and for negligence.

Payment of cheques may be stopped by the bankiee aistance
of the following:

Notice of the customer's death.

Notice of the customer's insanity

Notice of the customer's bankruptcy

Knowledge of any defect in the title of therpen presenting the
cheque.

Notice of an assignment by the customer ofdhailable credit
balance (on  the receipt of such a notice, thstorner's credit
balance ceases to belong to him).

Notice of a garnishee order

In the case of trust accounts, knowledge tha customer
contemplates breach of trust.

In addition, a holder is not entitled to e¢e money unless the
cheque is presented at the branch during busirass lat which
the customer's account is kept.

SELF-ASSESSMENT EXERCISE 4

Enumerate the circumstances under which a bankgusisfied in
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refusing payment of a cheque drawn on him.
3.2.4 Protection Given to a Paying Banker
1. Crossed Cheques

Under Section 128 of the Negotiable Instruments, Axbtection is
given to a paying banker in the case of paymegta$sed cheques. The
Section runs as follows:

Where the banker on whom a crossed cheque hashmghme in due
course, the banker paying the cheque, and in ca$echeque has come
into the hands of the payee, the drawee theredf stepectively be
entitled to the same rights, and be placed in #mesposition as they
would respectively be entitled to and placed ath& amount of the
cheque had been paid to and received by the troertereof.

This implies that protection is given to a payir@nker in the case of
crossed cheques, if he has paid in due course.

2. Uncrossed Cheques

Section 85 of the Negotiable Instruments Act exseprbtection to the
paying banker in the case of uncrossed chequese lt®, he is
discharged by payment in due course. The Sectios as:

) Where a cheque payable to order purports termorsed by or
on behalf of the payee, the drawee is dischargeddyynent in
due course.

i) Where a cheque is originally expressed to bgaple to bearer;
the drawee is discharged by payment in due coorsieet bearer
thereof notwithstandingny endorsement whether in full or in
blank appearing thereon, and notwithstanding that auch
endorsement purports to restrict or exclude furtiegotiation.

3. Demand Drafts

The Act protects a paying bank in the case of dehdmafts also. In
terms of the Act:

Where any draft, that is, an order to pay monewdray one office af a
bank upon another office of the same bank for a siimoney payable
to order on demand purports to be endorsed by debalf of the payee,
the bank is discharged by payment in due course.
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3.2.5 Payment In Due Course

The paying banker can claim protection only on paymn due course
of a cheque or draft. Therefore, let us examimentieaning of the term
‘payment in due course'.

In terms of Section 10 of the Negotiation Instrumsefct:

Payment in due course means payment in accordaitttehg apparent
tenor of the instrument, in good faith and witha@gligence to any
person in possession thereof under circumstancehwlo not afford a
reasonable ground for believing that he is not tiedti to receive
payment of the amount therein mentioned.

Thus, in order to constitute 'payment in due cdutke paying banker
must see that the following conditions are fulfille

a) Payment must be in accordance with the apparentenor of
the Instrument

In other words, payment must be in accordance thghintention of the
parties as it appears on the face of the instrunf@mtinstance, when the
paying banker disregards the crossing and paysaasiss the counter,
the payment cannot be considered '‘payment in dueseo Here the
banker disregards the intention of the drawer by wé& crossing
appearing on the face of the instrument. Again, reteebanker pays a
postdated cheque before the ostensible date d,iffs& payment cannot
be considered a 'payment in due course'. Here dlgaipaying banker
disregards the intention appearing on the facaefristrument.

b) Payment must be in good faith and without neglience

The banker's negligence may be found in the caspagient of a
cheque bearing a forged signature of the draweighwtlearly differs

from the specimen signature supplied to him. Evéemwthe signature
of the drawer is cleverly forged and if it is siarilto the specimen
signature supplied to the paying banker in evespeet, it depends on
the circumstances of that particular case to caleclgategorically
whether he is liable for negligence.

It is for the customer to establish affirmativehat the signature on the
disputed cheque is not that of the customer botrgefy. The following
considerations are important:

) If the drawer's signature is forged or unauittext, however
clever the forgery is, the banker cannot debit ¢ustomer's
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account in case he pays the amount unless heisk&gbadoption
or estoppels;

i) What amounts to adoption or estoppel is depehndon the
circumstances of each case;

i) In order to make the customer liable for tless, negligence on
his part must be intimately connected with the deantion itself
and must have been the proximate cause of the loss;

iv)  The banker cannot set up either estoppel optaon if his own
conduct or negligence has occasioned or contribtaete loss,
the well settled principle being that where twodoent parties
must suffer for the fraud of a third party, he wiogegligence
facilitated the fraud should suffer.

In Wealden Woodlands (Kent) Ltd. Vs National WestmirBank Ltd,
the decision is that a bank which pays forged cheqannot resist the
customer's request for the amount to be crediteth@mgrounds that the
customer had failed to note the payment from itskbstatement, and
was therefore deemed to have adopted the payment.

The Learned Judge in the case, however, implietkileabank's defence
might be available if the customer was in some walpable. In the
instant case also, a trusted director had forgedsifpnature of another
director on cheques over a period of 9 months.

Rejecting the bank’s claim that the customer wapped from

recovery payments on the forged cheques, the Ldalndge observed
that the customer was under no obligation examisdénk statements,
and that failure on the part of the customer tomdmaferences from
those statement would not constitute negligencehisnpart, so that
could be estopped from claiming the amounts paigefd cheques from
the bank.

C) Payment must be made under circumstances whictio not
afford a reasonable ground for believing that the prson
presenting the cheque is not entitled to receive pment of the
amount mentioned therein

The paying banker, before making payment, shouldensare that the
person presenting the cheque is entitled to rectieeamount. For
instance, where the paying banker pay a chequegaiment of which
has been countermanded by the drawer, the paymamiot be
considered ‘payment in due course even if the pepsesenting it is not
the true owner, provided the banker pays it undeumstances which
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do not afford a reasonable ground for believingt thize person
presenting it is not entitled to receive the amount

3.2.6 Money Paid by Mistake

The following are important considerations in retpef money paid by
mistake:

1. In a situation where a paying banker pays moneymigtake,
cannot recover the amount. If money was paid uralenjstake
of law, the banker cannot recover it, as has bedah in Holt Vs
Markham.For instance, if a person pays a debt in ignorasfce
the law of limitation; the mistake is a mistakelafv, and the
money is not recoverable.

2. The underlying principle is that all persons arpested to know
the law, and ignorance thereof is no defence iroarCof Law.
But when money is paid under a mistake of fact,ltheker has,
in general, a right to recover the amount. Howeutemust be
shown that the mistake was one of fact betweepayer and the
receiver, and the mistake arose out of the actisaction
between the payer and the receiver.

3. It may be pointed out here that if the person r8ogithe money
was aware that he was not entitled to the money,bimker's
right of recovery is of indisputable. Nevertheleigshe recipient
actedbonafideand the banker does not find out the mistake until
the recipient has altered his position, it appehas the banker
cannot recover the money.

For instance, if money was paid to and receivedrynnocent party as
an agent, and he, before receiving notice of tretake, has transferred
money to the principal, the banker's right alter&dother instance of
alteration of the recipient's position can be fowigkre postponement of
notice to the recipient has prevented him fromrggvilue notice of the
dishonour to the persons liable on the instrument.

4. Money paid under a mistake of fact between the éaakd the
recipient cannot be recovered if it was paid tarenocent holder
in respect of a negotiable instrument. However,péigment of a
cheque bearing a forged signature followed by augen
endorsement is made to an innocent holder; thedvdrds a right
of recovery, provided the mistake is pointed ouh®@recipient at
once, before his position may have been alteréistdetriment.

5. When the mistake of fact lies between the bankdrtha drawer
of a cheque, the banker cannot recover the monay tpaan
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innocent holder. For instance, where a banker dessp after
paying a cheque, that the drawer had no fundssratcount, he
cannot recover the money from an innocent holdeeneaf the
latter has not left bank premises. The paymemoisplete as
soon as the money is placed on the bank countethanecipient
has touched it. The mistake is not between thddraand the
holder of the cheque.

6. Where a banker receives money from a third partgrfediting to
a customer's account and has credited the samg atdount, the
banker cannot, without the authority of the custgmeverse the
credit entry madén the account and pay back the money to the
person who has deposited it, even though he mighte h
deposited it by mistake.

7. When the amount overpaid is received by the bankedralf of a
customer for crediting to his account, and hasitrddhe same,
it becomes money of the constituent. While the @ustr may be
under liability to refund the money so creditece ttanker cannot
reverse the credit without the consent of the custo Since it is
received correctly for crediting the account of tdustomer, there
is no mistake on the part of the bank in creditinig money to
that account.

8. Payment of a stopped cheque in error. In case mgdanker
pays a stopped cheque in error, he will have a fhecourse
under the doctrine that payment was made underistake of
fact’, as was heloh Barclays Bank Ltd. Vs Simson & Cook Ltd.

Exceptions to such right of recourse hold under fodowing
circumstances:

a) Where payment was of a negotiable instrument whauh
been negotiated,;

b) Where the payee has altered his position as a goesee
of the payment;

C) Where the "mistaken fact" was not made as betwken t
payer and the receiver; and

d) Where the fact was not material.

9. Payment of domiciled bills. When a drawee atxep bill of
exchange elsewhere than at his place of businesgrigate
address the bill is said to be domiciled at theglaf payment. A
banker is under no obligation to pay bills madegidgy at the
bank by the customer, unless the banker has exp@sthrough
implication agree to pay bills domiciled with him.
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9. Basically, bankers take a mandate from the custobsfore
agreeing to pay bills domiciled with him. This matel includes
an undertaking by the customer that he will nodhible banker
liable in case the bill bears a forged endorsem@iis is
especially important since a banker has no statypootection
against forged endorsements on domiciled bills.

10. The conditions governing the payment of bills dng,and large,
similar to those applicable to the payment of clesqrherefore,
the banker should satisfy himself regarding theresiness in
form, regularity of endorsements, genuineness efabceptor's
signature, etc. However, it is not the duty of thanker to see
whether the signature of the drawer is genuiné the duty of
the acceptor to make sure that the signature ofdthever is
genuine.

SELF-ASSESSMENT EXERCISE 5

Enumerate the important considerations in respéchaney paid by
mistake.

3.3 Collecting Banker

The Collecting Banker is one who undertakes toecbNarious types of
instruments representing money in favour of hist@ugr or his own
behalf from the drawers of such instruments, sorhewbich are

negotiable instruments as provided for in the nedéd instruments Act.

3.3.1 Duties and Responsibilities of Collecting Bankers

1. Acting as agent

While collecting an instrument, whether for craditcustomer’s account
or for himself, the banker works as agent of histamer. As an agent
he has generally to take such steps and precautgnstect the interest
or his customer as a man of ordinary prudence wtakd to safe-guard
his own interest.

2. Scrutinizing the instruments

This is in areas of name of the holder, branch nasage, amount in

world and figure, any cutting without signature, temal alteration of
any to be checked carefully.
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3. Checking the endorsement

Bankers has to check the instrument whether it been endorsed
properly.

4. Presenting the instrument in due time

It is the responsibility of the collecting bankgcesent the instrument in
due time to the paying bank.

5. Collecting the proceeds in the payee’s account

It is the duty of collecting banks to collect andait the proceeds of the
instruments to the proper/correct account.

6. Notice of dishonor and returning the instrumens

If any instrument is dishonored by the paying bantkshould be
communicated to the customer on the business fdiéywing the
receipt of the unpaid instruments.

SELF-ASSESSMENT EXERCISE 6
Enumerate the responsibilities of collecting bakers
3.3.2 Collecting Banker’s Protection

In terms of Section 131 of the Negotiable Instruteefict, a banker,
while collecting crossed cheques, is given provectAccording to this
Section:

A banker who has in good faith and without neglgemreceived
payment of a cheque crossed generally or spec¢@lhymself shall not,
in case the title of the cheque proves defecticarirany liability to the
true owner of the cheque by reason of having recesuch payment.

A banker receives payment of a crossed cheque tustomer within
the meaning of this Section, notwithstanding tha& ¢redits his
customer's account with the amount of the cheguerdereceiving
payment thereof.

[) Conditions Precedent to Protection of Collectig Bankers include
the following:

The above section protects a collecting banker whencollects a
crossed cheque bearing a forged endorsement,resfrect of which the
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customer has no title or a defective title. It ni@y noted here that to
claim protection, the collecting banker must slyictomply with the
provisions of the Section. These conditions aratifled and discussed
below.

1. The Collecting Banker Should Act in Good Faithand
Without Negligence

The most important point for a banker to remembérenv he is
collecting cheques is that he must act in goodhfahd without
negligence. A thing is deemed to be done in godd f@hen it is done
honestly. But Section 131 of Negotiable Instrumehts$ also requires
him to act without negligence. Thus the questionnefjligence is
important to decide whether or not a collecting Kencan claim
statutory protection.

Generally, it may be said that the question of igegice does not arise
when the banker is dealing with third parties. Ngggice arises only
when there is a duty to act without negligencegémeral, it may be
stated that a banker owes no such duty to a tlairny pNevertheless, the
position of a collecting banker is different. Assebved by Sir John
Paget, the assumption of this duty towards a sétangist be regarded
as part of the price paid by bankers for statufotection. As such, in
case of a dispute, the collecting banker has teeitbat he has acted
without negligence in order to get protection unither Act.

It is difficult to define the term 'negligence’. W Wall Bank & Co. Ltd

Vs Westminster Bank Ltdhe Learned Judge observed that “negligence
Is the doing of that which a reasonable man untiéh@ circumstances

of the particular case in which he is acting waubd do, or the failure to

do something which a reasonable man under thosencgtances would
do. This definition does not convey a clear idegarding the basis of
negligence. The term "negligence' has been widdhlrpreted by the
Courts. Hence it would be better to examine theter the light of the
various judicial decisions.

2. Examination of endorsements

The collecting banker must satisfy himself thatth# endorsements on
the cheque are regular. Bavins Junr and Sims Vs London and South
Western Bankit was held that the collecting banker was negligemot
detecting that an endorsement and a signature teceipt did not
correspond with the name of the payee.

If the endorsement ia per proendorsement, or an endorsement put on
delegated authority, the banker is on enquiry akéagent's power, and
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collection of a cheque without authority may invelthe banker in
liability for any loss that may ensue, as was detioh Bissel& Co. Vs
Fox Brothers & Co.

Relatedly,in Crumplin vs The London Joint Stock Bamkyas held that
the wordsper proand the fact that the bank did not make enquirias w
not complete evidence of negligence on the pathefoank. However,
to be on the safer side, it is advisable for thikecing banker to get a
proper written authority in case of an endorsemesatie by an agent.

3. Collection of a cheque made payable to a comparior the
private account of an official endorsing the same

In Savory vs Lloyds Bank,was held that the collection of a company's
cheque for a private account without obtainingtéstsctory explanation
would deprive the banker of statutory protection.

4, Collection of cheques drawn per pro on behalffa firm and
made payable to the person so signing

In Midland Bank Ltd vs Reckit and Otheitsyvas held that the bank was
negligent in not making enquiries before credititagthe private account
of an attorney, the proceeds of cheques drawn myumder his power

of attorney.

Furthermore, irLloyds Bank Ltd vs Chartered Bank Ltthe collecting
banker was held guilty of negligence for the samason. Here, the
chief accountant of Lloyds Bank drewertain cheques under authority
and made them payable to the Chartered Bank, wieitgad a private
account. The cheques were handed over to ChaiBenakl for collecting
them to his private account.

5. Collection of cheques payable to a partnershifirm for the
private account of a partner

In Bevan Vs National Bank Ltdl was held that the collecting banker
was guilty of negligence in collecting cheques mamdg/able to a
partnership firm for the private account of a partn

6. Collection of cheques payable to a customer ihis official
capacity for his private account

For instance, a cheque made payable to "Mr Guptepnie Tax

Commissioner' should not be collected for the pevaccount of Mr
Gupta.
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7. Collection of cheques where the customer is tlemdorsee and
not the payee (third party cheques)

In collecting such cheques, the collecting bankeyugl be extremely
careful to safeguard the interests of the true owii@e collecting
banker would be held liable for negligence if hdsfao verify the
genuineness of the endorsement of the payee.

Section 10 and 85 (1) of the Negotiable Instrum@wmtsprovides that in
view of the guarantee given by the collecting bardseto the reliability
of the endorsement, the bank would be justiBedaciein accepting it
and acting on that basis.

The collecting banker should take the least présauto verify
endorsement of a cheque. United Australia vs Barclays Bank Ltd.,
Lord Atkin observed that "in these days every baldtk sees the red
light when a company's cheque is endorsed by a aopynpfficial into
an account which is not the company's".

This not only applies to cases of companies orgmsrstanding in a
fiduciary position, but also to cheques drawn invofa of an
incorporated company which has purportedly endotbedcheque in
favour of another incorporated company due to #wson that every
credit and debit by cheques, for or against, isnadlly expected to find a
place in the accounts, and the usual a company acts, is that when it
receives, it also makes payment by cheques and tiaiugh
endorsement, as in this case.

The Court considered decided cases in Lloyds BadkMs Savory and

Co., Motor Trader Guarantee Corporation Vs Midlaadk Itd held that

the question of good faith and negligence was atopre of fact in the

light of the material in each case. In the insteate, the collecting
banker had not shown that he had acted in gooti faid without

negligence in making the collection on the basithefguarantee of the
forged endorsement.

7. Collection of cheques involving large amountsncompatible
with the customer's income, for his private account

In the case okloyds Bank Ltd. vs Chartered Bank Ltitl was held that
the absence of enquiry on the source of a sudd®edse in payment
was negligence on the part of the collecting banlkethe instant case, a
clerk of the plaintiff bank was entrusted with dedant bank, for the
credit of a small joint account of himself and hige, bank drafts for
large amounts drawn in favour of Lloyds Bank. Ilsases, it would
be advisable for the collecting banker to makeaeable enquiries. His
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failure to make reasonable enquiries, coupled wilter circumstances,
may be considered as evidence of negligence.

8. Collection of cheques endorsed to the customer wiblt
obtaining guarantee for the endorsement of the paye

Where a banker had collected cheques endorsad tustomer without
obtaining guarantee for the endorsement of thegédye would be held
liable for negligence.

A banker should always take care to ask the payedruth about the
endorsement made by customers to know the trueepayfecheques and
drafts of their customers before making payments.

9. Alleged contributory negligence of the true ower is not a
defence for negligence of the collecting banker

However negligent the true owner may be, it cambexcuse for the
person who converts the article that he shoulebeff from his liability
due to negligence by the true owner. Nevertheleegligence should
not be confused with the plea of estoppels.

In this consideration, the details loimsden and Co. vs London Trustee
Savings Bankvould be of interest since it is the first reportsabe in
which it has been held that when awarding damagamst a collecting
bank in respect of the conversion of the proce¢ddeques paid in by a
customer, to which the customer was not entitlieild, proper to take into
account the plaintiff's own negligence. As a restlie loss may be
apportioned between the plaintiff and the defendami.

10. Reference for the respectability of a new custer

Negligence of a collecting banker may refer backht opening of an
account. In other words, if the collecting bankexilsf to make
satisfactory enquiries about a customer at the whepening of an
account in his name, he may be held guilty of mggice. As far back as
1903, it was held imMurner vs London and Provincial Bank Ltithat
carelessness in opening an account was one ofrthenstances of the
collecting banker's negligence. The decision waslai in Ladbroke Vs
Todd.Here, the bank failed to make satisfactory refegsmegarding the
position or character of the customer before oggmin account in his
name, and was subsequently held guilty of neglige®¢ course,

Nevertheless, irCommissioners of Taxation Vs English, Scottish and

Australian Bank,the bank successfully contested liability in spite
apparent absence of enquiry regarding its custoimghe instant case,
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the Learned Judge observett is not a question of negligence in
opening an account, though the circumstances cdadewith the
opening of an account may shed light on the quesifovhether there
was negligence in collecting a cheque".

The observations made by the Learned Judge indbe ofLumsden
and Co. vs London Trustee Savings Baeferred to earlier, may also
be noted in this connection:

...In the unsatisfactory position of a customer aneferee both newly
arrived from abroad and to that extent liable tanimre of an unknown
entity, no attempt was made to obtain independemtfirtnation of
Brown's identity by, for example, a request for greduction of his
passport. Last, but by no means least, there wagaiture to enquire
further when Dr Blake failed to give any bankeraaseferee despite an
express and very necessary request for this intowmarhis above all
facilitated the assumption of a fictitious persamyalbuttressed by a
fraudulent reference.

11. Collection of cheques crossed 'account payef@r persons
other than the payee named

A cheque crossed 'account payee' should be calleatdy for the
account of the payee named, as was heldlkiokerri (Atlantic) Mines
Ltd. vs Economic Bankand Morrison Vs London County and
Westminster Bank Ltd. Again. In Underwood (AL.). ¢ Bank of
Liverpool and Martinsjt was observed that while this addition did not
affect the negotiability of an order or bearer areget, when such a
cheque was paid into the account of a person wisonwathe payee, the
banker should be put on enquiry. However, wherarkér is collecting
such a cheque for another banker, he cannot bectexpt make such
enquiries.

12.  Collection of cheques crossed 'not negotiable’

According to certain quarters, a collecting bankeguilty of negligence
when he collects cheques crossed 'not negotialslsbmeone other than
the payee concerned. However,Renmount Estates Ltd. Vs National
Provincial Bank Ltd.,it was held that the bank was not guilty of
negligence in crediting to a solicitor's accourn@t negotiable' crossed
cheque payable to a third party. Further, in theecaf Crumplin Vs
London Joint Stock Bank Ltdt was held that a 'not negotiabtebssing

is merely one factor among others to be consideretciding whether
the collecting banker had been negligent, anderctrcumstances of the
instant case, there had been no negligence.
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13.  Collection of 'not transferable' cheques

A collecting banker is guilty of negligence when bellects a 'not
transferable' cheque for any person other thampalyee. For instance, a
cheque payable to Shonibare Ojoba should be cetleohly for the
account of Shonibare Ojoba.

I. Protection only for Crossed Cheques

Protection under Section 131 applies only to chequessed before
they reach the collecting banker. If the chequecrsssed by the
collecting banker, he cannot claim protection, ara be held liable to
the true owner in a suit for conversion. Hence ialways advisable for
him to require his customers to cross all cheqaés ip for collection.

lll.  Cheques Should be Collected fola Customer

Section 131 applies only to crossed cheques cetlefdr a customer.
Therefore, if the banker collects cheques for aays@n other than a
customer, he cannot claim protection, and he véllhield liable to the
true owner in case the title of the person for whbencollects the
cheques proves defective.

Here a question arises as to whether or not thé&epaocan claim
protection when he has received Payment of a alosbeque for
himself as a 'holder for value'. In terms of SettiB1, the banker can
claim protection only when he has received paynienta customer.
Nevertheless, where a banker collects a chequebfey@ himself, but
accompanied by a direction that the proceeds shbeldredited to a
customer, he receives payment for a customer, agdeeided irLloyds
Bank Ltd. Vs Chartered Bank LtBut in a situation where the banker
takes a cheque as an independent holder, he celamatprotection, for
instance, if the collecting banker pays cash actbss counter and
collects the cheque later on. Here the bankerlisatmg the cheque for
himself, and as such, he is precluded from clainpiragection.

Explanation given to Section 131 of the Negotialsistruments Act
clearly lays down that a banker can claim protectmtwithstanding
that he credits his customer's account with the ushof the cheque
before receiving payment thereof. But the bankeukhnot allow the
customer to draw against the amounts of such clseloef®re receiving
payment. By mere crediting of such cheques as dask not give the
customer an immediate right to draw against thesteThere must be,
in addition, some definite agreement, express oplied, that the
customer may draw against such cheques beforeadesr as was
decided inUnderwood Vs Barclays Bank Ltd.
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IV)  Banker as a Holder for Value

There are certain instances when the banker camoubtedly be

considered a holder for value. The following inses have been
pointed out by Sheldon, where the banker is cafigdhe proceeds of a
cheque for himself, and not receiving payment foustomer:

1) When the banker gives cash in exchange foresueé drawn on
another banker.

i) When the banker credits his customer with #mount of the
cheque as soon as it is paid in, and allows hirdréav at once
against the amount.

i)  When the cheque is expressly paid to reduae d@amount of an
overdraft.

V) Collection of Bills

The legal protection given to a collecting bankaplees only in the case
of collection of crossed cheques. Hence, whileectithg a customer's
bills of exchange, the banker does not get thiseptmn. He may be
held liable for collecting a bill on which the caster's title proves
defective. A banker may further be held liable éf fails to perform his
duties in connection with presentment for accepmased payment of
bills.

VI) Collecting Banker and Presentment for Acceptane

When a banker receives an unaccepted bill for ptaien on behalf of
a customer, he should present it d&oceptanceas early as possible. This
is advisable in his own interest because, on aaocepi he obtains an
additional security, and if acceptance is refudssl,can initiate legal
action against the parties concerned wherever sacleourse is
applicable, for example, in the case of a discalibil.

Furthermore, the banker is expected to exercissonadle care and skill
in safeguarding his customer's interests. Thuthefcustomer suffers a
loss owing to the banker's failure to present hfbil acceptance or for
payment, the banker may be held responsible. Whengossible, the
banker should present the bill on the day of raagsplf. Where this is
not possible, it must be presented within a redasenéme. In this
connection, the Rule regarding excuse for delaypresentment for
acceptance (or payment) may be mentioned.
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According to of Section 75 of Negotiable InstrunseAtt:

Delay in presentment for acceptance or paymemntdased if the delay
is caused by circumstances beyond the control efhibider, and not
imputable to his default, misconduct or negligenséen the cause of
delay ceases to operate, presentment must be nitde & reasonable
time.

It may be noted that the banker must not take diffpehacceptance
without the consent of his principal.

VII) Rules Regarding Presentment for Acceptance

Section 61 of the Negotiable Instruments Act lagsvd the provisions
governing presentment for acceptance. In termkisfSection:

1) A bill of exchange payable after sight mustaftime or place is
specified therein for presentment, be presentethéodrawee
thereof for acceptance, if he can after reasonablEch, be
found, by a person entitled to demand acceptandthinwva
reasonable time after it is drawn, and in businessrs on a
business day In default of such presentment, nty plaereto is
liable thereon to the person making such default.

2) If the bill is directed to the drawee at a jgaitar place, it must be
presented at that place; and if at the due datpriEsentment he
cannot, after reasonable search be found therbm,bill is
dishonoured.

3) Where authorized by agreement or usage, argrasat through
the post office by means of a registered lettsuf§icient.”

Presentment for acceptance is excusdtere the drawee cannot be
found after reasonable search, or where the drasnedctitious person,
or where the drawee is incapable of contractingwbere, although
presentment is irregular, acceptance has beenerkfas some other
grounds.

Bills payable on demand, or on a fixed date, nesdoe presented for
acceptance. But presentment for acceptance iss@gds the case of:

(@) abill payable after sight; and

(b) a bill in which there is an express stipulationttitashall be
presented for acceptance before it is presentgosfgment.
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However, as mentioned earlier, it is always desirao get a bill
accepted as early as possible even when presentarestceptance in
optional.

VIIl) To whom Bills should be presented for Acceptace
The banker should present a bill for acceptance to:

1) The person directed to pay the bill (i.e., drawae)is authorized
agent.

2) All the drawees, in case there are several dravwgdsss any one
of them has the proper authority to accept it dmalfeof all.

3) The legal representatives, if the drawee is dead.

4) The Official Receiver, if the drawee has been dedaan
insolvent.

Where a bill is addressed to more than one dratieebanker should
present it to each of the drawees, unless one tggipauthority to

accept it on behalf of all. Otherwise, the bill ¢isnonly those who accept
it. When a bill is dishonoured by non-acceptante, banker should
immediately return it to the customer.

IX) Collecting Banker and Presentment for Payment

It is the duty of the collecting banker to preseritill entrusted with him
for collection according to the rules laid down ihe Negotiable
Instruments Act. The relevant provisions are aews.

1. Promissory notes, bills of exchange and cheguest be
presented for payment to the maker, acceptor ovekahereof
respectively, by or on behalf of the holder as imaféer
provided. On default of such presentment, the otbaries
thereto are not liable thereon to such holder. \Wlaethorized by
agreement or usage, a presentment through pose df§i means
of a registered letter is sufficierfBection 64)

2. Presentment for payment must be made duringgbal hours of
business, and, if at a banker's, within bankingfid@ection 65)

1. A promissory note or bill of exchange made payabtea
specified period after date or sight thereof musphkesented for
payment at maturitySection 66)

4. A promissory note, bill of exchange or cheque mattaywn or

accepted payable at a specified place and not kb&sewmust, in
order to charge any party thereto, be presentegpdyment at
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that place(Section 68)

5. A promissory note or bill of exchange made, drawraccepted
payable at a specified place must, in order togeh#ine maker or
drawee thereof, be presented for payment at tlzatep|Section
69)

6. A promissory note or bill of exchange not made saas
mentioned in Sections 68 and 69 must be presentegalyment
at the place of business (if any), or at the usesidence of the
drawee or acceptor thereof, as the case mafSketion 70)

7. If the maker, drawee or acceptor of a negotiabdtriment has
no known place of business or fixed residence amglace is
specified in the instrument for presentment foregtance or
payment, such presentment may be made to him isoper
wherever he can be foun@ection 71)

8.  Subject to the provisions of Section 31, a negtaiafstrument
must be presented for payment to the authorizedtagiethe
drawee, maker or acceptor. as the case may beherewhe
drawee, maker or acceptor has died, to his legaésentative, or
where he has been declared insolvent, to his assi¢Bection
74)

9. Delay in presentment for acceptance or paymentdased if the
delay is caused by circumstances beyond the cowtrahhe
holder, and not imputable to his default, miscondue
negligence. When the cause of delay ceases to tepera
presentment must be made within a reasonable {iBeztion 75
A)

10. No presentment for payment is necessary, and steument is
dishonoured at the due date for presentment, in @nyhe
following cases:

(a) if the maker, drawer or acceptor intentionally pets the
presentment of the instrument, or, the instrumemdpayable at
his place of business, he closes such place onsmdss day
during business hours, or if the instrument is péyat some
other specified place, neither he nor any persdmoazed to pay
it attends at such place during the usual busihesss, or if the
instrument not being payable at any specified plaeecannot be
found after due search;
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(b) as against any party sought to be charged thereviitie has
engaged to pay notwithstanding non-presentment;

(c) as against any party, if, after maturity, with keslge that the
instrument has not been presented, he makes g@gartent on
account of the amount due on the instrument, omges to pay
the amount due thereon in whole or in part, or wtise waives
his right to take advantage of any default in pnésent for
payment;

(d) as against the drawer, if the drawer could notesudamage from
the want of such presentment.(Section 76)

8. When a bill of exchange accepted payable at a fspediank has
been duly presented there for payment and dishedout the
banker so negligently or improperly keeps, dealh wr delivers
back such bill as to cause loss to the holder, st mompensate
the holder for such loséSection 77)

4.0 CONCLUSION

From our discussion in this unit, we have stated éhpaying banker has
responsibility in paying the customers on the gtierof instruments

presented while the collecting banker ensuresitltallects proceeds of
instrument on behalf of the customers. In the s performing such
duties for the customers, the bankers have to wbgbe relevant legal

obligations so that they can be protected by tiveds established in the
Negotiable Instruments Act.

5.0 SUMMARY

In this course of analysis in this study unit, veerd discussed bankers in
respect of their position towards their customensl gsuch analysis
borders on: paying bankers’ duties and responsdsji important
considerations for payment of cheques; circumstwnoeler which a
banker is justified in refusing payment of a cheglrawn on him;
protection given to a paying banker; payment in dogrse; money paid
by mistake; collecting banker; duties and respalisgis of collecting
bankers; and collecting banker’s protection. In mtiext study unit, we
shall discuss relationships with limited liabilgieompanies.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Differentiate between a Paying Banker and &Cthg Banker.

2. What are the forms of protection available tdanker while
collecting crossed cheques, according to Sectioh a8 the
Negotiable Instruments Act.
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1.0 INTRODUCTION

In the previous study unit, we discussed the datresresponsibilities of
paying and collecting bankers regarding dealinghwiiteir customers,
which include corporate bodies. In the same veankb do deal with
limited liability companies in area of lending afnids for the corporate
bodies’ operational needs. In this study unit, ¢fee, we shall also
espouse on various forms of loans and advanceg bé&ered by banks
to corporate bodies.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

o mention and discuss the principles of bank lending
o list and discuss methods of granting advances.

3.0 MAIN CONTENT

3.1  Principles of Bank Lending

There are some precautions to be taken by a baakdrthe principles
to be taken into consideration while granting adesnto corporate

bodies. In this section of the study unit, the dsston is on the general
principles to be borne in mind by a banker whilarging advances.
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1. Liquidity

Liquidity implies the ability to produce cash onmnand. A bank mainly
utilizes its deposits for the purpose of grantidgances. These deposits
are repayable on demand or on the expiry of a Bpd@eriod. In either
case, the banker must be ready to meet theseitlebiwhenever
necessary. As such, he has many outstanding ctsti@cthe future
delivery of money. In case of failure, he will sffin his credit, which
can affect the very foundation of bank. There Wwél operational shock
of such a failure, but it will also be transmittedthe other links of the
banking system, thereby precipitating nation-widelbfailures.

Nevertheless, the presence of the deposit insuragseem tends to
minimize the danger of panicky withdrawals. Howevtre banker
should always bear in mind that he is the guardia very delicate
mechanism which paves the way for future economeietbpment of
the country and any failure and bank run by custemeill create
monetary disequilibrium with all the grave implicats for the economy
and the country’s monetary system.

Hence the importance of ensuring that the advamggeasted by the

banker are as liquid as possible cannot be ovehasiped. Advances
granted by a banker by way of discounting firssslaills of exchange
satisfy this principle of “shiftability”. The apekank of the country

extends rediscounting facilities to first clasdshiand this enables the
banker to obtain funds in case of emergencies.omesother cases,
“shiftability” principle may not be readily avail Nevertheless,

bankers can insist on securities which are shiétabthout loss, in order
to cover the advances granted such as the govetrs®eurities.

2. Profitability

Banks essentially operate as commercial venturée fact is that
excessive and unjustifiable profits can only betls cost of the
customer, insofar as higher lending rates pushragygtion costs, and
in the ultimate analysis, adversely affect sociatgeneral. At the same
time, the fact remains that while strong operangfits allow for full
prudential provisioning, high net profits allow fatlocation to capital
and reserves, which is essential for any bank tmtaia its competitive
viability and expand its lending operations. Fumthere, the
shareholders of a bank are entitled to reasonabi@edds. In addition,
the depositors have to be compensated with realonetorns on their
deposits. All this implies that it is necessary floe banks to make sure
that their lending operations are sufficiently [adfle.
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3. Safety and Security

Banks are supposed to ensure that the borrowethkasbility and will
to repay the advances as per contractual agreeiRetdatedly, before
granting a secured advance, banks should carefatigider the margin
of safety offered by the security concerned andsipdgies of
fluctuations in its value. When it is an unsecuaégance, its repayment
depends on the creditworthiness of the borrowed #rat of the
guarantor, wherever applicable. As such, the fureddai principles
which the banker should consider in the case oécurged advances are
Character, Capacity and Capital (the popular Asrafing), which have
been decoded as in other terms as Reliability, &espility and
Resources (known as three Rs) of the borrower leduarantor.

4. Purpose

Banks are to carefully examine the purpose for twhiee advance has
been applied for. In case the advance is intendedet utilized for

productive purposes, it could be reasonably ardteigh that cash flows
arising from such productive activities will resuit prompt repayment.
However, the banker has to be careful to moniterekact purpose for
which the advance is actually utilized. There Wwaals the possibility

that the advance, once granted, may be divertedugroses other than
that indicated by the borrower at the time of aggilon. Thus, there
should be proper provisions for effective post tredpervision.

5. Social Responsibility

Regardless of the major preoccupation of the basdksessentially
commercial ventures, banks should not forget tret faat it is not
enough that only corporate bodies of means thagjramted bank credits
and loans. The important thing is that through pobde effort bank
finance should make enterprises creditworthy, amd them into body
corporate of means. Hence, technical competencéhefborrower,
operational flexibility and economic viability ohé project rather than
the security which the borrower can offer, shoukl donsidered in
evaluating a loan proposal.

Identification of priority sectors in the economgr fthe purpose of
extending bank credit should be considered as iéiy@pdevelopment in
the banking system, aimed at effectively dischaygibmank’s
responsibility towards the society; in line withetlpex bank’s (CBN)
directive on sectoral allocations of credits withogty to agriculture
and the SMEs. However, social responsibility preupation should not
deter the banks from paying adequate attentioheéatialitative aspects
of lending.
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6. Industrial and Geographical Diversification

Banks should also aim at spreading the advancesdady as possible
over different industries and different localities line with spartial
distribution of industries and regional developmeRelatedly, the
essence is enable the banks to compensate ang lwhgsh might arise
as a result of unanticipated factors adversely caffg particular
industries and particular localities. Hence, bankih viable branches
are in a favourable position to discharge this saspbility effectively.

SELF-ASSESSMENT EXERCISE 1

Explain bank lending in relation to the relationmhthat exist between
banks and limited liability companies.

3.2  Methods of Granting Advances

The main methods of granting advances may be Gkdsas: Cash
Credits; Overdrafts; Bills Discounting; Issuancd.efters of Credit; and
Loans. All these are discussed as follows.

1. Cash Credit

Under cash credit method, the banker allows théoousr to borrow up
to a certain amount. Under this arrangement, thiee@r is required to
provide security in the form of pledge or hypothewa of tangible
securities. In some cases, the limit is grantetherguarantees furnished
by sureties acceptable to the banker. Basicallg,nbt necessary for the
borrower to avail of the full cash credit limit mne installment. The
borrower can avail of the facility according to heqjuirements subject
to the condition that the total amount availed $thawot exceed the
granted limit. The borrower is also allowed to dr@shy surplus cash in
his possession.

Interest is charged only on the amount actuallyzetl by the customer.
But banks considers it as losing interest on theilimed funds since the
entire cash credit limit is placed at the disposélthe customer
irrespective of whether the beneficiary utilizesitnot. To compensate
this, it is usual for the banks to incorporate amimum interest clause'
in the agreement with the customer in terms of tlaccertain rate of
interest is payable on the unutilized portion @& dash credit limit.

2. Overdrafts

Overdraft facility involves granting advances oward above credit
balances in the accounts of the corporate entitiesrder to enjoy an
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overdraft facility, the borrower has to have ansérg current account.
Hence, account is allowed to be overdrawn up teréam limit. The
borrower has to pay interest only on the amouniadigt overdrawn and
only for the period during which it is utilized. rBilarly, the interest
chargeable on the facility depends on negotiatetmvben the bank and
the customer.

At the end of the financial year, the borroweraguired to wipe off the
debit balance in the current account, that is, dbeount has to be
brought back to credit balance; but it also dependshe period of the
overdraft. Thus, an overdraft is a short term crédiility. However the

facility is usually renewed after the utilizatiohtbe previous one or at
the beginning of the next financial year. Thisling over' practice has
the effect of an overdraft providing at least mediterm credit facility

to the customer.

3. Bills Discounting

This window of opportunity for a facility or granty advances is also a
short term facility intended to provide loanableds or current working
capital. Herein, the banker advances money on ¢bargy of bills of
exchange after deducting a certain percentagenitadly known as
'discount’, from the face value of the bill. Theddetion in terms
represents interest on the loanable facility. Tgmsvision of financial
accommodation is heavily favoured by conservatiaekiers according
to whom the earning assets of a commercial bankldhemnsist mainly
of short term self-liquidating productive loans.

Such bill from a reputable company is considered gesuine
commercial bill of exchange, and it is regardedeoa self-liquidating
paper since it liquidates itself automatically ofithe sale of the goods
covered by such a bill. Furthermore, besides distog of bills of
exchange, a bank also purchases such bills outaigface value from
their customers, less bank charges. Such purcHals#sois normally
confined to bills payable on demand.

4. Issue of Letters of Credit

The use of the letters of credit is related torimdtional trade, that is,
trade between countries for financing the traneasti According to the
International Chamber of Commerce, a letter of itied

Any arrangement however named or described wheeelpank (the
issuing bank) acting at the request and in accaelawith the
instructions of a customer (the applicant of thedd) is to make
payment to or to the order of a third party (theddesiary) or is to pay
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accept or negotiate bills of exchange (drafts) drdy the beneficiary,
or authorize such payments to be made or suchsdtaftbe paid,
accepted or negotiated, by another bank, agaimsilated documents
and compliance with stipulated terms and conditions

Hence, when a stipulation is incorporated in thie santract that the
goods shall be paid by a banker's letter of crab#, seller need not
worry whether the goods will be cleared by the buye arrival at the

destination, and the buyer need not lock up hisd$uby making

payment in advance. Basically, a commercial latfecredit substitutes
the creditworthiness of the importer by the credithiness of the
banker issuing the letter of credit, since it ipramise by the bank to
pay or accept the bill, provided the exporter (eaeficiary) fulfills the

terms and conditions set out in the credit.

) Parties to a Letter Of Credit

The parties to a letter of credit are identified aliscussed as follows.
The parties to letter of credit include the buytre beneficiary, the
issuing bank, the notifying bank, the negotiatiranky the confirming
bank and the paying bank.

)] The buyer as the importer applies to the bank for openitejtar
of credit. The bank may or may not require the Ibougesecure
the letter of credit by providing sufficient deps#icceptable
securities to protect its own interests. It deperats the
confidence that the bank has over the buyer applianthe letter
of credit.

i) The selleras the exporter is the beneficiary of the lettecrefit.
The bank issuing the letter of credit assures #ikersthat the
conditions of the credit will be met provided thelevant
documents are produced and the terms and condg®insut in
the credit are strictly complied with.

i)  The bank which issues the letter of credit at the requéshe
buyer is the issuing bank. The issuing bank musték known
and acceptable to the seller. The buyer gives uastms
regarding the terms and conditions of the credit.

iv)  The notifying bank is the correspondent bankthat is situated
in the same place as the seller, and advises ¢kt ¢o the seller.
But by notifying bank does not commit itself to ahgbility
under the credit. Generally, the services of afyiagy bank are
utilized when the credit is advised to the sellaotgh a cable
message. Such a message will be in code languadjethan
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notifying bank authenticates the message by degatlin

V) The negotiating bankis the bank which negotiates the bills or
drafts under the letter of credit. Generally, thene bank will act
as the notifying bank and the negotiating bank. mbgotiating
bank has to see that the documents negotiated roorsfwictly to
the terms and conditions of the credit.

vi)  The Confirming Bank: Basically, the seller insists that the credit
must be confirmed by a bank in his own country.lSadank is
known as the confirming bank. The advantage of this
confirmation from the point of view of the selles that he is
assured of the payment as soon as the documensesented at
his own centre. The primary liability lies with thenfirming
bank, provided the seller fulfills the terms andhditions of the
credit. As far as the seller is concerned, he cacged against
either the confirming bank or the issuing bank athb

vii)  The paying bankis the bank on which the bill or raft is drawn. It
can be the issuing bank, the notifying bank or ¢bafirming
bank.

SELF-ASSESSMENT EXERCISE 2
Mention and explain parties to a Letter of Credit.

[I) Credit contract between the buyer and the issing bank, and
sale contract between the buyer and the seller

A credit contract between the buyer and the issdiagk should be
clearly distinguished from a sale contract betw#sn buyer and the
seller. A letter of credit is independent of, andqualified by, the
contract of sale or underlying transaction. Themefothere is no
obligation on the part of the issuing bank to easirict performance of
the terms and conditions of the sale contract bextvitbe buyer and the
seller. The issuing or confirming bank only hassee that it adheres
strictly to the terms and conditions laid down ke tletter of credit
application.

[lI) Irrevocable letter of credit and bank guarantee

Opening of a confirmed letter of credit constituéelsargain between the
bank and the vendor of the goods, which imposesupe bank an
absolute obligation to pay irrespective of any dispthere might be
between the parties as to whether the goods ate tlng contract or not.
The letter of credit is independent of and unqieiby, the contract of
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sale or underlying transaction. A vendor of gooddlirgy against a
confirmed letter of credit is selling under thewassice that nothing will
prevent him from receiving the price. Payment untter irrevocable
letter of credit does not depend on the performariagbligation on the
part of the vendor except those which the letterciEdit expressly
imposes.

On the other hand, a bank guarantee has a dualtalige not merely a
contract between the bank and the beneficiary ®ftmrantee; it is also

a security given to the beneficiary by a third pdnt seeking to enforce

a bank guarantee, the beneficiary of the guarameeffect, seeks to
realize the security furnished by the third paryd the party has,
therefore,locus standito challenge the enforcement of the guarantee.
Unless there is some act of omission or commissioithe part of the
third party, payment of a bank guarantee does ecoine due.

V)  Uniform Customs and Practice

In order to avoid difference in interpretation eftér of credit terms, the
International Chamber of Commerce has formulatesktaof rules to

guide banks in the use of documentary letter adiitrélthough the first

attempt in this direction was made as early as 18&3latest version is
contained in Publication No. 290 which came int@rmapion from 1st

October 1975.

It is instructive to note that the 'Uniform Custorasd Practice' for
documentary credit is not a law as such. The mah#ve voluntarily to
apply the set of rules. But banks in many countessund the world
adhere collectively to the rules laid down in Unifo Customs and
Practice'. Banks in some other countries adherwithdhlly to them.

Banks in these countries expressly state thatrsettE credit issued by
them are in accordance with Uniform Customs andtiee Publication
No. 290.

5. Loans

Loan as a term is popularly used to designate itaetigg of an advance
in lump sum, generally on the basis of securitieseptable to the
banker. The distinguishing feature of a loan ist timerest on it is
payable on the entire amount, whether it is fultyiaed or not. It is

granted for a definite period and the borrower iigeeg the facility to

repay it in one lump sum or in installments. To bamks, the operating
cost of a loan is lower as compared to a cashtooe@in overdraft. This
method of granting an advance has the advantag&raigthening the
financial discipline in the use of bank credit besma it involves follow

up, supervision and control as being made morecteffe as compared
to cash credits and overdrafts.
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SELF-ASSESSMENT EXERCISE 3

Mention and explain types of credits that bank makailable to limited
liability companies.

4.0 CONCLUSION

From our discussion in this unit, we have idendfiand discussed
principles of bank lending to corporate bodies Wwhigclude liquidity,
profitability, security, and purpose, among othdétsrms of lending to
corporate bodies include loans, overdraft, disaognand purchasing
bills of exchange, and issuance and honouringtt#rieof credit.

5.0 SUMMARY

In this course of analysis in this study unit, wevé discussed bank
lending to limited liability companies and in theopess we have
analyzed principles of bank lending and methodgrahting advances.
In the next study unit, we shall discuss securdied loan recovery.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is bank lending, and what are the priespjuiding such
banking operations?

2. What are the various types of bank lendinglitees available for
the use of corporate entities for enhancing thearations?
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1.0 INTRODUCTION

In the last study unit, we discussed bank lendmdirnited liabilities
companies. Secured Loans are loans that are baokedollateral
securities as pledged by the loan beneficiariess iBhbecause banks as
lenders of funds always require some securitieshviare often called
(collateral) to safeguard their funds. These cetis could be in form
of a building, land, share certificate of a replgabompany. Personal
assets like cars and jewelries, as well as leftsetoff. Therefore, the
discussion in this unit revolves around the issuseourities for secured
advances by banks to their customers.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

Discuss securities and loan recovery

Mention and discuss types of property for colldteegurity
List and explain types of valuables faollateral security
Discuss personal guarantee in place of security

3.0 MAIN CONTENT

3.1  Securities and Loan Recovery

The issue of collateral security for loans from toemmercial banks is
very pertinent in securing such credit facilitieg bnterprises. The

pledge of collateral security gives the bank asléerthe right to seize
and sell the assets designated as loan collatesialy the proceeds of the
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sale to offset the outstanding funds which the dower could not pay
back.

The use of collateralization for a loan gives thenlb as lender a
satisfactory leverage or advantage over the bomowdas is due to the
fact that when specific assets may be at stakegrieower would feel

more obligated to strive hard to repay the fundimed in loan facility

and thus avoiding losing the valuable operatiosaéts.

The basic purpose for banks’ desire to insist @mtpcollateral security
is to enable them to precisely identityhich borrower’'s assets are
subject to seizure and sale. It is important inngsthe device to
document for all other creditors to believe tha ltlank has a legal claim
to those assets in the event of non-performanceloan.

It is used to ensure the safety of the funds cotedhiinto loan facility
by the bank; the funds which actually belong to ak#fors. For these
reasons banks do not comprise the issue of cdlat&curity when
considering lending their funds to business eistitie

Therefore, in this chapter the analysis is focusedhe various types of
property that can be accepted by the commerciakdas collateral
security by entrepreneurs and business entitiesrédhey can secure
loan facilities.

SELF ASSESSMENT EXERCISE 1

Discuss securities in relation to loan recovery.

3.2 Property for Collateral Security

Collateral security is the property that is pleddpgda loan beneficiary
towards securing the facility. There are basic sypeproperty that the

banks normally insist on taking as collateral sgguor loan facilities.
These are identified and discussed below.

1. Real Estate

A real property is acceptable in the considerattora collateral security
on a loan facility. Once the property is acceptgdhe bank, the bank
can put public notice of a mortgage against aestdte. The bank then
takes action to file with the relevant authorite thledge of the property
for a loan facility from the beneficiary.

In some instances, the bank may have to take tetitisurance and
equally insists that the borrower purchases insigaolicy to cover any
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future damage from environmental hazards and pefilse bank
receives a first claim on any insurance settlentieat is made on the

policy.

The bank will initiate action to determine the rgalue of the property
once it accepts to advance some funds on loantyatal a borrower.
The basic approaches to the valuation of real eesiatlude the
following.

Cost approach- this involves considering the reproduction cost
of the building and improvements, deducts estimated
depreciation, and adds the value of the land.

Market Data or direct sales comparison approach:- this invlve
estimating the value of the subject property based the
comparable properties’ current selling prices.

The income approach- this involves the use of discounted value
of the future net operating income streams fromptifoperty.

The direct capitalization approach- this involves the
calculation of the value by dividing an estimateitsf average
annual income by a factor called capitalizatiom rat

2. Personal Property:

The practice is for the banks to accept and takearity interest in
items of property such as motor vehicles, machineaguipment,
furniture, securities, and other forms of persgmaperty owned by a
borrower.

Once it is accept as a collateral security, a finam statement will be
filed by the bank publicly in those cases where lloerower keeps
possession of any personal property pledged. Tdusiires a pledge
agreemento be preparediay be prepared if the bank or its agent holds
the pledged property. This agreement will give baak the right to
control that property until the loan is repaid i f

SELF ASSESSMENT EXERCISE 2

Mention and discuss different types of propertydollateral security.
3.3 Valuables for Collateral Security

1. Personal Guarantees

The banks may also accept the pledge of the stuposits, or other

personal assets held by the major stockholdersvoers of a company.
The borrower will be required to provide agreemamisuch pledge and
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acceptance between the representative of the berramd the bank as
may be required for the collateral to secure artass loan for the entity.

The practice is that guarantees are often requdsteoly the banks in
the cases of lending funds to smaller businesskis. i$ also required
from corporate entities that have fallen on difficimes. The simple
reason is that the arrangement will give the ownges prod or
considered reason to strive harder so that them Will prosper and
repay their loan.

2. Accounts Receivable

Another practice is that the banks can accept akel & security interest
in the form of a stated percentage of the face evadi accounts
receivable, which involves value of sales on credg shown on a
business borrower's balance sheet.

Whenever the borrower's credit customers send sh ¢a settle their
outstanding debts, such funds or cash paymentsappéed for the
settlement of the outstanding balance of the bagrsioan. This may to
take the form of mortgaging the receipts of theoaots receivable so
that the payment would be made to the account apfmesuch money
in the bank’s domain.

The banks often take the necessary measures toaéyadccounts
receivable pledged for the loan facility by theroarer. The main types
of method of evaluation of accounts receivable a@counting
receivable aging and accounting receivable turnover

3. Factoring

The banks can also purchase the borrowers’ accoantsvable. The
arrangement is that the agreement will be based spme percentage
of the book value of such debtors. The factoririgrigst is the difference
between the book value and the discounted valughefaccounts
receivable.

The borrower's customers who are the debtors wbeldequired to
make payments direct to the purchasing bank, whigppens to the
lender of funds to the firm whose debts the ban& &equired. The
agreement will incorporate the consideration thatliorrower promises
to set aside some funds with which to cover somedlaf the losses that
the bank may suffer from any unpaid receivables.
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4. Inventory

In this consideration, a bank will lend only a partage of the estimated
market value of the borrower's inventory, whichvesras the collateral
security for the loan facility. The bank could havdloating lien in the
sense that the inventory pledged may be contratadpletely by the
borrower.

In the case of the floor planning, the lender taiezsporary ownership
of any goods placed in inventory and the borroweerds payments or
sales contracts to the lender as the goods are ¥hld arrangement
ensures that the bank as the lender is rest astaedie has a proper
lien on the inventory.

The practice requires that the bank evaluate thkenitory. The basic
ways to evaluate the inventory include resale @emory, inventory

turnover, and inventory converted to accounts vedse.

SELF ASSESSMENT EXERCISE 3
List and explain various types of valuablesdoHateral security.
3.4 Personal Guarantee In Place Of Security

In the case of the usage and accessibility of guees and security
depend on the form of credit being granted or efleby the bank. In
some instances, bank lending tends to be secufibgé in the case of
corporate credit, such may be very exceptional.sTiki due to the
dictates of the market forces of demand and suppliunds. Besides
common practices also contributes to such scenario.

The normal practice is that a bank requires therowmr to make
available some forms of collateral security whichill viee pledged
whenever a customer makes a request for loantfadii small loans to
customers, the practice is for the customer toigeoa guarantee to the
bank. This involves providing some guarantors whe @ade to fill
appropriate forms for their preparedness to guagatite repayment of
the funds granted for the loan facilities.

Therefore, guarantees can be given by individualsassociated
companies to the firms taking the loan faciliti€ich guarantors as
pointed out earlier are individuals sign agreemevite the banks with
the understanding that they agree to honour argtanding installments
of the loans in the event of defaults. The extehtthe guarantee
undertaken by the guarantors can be limited toxadfior variable
amount and time.
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More often than not, the security offered in a loagreement is
considered in relation to the creditworthiness &k tborrower.

Nevertheless, in the case of doubt due to the pnoldf integrity of the

borrower, it may be necessary to demand for sonaagtee for the

loan facility from the customer. The guarantees enag individuals

who stand as guarantors are not all that securethaugh due to issue
of integrity.

SELF ASSESSMENT EXERCISE 3

Discuss the use of personal guarantee in placeeairigy for loan
facility from the bank.

4.0 SUMMARY

In pledgingcollateral security for a loan facility by loan leficiary, the
bank should be able to understand that there amie tyges of property
such as real estate, personal property, accourgs/able, factoring, and
inventory. Banks can also accept personal guarame@lace of
collateral security in relation to small loans tstmers.

5.0 CONCLUSION

In this course of analysis in this study unit, veeréa discussed securities
for ensuring recovering of loans advanced by baokiheir customers
and in the process we have analyzed; SecuritiesLaad Recovery;
Property for Collateral Security; Valuables for fat¢ral Security; and
Personal Guarantee in Place of Security. In the stexdy unit, we shall
discuss securities for bankers’ advances.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Mention and explain types of property that ¢enpledged as
collateral security for a loan facility.

2. Mention and explain types of valuable that tenpledged as
collateral security for a loan facility.
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1.0 INTRODUCTION

In the preceding unit, we discussed some formsdeéaces that banks
grant the corporate for enhancing their operati®teatedly, therefore,
we shall discuss the forms of securities that apejtable to the banks
towards securing their funds which their customams given at the
instance of granting of any facility.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o Explain bankers’ lien
o Discuss pledge by loan beneficiary
o Discuss hypothecation as a form of security favaal

3.0 MAIN CONTENT
3.1 Banker's Lien

Legally, a lien is a right to retain propertiesdgjing to the debtor until
he has discharged the debt due to the retainehefptoperties. A
banker's lien is a general lien, which confersgatrio retain properties
in respect of any general balance due by the detotahe banker.
Bankers have a general lien on all securities deggbwith them in their
capacity as bankers by a customer, unless thene express contract or
circumstances that show an implied contract instest with the lien,
as has been held Brandao vs Barnettn the case of lien, banker's right
of sale extends only to fully negotiable securitig@sthis connection, in
respect of such negotiable securities, the banler exercise his right
of sale after serving reasonable notice to theocmst. In the case of
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securities other than fully negotiable securititse banker is well
advised to realize them only after getting sancfimm a competent
court of law.

SELF ASSESSMENT EXERCISE 1
Explain the term banker’s lien.
3.2 Pledge

A pledge, as a term in relation to collateral sgguns a contract
whereby an article is deposited with a bank (leh@esr a promise or
security for the repayment of a loan or performaoica promise by the
beneficiary (borrower). In order to complete a cact of pledge,
delivery of the goods to the banker is necessasfivery of the title
documents relating to the goods, or the key ofwheshouse where the
goods are stored, may be sufficient to create i ydédge. Basically,
where no possession is given, it is known as 'Hgxtion’, which will
be discussed subsequently in this study unit.

There are three essential features of a pledgeasiqfi) there must be a
bailment of goods, i.e. delivery of goods; (ii) thailment must be by
way of security; and (iii) the security must be fimyment of a debt or
performance of a promise. A pledge gives the pledge right of
ownership.

1) Circumstances under which the law permits a ptige by a
non-owner include the following:

a. A mercantile agent can create a valid pledge, pexvihe is in
possession of the goods, with the consent of theeowrurther, a
valid pledge may be created even when the mereaagént is
acting without the authority of the owner providad pledge acts
in good faith.

b. A seller, who is in possession of the goods after $ale may
create a valid pledge, provided the pledgee ada®ad faith and
without notice of the sale.

C. A buyer, who is in possession of the goods or efdbcuments
of title to the goods, before payment of the pricey create a
valid pledge, provided the pledgee acts in gootth fand without
notice of the defective title of the pledger.

d. A pledger, who has only a limited interest in tleods which he
pawns can create a valid pledge to the extentaf suerest.
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e. One of the joint owners in sole possession of thedg with the
consent of the others may create a valid pledge.

f. A person who is in possession of the goods undeoidable
contract (on the grounds of, say, fraud, misreprgon,
coercion, etc.) may create a valid pledge provithedcontract is
not rescinded at the time of the pledge. Howevehjef cannot
create a valid pledge of stolen goods.

The banker may redeliver, for a specific purpose, goods pledged
with him. A properly drafted 'Trust Letter', clearhdicating the limited
purpose for which the goods are redelivered wowddabprecaution.
Possession can also continue to be evidenced blgahies own board
being exhibited at the place of storage.

2) Right of realization of the securities pledged

A pledgee is entitles to the following rights irseeof default in payment
of the debt by the pledger:

a. He may file a suit for recovery of the amount daeéhim, while
retaining the goods pledged.

b. He may file a suit for the sale of the goods pledagad the
realization of the money due to him.

C. He may himself sell the goods pledged after giviegsonable
notice to the pledger notwithstanding any conttat¢he contrary.
In case the proceeds do not meet the debt fullynag sue the
pledger for the balance. If there is any surpltusnust be paid
over to the pledger.

3) The banker as a pledgee entitled for any accien to the
goods pledged

In the absence of any contract to the contrary,bidiéee is bound to
deliver to the bailor, or according to his direaspany increase or profit
which may have accrued from the goods bailed.

4) Sale of security pledged without reasonable rioe

Sale of securities pledged without reasonable eascnot binding on
the pledger. In case where the pledgee sells tbesywithout giving
due notice, he will become liable for conversiomt the sale is not
avoided thereby and is not liable to be set astde.not compulsory on
the part of the pldgee to sell the goods at antiquéar time or within a

158



BFN 301 MODULE 2

reasonable time after the notice is served.
5) Redelivery of goods pledged

Where a pledgee files a suit for the recovery efdbbt, he is entitled to
retain the goods; but he is bound to return therpayment of the debt.
The right to sue on the debt assumes that the @éedgn the position to
redeliver the goods on payment of the debt andetbee, if he has put
himself in a position where he is not able to ra@elthe goods, he
cannot obtain a decree. But if he sues on thedhkhting the pledge and
it is found that he was given possession of thelgdd goods and had
retained the same, the pledger has the right teemadthe goods so
pledged by payment of the debt. If the pledgeeas in position to
redeliver the goods, he cannot have both the palywfethe debt and
also the goods.

6) Documents of title and pledge

Where a mercantile agent is without the consenthef owner, in
possession of the goods or documents of title mdgpa pledge made
by him, when acting in the ordinary course of bassiof a mercantile
agent, shall be as valid as if he were expresstycaized by the owner
of the goods to make the same.

7. Status of Documents of title to goods in relain to pledge

Under Section 2(4) of the Sale of Goods Act, audoent of title to
goods' is defined as

Bill of lading, dock warrant, warehouse keeper'stiteate, railway

receipt, warrant or order for the delivery of goodsd any other
document used in the ordinary course of businegsad of possession
or control of goods or authorizing or purporting &uthorize by
endorsement or by delivery, the possessor of tieardent to transfer or
receive goods thereby represented.

Following are the norms for a transport companghtain the approval
of the Association:

i) The transport company should not deliver thedgoexcept on
the bank's discharge and instructions for delivarythe original
receipt itself, which should be produced for delveA clause to
this effect should appear in the transport compamteipt.

i) A transport company’s receipt intended for aggtion with a
bank should not be drawn in the name of the coesign
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i)  For all damages suffered by a bank as a tesiulhe negligence
of the transport company, the company must be resple.

SELF ASSESSMENT EXERCISE 2
Enumerate and explain the conditions surroundiegute of a pledge.
3.3 Hypothecation

A 'mortgage of movables' may be defined as a teandfy way of
security of the general ownership of the chattahject to the equity of
redemption of the mortgagor. Mortgage of movablas be made by
mere parole and without transfer of possession. é¥ew a subsequent
mortgagee with possession, in the absence of nofiche previous
mortgage, will get priority over a prior mortgagé&hwut possession. In
the strict sense the term 'mortgage’ is used amlgonnection with
immovables. In the case of movables, the termsdgele and
'hypothecation ' are generally used. Where a mgetge movables is
created by delivery of possession of goods, ingwn as a ‘pledge’, and
where no possession is given it is known as 'hyguation’'.

In the case of hypothecation, a document known lasttér of
Hypothecation" is executed. This document detdils terms under
which the relevant goods are hypothecated. Bridfig, following are
the main contents of the letter of hypothecatianas follows.

Affirmation by the borrower that the goods are ffieen encumbrances,
that further encumbrances will not be created emtland that he is the
absolute owner of the goods

Undertaking by the borrower that proceeds arismognfthe sale of the
hypothecated goods will be utilized for the repagtra the advance.

Undertaking by the borrower to meet all expensésting to the safe
custody of the hypothecated goods and that suficigargin acceptable
to the banker will be maintained at all times.

Provision to the effect that the banker has thitrig take possession of

the hypothecated goods and to realize them in\hateof the borrower
making default in the repayment of the advance.
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SELF ASSESSMENT EXERCISE 3
Mention and explain various types of securities.
4.0 SUMMARY

From our discussion in this unit, we have idendifiand explained
securities that can be accepted by the banks far tustomers for
advances. Such securities, as we have discussgddenlien, pledge,
mortgage and hypothecation.

5.0 CONCLUSION

In this course of analysis in this study unit, veed discussed securities
for bankers’ advances and in the process, espauseBanker’s Lien;
Pledge; and Hypothecation. In the next study wwi, shall discuss
negotiable instruments: cheques, promissory notad Aills of
exchange.

6.0 TUTOR-MARKED ASSIGNMENT
1. Differentiate between pledge and lien.

2. Enumerate and discuss various securities Hrabe accepted by
the banks for advances.

7.0 REFERENCES/FURTHER READING
Dlabay, Les R.; Burrow, James L.; Brad, Brad (200%)o to Business

Mason, Ohio South-Western Cengage Learning p. 482.
ISBN 978-0-538-44561-0

Fraser, D. R., Gup, B. E. and Kolari, J.W. (1995pmmercial Banking:
The Management of Risk, New York: Western Publighin
Company

Money Market Account as retrieved from
http://www.investopedia.com/terms/m/moneymarketact@sp

Shekhar, K. C. and Shekhar, L. (2007). Banking Thend Practice,"7
Edition, New Delhi: Vikas Publishing House PVT Liexl.
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1.0 INTRODUCTION

In the previous study unit, we have discusseddbkea of securities and
loan recovery. There are instances under which lbdruknces are given
based on the use of land buildings as collateralirgees, which are

made available by the customers as loan benefsiafihe use of land
and buildings involves pledging some property oé thusiness as
securities while they are regarded as immoveabbpgity. They are
stationery at the particular places where they lacated. Hence the
issue of using land and buildings as collateralusges by the

beneficiaries, which the bankers accept for advendhe loanable
funds, constitute the subject of discussion in shigly unit.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o mention precautions towards accepting land anddimgé as
securities by banks

o list and discuss terms associated with mortgages

o mention and explain various kinds of mortgages

o explain the use of debenture.

3.0 MAIN CONTENT

3.1 Nature and Precautions for Taking Land and Buding as
Securities

When advancing money on the basis of land and ibgildhe banker is
inadvertently advancing money on the mortgage ef pinoperty so
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pledged for the loan. Before, delving into the d&sion on mortgage in
relation to land and building as securities, ip&tinent to point out the
following precautions, which must be observed lg/lthnkers.

1.

10.

11.

The banker has to comply with the detailed requaets
specified in the extant laws and regulations.

The mortgage deed should be meticulously draftedrder to
cover all contingencies that are likely to ariseonir the
agreement.

In some cases, the banker may find himself in agreus
situation if the title deeds deposited turn oubéodefective.

Therefore, in such a situation, the deeds can tlaimeed by the
true owner without repayment of the amount advaneaen
though the banker has acted in good faith and witlagtual or
constructive notice of the defective title.

Basically, in some instances, the person holdirgtithe deeds
may only be a mortgagee, in which case he onlytiagight to
transfer his interest in the property.

Realisation of the mortgaged property in case d&uleby the
borrower is possible only after complying with ale legal
requirements, which may involve some costs and.time

Difficulties in valuation of mortgaged property anthe
interpretation of the provisions of land tenuresditional and
government) can further pose some problems fobémers.

In such situations, the banker will have to depemdexpert
advice from legal luminaries and estate valuersicwhn any
case will involve time and costs.

The issue of second mortgages is consideredestsl $atisfactory
as banking securities. The rights of the secondtgagee are
subject to and subordinate to those of the firsttgagee.

Regardless of the possibility of a considerablegimabetween
the mortgage and the mortgageable value, the bankasition is
still not secure.

The first mortgagee may add any arrears of intécetite debt in
priority of the second mortgagee.
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12. Furthermore, under certain circumstances, the fmsttgagee
may make further advances, which will get priorayer the
second mortgagee.

13. Hence, such can only be guarded against by asuedathe
extent of interest of the first mortgagee by thenkeas, and
whether they are under any obligation to make &rrddvances.

SELF-ASSESSMENT EXERCISE 2

Mention the precautions that should be taken bké&awhen accepting
land and buildings as securities.

3.2 Terms Associated With Mortgages
1. Immovable Property

When the banker is securing advances with collstettze relevant issue
is whether a particular collateral is a movablaweimmovable property
as in the case of land and building. It is insimecto note that may be
recalled here that a mortgage can be created grdyttansfer of interest
in an immovable property. Basically, this point relevant for
determining the period of limitation for a suit fdeclaration of the title
to the property, or for recovery of possessiorhefpgroperty.

2. Mortgagor and Mortgagee

Basically, the person who transfers an interest specific immovable
property is known as the mortgagor and the persamhiiom the interest
is transferred is called the mortgagee.

3. Creation of a Mortgage

Fundamentally, a mortgage may be created eitheddposit of title
deeds, by delivery of possession, or by a regidtdogument.

Creating mortgage on an immovable property does mesd any
particular form. In broad based terms, for creatiagcharge on
immovable property no particular form of words iseded; adequate
words of intention may be expressed to make prgmertund belonging
to a person charged for payment of a debt mentianethe deed.
However, in order that a charge may be createde timeist be evidence
of intention disclosed by the deed that a specifiedperty or fund
belonging to a person was intended to be madeeli@bsatisfy the debt
due by him.
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SELF-ASSESSMENT EXERCISE 2
Differentiate between mortgagor and mortgagee.
3.3 Classification of Mortgages

There are various types of mortgage as identified axplained as
follows:

1. Simple Mortgage

Where, without deliveringpossession of the mortgaged property, the
mortgagor binds personally to pay the mortgage wmosed agrees,
expressly or impliedly that, in the event of hig8ife to pay according to
the contract, the mortgagee shall have be rigltattsse the mortgaged
property to be sold and the proceeds of sale t@ppéed, so far as may
be necessary, in payment of the mortgage moneytrémsaction is
called a simple mortgage, and the mortgagee a simpltgagee.

2. Mortgage by Conditional Sale

A mortgage by conditional sale is different fronsale with a condition
to repurchase. In the former case, the transfenade to constitute a
security for a debt. Relatedly, the right of takiogck the property on
payment of the amount due is not lost even thobghrtortgagor fails to
pay on the appointed day. In the case of a salb witondition to

repurchase, there is no debt for which the trans$em security.

Moreover, there is a transfer of all the rightsthe property reserving
only a personal right of repurchase, which is Ibebt exercised within

the agreed time.

A mortgagee, in the case of a mortgage by conditisale, has the right
to sue for foreclosure on default of the mortgaigorepay the amount.
A suit to obtain a decree that a mortgagor shadlmsolutely debarred of
his right to redeem the mortgaged property is dalee 'suit for
foreclosure'.

3. Usufructuary Mortgage

Where the mortgagor delivers possession expresslyyamplication

binds myself to deliver possession of mortgagedperty to the
mortgagee, and authorizes him to retain such psssesntil payment
of the mortgage money, and to receive the rentspafits accruing

from the property or any part of such rents andiisrand to appropriate
the same in lieu of interest, or in payment of thertgage money or
partly in lieu of interest and partly in paymenttbé mortgage money,
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the transaction is called a usufructuary mortgage, the mortgagee a
usufructuary mortgagee.

Hence, in the case of a usufructuary mortgagentbggagor delivers
possession of the mortgaged property. He is edtitie recover
possession of the mortgaged property when he pagk the debt or
when the debt is discharged by rents and profdsived.

4. Mortgage by deposit of title deeds

This type of a mortgage is called &aquitable Mortgage There is no
registration that is required in the case of a tgege by deposit of title
deeds. It is effected merely by deposit of titledie

In terms of rights of a mortgagee by deposit ¢ titeeds, all provisions
relating to a simple mortgage are applicable tooatgage by deposit of
title deeds. Hence there is a personal liabilitytlb® mortgagor to pay
the debt. In addition, the mortgagee is allowedealize the debt by
selling the property with the sanction of the Court

5. Anomalous mortgage

An 'anomalous mortgage' may arise by a combinatiotwo or more
kinds of mortgages enumerated below, or by usageoarticular
localities. An example of such a mortgage may beandb in a
combination of a simple mortgage and a usufructuasytgage. Here, in
addition to the mortgagee's right to appropriatés@nd profits against
the amount due, he also has the right to personsdlyze the debt from
the mortgagor.

SELF-ASSESSMENT EXERCISE 3
Mention and explain various types of mortgage.
40 CONCLUSION

From our discussion in this unit, we have stated thortgage refers to
pledging some specific property for taking loanalilemds by the
customers of banks. There are peculiar terms ttetaasociated with
mortagage such as mortgagor and mortagee, movablénranoveable
property, among others. There are also variousstgienortgage such
as simple mortgage, mortgage by conditional salsufructuary
mortgage, mortgage by deposit of title deeds, awnalous mortgage.
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5.0 SUMMARY

In this course of analysis in this study unit, veaéa discussed: meaning
of mortgage; terms associated with mortgages; itilzsson of
mortgages; and debenture. these issues in respeutrtgage will still
be discussed in a subsequent study unit. In thestedy unit however,
we shall discuss negotiable instruments: chequesnipsory notes and
bills of exchange.

6.0 TUTOR-MARKED ASSIGNMENT
1. Differentiate between mortgage and debenture.

2. Mention the precautions to be taken by bankgewdrccepting
mortgage as securities for loan.

7.0 REFERENCES/FURTHER READING
Dlabay, Les R.; Burrow, James L. & Brad, Brad (200@itro to

Business Mason, Ohio South-WesternCengage Learning
p. 482.ISBN 978-0-538-44561-0

Fraser, D. R., Gup, B. E. & Kolari, J.W. (1998ommercial Banking:
The Management of RiskNew York: Western Publishing
Company.

Money Market Account as retrieved from
http://www.investopedia.com/terms/m/moneymarketact@sp
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1.0 INTRODUCTION

In the previous study unit, we have discussed #sed of land and
buildings as securities for bank advances whichdé® on mortgage.
There are instances under which bank advancesia®r gased on the
use of capital market securities such as shareolégeral securities,
which are made available by the customers as |leseflziaries. The

use of shares involves pledging some investmentehware in the

capital stock that are tradable in the capital rearklence the issue of
shares as collateral securities by the benefigamehich the bankers
accept for advancing the loanable funds, consstute subject of
discussion in this study unit.
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2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o discuss stock exchange securities
o list and discuss terms associated with stock exgdharcurities
o differentiate between negotiable and non-negotiabtairities.

3.0 MAIN CONTENT
3.1  Stock Exchange Securities

The stock exchange securities include all finanastruments issued by
private enterprises, public enterprises and goventsnat federal, state
and local levels. Fundamentally, bankers generalinsider stock
exchange securities as acceptable securities f@nathg funds to the
customers. In the event of necessity, such seesictan be traded in the
stock exchange and their funds realized without mdficulty. In
essence, it is comparatively easy to ascertainvéthee of most stock
exchange securities. It is also easy to deternhieie title, and above all,
some of these securities are fully negotiable.

3.1.1 Valuation of Stock Exchange Securities

The value of stock exchange securities dependbeonategory to which
they belong. Basically, the securities issued byustrial and
commercial enterprises rank next to the securng®sed by Government
and public enterprises. The valuation of securitgssied by industrial
and commercial enterprises depends on a numbelaaibr§; these
include: the nature of the security, the stabitifythe organization that
has issued it, the ease with which such can be&seealvithout loss being
incurred besides the costs for their transactions.

In respect of ascertaining the value of the shaoésindustrial

enterprises, there are many factors that are to tdlen into

consideration. The quotations on shares on stockamge are often
considered as a safe guide in assessing the védlsecb securities.
However, it is advisable to supplement stock exgkagquotations with
an independent valuation. The past record on thtonoeance of the
enterprises concerned in respect of quoted shhmddsbe taken into
careful consideration. Hence, the banker shoul@értso the dividend
records and the balance sheet of the organizaftoorike past five years,
at least.

In the above respect, shares with steady divideubrds are more
acceptable as collateral securities for bank ad&nEurthermore, the
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integrity and business acumen of the promoterspthragement team
and directors of the enterprise are also of conalle importance in
assessing the acceptability of the company’s sh&edhermore, the
future prospects of the company in particular asdhdustry should also
be carefully evaluated. In case of a depressiongbenminent in such
an industry, the shares of its firms cannot be ptedde as securities for
bank advance.

The preference shares, where they are used asecallaecurities for
advances, are more acceptable as compared to wyrdstzares.

Nevertheless, preference shares do not carry arprefal right as to the
repayment of capital in relation to the right of ttreditors. This implies
that preferential shareholders’ right as to theayepent of capital is
subject to the discharge of all debts owed by trapgany and payment
of charges ranking prior to the preference shaesompany which has
issued a large number of preference shares may,alfopractical

purposes, be considered to have all the risks mdedcwith ordinary

shares.

In the course of valuing ordinary shares, the bargk®uld take into
consideration the aggregate value of such shareshwdome before
them in ranking for dividend and/or return of capit~or example, the
ordinary stock of a company which has issued nerothass of shares
would, other things being equal, be better as anlgecurity than
ordinary shares of a company which has issued rnumepreference
shares of large aggregate value.

It is also imperative to ascertain whether or noé¢ shares under
consideration are fully paid up. In the event tinaty are partly paid-up
shares, due contemplation should be accorded tlmurgmremaining

unpaid. In addition, the banker should ensure nwaké&in that no call

has been made which the holder of the shares hed fa pay.

SELF-ASSESSMENT EXERCISE 1

Discuss the valuation of stock exchange securities.

3.1.2 Margin for Stock Exchange Securities

The market price of a stock exchange security amrto fluctuations.
Therefore, the banker should insist on adequatgimar order to cover
any possible price fluctuations, which dependshendass of security.

This implies that margin which bankers will insist varies according to
the type of securities.
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The prices of government securities do not varyelyicbecause such
securities are gilt-edged securities. Neverthelesanges in the interest
rates have a considerable bearing on their pricethe event that the

interest rate increases, the value of such seesirtBnds to decrease.
Similarly, the state of trading in the capital marknfluences the prices
of government securities. During a period of actirade, their prices

tend to increase. Thus, the future course of isterates and state of
trading on government securities should be casefsildied bankers

while fixing the margin for government securities.

The same considerations apply in the case of atatdocal government
securities. In respective of debentures of indaistenterprises, this
margin depends on the standing and financial posivf the company
issuing them. Nevertheless, the margin for therhgeiherally be higher
as compared to that of Government securities.

The margin required by bankers for shares of indstnterprises will
be higher than that for government securities dustrial debentures.
Such margin will still be higher in the case ofioaty shares compared
to preference shares. In any case, the marginsvageording to the
creditworthiness of the issuing company, its pa&stqgmance, dividend
records and the future of the particular industrywihich the firm is
operating. The stock exchange quotations of suchrgies are also
taken into consideration. In the case of partipiyd shares, the margin
is based on the amount paid up on them. In thiseaion, it should be
noted that the failure to pay for share on calleméver they are made
may make the shares liable for forfeiture.

3.1.3 Liquidity of Stock Exchange Securities

The banks should always be careful in selectingeshas securities;
they should only insist on liquid securities as eofor their advances.
Basically, liquidity implies the ability of the seqties to be converted
into cash on demand. In other words, liquidity refeo the easy with
which the securities can be traded for cash irctipatal market without
loss. For example, the ordinary shares of an imdlignterprise may be
easily traded, but only at a discount. Here, ligyits possible only at a
loss and hence cannot be considered as a soundngasé&curity.

Bankers should always bear in mind that liquidityogld not be

sacrificed for profitability.

3.1.4 Necessity of Written Agreements (Memorandurof Deposit)
on Charging Stock Exchange Securities

In legal terms, a written agreement is not necgssaithe case of a
pledge or a mortgage of movable properties. Neetstis, bankers are
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advised to take written agreements while advancmomney on stock
exchange securities. Basically, the mere deposgectrities with the
intention to create a charge thereon will give bla@ker a charge over
the securities. However, a written agreement, whghegarded as
‘Memorandum of Deposit’ can include certain proors that are
favourable to the banks.

In respect of the 'Memorandum of Deposit' for shathere are basic
provisions that pertinent and must be incorporatatl Such provisions
include the following:

1. Statement specifying that the securities are degmbswvith the
intention of creating a charge for the purposeectising any sum
due to the banks.

2. There must be an undertaking by the depositor tontaia a
specified margin.

3. There must be an agreement that the amount duebshetpaid
on demand.

4. There should be an authority to the bank to redheesecurities
without obtaining the previous consent of the dé@pos

5. There should be a provision that the security ik continuing
one.

6. There should be a promise by the depositor to pgy umpaid
installments or calls that may become due on theesh

7. There should be an agreement that the charge shakr
amounts due from a survivor, in the case of joatoants.

8. In the case that the securities are deposited dralbef a
partnership firm, there should a provision that th&nker's
position will not be affected by any change in tdomstitution of
a partnership firm arising out of the death, insalwy, insanity,
retirement or admission of a partner.

0. In the event that the securities are depositedetwalb of a limited
company, there should be a stipulation that thekées rights
shall not be affected by any change in the congtituof the
company by reason of amalgamation or absorption.

10. There should be a declaration by the depositorttbdtas a good
title to the securities deposited.
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11. There should be a schedule as annexure to the raachon of
deposit showing the details of the securities diggas

SELF-ASSESSMENT EXERCISE 2

Mention the essentials provisions in respect of Mendum of Deposit
for shares when being used as securities for bdvkrees.

4.0 CONCLUSION

From our discussion in this unit, we have stateat tapital market
securities such as shares can be taken by the bam&dvancing funds
to their customers. However, there are certainguiaens that should be
observe by the banks before the acceptance of shhreaccepting
shares as securities, there is the necessity foritteen agreement in
form of Memorandum of Deposit. Furthermore, thezetain classes of
securities that cannot be accepted as securitidsaftk advances; these
include shares in private companies, unquoted shanel shares in
foreign companies.

5.0 SUMMARY

In this course of analysis in this study unit, wevé discussed stock
market securities in relation to bank advances, iantthe process, we
espoused on: stock exchange securities; valuatiostomk exchange
securities; margin for stock exchange securitieguidity of stock
exchange securities; and necessity of written ageaés (memorandum
of deposit) on charging stock exchange securitiethe next study unit,
we shall discuss negotiable securities and noniradgie securities.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Differentiate between Negotiable and Non-Negjgé Securities.
2. Give reasons why some classes of shares caenatcepted as
securities for bank advances.

7.0 REFERENCES/FURTHER READING
Dlabay, Les R.; Burrow, James L. & Brad, Brad (2008itro to

Business. Mason, Ohio South-WesternCengage Learning
p. 482.ISBN 978-0-538-44561-0

Fraser, D. R., Gup, B. E. & Kolari, J.W. (1998ommercial Banking:
The Management of Risk. New York: Western Publishing
Company.
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1.0 INTRODUCTION

Some of the securities that are accepted by th&sbare negotiable
while some others are not negotiable. There aranoss under which
bank advances are given based on negotiable instrisnsuch as capital
market securities, as made available by the custnas loan

beneficiaries. The use of non-negotiable securiiietoan beneficiaries
should be accepted with caution so that banks ddose their funds in

the process. Hence the issue of negotiable sexsiatid non-negotiable
securities as collaterals, which the bankers actmptidvancing the

loanable funds, constitutes the subject of disoussi this study unit.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

e discuss negotiable securities for bank advances
e explain non-negotiable securities for bank advances

3.0 MAIN CONTENT
3.1 Negotiable Securities

Some of the stock exchange securities are fullytigigle. Accordingly
the Negotiable Instruments Act explains that a tiagte instrument
means a promissory note, bill of exchange or chemyable, either to
order or bearer. Besides these ones, there are atsguments
considered as negotiable instruments which the anéfe custom
judicially recognized. Basically, the transfer ohagotiable instrument
is effected by delivery or by endorsement and @ejivand the property
in a negotiable instrument is acquired by evergpemwho takes it bona
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fide and for value, notwithstanding any defecthe title of the person
from whom he took it.

Securities like bonds payable to bearer, shareantsy and debentures
payable to bearer, among others, are treated agialelg securities. In

the case of debentures payable to bearer, therncustdreat them as

negotiable by delivery is recognized by the appatpriaw.

The negotiable securities are considered ideahakihg securities. The
mere deposit of such securities with intent to g&edives the banker
complete title to them, with a right of sale impliean a pledge.
Nevertheless, bankers generally take a "Memorandfideposit' as
discussed above which is indicative of the purpofsthe deposit, and
containing a clause that the security shall berdimoing one.

Furthermore, the banker is often given an expressep of sale.
Essentially, therefore, when banks are advancingemamn securities
which are negotiable instruments but which are ¢otdansferred by
endorsement and delivery, they should see that #ey properly
endorsed in favour of the banks.

SELF-ASSESSMENT EXERCISE 1
Discuss negotiable securities for bank advances.
3.2 Non-Negotiable Securities

Banks do not get a legal title by mere deposit oh-negotiable
securities such as registered shares, registeoelisstinscribed stocks,
etc. Banks can only perfect their security by hgwvintransferred into
their own names. A bank advancing money on the sled share
certificates gets only an equitable title.

1. Equitable mortgage

In the case of non-negotiable securities, an elgjeitanortgage is
effected by:

(@) Deposit of the securities with the intentiorcteate a charge;

(b)  Deposit of the securities with a Memorandunbeposit;

(c) Deposit of the securities with a MemorandumDafposit and
duly executed blank transfers.

In respect of banker's position, an equitable nag#gis not desirable

due to some defects showing the unsatisfactoryr@aitian equitable
mortgage. Such defects include the following:
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) A prior equitable mortgage, effected with ortlwaut the banker's
knowledge, will rank before his equitable charge;

i) The mortgagee may be holding the securitiesaasustee, in
which case the beneficiaries of the trust will ggdrior equitable
title;

iii)  An equitable title will be postponed to a sélguent legal title;

iv)  The mortgagor may have only an equitable titl¢he securities,
which means he cannot pass more than his own étpiitide to
the banker; and

V) The company issuing the securities may haveradver them as
against the registered owner.

Due to the above defects, the banker should natraay money on an
equitable mortgage except on exceptional caseshétunore, the bank
should try to protect its interests by giving tesuing company a notice
of lien in duplicate, with a request that the compacknowledges the
notice by endorsing and returning the duplicateveyheless, such a
notice does not obtain for him a priority over éopequitable title. But,
it still secures priority for the banker over angure advances made by
the company to the shareholder. It also minimizes gossibility of a
mortgagor fraudulently obtaining duplicate copie$ bis share
certificates and passing a legal title to somergbleeson.

SELF-ASSESSMENT EXERCISE 2

Identify the defects inherent in the unsatisfactoayure of an equitable
mortgage.

4.0 CONCLUSION

From our discussion in this unit, we have stated te have stated that
some of the collaterals being offered by bank custs for advances are
negotiable while some others are not negotiable.@dnk should accept
such non-negotiable instruments with caution sat tina the final
analysis, funds advanced out can be recouped withrablems, which
can affect the operations of the benefactors.

5.0 SUMMARY
In this course of analysis in this study unit, wavé discussed
negotiable securities and non-negotiable securitieselation to the

advances being made by the banks to the custoinetise next study
unit, we shall discuss mortgages and debentures.
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6.0 TUTOR-MARKED ASSIGNEMENT

Differentiate between Negotiable and Non-Negoti&#eurities.
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1.0 INTRODUCTION

There are instances under which bank advancesia®r gased on the
use of mortgages and debentures as collateralisesuwhich are made
available by the customers as loan beneficiariée fbrmer involves

pledging some property of the business as seauntieile the latter

involves the use of investment in debentures asiteoal for securing

the funds involved in the loan facilities. Hence iksues of mortgages
and debentures as securities for advances cosestihg subject of

discussion in this study unit of the material.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

discuss the nature of mortgage

mention and discuss terms associated with mortgages
mention and explain various kinds of mortgages
explain the use of debenture.

3.0 MAIN CONTENT
3.1 Mortgage

The term mortgage is regarded as the transfer aftarest in a specific
immovable property for the purpose of securing gagment of money
advanced or to be advanced by way of loan, aniegisir future debt,
or the performance of an engagement which may mggeeto pecuniary
liability.

Hence, the inherent fundamentals in the above itiefinof mortgage in
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relation to collateral in lending include:

a. There must be a transfer of interest in an immavabbperty.

b. The immovable property must be a specific one.

C. The consideration of a mortgage may be either mausanced
or to be advanced by way of a loan, or the perfoceaof a
contract.

SELF-ASSESSMENT EXERCISE 1

Define the term Mortgage in relation to bank fagito a business entity.
3.1.1 Terms Associated with Mortgages

1. Immovable Property

When the banker is securing advances with collstettze relevant issue
Is whether a particular collateral is a movablawmimmovable property.
It is instructive to note that a mortgage can leat@d only by a transfer
of interest in an immovable property. Basicallysthoint is relevant for
determining the period of limitation for a suit fdeclaration of the title
to the property, or for recovery of possessiorhefpgroperty.

2. Mortgagor and Mortgagee

Basically, the person who transfers an interest specific immovable
property is known as the mortgagor and the persamhiiom the interest
is transferred is called the mortgagee.

3. Creation of a Mortgage

Fundamentally, a mortgage may be created eitheddpposit of title
deeds, by delivery of possession, or by a regidtdogument.

Creating mortgage on an immovable property does mesd any
particular form. In broad based terms, for creatiagcharge on
immovable property no particular form of words iseded; adequate
words of intention may be expressed to make prgmerfund belonging
to a person charged for payment of a debt mentianethe deed.
However, in order that a charge may be createde timeist be evidence
of intention disclosed by the deed that a specifiedperty or fund
belonging to a person was intended to be madeelib$atisfy the debt
due by him.
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SELF-ASSESSMENT EXERCISE 2
Differentiate between mortgagor and mortgagee.
3.3.2 Classification of Mortgages

There are various types of mortgage as identified axplained as
follows:

1. Simple Mortgage

Where, withoutdelivering Possession of the mortgaged property, the
mortgagor binds personally to pay the mortgage mosed agrees,
expressly or impliedly that, in the event of higife to pay according to
the contract, the mortgagee shall have be rigltatsse the mortgaged
property to be sold and the proceeds of sale t@appéed, so far as may
be necessary, in payment of the mortgage moneyAc¢héransaction is
called a simple mortgage, and the mortgagee a simpltgagee.

2. Mortgage by Conditional Sale

A mortgage by conditional sale is different fronsade with a condition
to repurchase. In the former case, the transfenade to constitute a
security for a debt. Relatedly, the right of takiogck the property on
payment of the amount due is not lost even thobghrtortgagor fails to
pay on the appointed day. In the case of a salb witondition to

repurchase, there is no debt for which the trans$ema security.

Moreover, there is a transfer of all the rightsthe property reserving
only a personal right of repurchase, which is Ibebt exercised within

the agreed time.

A mortgagee, in the case of a mortgage by conditisale, has the right
to sue for foreclosure on default of the mortgaigorepay the amount.
A suit to obtain a decree that a mortgagor shadlmolutely debarred of
his right to redeem the mortgaged property is dale 'suit for
foreclosure'.

3. Usufructuary Mortgage

Where the mortgagor delivers possession expresslyyamplication

binds myself to deliver possession of mortgagedperty to the
mortgagee, and authorizes him to retain such psissesntil payment
of the mortgage money, and to receive the rentspafits accruing

from the property or any part of such rents andiisrand to appropriate
the same in lieu of interest, or in payment of thertgage money or
partly in lieu of interest and partly in paymenttbé mortgage money,
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the transaction is called a usufructuary mortgage, the mortgagee a
usufructuary mortgagee.

Hence, in the case of a usufructuary mortgagentbggagor delivers
possession of the mortgaged property. He is edtitie recover
possession of the mortgaged property when he pagk the debt or
when the debt is discharged by rents and profdsived.

4. Mortgage by deposit of title deeds

This type of a mortgage is called an 'Equitable tiglage'. There is no
registration that is required in the case of a tgege by deposit of title
deeds. It is effected merely by deposit of titledie

In terms of rights of a mortgagee by deposit ¢ titeeds, all provisions
relating to a simple mortgage are applicable tooatgage by deposit of
title deeds. Hence there is a personal liabilitytlb® mortgagor to pay
the debt. In addition, the mortgagee is allowedealize the debt by
selling the property with the sanction of the Court

5. Anomalous mortgage

An 'anomalous mortgage' may arise by a combinatiotwo or more
kinds of mortgages enumerated below, or by usageoarticular
localities. An example of such a mortgage may beandb in a
combination of a simple mortgage and a usufructunasytgage. Here, in
addition to the mortgagee's right to appropriatés@nd profits against
the amount due, he also has the right to personsdlyze the debt from
the mortgagor.

SELF-ASSESSMENT EXERCISE 3
Mention and explain various types of mortgage.
3. Debentures

The value of the debentures issued by corporatéeebant enterprises
depends on their creditworthiness. It is instruetio note that high
interest rates do not, as a rule, indicate theirthvout it is also the
prevailing market values that are more importargvéitheless, some
high yield of debentures may be an indication eirtimon-suitability as
banking securities.

Prior to accepting debentures, issued by a compasycollateral

securities for advancing money, it is necessaryttierbank to take the
following steps to ensure the protection of its anterest:
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1) The bank should ascertain from the company's Mendora and
Articles of Association whether they are issuediacordance with
its power,;

2) He should also ascertain whether the company haseds any
debentures before the present issue;

3) In case a specific prior charge over the propetigrged to the
banker has been registered, his security will betggmmed to that of
the earlier charge;

4) The banker should see that the debentures prolvatdle company
shall not create any further charge to rank bedongari passu with
the banker's charge; and

5 When a debenture gives a specific charge over
certain assets, it should be accompanied by deedstlwer
documents evidencing the title of the company &opfoperty.

4.0 CONCLUSION

From our discussion in this unit, we have stated thortgage involves
pledging some specific property for taking loanalilmds by the
customers of a bank. There are peculiar termsatetassociated with
mortagage such as mortgagor and mortagee, movabléranoveable
property, among others. There are also variousstygppenortgage such
as simple mortgage, mortgage by conditional salsufructuary
mortgage, mortgage by deposit of title deeds, amin@lous mortgage.

5.0 SUMMARY

In this course of analysis in this study unit, veaéa discussed: meaning
of mortgage; terms associated with mortgages; iflzsson of
mortgages; and debenture. In the next study ung, shall discuss
produce and goods as securities for bank advances.

6.0 TUTOR-MARKED ASSIGNMENT

1. Differentiate between Mortgage and Debenture.
2. Mention the precautions to be taken by bank#ewaccepting
mortgage as securities for loan.
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1.0 INTRODUCTION

In the previous study unit, we have discussed shed of debentures in
relation to its use as securities for bank advanthsre are instances
under which produce and goods can be accepted ks [z securities
for their advances. Hence the issue of producegad being used as
securities for advances is discussed in this stunity

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

o discuss the rational for taking produce and goadseaurities for
advances

. list and explain documents of title to goods

o differentiate between right of lien and right afigbage in transit

. mention and explain types of documents associatte prboduce
and goods.

3.0 MAIN CONTENT
3.1 Rationale for Taking Produce and Goods as Seties

The use of produce and goods as securities arises & wholesaler is
taking an advance for the purpose of purchasingigoAnd the source
of repayment is the sale proceeds of the goodspeerl. Therefore, the
banker has the sale of the goods as the sourcegayment.

There are some fundamental reasons which informatieeptance of
produce and goods by banks as securities for Hobrances to their
customers. Such reasons are identified below.

185



BFN 301 PRACTICE OF BANKING

) Produce and goods as securities offer somettaingible for the
banker to realize in case of the customer's default

1)) Produce and goods are easily realizable as peoed to
immovable properties.

iii)  Produce and goods are comparatively easievtduate.

iv)  The source for repayment of advances, baseith@produce and
goods, is comparatively secure.

On the contrary, the use of produce and goods agrises can be
fraught with problems. Basically, there are cer@isadvantages to this
form of security. Such disadvantages are as idedtifelow.

) Possibilities of deterioration of the goods,

i) Perpetration of fraud as regards their quahiglue and title, and
risk of heavy fluctuations in their value, espdgiathen they are
not necessities of life.

Hence it has been argued that successful loaniamstgsuch security
calls for specialized knowledge on the part of thankers. The
responsibilities of the bankers, therefore, arthénfollowing areas:

1) The first important point is to ascertain the gyadif the goods.

2) This kind of security should be accepted only frpersons of
business integrity.

3) The banker should try to make an independent exatiamof the
risk of deterioration is also an equally importpotint.

4) The nature of the goods should be carefully studieithe goods
are perishable in nature or are liable to fashibanges, they
cannot be considered as an acceptable bankingtgecur

5) The banker should try to limit his advances to penshable
goods in everyday use, capable of ready sale.

6) The banker should be able to make as independémtian of
the goods. Here too, in certain cases, the bankiérfimd the
services of an expert valuer necessary.

7) He must be able to study the market conditionsfallye The
importance of a careful study of the market cood#i is
pertinent, particularly when there are chancesighdr market
prices owing to the speculative hoarding of comresl
Revaluation at short intervals is also necessary.

8) The banker should see that the goods offered asiseare
properly insured and stored.

9) The banker has to be careful in cases where ther seserves his
rights over the goods sold by inserting a suitaitéeise in the
contract of sale. In some trades, such clauses lbese common
for some time and the practice is used frequentlyEurope.
(Borden (U.K.) Ltd. Vs Scottish Timber Products Ltd (1979).
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10) The banker should satisfy himself about the titfethe goods
pledged. Pledgee of goods does not get a betterthian the
seller had unless the owner of the goods, by hisdact is
precluded from denying the seller's authority b &epledge.

Basically, certain exceptions to this general rate laid down in the
Sale of Goods Act. The law recognizes a pledge pgraon who is not
the owner but is in possession of the goods unter following
circumstances:

1. In the case of a mercantile agent

2. In the case of one of the joint owners

3 In the case of a person in possession of the gooder a
voidable contract

4. In the case of a buyer who is in possession ofgtheds before
the payment of purchase price

5. In the case of a seller who is in possession ofjtiaels after sale

6 In the case of a person having a limited inteneshé goods

SELF-ASSESSMENT EXERCISE 1

What are the responsibilities of bankers in aceemaof produce and
goods as securities for advances?

3.2 Documents of Title to Goods

Under Section 2(4) of the Sale of Goods Act, 'doennof title to goods'
is defined as:

Documents of title to goods include a bill of laglindock warrant,

warehouse-keeper's certificate, wharfinger's ceatié, railway receipt,

warrant or order for the delivery of goods and attyer document used
in the ordinary course of business as proof ofpbgsession or control
of goods, authorizing or purporting to authorizeher by endorsement
or by delivery, the possession of the documentsanosfer or receive
goods thereby represented.

While lending money on the security of documentsittd to goods, the
banker has to carefully consider a number of factimr instance:

i) The banker should remember that documentstleftt goods do
not guarantee the quality or the value of the gosplscified
therein.

For instance, in the case of a 'bill of lading' lause is generally
included to the effect that 'weight and content&namvn'. Here, the
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banker has to depend on the integrity of the pesbguping the goods.

1)) Secondly, unlike negotiable securities, titte the goods cannot
be acquired through a person who has stolen thandgeat or
who has otherwise obtained the document without sthiéer's
assent.

iii)  The banker should be careful to distinguidbcuments that give
titte to goods' and 'documents that are mere reeiBill of
lading, dock and warehouse-keeper's warrants maydbeded
under the former while warehouse-keeper's cenégadelivery
orders may be included under the latter.

The above distinction is important because in thene of bankruptcy,

the bona fide possession of a bill of lading or aretiouse-keeper's
warrant by a banker is sufficient to take the goodsof the order and
disposition of the bankrupt. Unless the goods tzeen registered in his
name, possession of a delivery order or a warehkersger's certificate
is of no avail against the claim of the trustebamkruptcy to possession
of the goods.

Iv)  The banker should take sufficient precautignameasures to
minimize the risks as identified above. He showté shat the
goods covered by the document of title are propedyred. He
should also insist on a certificate from a reliapéeker in order
to ascertain the contents of the packages.

V) In addition, a 'letter of hypothecation' sholle taken from the
borrower lodging the documents as security. Imfixihe margin,
consideration should be given for accruing chargesstorage
and insurance. Above all, the integrity and honestythe
borrower should be taken into consideration.

SELF-ASSESSMENT EXERCISE 2

What are the factors to be taken into considerdtipthe banker while
lending money on the security of documents of tilgoods?

3.3 Right of Lien and Right of Stoppage in Transit

According to the Sale of Goods Act, an unpaid s@fegoods, who is in
possession of them, is entitled to retain possessioti payment.
However, he loses his lien when he delivers thedgdo a carrier, or
other bailee, for the purpose of transmission te Huyer, without
reserving the right of disposal.
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Under this consideration, the right of lien is,duaubt, lost, but the right
of 'stoppage in transit' will be available. Accaoglito this right, an
unpaid seller can prevent the goods from beingveedd to the buyer.
This right has been defined as a right possessdtebgeller to resume
the possession of goods not paid for, while onvilag to the vendee.
This right can only be exercised subject to thevisions of the Sale of
Goods Act, and is lost if the buyer obtains delyef the document of
title and assigns the same to a bona fide purcliasealue. In reference
to Section 53 of the Sale of Goods Act, it statesfollowing.

1. Subject to the provisions of this Act, the udpseller's right of
lien or stoppage in transit is not affected by a&ajye or other
disposition of the goods which the buyer may hawaglen unless
the seller has assented thereto.

2. Provided that where a document of title to gobds been issued
or lawfully transferred to any person as buyer wner of the
goods, and that person transfers the documentperson who
takes the instrument in good faith and for consitien, then, if
such last mentioned transfer was by way of a ghke,unpaid
seller's right of lien or stoppage in transit ised¢ed.

3. If such last mentioned transfer was by way ledge or other
disposition for value, the unpaid seller's rightieh or stoppage
in transit can be exercised subject to the righheftransferee.

4. Where the transfer is by way of a pledge, thpaid seller may
require the pledgee to have the amount securechdypledge
satisfied in the first instance, as far as possiblg of any other
goods or securities of the buyer in the hands efledgee and
available against the buyer.

Hence, it implies that where the pledgee has twmore securities, an

unpaid seller can compel the pledgee to resorhéoother security or
securities first.

3.4  Types of Documents Associated with Produce agbods

1. Bill of Lading

Bill of lading is a document issued by the ship ewror by the Master
or other agent on his behalf, which states thataoegoods have been

shipped on a particular ship and sets out the terms&hich such goods
have been delivered to, and received by the Sapg(l Vs Burdick).

189



BFN 301 PRACTICE OF BANKING

The bill of lading generally contains a provisianthe effect of 'weight
and contents unknown'. Therefore, the banker camsecertain the
weight and contents of the packages from a bilading. Nevertheless,
the banker may protect himself by insisting on theposit of the
relevant invoice showing the description and vadfiehe goods along
with the bill of lading.

The relevant certificate from a reputed packer aso be insisted on.
The banker should ascertain whether the goods/gaskaere shipped
in good order and condition. In which case, aawl®ill of lading' is
issued. Another point to be considered is whetharab the goods are
covered by appropriate insurance. The banker shoake sure that the
insurance policy is attached with the bill of laglinThe description of
the goods in the insurance policy should correspeitial that in the bill
of lading.

A bill of lading is usually issued in triplicatene signed by the Master
on behalf of the ship owner. The Master of the shipllowed to make

delivery of the goods to the person who first prés@ne of the parts of
the bill of lading, provided such delivery is mage good faith and

without notice of any prior claim to the goods. &sule, a condition is
included in the bill of lading to the effect thahan one of the three bills
is accomplished, the other two are void. To be lon $afe side, the
banker should get all the parts of the bill of feginto his own hands.
Where this is not possible, he should give noticki® claim to the ship

owner as soon as possible, or if the goods hawadyr been handed
over to the dock company or warehouse keeper.

It is advisable to get the bill of lading endorgadblank. A 'letter of

hypothecation' should also be taken. This will ecbtthe banker from
any liability for freight and other charges on tpeods. Of course, the
banker is entitled to get delivery of the goodsyaaiter paying freight

and other charges.

Sometimes a 'through bill of lading' is issued floe carriage of the
goods partly in the ship of the ship owner andlpdy land or in the
ship of another ship owner for an inclusive freightich bills should be
accepted by the banker only from reputable custentgifls of lading
which cover only a part of the journey should neber accepted as
banking security.

The banker is well advised not to accept 'recefeecgshipment bills of
lading' as security. Such bills afford evidenceneither the goods being
shipped, nor the vessel on which they were loadée. usual bill of
lading is a 'shipped bill of lading' which acknoddges receipt of goods
on board a particular vessel.
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When the goods arrive at the destination, the adtioourse for the

banker would be to hand over the bill of ladingatavarehouse-keeper,
with instruction to collect the goods and warehotingam in the name of
the banker.

2. Dock and Warehouse Warrants

The 'dock warrant' is a document issued by a dockpany stating that
the goods described therein are deliverable tgoreon named in the
warrant, or to his assignee by endorsement. A vearsh warrant is a
document issued by a warehouse-keeper containengame statement.
When such warrants are accepted as security, tileebahould make it
a point of duty to register himself as the owneth& goods, or should
lodge a 'stop order' with the dock company or wawsk keeper to
prevent unauthorized dealing of the goods. The &askould also take
the general precautions as incorporated in theugsisson of ‘Documents
of Title to Goods'.

3. Warehouse-keeper's Certificates

These certificates are mere acknowledgments by hoase-keepers.
Where the banker advances money on such certsicag should see
that a delivery order is made out in his favourr fadure to take such
action, he will be unable to obtain possessionhef goods and have
them stored in his own name. A warehouse-keepertgicate is only a
deposit receipt and hence, generally not translierayp law. And when
it is not transferable by law or through legislatithe safe course for the
banker would be to get a certificate made outhe name of the bank
that advances the money.

4. Delivery Order

The 'delivery order' is an order addressed to theelouse keeper where
the goods are stored to deliver the goods mentiathedein to a
particular person. A banker granting an advancéhersecurity of such
an instrument is well advised to get the goodssfierned into his name.
It is instructive to note that the borrower mayussa second delivery
order to another person, and if such a person diamtice of the bank's
claim, he may get delivery of the goods by prodgdiis copy of the
delivery order.

5. Way Bill or Truck Receipt

The banker has operational responsibility to takmost precautions
while advancing money on the security of these dwmis. If at all the

191



BFN 301 PRACTICE OF BANKING

bank is granting an advance on the security of ay "Wwll', it should

ensure that that the carrier company which hasdslie way bill is in
the approved list of the Nigerian Postal authorityhich has the
responsibility of registering all cargo companieghe country. In order
to safeguard the interests of the banks in gendiBIOST has laid down
certain norms for the operations of all cargo conm operating in the
country.

SELF-ASSESSMENT EXERCISE 3

Mention and discuss various types of documentsatefssociated with
produce and goods.

4.0 CONCLUSION

From our discussion in this unit, we have espousedhe fact that
produces and goods can be taken as securities aiok hdvances.
Nevertheless, banks should take necessary stepsstoe that they are
not shortchanged or outsmarted by the loan beaefs. Therefore,
they should ensure that necessary documentateénaaried out on the
agreement and transfer of title and property om ggoods and produce.

5.0 SUMMARY

In this course of analysis in this study unit, veerér discussed: rationale
for taking produce and goods as securities; doctsn&title to goods;
right of lien and right of stoppage in transit; atyppes of documents
associated with produce and goods. In the nextystudt, we shall
discuss guarantees for loan and advances.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Differentiate title to goods and right of lien.
2. Mention and discuss types of documents assakiaith produce
and goods.

7.0 REFERENCES/FURTHER READING

Dlabay, Les R.; Burrow, James L. & Brad, Brad (200&tro to
Business. Mason, Ohio South-WesternCengage Learning
p. 482.1ISBN 978-0-538-44561-0
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1.0 INTRODUCTION

In the previous study unit, we have discussed the af produce of

goods as securities, just like other collateralustes, for bank

advances to customers. Bankers are generally taoefecure advances
granted by them by insisting on adequate acceptatiigteral securities.
However, in some cases the bank may grant advanceke basis of

personal security of the borrower, which is commeated by the

guarantee of some other persons. In this lighth sadvances to the
customers are not secured. In this study unitefbes, the discussion is
on the nature and legal aspects of guarantees.

2.0 OBJECTIVES
At the end of this study unit, you should be abte t

discuss the nature of guarantee for advances
differentiate between guarantee and indemnity

mention and explain kinds of guarantee

identify circumstances that can vitiate the liapia guarantor
discuss the termination of guarantee.

3.0 MAIN CONTENT
3.1  Meaning of Guarantee

A contract of guarantee is a contract to perforre ftromise, or
discharge the liability of a third person in cadedefault. The person

194



BFN 301 MODULE 3

who gives the guarantee is called theety or guarantor, the person for
whom the guarantee is given is called tréencipal debtor and the
person to whom the guarantee is given is calledrtbditor. Basically, a
guarantee must be evidenced by a letter accompdnyegassport
photograph of the guarantor, in the banking systeNigeria.

Hence in a contract of guarantee there are thregepasuch as the
surety, the principal debtor and the creditor. Fustance, if Ado

guarantees that Bello will repay the loan granteditm by GT Bank
within a stated period and promises the bank thatase of default on
the part of Bello, Ado himself will repay the loam,is a contract of
guarantee. Here Ado becomes the surety or the goarahile Bello is

the principal debtor and GT Bank is the creditdnisTimplies that the
liability of Ado, the guarantee is dependent on dedault of Bello to

repay the loan to GT Bank.

3.1.1 Differentiation between Contract of Guarante and Contract
of Indemnity

A contract of guarantee is different from the caotrof indemnity. A
contract of indemnity is a contract by which onetyp@romises to save
the other from loss caused to him by the conduditbier the promisor
himself, or by the conduct of any other person. iRetance, in case of
loss of a railway way bill, the consignee will bequired to give an
indemnity bond by which he undertakes to compendage railway
company for any loss which the latter may have utfes owing to
delivering the goods without the production of tiadway bill. There
are only two parties in a contract of indemnity lsas the indemnifier
(or the promisor) and the promisee (or the insucedthe party
indemnified).

On the other hand, in a contract of guaranteeetaes three parties such
as the guarantor, the principal debtor and theitoredas have been
identified and discussed above. Basically, the animiability is that of
the principal debtor. The liability of the guarants collateral or
secondary, which is a contingency liability per Séherefore, the
guarantor's liability only arises only when thengipal debtor makes a
default.

In the case of a contract of indemnity, the inddianis the only person
who becomes liable to the indemnified if the latseiffers a loss on
account of his doing something at the express elasithe former. A
banker can safeguard his interests against losia@ifrom non-payment
or non-performance of an obligation either by afiteg a guarantee or
an indemnity from a third party. But in a contraétguarantee, if the
principal debtor defaults by non-payment to thelitog, the guarantor,
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on such payment, is entitled in law to proceed ragjathe principal
debtor in his own right. In the case of a contrattindemnity, the
indemnifier cannot sue third parties in his own pamless there is an
assignment. He has to bring the suit in the nanteeoindemnified.

The indemnified has the right to recover from th@emnifier:

(@) all damages which the former may be compelled tp ipaany
suit in respect of any matter to which the promise the
indemnifier applies,

(b)  all costs which the former may be compelled to papringing
or defending such suits, provided he did not caetna the orders
of the indemnifier or acted in such a way as a @nagnan would
not under similar circumstances, and

(c) all amounts which may have been paid under thesterimany
compromise of any such suit.

SELF-ASSESSMENT EXERCISE 1
Differentiate between guarantee and indemnity.
3.1.2 Kinds of Guarantees

Basically, a contract of guarantee may be eithesifaple (specific) or
(b) continuing. In the case of a simple guarantesyvers only a single
transaction and in the case of a continuing gueeaiit extends to a
series of transactions. It is instructive to noereln that a continuing
guarantee may be revoked at any time by the guardot future
transactions by due notice to the creditor.

Further, in the absence of any contract to theraontthe death of the
guarantor operates, as a revocation of a contingiragantee as regards
future transactions. Nevertheless, the legal reptesves of the
deceased guarantor will be liable for all transaxtiguaranteed by him
before his death.

3.2  Guarantees as Banker's Security

Prior to the acceptance of a guarantee as a sgctmi banker has to
assess carefully the three Cs, which imply Charac@apacity and
Capital of the guarantor. The initial and continusalvency of the
guarantor and the completeness of the 'guaranted’ lame of special
importance. Bankers generally use printed formstaiomg detailed
clauses to safeguard their interests. In case abtdoegarding the
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continued solvency of the guarantor, collateralusées are often
insisted upon. So also, in the case of a guaranitr only a fixed
income which is terminating at his death, the bankeuld be well
advised to take out an insurance policy on thedlffthe guarantor.

Circumstances under which Guarantor will be disgédr from his
Liability include the following:

1. Variance in terms of contract

Any variance, made without the guarantor's consenterms of the
contract between the principal debtor and the tweddischarges the
guarantor as to transactions subsequent to thancai

2. Release or discharge of the principal debtor

The guarantor is discharged by any contract betwisecreditor and the
principal debtor by which the principal debtor &deased, or by any act
or omission of the creditor, the legal consequeatevhich is the
discharge of the principal debtor.

Furthermore, it is instructive to note that a rekeaf any property
charged to meet one of the surety's contingentitialvill discharge the
co-sureties. InSmith Vs Wood, it was held that the release of the
properties of one of the sureties by the credisat brought a substantial
alteration in the contract connecting the partmsr se and had also
deprived the co-sureties of the right to have ladl properties pledged
which caused the debt to fall on all the properti¢snce, the co-sureties
who had not consented to the alteration were lebetdischarged.

Again, the creditor's forbearance to sue does msathdrge the surety.
Mere forbearance on the part of the creditor totheeprincipal debtor
or to enforce any other remedy against him doesindhe absence of
any provision to the contrary in the guaranteegltisge the surety. But
a release of any property charged to meet theipahdebtor's liability

will have the effect of the creditor prejudicingetinterests of the surety.

3. Compounds with, gives time to or agrees not tas, principal
debtor

A contract between the creditor and the princiggtdr, by which the
creditor makes a composition with, or promises itee ¢gime to, or
promises not to sue the principal debtor, dischathje surety unless the
surety assents to such contract. Relatedly, wheantact to give time
to the principal debtor is made by the creditorhwat third person, and
not with the principal debtor, the surety is nstathiarged.
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4. Creditor's act or omission impairing surety's eentual
remedy

When the creditor carries out any act which is mststent with the right
of the surety, or omits to do any act which hisydotthe surety requires
him to do, and the eventual remedy of the suresjireg the principal

debtor is thereby impaired, the surety is dischérge

5. Guarantee obtained either by misrepresentation or ¥
concealment

Any guarantee which has been obtained by means itifere
misrepresentation by the creditor or with his krnedge and assent,
concerning a material part of the transaction &lid. Any guarantee
which the creditor has obtained by means of keegpilegt regarding the
material circumstances is invalid.

In addition, where a person gives a guarantee @poantract that the
creditor shall not act upon it until another per$@as joined in it as co-
surety, the guarantee is not valid if that persoasdchot join.

SELF-ASSESSMENT EXERCISE 2

What are the circumstances under which guarantorbeadischarged
from his liability?

3.3 Termination of Guarantee

The termination of a guarantee in respect of futma@sactions takes
place if any of the following events occurs:

1. On receipt of notice of the principal debtor.

2. On the death of the guarantor. It may be repeateel that notice
of the death of the guarantor need not be giveth@ocreditor.
But where the guarantee bond contains a clausentitate of a
certain period must be given to the bank by thealleg
representatives of the deceased guarantor, theargear will
continue to bind the estate of the deceased guaradifit the
expiry of the notice period.

On receipt of notice to the creditor of the guanastinsolvency.
Change in the constitution of the borrower.

Notice of demand by the creditor on the guarantor.

Notice of revocation by the guarantor to ¢heditor.

o0k w
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SELF-ASSESSMENT EXERCISE 3
What are the circumstances that can lead to tetromaf guarantee?
4.0 CONCLUSION

From our discussion in this unit, we have statedt th guarantee
involves an undertaking by one person to pay amaodiriban in the

event the loan beneficiary fails to pay after mgkirse of the funds.
This is different from the issue of indemnity besawcompensation is
the issue under indemnity. There are circumstaneceter which the

guarantor’s liability can be vitiated if the necagsprecautions are not
taken into consideration while accepting the urad@ng by persons who
stand surety for loan beneficiaries.

5.0 SUMMARY

In this course of analysis in this study unit, veedr discussed guarantee
for loans and advances, and in the process, we bageused on:
meaning of guarantee; types of guarantee; guamnése bankers’
security; and termination of guarantee. In the regxtly unit, we shall
discuss bankruptcy.

6.0 TUTOR-MARKED ASSIGNEMENT

1. Differentiate between right of lien and riglitstoppage in transit.
2. Give reasons which can vitiate guarantor’siliigb
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1.0 INTRODUCTION

In the previous study unit, we have discussed s af guarantee for
bank loans and advances. In this last study umé,discussion is on
bankruptcy. Corporate entity like a bank can bezdrankrupt when it
becomes technically insolvent because it cannott iiese demands of
the depositors due to financial distress. Individwaho owe banks can
also become bankrupt due to obvious reasons. Theegs for the
recovery of debts when an individual or companyob@es bankrupt
forms an integral part of this study unit.

2.0 OBJECTIVES

At the end of this study unit, you should be abte t

explain bankruptcy

discuss financial distress in relation to bankryptc
differentiate between financial distress and insobty

mention and explain factors leading to bankrupteybanking
industry

discuss debt restructuring in relation to bankmaptc

. explain process in individual bankruptcy to recodebts.
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3.0 MAIN CONTENT
3.1  Meaning of Bankruptcy

The term bankruptcy refers to a legal status ofompany or other
entities such as banks that cannot meet its exténamcial obligations
or cannot repay the debts it owes to creditorsmist jurisdictions,
bankruptcy is imposed by a court order, which igmfinitiated by the
debtor. But in the banking industry, the collapse lankruptcy) of
banks is normally pronounced by the regulatory awiies who then
take and entrust the administration of their asseis liabilities. For
instance, in Nigeria, the apex bank (CBN) and thgeNa Deposit
Insurance Corporation (NDIC) have such respongjbilihe latter then
dispose of the assets of the bankrupt banks amdpidne the depositors.

From above, it implies that bankruptcy means insoty, can arise fro

a condition where a company cannot meet or hadify paying off it

financial obligations to its creditors. The chamwefinancial distres

increases when a firm has high fixed costs, iltigassets, or revent

that are sensitive to economic downturns.

A company under financial distress can inaosts related to tl

situation, such as more expensive financing, oppdt costs c

projects and less productive employees. The ficos of borrowins

additional capital will usually increase, makingnitore difficult an

expensive to raise the much needed funds. In amted satisfy short-
term obligations, management might pass on praoéitdbngerterm

projects. Employees of a distressed firm usuallyeHawer morale ar

higher stress caused by the increased chance drumay, whict

would force them out of their jobs. Such workers can bg jgsductivi

when under such a burden.

SELF-ASSESSMENT EXERCISE 1

Explain the term bankruptcy.

3.2 FINANCIAL DISTRESS AND BANKRUPTCY

3.2.1Financial Distress

Financial distress occurs when a firm sa®t have enough cash to n
its current obligations. During financial distress, firm must mak
decisions such as selling off assets to cover ash cshortfall. The:

decisions may erode the value of the firm, and coeices the firr
would not make without the presence of a cash ftlort
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Firms may deal with financial distress in many wals addition t
selling off assets, a firm may also reduce cagipgnding and reseail
and development. The firm may also undergo a firgmestructurin
by negotiating with banks and other creditors, excirangs equity fo
outstanding debt, and filing for bankruptcy protactor bankruptcy.

3.2.2 Insolvency

A firm will go into bankruptcy when it becomes imgent, and a firn
can be insolvent in two ways. Stock-basesblvency occurs when t
firm’s debt is greater than the firm’s net ass@tsa result, the firm wi
have a negative value for its equity. Flow-basewIvencyoccurs whe
the firm’s cash flows drop below its current conttel obligations.

3.2.3 Bankruptcy

When a firm files a voluntary petition for bankrapt or is forced int

bankruptcy by an involuntary petition filed againgt a trustee-in-
bankruptcy will be elected by the firm's creditds administrate tF

liquidation of the firm’s assets. Typically the claims against tine fwill

be paid out from the proceeds from selling the tassethe followinc

order:

Administrative and other expenses for bankruptcy
Wages, salaries and commissions

Government tax claims

Payments for rent on premises

Judgments on claims for employee

Unsecured creditors

Preferred shareholders

Common shareholders

The secured creditors are paid out of the procdexn the sale ¢
specific assets. Any amount owed to secured cmsditmce thes
specified assets are liquidated is lumped in withecured creditors.

SELF-ASSESSMENT EXERCISE 2
Differentiate between financial distress and insaly.

3.3  Factors That Can Lead to Bankruptcy in Bankingindustry

1. High Government Borrowing:

In respect of government domestic borrowings, comiakbanks are
normally required to hold as statutory liquidityseeves (LR) certain
percentage of their deposits in form of governnsecurities, in addition
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to the required cash reserve requirement (CRR)chvieiat into their
liquidity position.

Participation in the open market operations matketsubscribing to
treasury certificates and treasury bills can resulbw returns on bank’s
portfolio, dis-intermediation in the banking systemecause of the
growth of a parallel economy, market segmentatioanks vis-a-vis
non-bank), and dispersion in interest rate strectur

2. Credit Controls

The system of credit ceiling being repressive hasnhagnitude of credit
flows to the private sector was determined onlgraficcommodating
public sector credit requirements. In addition, atso tends to
accommodate established borrowers even if they wienply meant to
rollover their loans, as banks were generally niding to incur the cost
of screening and evaluating new projects.

With these ceilings in place, the practice of arggunterest on infected
loans by banks becomes very damaging. In the etettunrealized
income is liable to taxation, it tends to reduceksa ability to augment
their capital base and to extend new loans.

3. Credit Allocation

Most of the directed credit programmes do resulowm rates of returns
and large non-performing loans. It is also difficid ensure that actual
intended beneficiaries are using the credit faedit Mandatory credit
targets at concessional rates also reduced theghibfy of the banks.

4. Interest Rates

Floors on deposit rates and ceilings on lendingsraif commercial
banks discourage savings and the real interesbratieposits remained
virtually negative for most of the time. This caadl to financial dis-
intermediation.

5. Limited Competition

A limited competition due to entry restrictions ¢huas abnormal N25
billion for capitalization for commercial banks) amew banks and
restrained activities of foreign banks hampereddéeelopment of the
financial system, which affect the banking induswye to non-
availability of inter-bank credits.
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6. Abnormal Overhead Cost

Abnormal overhead cost of operations of commerggalks can led to
financial distress, which can lead to bankruptuheng from collapse
of some banks and eventual liquidation.

7. Inefficient Operations

The use of unqualified personnel by commercial baakd excess staff
strength, the banking operations can lead to serioafficiency. For

instance, some commercial banks in Nigeria are knoovbe using

unqualified personnel due to family connection attter sentiments and
the scenario has resulted in inefficiency, lossfusfds and eventual
collapse (bankruptcy) in recent years.

8. High Level of Malpractices

Another area that can lead to the collapse of hawksch can spell
bankruptcy is the malpractice in their operatioimsthe face of some
daunting problems militating against the operaticeféiciency of the
consolidated banks in Nigeria, for instance, thewyld not generate
appropriate level of income to meet their extemwiaigations. In order
to boost their income, sharp malpractices by mamagé teams and
boards of the banking entities became rampant enikdustry. Such
malpractices were manifested in round-tripping amefgn exchange
transactions, excessive customer charges, falsdicaf records, and
adoption of unethical methods of poaching customers

9. Pervasiveness of Insider Related Lending

Some banks in Nigeria, for instance, experienced/gseveness of
family and related party affiliations even aftee ttonsolidation exercise
in the banking industry. Relatedly, there is thebtem of lack of
transparency as a result of the diversificatiobank ownership after the
consolidation. The situation resulted in huge Is\a#linsider-abuses and
connected lending to members of management anddhectors. The
scenario led to the collapse of some consolidaéedin the country.

10. Falsification and Concealment of Material Oper#donal Issues

Pervasiveness in rendition of false operationalrret to the regulatory
authorities by the consolidated banks in Nigera, ihstance, coupled
with concealment of vital information from examiadyrecame endemic
in the banking industry. These detrimental prasti®eere used to
prevent timely detection of the unhealthy situatiam the operations of
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the banks arising from lack of transparency andssuee to boost
income.

Similarly, pervasiveness in concealment of mataesales in banking
operations in areas of high magnitude of fraudgjnmgiup of family and

business interests, high magnitude of non-perfogmioans (toxic

assets), and award of bogus allowances to boardbersncan and has
led to the collapse of some banks. Hence these alegtme banking
practices coupled with poor risk management strasegineffective

board audit committees, and inadequate operati@mal financial

controls have resulted in destroying the fortunésame banks and
invariably bankruptcy and total collapse.

SELF-ASSESSMENT EXERCISE 3

Enumerate and explain the factors that can leadawokruptcy in
banking industry.

3.4 Bankruptcy and Debt Restructuring
3.4.1 Bankrupt Proceeding to Recover Debts

The principal focus of modern insolvency or bankeyps on business
debt restructuring. Current practices no longer oesthe elimination of
insolvent entities but on the remodeling of the afinial and
organisational structure of debtors experiencimgricial distress so as
to permit the rehabilitation and continuation ofithbusiness (Reifnest
al., 2003; Gerhardt, 2009; Frade, 2010).

An important issue in respect of individual or cargie debts is that, it
is insufficient for banks to merely dismiss debfieraa certain period.
Rather, it is important to assess the underlyingbl@ms and to
minimise the risk of financial distress reoccugrirHence banks are
advised to initiate fundamental actions such as:

) Debt advice;

i) A supervised rehabilitation period;

i) Financial education and help to find sources obme towards
repayment of outstanding debts;

iv)  Involvement of the bank staff in improving the mgement and
operations of the debtor company;

V) Advice on cost reduction measures in the debtor pamy's
operations; and

vi)  Forced divestment of some operations and sale sétasto
generate funds towards resuscitating the bankarppany.
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In some cases, debt discharge is conditioned byaréap payment
obligation and by a number of requirements conogrrthe debtor's
behaviour. A bankruptcy regulation may provide tebt settlement
plans that can result in a reduction of the dekdximally half of the
amount) or an extension of the payment period ofimally five years
(Gerhardt, 2009), but it may not foresee debt cisgh.

Fraudulent declaration of bankruptcy can occur dwe ftpart of
individuals and companies. Such fraudulent prastice relation to
bankruptcy are regarded as criminal acts under ropihty statutes.
Some firms and managers do engage in concealmenasséts,
concealment or destruction of documents, confliok interest,
fraudulent claims, false statements or declarati@msl fee fixing or
redistribution arrangements.

Falsifications on bankruptcy forms often constitagzious crime. The
engagement in multiple filings on bankruptcy is not and of
themselves criminal, but such action may violateovgions of
bankruptcy regulations. All assets must be discose bankruptcy
schedules whether or not the debtor believes thet &gs a net value.
The reason is that once a bankruptcy petitionasl foy any company, it
is for the creditors, not the debtor, to decide thbe a particular asset
has value. The future ramifications of omitting eissfrom schedules
can be quite serious for the offending debtor.dme countries, a closed
bankruptcy may be reopened by motion of a creditathe trustee if a
debtor attempts to later assert ownership of smchuascheduled asset"
after being discharged of all debt in the bankruptc

The trustee may then seize the asset and liquidfaethe benefit of the

(formerly discharged) creditors. Whether or notoagealment of such
an asset should also be considered for prosecaidraud depends on
the discretion of the judge.

A person or debtor can declare himself or hersafikbupt by lodging a
debtor's petition. A person can also be made banlafier a creditor's
petition. All bankrupts are required to lodge atestzent of affairs
document with appropriate authorities detailing amant information
about their assets and liabilities. A bankruptcygnzd be annulled until
this document has been lodged.

SELF-ASSESSMENT EXERCISE 4

Discuss the bankrupt proceeding to recover debts.
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3.4.2 Proceeding in Individual Bankruptcy to RecoveDebts

In the case of individual bankrupt, the realisatdriunds in bankruptcy
usually comes from two main sources: the bankrugpd'sets and the
bankrupt's income. There may be some certain ags#tsre protected,
referred to as "protected assets". Such assetsglmtlousehold furniture
and appliances, tools of the trade and vehicle®wpcertain value. All
other assets of value will be sold. If a house aris above a certain
value, the bankrupt can buy the interest back ftloenestate in order to
keep the asset. If the bankrupt does not do thésjrterest vests in the
estate and the trustee is able to take possesisiba asset and sell it.
The bankrupt will have to pay income contributiginisis or her income
is above a certain threshold. The income contiimsti liability is
calculated by halving the amount of income thateexis the threshold.
In the event that the bankrupt fails to pay thetgbuations due, the
trustee can issue a notice to garnishee the bat'&kiopome.

Bankruptcies can be annulled prior to the expiratad the normal

regulated period, which in some cases takes ydaall,debts are paid
out in full. Sometimes a bankrupt may be able teer@&nough funds to
make an offer of composition to creditors, whichulibhave the effect
of paying the creditor some of the money they amed In the event
that the creditor accepts the offer, the bankrugery be annulled after
the funds are received.

When the bankruptcy is annulled or the bankruptdesen automatically
discharged, the bankrupt's credit report statud Wwd shown as
"discharged bankrupt" for some years. The numberyexrs varies
depending on the company issuing the report, bat réport will
eventually cease to record that information.

4.0 CONCLUSION

Bankruptcy involves a legal status of a companremdividuals in the

event that they cannot meet their external findrabéigations or cannot
repay the debts they owe to their creditors. Intosases, bankruptcy is
imposed by a court order, which is often initiatey the debtor.

Financial distress in bank operations can leadatkiuptcy. In the event
of bankruptcy, there is a basic proceeding thatlshbe initiated and
followed towards the recovering of debts eithenfran individual or a

company that is declared bankrupt.

5.0 SUMMARY

In this course of analysis in this last study umie have discussed
bankruptcy, and in the process, we have espousedVieaning of
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Bankruptcy; Financial Distress and Bankruptcy; Rmial Distress;
Insolvency; Bankruptcy; Factors That Can Lead tonkBaptcy in
Banking Industry; Bankruptcy and Debt Restructuringankrupt
Proceeding to Recover Debts; and Proceeding irvichaial Bankruptcy
to Recover Debts.

6.0 TUTOR-MARKED ASSIGNMENT

1. Define bankruptcy and differentiate betweerafficial distress
and insolvency.
2. Discuss the proceedings in recovering of debb&nkruptcy.
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