Chapter One
Overview of banking and their functions
1.1  Introductions
Money is anything of value that is universally accepted in an economy both by sellers of goods and services and by creditors as payment of debts. The following are the functions of money: 
Medium of Exchange: any item that sellers will accept as payment of goods and services.
Unit of Accounting: a measure by which value of goods and services are expressed.
Store of Value: the ability to hold value over time. 
Standard of Deferred Payment: a property of an item that makes it desirable for use as a means of settling debts maturing in the future.
Liquidity: the degree to which an asset can be acquired or disposed of without much danger of any intervening loss in nominal value and with small transaction costs. Money is the most liquid asset.
Money does not perform their function well without efficient financial system. Financial system is the collection of market(money and capital market), individuals(fund provider and demander  of the fund), laws, policies, systems, conventions, techniques and institutions(banks, insurance and microfinance) thorough which financial securities(i.e. bonds , Tbills, stocks etc.) are traded, costs of capital are determined and financial services are provided and delivered. Financial intermediation is the process by which financial institutions accept savings from businesses, households, and governments and lend the savings to other businesses, households, and governments. There are two ways of financing. Direct finance and indirect finance. Under direct finance, borrower of the fund purchase financial securities from a lender in the financial market. On the other hand under indirect finance, fund provider hold money in a bank and the bank lends the money to demander of the fund.

1.2 Nature and roles of banks
1.2.1 Meaning of bank
A Bank is a financial institution organized in a form of joint company basis so as to create value to the society and profit to the shareholders in a form of dividends. It is an institution, which deals with money and credit. The term bank in the modern times refers to an institution which: (1) deals with money; it accepts deposits and advance loans (2) deals with credit; it has the ability to create credit, (3) is a commercial institution; it aims at earning profits, and (4) creates a demand deposits which serve as a medium of exchange, and as a result, the bank manages the payment system of the country.     
1.2.2 Role of Banking
Banks provide funds for business as well as personal needs of individuals. They play a significant role in the economy of a nation. The following are role of banking.
·  It encourages savings habit amongst people and thereby makes funds available for productive use.
· It acts as an intermediary between people having surplus money and those requiring money for various business activities.
· It facilitates business transactions through receipts and payments by cheques instead of currency.
·  It provides loans and advances to businessmen for short term and long-term purposes.
· It also facilitates import export transactions.
· It helps in national development by providing credit to farmers, small-scale industries and Self-employed people as well as to large business houses which lead to balanced economic  development in the country. 
· It helps in raising the standard of living of people in general by providing loans for purchase of consumer durable goods, houses, automobiles, etc
1.2.3 HISTORICAL BACKGROUND
World Banking History
There are different assumptions as to the origin of the word “bank”. One assumption is that it is derived from the French word ‘Banque’ or the Italian word “banco” which means in English a bench. This is derived from the experience of the merchants of Greece and Rome. They used to sit on a bench in the center of the market and receive deposits from the public and pay to the public from the deposit. They were referred as ‘benchers’. Banking that time was mainly concerned with the services of currency exchange. 

The merchants, goldsmiths and money lenders can be regarded as the ancestors of present day bankers. These people start the banking activity by accepting deposits from the depositors and pay whenever demanded. For the deposit they accepted they used to give written evidences.  

Through time they see that the amount deposited is kept for a long period of time without being withdrawn. At the same time there were others who were looking for money to facilitate their trading activity. Hence these parties start to lend with an interest.

 As such, the origin of commercial banking can be traced back to around 2000 B.C. by Babylonians who was performing the safe keeping and saving functions in its oldest form. In ancient Greece and Rome, the practice of safe keeping of gold’s and coin at temples and granting loans for public and private purpose on interest was prevalent. Traces of credit by compensations and by transfer orders are found in Assyria, Phoenicia and Egypt before the system attained full development in Greece and Rome.

The bank of Venice, established in 1157, is supposed to be the first bank founded as a public enterprise. It was simply an office for the transfer of the public debt and originally it was not a bank in the modern sense. There were other banks emerged in the Italian cites perhaps a little before 1200AD. Some of these bankers were carrying out business on their own account. The activity was almost similar to the modern bankers. People used to settle their accounts with their creditors by giving a check or draft on the bank or through transfer order, if the creditor has an account in the same bank. These bankers also received deposits and lent money.

As early as 1349 the drapers of Barcelona carried on the business of banking. They were required to give sufficient security before their commence this business i.e. they were under regulation.

During 1401 a public bank was established in Barcelona. It was used to exchange money, receive deposits, and discount bills of exchange for both the citizens and for the foreigners.

During 1407 the Bank of Genoa was established in Italy. And in 1609 the Bank of Amsterdam was established to meet the needs of the merchants of the city. It accepts all kinds of specie on deposits. Deposits could be withdrawn on demand or transferred from the account of one person to another. The bank also adopted a plan by which a depositor received a kind of certificate entitling him to withdraw his deposit within six months. These written orders, in course of time, came to be used in the same manner as the modern check.

In England, banking had its origin with the London goldsmiths, money lenders, merchants and money exchangers - during the reign of queen Elizabeth-I. They accepted a seizure of large gold hoards in the 17th century during the reign of King Charles-I. They were scared to keep this sizable amount of gold with themselves. Hence they  began to keep the gold at the “Exchequer” with the guarantee of the king. However they were suffered during the reign of King Charles-II, who imposed several restrictions on the business of goldsmiths was finally ruined when the King closed the “Exchequer” without giving any compensation to the depositors. It is believed that many of these goldsmiths were converted into bankers and their activity is replaced with a large number of private bankers. Bank of England was established in 1694.
DEVELOPMENT OF BANKING IN ETHIOPIA
Banking is relatively a new concept in Ethiopia. The history of banking in Ethiopia can be traced back to the establishment of Bank of Abyssinia in March 1905 in the premises of Ras Mekonnen, the present main campus of Addis Ababa University.  It was established and owned by The National Bank of Egypt, an affiliate of the Bank of England, which was given monopoly position in banking with regard to other foreign banking companies and other privileges set up a bank. The bank of Abyssinia’s headquarter in a new building was inaugurated on 1st January, 1910.
Bank of Abyssinia has opened Branches at Dire Dawa, Gore and Dessie and agencies at Harrar and Gambella with the construction of Franco-Ethiopia railway.
The bank was purchased by the order of the Emperor from the foreign company and was chartered on 29th August 1931 as Bank of Ethiopia. During the Italian occupation branches of Banco di’Italia, Banco di’Roma, Banco di’Napali and Banco Nationale del Lavoro were established. 

[bookmark: _GoBack]In 1941 Barclays Bank and Dominion colonial & overseas came to Ethiopia with the British troops and organized Banking services in Addis Ababa. They withdraw in 1943 with the British troop. The same year Banco di Indo China was established.

National and commercial Bank proclamation, August 1942 was entrusted to the state Bank of Ethiopia for; controlling the issue of currency holding the foreign reserves of the country and acting as a fiscal agent of the government. Since the economy was highly under –developed the monetary situation was quite confused and credit was practically non-existent.

In 1945, Agricultural bank was established to help the rehabilitation of the agricultural sector. Four years later the same was changed as agricultural and commercial bank. On the recommendation and assistance of the World Bank (the IBRD), the bank was further converted in 1951 into the development bank of Ethiopia. Imperial Savings and Home Ownership Public Association (ISHOPA) was established in 1961 as a building society for encouraging thrift schemes in residential construction by the effective mobilization of the sources in Ethiopia. 

The Banking activity was reorganized in Ethiopia in December 1963. It splits the functions of Central Banking and Commercial Banking activities, which until this time was carried out by the State Bank of Ethiopia.

Commercial bank of Ethiopia was incorporated as Share Company with the following activities and business purposes. (1). The carrying out of all types of banking business and operations. (2). Attracting public deposits of all kinds including savings and (3). Promoting the banking habit and facilitating transactions.

On the same year, 1963 Development bank of Ethiopia was reorganized as Agricultural and Commercial Bank of Ethiopia. On the same year, Ethiopian Investment Corporation (1963) was established with the objectives of rendering services, which are beyond the scope of the exiting banking institutions, and conducting all operations incidental to a general investment banking business. Addis Ababa Share Company the first private domestic bank was established in October 1964.

Mortgage Company of Ethiopia was established in July 1965 to make available financial means and credit facilities for the construction of commercial, industrial and residential buildings against mortgage of immoveable properties.

In the year 1974, with the change in the government, all private banks were nationalized and there were only three banks: Commercial Bank of Ethiopia, Agricultural and Industrial Bank and Mortgage Bank of Ethiopia, were functioning. 
Again, after the fall of dreg regime and with the free market economy many private banks were established. These are Bank of Abyssinia S.C., Awash International Bank S.C., Dashen Bank S.C., United Bank S.C., Wogagen Bank S.C., Nib International Bank S.C and so on.
1.2.4 Economic functions of banks
The existence of a strong and effective banking system is very important for the economic development of a country. Banks through acceptance of deposit of money from persons who do not need it at the present and lending it to persons who want it for investment, serve as financial intermediaries thereby providing ideal source of fund for investment that is crucial in increasing production, exports, creation of jobs and foreign exchange earnings of the country.
Similarly bank lending to customers who need the money for consummation, purchase of various goods and services, construction of houses, and education increases demand for those goods and services, thereby encouraging producers and service providers to expand their undertakings and increase production. Expansion and increase in production requires employment of additional workers, thereby creating new jobs, encourage producers and suppliers of raw materials to increase their production and supply.
 	Banks also play a positive role in encouraging savings by providing an incentive to save through payment of interest on deposits/savings and providing safety and security. Saving is also an important source of future investment and the improvement of the living standards of the society.
 	The power of the national bank in fixing interest rates is particularly crucial in both investment and saving. If the rate of interest fixed by the bank on deposits /i.e. the interest banks pay on money deposited on saving and other accounts is attractive, it will encourage people to save their money rather than spend it. However, such interest should not discourage people from investment and productive activities and turn them to rent collection /potential investors may decide to deposit their money and collect interest. If the rate of interest charged by banks on money given on loan to borrowers is lower, it may encourage potential borrowers and investors to borrow and invest, thereby contributing their part in the expansion and increase of production of goods and services, creation of employment opportunities, increase in exports and foreign exchange earnings of the country.  The existence of a network of banks covering all parts of a country facilities business transactions in the country by making payments easier, safer and cheaper. Payment through banks also avoids the risk of loss or theft of money.
      1.2.5 Banking Channels
Financial transactions can be performed through many different channels: 
1. Branches 
Branch banking center or financial centre is a retail location where a bank or financial institution offers a wide array of face to face service to its customers. The Ethiopian banks use this system. All of these banks have their head office in Addis Ababa and a number of branches throughout the country and outside (Commercial Bank in Djibouti). 
2. Automated Teller machine (ATM)
ATM is a computerized telecommunications device that provides a financial institution's customers a method of financial transactions in a public space without the need for a human clerk or bank teller. Banks have now installed their own Automated Teller Machine (ATM) throughout the country at convenient locations. By using this, customers can withdraw money from their own account any time.
3.  Mobile banking
 Mobile banking is a service provided by a financial institution which allows its customers to perform transactions over their mobile telephone. 
4. Postal banking
Mail is part of the postal system which itself is a system wherein written documents typically enclosed in envelopes, and also small packages containing other matter, are delivered to destinations around the world. 
5. Internet banking
 Internet banking is a term used for performing transactions, payments etc. over the Internet through a bank secure website. 
6. Debit Card
Banks are now providing Debit Cards to their customers having saving or current account in the
banks. The customers can use this card for purchasing goods and services at different places in
instead of cash. The amount paid through debit card is automatically debited (deducted) from the
Customers’ account.
7. Credit Card
Credit cards are issued by the bank to persons who may or may not have an account in the bank.
Just like debit cards, credit cards are used to make payments for purchase, so that the individual
does not have to carry cash. Banks allow certain credit period to the credit cardholder to make
payment of the credit amount. Interest is charged if a cardholder is not able to pay back the
credit extended to him within a stipulated period. This interest rate is generally quite high. 
1.3 Types of bank
Based on Their Functions
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· Central bank
· Commercial bank
· Development Bank
· Investment Bank

A. Central Bank
A bank which is entrusted with the functions of guiding and regulating the banking system of a given Country is known as central bank. Such a bank does not deal with the general public. It acts essentially as Government’s banker; maintain deposit accounts of all other banks and advances money to other banks, when needed. The Central Bank provides guidance to other banks whenever they face any problem. It is therefore known as the banker’s bank.
It also advises the Government on monetary and credit policies and decides on the interest rates for bank deposits and bank loans. In addition, foreign exchange rates are also determined by the
Central bank. Another important function of the Central Bank is the issuance of currency notes,   regulating their circulation in the country by different methods. No other bank than the Central Bank can issue currency. The national bank of Ethiopia is the central bank of our country.
 B. Commercial Banks
Commercial Banks are banking institutions that accept deposits and grant short-term loans and advances to their customers. They perform all kinds of banking business. In addition to giving short-term loans, commercial banks also give medium-term and long-term loan to business enterprises. Example: commercial bank of Ethiopia, dashen bank, awash international bank, abysinia bank, debub global bank and so on.
 C. Development Banks
Development Banks are the institutions engaged in the promotion and development of industry, agriculture and other key sectors. A development bank is an institution which takes up the job of developing industrial enterprises from its inception to completion. It is a specialized financial institution which provides medium term and long- term lending facilities. Development banks accelerate the rate of growth through helping in industrialization in specific and economic development in general. For example: Development bank of Ethiopia
D. Investment Bank
An institution which acts as an underwriter or agent for corporation to issue securities. It offer advisory services for investors and provide corporate Advisory Services (Mergers and/or Acquisitions)

Based on Ownership
On the basis of ownership, banks can be classified into three:
1. Public Sector Banks:-These are owned and controlled by the government. For example, commercial bank of Ethiopia in our country, 
2.  Private sector Banks:-These are owned and controlled by the private individuals or corporations. They are not owned by the government or co-operative societies. For example, Dashen bank,awash international bank, abysinia bank, debubu global bank and so on.
3. Cooperative banks: - They are operated on the cooperative lines. People who come together to jointly serve their common interest often form a co-operative society. When a co-operative society engages itself in banking business it is called a Co-operative Bank. The society has to obtain a license from the central bank of a given country (Example in Ethiopia, national bank of Ethiopia) before starting banking business. The only co-operative bank in Ethiopia is Co-operative bank of oromia.
Based on Domicile
On the basis of domicile the banks are divided into two 
1. Domestic Banks:-They are registered and incorporated within a country.
2. Foreign Banks: - These are foreign in origin and have their head offices in the country of origin.
1.4 Banking issues in the 21st century
In many countries, financial system in general, and the banking sector in particular, are passing through a period of substantial structural change because of the combination of different challenges that the industry is likely to face. These challenges are:
1. Competitive pressures coming from a wide range of competitors
Banks will face more intense competition on both sides of the Balance Sheet for deposits and loans. On the liability side banks in many countries face competition from the money market funds and Life Insurance Companies.
Consumers have more choice and are able to accept the risk to get higher rate of return that historical bank deposit can’t. Moreover, Life Insurance Companies have recently secured banking license in order to complete the traditional banking deposits. In the United Kingdom, some life Insurance companies have recently obtained banking licenses and plan to offer a range of deposit and loan services. For instance, the Scottish Widows life assurance mutual offers four savings deposit accounts.
On the assets side, competition for loan business comes from capital markets and other financial institutions. These two aspects contribute much pressure to the traditional banking business.
2. Finance industry is becoming increasingly globalized
As a result of regulatory entry barriers have declined, it become easier for banks to locate in foreign countries. And even some customer groups have global financing option and able to arbitrage between domestic, foreign, international banks and capital markets. Most of these are competitive pressures arising from the global financial systems to the banking business.
3. Entry barriers in to the banking business are declining, and declining faster than the exits barriers. 
Competitive pressure becomes more powerful when competition develops from outside the traditional banking industry. Because competitors often have different cost structure and often more prepared to challenge the traditional industry practice. Another factor which contributes pressure to the banking industry is technology, which has eroded some traditional entry barriers, like minimum requirements for a bank branch network for the delivery of financial services.
4. Potential for deconstruction
Deconstruction means the process of decomposing services in to their component parts which may then be provided separately. That means the whole banking services need not be undertaken by one bank.
The process of deconstruction effectively lowers entry barriers because financial institutions are able to enter the market with limited banking business activities.
One of the major pressures in the years ahead will be deconstruction process where each institution concentrates on that part of the business which brings comparative and competitive advantage to the business.
5. Competition is operating asymmetrically 
Competition work is asymmetrically in finance industry. That means non-financial institution can easily diversify in to the banking sector than it is for banks to diversify out of financial services. For example, a subsidiary of British Petroleum has a banking license but National Westminster Bank of England does not drill for oil.
In the United States, industrial and transportation companies, manufacturers and retailers have acquired insurance companies, finance companies and leasing operations; General Motors and IBM offer short-term money market facilities and commercial loans to companies. The largest issuer of credit cards in the United States is a brokerage house, Dean Witter. So partly asymmetric nature of competition brings decline in the trading banking business areas.
6. Regulation
Almost always and everywhere regulation has the potential to create economic and financial protection. This protection frequently leads to increased costs, limiting profits, and excess capacity. Historically, regulation in banking has been protective and has often had the effect of limiting balance-sheet growth and the allowable range of business that banks can undertake. It has also had the effect of limiting competition on the premise that ‘excessive competition’ in banking can lead to increased risk and potential systemic hazards.
7. Excess capacity with respect to the number of firms, infrastructure, capital and technology
The manner in which the excess capacity will be removed in the banking industry will be one of the major strategic issues that the banks will face in the decade ahead. Excess capacity can be measured in terms of excess capital, excess infrastructure, too many banks and technology. And it is the result of declining entry barriers.
Banking systems and banks business always and everywhere influenced by country-specific factors and global pressure. In years ahead global pressure will be more decisive than country specific factors.

                                                             






























                                                 CHAPTER TWO
CENTRAL BANK AND ITS FUNCTIONS

2.1 Introduction
The core functions of central banks in any countries are to manage monetary policy with the aim of achieving price stability; to prevent liquidity crises, situations of money market disorders and financial crises; and to ensure the smooth functioning of the payments system. This chapter explores these issues and focuses in particular on the conduct of monetary policy, distinguishing between instruments, targets and goals. Furthermore, it examines some basic concepts as they relate to central banking theory.
A central bank is also called reserve bank or monetary authority bank, is a public institution that usually issues the currency, regulates the money supply, and controls the interest rate in a country. Central banks often also oversee the commercial banking system within its country’s borders. A central bank is distinguished from a normal banking because it has a monopoly on creating the currency of that nation, which is usually that nation’s legal tender. 

            2.2 The main functions of central Bank
A central bank can generally be defined as a financial institution responsible for overseeing the monetary system for a nation, or a group of nations, with the goal of fostering economic growth without inflation. 
Functions of Central Bank
· Issuing currency notes that is act as a currency authority
· Serving as bankers to the government
· Acting as banker’s bank
· Monetary  regulation and management
· Exchange management and control
· Collection of data and their publications
· Miscellaneous developmental and promotional functions and activities
Issuing currency notes that is act as a currency authority
As a currency authority, the central bank provides different denominations of currency for facilitating the transactions of the central and regional government.  The central bank controls the issue of notes and coins (legal tender). Usually, the central bank will have a monopoly of the issue of currency.
Serving as bankers to the government
A central bank acts as the government’s banker. It holds the government’s bank account and performs certain traditional banking operations for the government, such as deposits and lending. In its capacity as banker to the government it can manage and administer the country’s national debt.

Acting as banker’s bank
The central bank should oversee the financial sector in order to prevent crises and act as a lender-of-last-resort in order to protect depositors
Central bank serves as a banker’s bank and the lender of last resort. Loans to banks, generally called ―discounts or ―rediscounts, are short-term advances against commercial paper or government securities to enable banks to meet seasonal or other special temporary needs either for loan-able funds or for cash reserves to replace reserves lost because of shrinkage in deposits. The provision of such advances is one of the oldest and most traditional functions of central banks. The rate of interest charged is known as the ―discount rate, or ―rediscount rate. By raising or lowering the rate, the central bank can regulate the cost of such borrowing.

Monetary regulation and management
It has the power to control the amount of credit-money created by banks. In other words, it has the power to control, by either direct or indirect means; the money supply. The central bank should effectively use the relevant tools and instruments of monetary policy in order to control credit expansion, liquidity; and the money supply of an economy

Exchange management and control
Central bank is the custodian of the country’s foreign exchange reserve. It has the authority to enter in to foreign exchange transactions both its own and on behalf of the government. Moreover it is the obligatory function of every central bank to sell and buy currencies of all member countries of the International Monetary Fund to ensure smooth and orderly exchange arrangement to promote a stable system of exchange rates.
International Monetary Fund is United Nations agency to promote trade by increasing the exchange stability of major currencies. It was organized on 1945 and its headquarter is at Washington DC.

Collection of data and publication
Central bank collects statically data and economic information through its research departments. It compiles data on the working of commercial and cooperative banks, on balance of payments (Balance of payment is an accounting of international transactions for a particular period of time, typically a calendar year. It shows the sum of transactions purely financial between industries, business and government agencies of that country and the rest of the world. Transactions that helps money to flow results credits to this account and vice versa), company and government finance, security market and credit measures. Central bank publishes monthly bulletin with weekly statistical supplements and report which present a good data of general economic, financial and banking developments of a particular country. 




Miscellaneous developmental and promotional functions
The central bank performs a number of developmental and promotional functions. They are
1. Effectively channelize the credit to priority sectors such as agriculture, exports, transportation etc.
2. Assist government in economic planning.
3. Assist Development bank and other lending institutions. 
Appoint committees to enquire about banking problems and make recommendations to solve them. 
2.3 Monetary policy functions of a central bank
There are five major forms of economic policy (or, more strictly macroeconomic policy) conducted by governments that are of relevance. These are: monetary policy; fiscal policy; exchange rate policy; prices and incomes policy; and national debt management policy.
Monetary policy is concerned with the actions taken by central banks to influence the availability and cost of money and credit by controlling some measure (or measures) of the money supply and/or the level and structure of interest rates.
Fiscal policy relates to changes in the level and structure of government spending and taxation designed to influence the economy. As all government expenditure must be financed, these decisions also, by definition, determine the extent of public sector borrowing or debt repayment. An expansionary fiscal policy means higher government spending relative to taxation. The effect of these policies would be to encourage more spending and boost the economy. Conversely, a contractionary fiscal policy means raising taxes and cutting spending.
Exchange rate policy involves the targeting of a particular value of a country’s currency exchange rate thereby influencing the flows within the balance of payments. In some countries it may be used in conjunction with other measures such as exchange controls, import tariffs and quotas.
 A prices and incomes policy is intended to influence the inflation rate by means of either statutory or voluntary restrictions upon increases in wages, dividends and/or prices.
National debt management policy is concerned with the manipulation of the outstanding stock of government debt instruments held by the domestic private sector with the objective of influencing the level and structure of interest rates and/or the availability of reserve assets to the banking system.
In this section we focus on what monetary policy involves. However, it must be remembered that any one policy mentioned above will normally form part of a policy package, and that the way in which that policy is employed will be dependent upon the other components of that package. 

2.3.1 Objectives of Monetary Policy
The most important function of any central bank is to undertake monetary control operations. Typically, these operations aim to administer the amount of money (money supply) in the economy and differ according to the monetary policy objectives they intend to achieve.
Typically, the most important long-term monetary target of a central bank is price stability that implies low and stable inflation levels. 

Monetary policy is one of the main policy tools used to influence interest rates, inflation and credit availability through changes in the supply of money (or liquidity) available in the economy.
The main objectives of economic (and monetary) policy include: 
 High employment – often cited as a major goal of economic policy. Having a high level of unemployment results in the economy having idle resources that result in lower levels of production and income, lower growth and possible social unrest. However, this does not necessarily mean that zero unemployment is a preferred policy goal. 
 Price stability – considered an essential objective of economic policy, given the general wish to avoid the costs associated with inflation. Price stability is viewed as desirable because a rising price level creates uncertainty in the economy and this can adversely affect economic growth. Many economists (but by no means all) argue that low inflation is a necessary prerequisite for achieving sustainable economic growth.
Stable economic growth – provides for the increases over time in the living standards of the population. The goal of steady economic growth is closely related to that of high employment because firms are more likely to invest when unemployment is low – when unemployment is high and firms have idle production they are unlikely to want to invest in building more plants and factories..
Interest rate stability – a desirable economic objective because volatility in interest rates creates uncertainty about the future and this can adversely impact on business and consumer investment decisions (such as the purchase of a house). Expected higher interest rate levels determine investment because they reduce the present value of future cash flows to investors and increase the cost of finance for borrowers.
Financial market stability – also an important objective of the monetary authorities. A collapse of financial markets can have major adverse effects on an economy. 
The US Wall Street Crash in 1929 resulted in a fall of manufacturing output by 50 percent and an increase in unemployment to 25 to30 per cent of the US work force by 1932. (Over 11,000 banks closed over this period.)
 Stability in foreign exchange markets – has become a policy goal of increasing importance especially in the light of greater international trade in goods, services and capital. A rise in the value of a currency makes exports more expensive.

2.3.1 Tools or instruments of monetary policy. 
A. Direct Control
It is common for central banks to exercise direct controls on bank operations by setting Limits either to the quantity of deposits and credits (e.g., ceilings on the growth of Bank deposits and loans), or to their prices (by setting maximum bank lending or Deposit rates). 

B. Indirect instruments 
Indirect instruments influence the behavior of financial institutions by affecting initially the central banks’ own balance sheet. In particular the central bank will control the price or volume of the supply of its own liabilities (reserve money) that in turn may affect interest rates more widely and the quantity of money and credit in the whole banking system. The indirect instruments used by central banks in monetary operations are generally classified into the following: Open market operations (OMOs); discount windows (also known as ‘standing facilities’); and reserve requirements
       1. Debt securities and open market operations	
Debt securities are mainly represented by Treasury securities (i.e., government debt) that central banks use in open market operations. These operations are the most important tools by which central banks can influence the amount of money in the economy. The central bank operates in the market and purchases or sells government debt to the non-bank private sector. In general, if the central bank sells government debt the money supply falls (all other things being equal) because money is taken out of bank accounts and other sources to purchase government securities. This leads to an increase in short-term interest rates. If the government purchases (buys-back) government debt this results in an injection of money into the system and short-term interest rates fall.
       2. Loans to banks and the discount window
The second most important monetary policy tool of a central bank is the so-called ‘discount window’ (it is often referred to as ‘standing facilities’). It is an instrument that allows eligible banking institutions to borrow money from the central bank, usually to meet short-term liquidity needs.
By changing the discount rate, that is, the interest rate that monetary authorities are prepared to lend to the banking system, the central bank can control the supply of money in the system. If, for example the central bank is increasing the discount rate, it will be more expensive for banks to borrow from the central bank so they will borrow less thereby causing the money supply to decline. Vice versa, if the central bank is decreasing the discount rate, it will be cheaper for banks to borrow from it so they will borrow more money.
       3. Reserve requirements
Banks need to hold a quantity of reserve assets for prudential purposes. If a bank falls to its minimum desired level of reserve assets it will have to turn away requests for loans or else seek to acquire additional reserve assets from which to expand its lending.  By changing the fraction of deposits that banks are obliged to keep as reserves, the central bank can control the money supply. This fraction is generally expressed in percentage terms and thus is called the required reserve ratio: the higher the required reserve ratio, the lower the amount of funds available to the banks. Vice versa, the lower the reserve ratio required by the monetary authorities, the higher the amount of funds available to the banks
 C. Other instruments 
        1. Moral suasion
Moral suasion refers to the range of informal requests and pressure that the authorities may exert over banking institutions. This technique is used for requesting banks not to lend and to exercise control over the credit deployment. Central bank writes letters send request and conduct meetings with the bank .The extent to which this is a real power of the authorities relative to direct controls is open to question, since much of the pressure that the authorities would exert involves the institutions having to take actions that might not be in the bank’s commercial interests.

2.4 Should central banks be independent?
Theoretical studies seem to suggest that central bank independence is important because it can help produce a better monetary policy. For example, an extensive body of literature predicts that the more independent a central bank, the lower the inflation rate in an economy.
Central bank independence can be defined as independence from political influence and pressures in the conduct of its functions, in particular monetary policy. It is possible to distinguish two types of independence: goal independence, that is, the ability of the central bank to set its own goals for monetary policy (e.g., low inflation, high production levels); and instrument independence, that is, the ability of the central bank to independently set the instruments of monetary policy to achieve these goals. 

The National Bank of Ethiopia 
The National Bank of Ethiopia was created by order No 30/1963 and reconstituted by the Monetary and Banking Proclamation No 83/1994 as an autonomous organ, which is engaged in the provision of regular banking services to the government and other banks and insurance companies‘. The main purpose of the bank is to foster monetary stability financial system and such other credit and exchange conditions as are conducive to the balanced growth of the economy of Ethiopia. 
The bank will have the following powers and duties that will help it to achieve its purpose 
1. Mint coin, print and issue legal tender currency. 
2. Regulate the supply and availability of money and fix the minimum and maximum rates of interest that banks and other financial institutions may charge for different types of loans, advances and other credits and pay on various classes of deposits. 
3. Implement exchange rate policy, allocate foreign exchange, manage and administer the International Reserve Fund of Ethiopia. This reserve fund consists of gold, silver, foreign exchange and securities, which are used to pay for imports into the country and pay foreign international debts and other commitments. 
4. License, supervise and regulate banks, insurance companies and other financial institutions such as savings and credit associations/co-operatives and postal savings. 
5. Set limits on gold and foreign exchange assets that banks and other financial institutions, which are authorized to deal in foreign exchange, can hold in deposit.
6. Set limits on the net foreign exchange position and on the terms and the amount of external indebtedness of banks (external indebtedness is that part of a total debt in a country that is owed to creditors outside the country. For example government, corporations outside the country) and other financial institutions. 
7. Make short and long term refinancing facilities available to banks and other financial institutions. 
8. Accept deposits of any type from foreign sources. 
9. Act as banker, fiscal agent and financial advisor to the government. 
10. Promote and encourage the dissemination of banking and insurance services throughout the country. 
11. Prepare periodic economic studies together with forecasts of the balance of payment, money supply, prices and other statistical indicators of the Ethiopian economy used for analysis and for the formulation and determination by the bank of monetary, savings and exchange policies. 
 





                                                        














                                                           
                                                         CHAPTER THREE
COMMERCIAL BANKING
INTRODUCTION
Banking occupies one of the most important positions in the modern economic world.  It is necessary for trade and industry. Hence it is one of the great agencies of commerce.  Although banking in one form or another has been in existence from very early times, modern banking is of recent origin. It is one of the results of the Industrial Revolution and the child of economic necessity. Its presence is very helpful to the economic activity and industrial progress of a country.
Meaning
A commercial bank is a profit-seeking business firm, dealing in money and credit. It is a financial institution dealing in money in the sense that it accepts deposits of money from the public to keep them in its custody for safety. So also, it deals in credit, i.e., it creates credit by making advances out of the funds received as deposits to needy people. It thus, functions as a mobilizer of saving in the economy. A bank is, therefore like a reservoir into which flow the savings, the idle surplus money of households and from which loans are given on interest to businessmen and others who need them for investment or productive uses.
3.2 FUNCTIONS OF COMMERCIAL BANKS
Commercial banks have to perform a variety of functions which are common to both developed and developing countries. These are known as ‘General Banking’ functions of the commercial banks. The modern banks perform a variety of functions. These can be broadly divided into two categories: (a) Primary functions and (b) Secondary functions.
A. Primary Functions
Primary banking functions of the commercial banks include:
1. Acceptance of deposits
2. Advancing loans
3. Creation of credit
4. Clearing of cheques
5. Financing foreign trade
6. Remittance of funds
  1. Acceptance of Deposits: 
Accepting deposits is the primary function of a commercial bank; mobilizes savings of the household sector. Banks generally accept three types of deposits viz., (a) Current Deposits (b) Savings Deposits, and (c) Fixed Deposits.
a. Current Deposits:  These deposits are also known as demand deposits. These deposits can be withdrawn at any time. Generally, no interest is allowed on current deposits, and in case, the customer is required to leave a minimum balance undrawn with the bank. Cheques are used to withdraw the amount. These deposits are kept by businessmen and industrialists who receive and make large payments through banks. The bank levies certain incidental charges on the customer for the services rendered by it.
b. Savings Deposits:  This is meant mainly for professional men and middle class people to help them deposit their small savings. It can be opened without any introduction. Money can be deposited at any time but the maximum cannot go beyond a certain limit. There is a restriction on the amount that can be withdrawn at a particular time or during a week. If the customer wishes to withdraw more than the specified amount at any one time, he has to give prior notice. Interest is allowed on the credit balance of this account. The rate of interest is greater than the rate of interest on the current deposits and less than that on fixed deposit. This system greatly encourages the habit of thrift or savings.
c. Fixed Deposits:  These deposits are also known as time deposits. These deposits cannot be withdrawn before the expiry of the period for which they are deposited or without giving a prior notice for withdrawal. If the depositor is in need of money, he has to borrow on the security of this account and pay a slightly higher rate of interest to the bank. They are attracted by the payment of interest which is usually higher for longer period. Fixed deposits are liked by depositors both for their safety and as well as for their interest.
1. Advancing Loans: 
The second primary function of a commercial bank is to make loans and advances to all types of persons, particularly to businessmen and entrepreneurs. Loans are made against personal security, gold and silver, stocks of goods and other assets. The most common way of lending is by:
a. Overdraft Facilities: 
 In this case, the depositor in a current account is allowed to draw over and above his account up to a previously agreed limit. Suppose a businessman has only Br. 30,000 in his current account in a bank but requires Br. 60,000 to meet his expenses. He may approach his bank and borrow the additional amount of Br. 30,000. The bank allows the customer to overdraw his account through cheques. The bank, however, charges interest only on the amount overdrawn from the account. 
b. Cash Credit: 
Under this account, the bank gives loans to the borrowers against certain security. But the entire loan is not given at one particular time, instead the amount is credited into his account in the bank; but under emergency cash will be given. The borrower is required to pay interest only on the amount of credit availed to him. He will be allowed to withdraw small sums of money according to his requirements through cheques, but he cannot exceed the credit limit allowed to him. Besides, the bank can also give specified loan to a person, for a firm against some collateral security. The bank can recall such loans at its option.
c. Discounting Bills of Exchange:  
This is another type of lending which is very popular with the modern banks. The holder of a bill can get it discounted by the bank, when he is in need of money. After deducting its commission, the bank pays the present price of the bill to the holder. Such bills form good investment for a bank. They provide a very liquid asset which can be quickly turned into cash. The commercial banks can rediscount the discounted bills with the central banks when they are in need of money. These bills are safe and secured bills. When the bill matures the bank can secure its payment from the party which had accepted the bill. 
d. Money at Call:  
Bank also grant loans for a very short period to the borrowers, usually dealers or brokers in stock exchange markets against collateral securities like stock or equity shares, debentures, etc., offered by them. Such advances are repayable immediately at short notice hence; they are described as money at call or call money.
e. Term Loans:  
Banks give term loans to traders, industrialists and now to agriculturists also against some collateral securities. Term loans are so-called because their maturity period varies between 1 to 10 years. Term loans; as such provide intermediate or working capital funds to the borrowers. Sometimes, two or more banks may jointly provide large term loans to the borrower against a common security. Such loans are called participation loans or consortium finance.
f. Consumer Credit:  
Banks also grant credit to households in a limited amount to buy some durable consumer goods such as television sets, refrigerators, etc., or to meet some personal needs like payment of hospital bills etc. Such consumer credit is made in a lump sum and is repayable in installments in a short time. 
g. Miscellaneous Advances:  
Among other forms of bank advances there are packing credits given to exporters for a short duration, export bills purchased/discounted, import finance-advances against import bills, finance to the self-employed, credit to the public sector, and credit to the cooperative sector and above all, credit to the weaker sections of the community at concessional rates.
2. Creation of Credit:  
A unique function of the bank is to create credit. Banks supply money to traders and manufacturers. They also create or manufacture money. Bank deposits are regarded as money. They are as good as cash. The reason is they can be used for the purchase of goods and services and also in payment of debts. When a bank grants a loan to its customer, it does not pay cash. It simply credits the account of the borrower. He can withdraw the amount whenever he wants by a cheque. In this case, bank has created a deposit without receiving cash. That is, banks are said to have created credit. Sayers says “banks are not merely purveyors of money, but also in an important sense, manufacturers of money.”
3. Promote the Use of Cheques: 
The commercial banks render an important service by providing to their customers a cheap medium of exchange like cheques. It is found much more convenient to settle debts through cheques rather than through the use of cash. The cheque is the most developed type of credit instrument in the money market.

4. Financing Internal and Foreign Trade: 
The bank finances internal and foreign trade through discounting of exchange bills. Sometimes, the bank gives short-term loans to traders on the security of commercial papers. This discounting business greatly facilitates the movement of internal and external trade.
5. Remittance of Funds: 
Commercial banks, on account of their network of branches throughout the country, also provide facilities to remit funds from one place to another for their customers by issuing bank drafts, mail transfers or telegraphic transfers on nominal commission charges. As compared to the postal money orders or other instruments, a bank draft has proved to be a much cheaper mode of transferring money and has helped the business community considerably.
A. Secondary Functions
ii)  Secondary functions 
· In addition to the primary functions of accepting deposits and lending money, banks perform a number of other functions, which are called secondary functions.  
· These are as follows
·  Issuing letters of credit, travellers cheque, etc. 
·  Undertaking safe custody of valuables, important document and securities by providing safe deposit vaults or lockers.
·   Providing customers with facilities of foreign exchange dealings. 
·  Transferring money from one account to another; and from one branch to another branch of the bank through cheque, pay order, demand draft. 
· Standing guarantee on behalf of its customers, for making payment for purchase of goods, machinery, vehicles etc. 
·  Collecting and supplying business information. 
·  Providing reports on the credit worthiness of customers. 
· Providing consumer finance for individuals by way of loans on easy terms for purchase of consumer durables like televisions, refrigerators, etc.
·   Educational loans to students at reasonable rate of interest for higher studies, especially for professional courses.
Secondary banking functions of the commercial banks include:
1. Agency Services
2. General Utility Services
These are discussed below. 
1. Agency Services:  
Banks also perform certain agency functions for and on behalf of their customers. The agency services are of immense value to the people at large. The various agency services rendered by banks are as follows:
a. Collection and Payment of Credit Instruments:  Banks collect and pay various credit instruments like cheques, bills of exchange, promissory notes etc., on behalf of their customers.
b. Purchase and Sale of Securities: Banks purchase and sell various securities like shares, stocks, bonds, debentures on behalf of their customers.
c. Collection of Dividends on Shares:  Banks collect dividends and interest on shares and debentures of their customers and credit them to their accounts.
d. Acts as Correspondent: Sometimes banks act as representative and correspondents of their customers. They get passports, traveller’s tickets and even secure air and sea passages for their customers.
e. Income-tax Consultancy:  Banks may also employ income tax experts to prepare income tax returns for their customers and to help them to get refund of income tax.
f. Execution of Standing Orders:   Banks execute the standing instructions of their customers for making various periodic payments. They pay subscriptions, rents, insurance premia etc., on behalf of their customers.
g. Acts as Trustee and Executor:  Banks preserve the ‘Wills’ of their customers and execute them after their death.
2. General Utility Services:  
In addition to agency services, the modern banks provide many general utility services for the community as given.
a. Locker Facility:  Bank provides locker facility to their customers. The customers can keep their valuables, such as gold and silver ornaments, important documents; shares and debentures in these lockers for safe custody.
b. Traveller’s Cheques and Credit Cards: Banks issue traveller’s cheques to help their customers to travel without the fear of theft or loss of money. With this facility, the customers need not take the risk of carrying cash with them during their travels.
c. Letter of Credit:   Letters of credit are issued by the banks to their customers certifying their credit worthiness. Letters of credit are very useful in foreign trade.
d. Collection of Statistics:  Banks collect statistics giving important information relating to trade, commerce, industries, money and banking. They also publish valuable journals and bulletins containing articles on economic and financial matters.
e. Acting Referee:  Banks may act as referees with respect to the financial standing, business reputation and respectability of customers.
f. Underwriting Securities:  Banks underwrite the shares and debentures issued by the Government, public or private companies.
g. Gift Cheques:  Some banks issue cheques of various denominations to be used on auspicious occasions.
h. Accepting Bills of Exchange on Behalf of Customers:  Sometimes, banks accept bills of exchange, internal as well as foreign, on behalf of their customers. It enables customers to import goods.
i. Merchant Banking:  Some commercial banks have opened merchant banking divisions to provide merchant banking services.
3.3 CREDIT CREATION
An important function performed by the commercial banks is the creation of credit. The process of banking must be considered in terms of monetary flows, that is, continuous depositing and withdrawal of cash from the bank. It is only this activity which has enabled the bank to manufacture money. Therefore the banks are not only the purveyors of money but manufacturers of money.
Granting a loan is not the only method of creating deposit or credit. Deposits also arise when a bank discounts a bill or purchase government securities. When the bank buys government securities, it does not pay the purchase price at once in cash. It simply credits the account of the government with the purchase price. The government is free to withdraw the amount whenever it wants by cheque. Similarly, when a bank purchase a bill of exchange or discounts a bill of exchange, the proceeds of the bill of exchange is credited to the account of the seller and promises to pay the amount whenever he wants. Thus asset acquired by a bank creates an equivalent bank deposit. It is perfectly correct to state that “bank loans create deposits.” The derivate deposits are regarded as bank money or credit. Thus the power of commercial banks to expand deposits through loans, advances and investments is known as “credit creation.” Thus, credit creation implies multiplication of bank deposits. Credit creation may be defined as “the expansion of bank deposits through the process of more loans and advances and investments.”
Process of Credit Creation
An important aspect of the credit creating function of the commercial banks is the process of multiple-expansion of credit. The banking system as a whole can create credit which is several times more than the original increase in the deposits of a bank. This process is called the multiple-expansion or multiple-creation of credit. Similarly, if there is withdrawal from any one bank, it leads to the process of multiple-contraction of credit. The process of multiple credit expansion can be illustrated by assuming 
a. The existence of a number of banks, A, B, C etc., each with different sets of depositors.
b. Every bank has to keep 10% of cash reserves, according to law, and,
c. A new deposit of Br. 1,000 has been made with bank A to start with.
Suppose, a person deposits Br. 1,000 cash in Bank “A”. As a result, the deposits of bank “A” increase by Br. 1,000 and cash also increases by Br. 1,000. The balance sheet of the bank is as follows:
Balance sheet of Bank A
	Liabilities
	Br.
	Assets
	Br.

	New deposit
	1,000
	New Cash
	1,000

	Total
	1,000
	
	1,000


Under the double entry system, the amount of Br. 1,000 is shown on both sides.  The deposit of Br. 1,000 is a liability for the bank and it is also an asset to the bank. Bank “A” has to keep only 10% cash reserve, i.e., Br. 100 against its new deposit and it has a surplus of Br. 900 which it can profitably employ in the assets like loans. Suppose bank “A” gives a loan to “X”, who uses the amount to pay off his creditors. After the loan has been made and the amount so withdrawn by “X” to pay off his creditors, the balance sheet of bank “A” will be as follows:
Balance sheet of Bank A
	Li abilities
	Br.
	Assets
	Br.

	Deposit
	1,000
	New Cash
Loan to X
	1,00
900

	Total
	1,000
	
	1,000



Suppose X purchase goods of the value of Br. 900 from Y and pay cash. Y deposits the amount with Bank “B”. The deposits of Bank B now increase by Br. 900 and its cash also increases by Br. 900. After keeping a cash reserve of Br. 90, Bank “B” is free to lend the balance of Br. 810 to anyone. Suppose bank “B” lends Br. 810 to Z, who uses the amount to pay off his creditors. The balance sheet of bank “B” will be as follows:
Balance sheet of Bank B
	Li abilities
	Br.
	Assets
	Br.

	Deposit
	900
	New Cash
Loan to Z
	90
810

	Total
	900
	
	900



Suppose Z purchases goods of the value of Br. 810 from S and pays the amount. S deposits the amount of Br. 810 in bank “C”. Bank “C” now keeps 10% as reserve (Br. 81) and lends Br. 729 to a merchant. The balance sheet of bank “C” will be as follows
Balance sheet of Bank C
	Li abilities
	Br.
	Assets
	Br.

	Deposit
	810
	New Cash
Loan to W
	81
729

	Total
	810
	
	810


Thus looking at the banking system as a whole, the position will be as follow:
	Name of Bank
	Deposits Br
	Cash Reserve Br
	Loan Br

	Bank A
Bank B
Bank C
	1,000
900
810
	100
90
81
	900
810
729

	Total
	2,710
	271
	2,439



It is clear from the above that out of the initial primary deposit, bank advanced Br. 900 as a loan. It formed the primary deposit of bank B, which in turn advanced Br. 810 as loan. This sum again formed the primary deposit of bank C, which in turn advanced Br. 729 as loan. Thus the initial primary deposit of Br. 1,000 resulted in bank credit of Br. 2439 in three banks. There will be many banks in the country and the above process of credit expansion will come to an end when no bank has an excess reserve to lend. In the above example, there will be 10 fold increases in credit because the cash ratio is 10%. 
The total volume of credit created in the banking system depends on the cash ratio. If the cash ratio is 10% there will be 10 fold increase. If it is 20%, there will be 5 fold increases. When the banking system receives an additional primary deposit, there will be multiple expansion of credit. When the banking system loses cash, there will be multiple contraction of credit.
The extent to which the banks can create credit together could be found out with the help of the credit multiplier formula. The formula is:                                               
                                                       K = 1/r
Where K is the credit multiplier, and r, the required reserves. If the reserve ratio is 10% the size of credit multiplier will be:
                                                           K = 1/r = 1/0.1 = 10
It means that the banking system can create credit together which is ten times more than the original increase in the deposits. It should be noted here that the size of credit multiplier is inversely related to the percentage of cash reserves the banks have to maintain. If the reserve ratio increases, the size of credit multiplier is reduced and if the reserve ratio is reduced, the size of credit multiplier will increase.
3.4 BALANCE SHEET OF THE BANK
The balance sheet of a commercial bank is a statement of its assets and liabilities. Assets are what others owe the bank, and what the bank owes others constitutes its liabilities. The business of a bank is reflected in its balance sheet and hence its financial position as well. The balance sheet is issued usually at the end of every financial year of the bank.
The balance sheet of the bank comprises of two sides; the assets side and the liabilities side. It is customary to record liabilities on the left side and assets on the right side. The following is the proforma of a balance sheet of the bank.
[image: ]
Liabilities
Liabilities are those items on account of which the bank is liable to pay others. They denote other’s claims on the bank. Now we have to analyses the various items on the liabilities side.
1. Capital:   The bank has to raise capital before commencing its business. Authorized capital is the maximum capital up to which the bank is empowered to raise capital by the Memorandum of Association. Generally, the entire authorized capital is not raised from the public. That part of authorized capital which is issued in the form of shares for public subscription is called the issued capital. Subscribed capital represents that part of issued capital which is actually subscribed by the public. Finally, paid-up capital is that part of the subscribed capital which the subscribers are actually called upon to pay.
2. Reserve Fund:   Reserve fund is the accumulated undistributed profits of the bank. 
The bank maintains reserve fund to tide over any crisis. But, it belongs to the shareholders and hence a liability on the bank. 
3. Deposits:  The deposits of the public like demand deposits, savings deposits and fixed deposits constitute an important item on the liabilities side of the balance sheet. The success of any banking business depends to a large extent upon the degree of confidence it can instill in the minds of the depositors. The bank can never afford to forget the claims of the depositors. Hence, the bank should always have enough cash to honour the obligations of the depositors.
4. Borrowings from Other Banks:   Under this head, the bank shows those loans it has taken from other banks. The bank takes loans from other banks, especially the central bank, in certain extraordinary circumstances.
5. Bills Payable:  These include the unpaid bank drafts and telegraphic transfers issued by the bank. These drafts and telegraphic transfers are paid to the holders thereof by the bank’s branches, agents and correspondents who are reimbursed by the bank.
6. Acceptances and Endorsements:  This item appears as a contra item on both the sides of the balance sheet. It represents the liability of the bank in respect of bills accepted or endorsed on behalf of its customers and also letters of credit issued and guarantees given on their behalf. For rendering this service, a commission is charged and the customers to whom this service is extended are liable to the bank for full payment of the bills. Hence, this item is shown on both sides of the balance sheet.
7. Contingent Liabilities:  Contingent liabilities comprise of those liabilities which are not known in advance and are unforeseeable. Every bank makes some provision for contingent liabilities.
8. Profit and Loss Account:   The profit earned by the bank in the course of the year is shown under this head. Since the profit is payable to the shareholders it represents a liability on the bank.
9. Bills for Collection:  This item also appears on both the sides of the balance sheet. It consists of drafts and hundies drawn by sellers of goods on their customers and are sent to the bank for collection, against delivery documents like railway receipt, bill of lading, etc., attached thereto. All such bills in hand at the date of the balance sheet are shown on both the sides of  the balance sheet because they form an asset of the bank, since the bank will receive payment in due course, it is also a liability because the bank will have to account for them to its customers
Assets
Assets are the claims of the bank on others. In the distribution of its assets, the bank is governed by certain well defined principles. These principles constitute the principles of the investment policy of the bank or the principles underlying the distribution of the assets of the bank. The most important guiding principles of the distribution of assets of the bank are liquidity, profitability and safety or security. In fact, the various items on the assets side are distributed according to the descending order of liquidity and the ascending order of profitability. Now, we have to analyze the various items on the assets side.
1. Cash:  Here we can distinguish cash on hand from cash with central bank and other banks cash on hand refers to cash in the vaults of the bank. It constitutes the most liquid asset which can be immediately used to meet the obligations of the depositors. Cash on hand is called the first line of defense to the bank. In addition to cash on hand, the bank also keeps some money with the central bank or other commercial banks. This represents the second line of defense to the bank.
2. Money at Call and Short Notice:   Money at call and short notice includes loans to the brokers in the stock market, dealers in the discount market and to other banks. These loans could be quickly converted into cash and without loss, as and when the bank requires. At the same time, this item yields income to the bank. The significance of money at call and short notice is that it is used by the banks to effect desirable adjustments in the balance sheet. This process is called ‘Window Dressing’. This item constitutes the ‘third line of defense’ to the bank.
3. Bills Discounted: The commercial banks invest in short term bills consisting of bills of exchange and treasury bills which are self-liquidating in character. These short term bills are highly negotiable and they satisfy the twin objectives of liquidity and profitability. If a commercial bank requires additional funds, it can easily rediscount the bills in the bill market and it can also rediscount the bills with the central bank.
4. Bills for Collection:   As mentioned earlier, this item appears on both sides of the balance sheet.
5. Investments:  This item includes the total amount of the profit yielding assets of the bank. The bank invests a part of its funds in government and non-government securities.
6. Loans and Advances:  Loans and advances constitute the most profitable asset to the bank. The very survival of the bank depends upon the extent of income it can earn by advancing loans. But, this item is the least liquid asset as well. The bank earns quite a sizeable interest from the loans and advances it gives to the private individuals and commercial firms.
7. Acceptances and Endorsements:   As discussed earlier, this item appears as a contra item on both sides of the balance sheet.
8. Fixed Assets:   Fixed assets include building, furniture and other property owned by the bank. This item includes the total volume of the movable and immovable property of the bank. Fixed assets are referred to as ‘dead stocks’. The bank generally undervalues this item deliberately in the balance sheet. The intention here is to build up secret reserves which can be used at times of crisis.
Balance sheet of a bank acts as a mirror of its policies, operations and achievements. The liabilities indicate the sources of its funds; the assets are the various kinds of debts incurred by a bank to its customers. Thus, the balance sheet is a complete picture of the size and nature of operations of a bank.













CHAPTER FOUR
BANKER AND THE CUSTOMER
INTRODUCTION
Banking industry occupies an important place in a nation’s economy. A bank is an indispensable institution in a modern society. One cannot think of the development of any nation without the active assistance rendered by financial institutions. Banks, in fact, do finance trade, industry and commerce. The modern business and the entrepreneur cannot carry on the commercial activities without the different methods of financing done by the banks. Gone are the days when borrowing was criticised and objected to and the borrower was looked down upon. But today, the time and circumstances have changed. It is natural that every businessman has to change according to the new challenges. Right from small businessman, up to the biggest business tycoon, they invariably depend upon finances of different types given by the banks. Therefore, one has to accept that the banking industry play a vital role in every field and at every juncture of the business.

This chapter deals with the relationship that exists between the banker and customer. All the legal aspects associated with these two vital organs of the banking operations are discussed. The relationship between the customer and the banker is vital. The relationship starts right from the moment an account is opened and it comes to an end immediately on closure of the account. The relationship stands established as soon as the agreement or contract is entered into. The nature of the relationship depends upon the state of the customer’s account. Before we take up the relationship that exists between a banker and his customer, let us understand the meaning of the terms ‘banker’ and ‘customer’.
Meaning and Definition of a Banker
The term ‘banker’ refers to a person or company carrying on the business of receiving moneys, and collecting drafts, for customers subject to the obligation of honouring checks drawn upon them from time to time by the customers to the extent of the amounts available on their current accounts.



Meaning and Definition of a Customer
The term ‘customer’ of a bank is not defined by law. In the ordinary language, a person who has an account in a bank is considered its customer. In order to constitute a person as a customer, he must satisfy the following conditions:
1. He must have an account with the bank – i.e., saving bank account, current deposit account,   or fixed deposit account.
2. Even a single transaction may constitute him as a customer.
3. The transactions between the banker and the customer should be of banking nature i.e., a person who approaches the banker for operating Safe Deposit Locker or purchasing travellers cheques is not a customer of the bank since such transactions do not come under the orbit of banking transactions.
4. Frequency of transactions is not quite necessary though anticipated.
The Banker-Customer Relationship
The relationship between the banker and the customer arises out of the contract entered in between them. This contract is created by mutual consent. This relationship is of two types:
A. General relationship,
B. Special relationship.
A. General relationship:
The general relationship between banker and customer can be classified into two types, viz.,
1. Primary relationship, and
2. Secondary relationship.
1. Primary Relationship
Primary relationship is in the form of a ‘Debtor’ which arises out of a contract between the banker and customer. ‘. The authorities on banking law and many court decisions have said that primary relationship is that of ‘Debtor and Creditor’. The true relationship between a banker and his customer is that of a debtor and a creditor. The money deposited with him becomes his property and is absolutely at his disposal.” As long as the customer’s account shows a credit balance, the banker would be a debtor and in case the customer’s account shows a debit balance, the banker would be creditor.
2. Secondary Relationship
It will be in the form of:
(a) Banker as agent
(b) Banker as trustee
(c) Banker as bailee
(a) Banker as Agent: 
A banker acts as an agent of his customer and performs a number of agency functions for the convenience of his customers. These are as follows:
(1) Purchasing or selling of securities.
(2) Collection of income
(3) Making periodical payments as instructed by his customers.
(4) Collecting interest and dividend on securities lodged by his customers.
(5) Receiving safe custody valuables and securities lodged by his customers.
(6) Collecting cheques, drafts of the customers.
In this case, the banker and customer relationship is, in the form of an ‘Agent’ and ‘Principal’.
(b) Banker as Trustee: 
Ordinarily, a banker is a debtor of his customer in respect of the deposits made by the latter, but in certain circumstances he acts as a trustee also. 
1. The customer may request the banker to keep his valuables in safe vaults, the banker becomes a trustee.
2. When check is given for collection, till the proceeds are collected, the banker acts as trustee.
3. When customer deposits money and till the purpose is fulfilled the banker is regarded as trustee.
(c) Banker as Bailee:
As a bailee, the banker should protect the valuables in his custody with reasonable care. If the customer suffered any loss due to the negligence of the banker in protecting the valuables, banker is liable to pay such loss. If any loss is incurred due to the situation beyond the control of the banker, he is not liable for penalty.

To conclude, the primary general relationship exists when the account is opened by customer with bank. The relationship is that of debtor and creditor. When the bank acts as trustee or agent or bailee for the valuables, he will be establishing the secondary general relationship.
B. Special relationship
The special relationship between banker and customer takes the form of rights which the banker can exercise and the obligations which he owes to his customers. Following are the rights enjoyed by the banker with regard to the customer’s account:
1. Right of general lien
2. Right of set-off
3. Right to appropriate payments
4. Right to charge interest, incidental charges
5. Right to close accounts
1. Right of General Lien:
One of the important rights enjoyed by a banker is that of general lien. A lien may be defined as the right to retain property belonging to a debtor until he has discharged a debt due to the retainer of the property. Banker’s general lien is upon the right to retain the securities in respect of the balance due from the customers. A banker can exercise the lien only if the following conditions are satisfied.
1. There must be an agreement consistent with the general lien.
2. Property must come to the hands of the banker in his capacity as a banker
3. Possession should be lawfully obtained.
2. Right of Set-off: 
The right of set-off is a statutory right which enables a debtor to take in to account a debt owed to him by a creditor, before the latter could recover the debt due to him from the debtor. A banker, like other debtors, possesses this right of set-off which enables him to combine two accounts in the name of the same customer and to adjust the debit balance in one account with the credit balance in the other. For example Mr. A has taken an overdraft from his banker to the extent of Br 10,000 and he has a credit balance of Br.5, 000 in his savings bank account, the banker can combine both of these accounts and claim the remainder amount of Br. 5,000 only. To be on the safer side the banker takes a letter of set-off from the customer authorising the banker to exercise the right of set-off.
3. Right to Appropriate Payments: 
Whenever the customer deposits funds into his account in the bank, it is his duty to inform the bank to which account they are to be credited (provided the customer has more than one account at the same bank).Once the customer gives specific directions regarding appropriation, the banker has no right to alter them. It is his bounden duty to carry out the instructions of the customer. This right of appropriation is to be exercised by the customer at the time of depositing funds and not later. In case the customer is silent or fails to give instructions, the banker has every right to appropriate in his own way.
4. Right to Charge Interest:
As a creditor, a banker has the implied right to charge interest on the advances granted to the customer. The rate of interest is nowadays levied as per the directions of Central bank. It is charged on half yearly or quarterly basis and generally compound interest is used. The interest is directly debited, i.e., charged to the customer’s account and then the interest is calculated on the principal with interest.
5. Right to Close Accounts:
Banker also enjoys the right to close his customer’s account and discontinue operations. This process terminates the relationship between banker and customer. This is done only in situations where the continuation of relationship seems unprofitable to the banker. These are the rights enjoyed by the banker with regard to the customer’s account.
Obligations of Bankers
Bankers are under the obligations to fulfil certain duties while dealing with customers. Such obligations are as under:
1. Obligation to honour the customer’s cheques.
2. Obligation to maintain secrecy of customer’s account.
3. Obligation to receive the cheques and other instruments for collection.
4. Obligation to honour the cheques of customers across the counter.
5. Obligation to give reasonable notice before closing the customer’s accounts.
1. Obligation to Honour the Customer’s Cheques
This is a statutory obligation upon the banker to honour the cheques of his customer drawn against his current account so long as his balance is sufficient to allow the banker to do so, provided the cheques are presented within a reasonable time. The bank honours checks if there is 
a. Sufficient funds in the account.
b. Presented in reasonable time.
c. Check is properly filled.
d. No material alteration.
e. There is no court order- Garnishee Order (which is an order from the court to a bank prohibiting the bank from making payments. 
2. Obligation to Maintain Secrecy of Customer’s Account 
Bank’s profession demands that he should maintain the particulars of his customer’s accounts in secret. The banker has an implied obligation to maintain secrecy of the customer’s account. He should not disclose matters relating to the customer’s financial position since it may adversely affect the customer’s credit and business. If it was no done, the bank is held liable to pay compensation for the loss suffered by the customer. A bank can disclose the information regarding its customer’s account on the following circumstances.
1. To protect his Own Interest: Whenever the banker is required to protect his own\interest, if he discloses the details of a customer’s account, it must be a reasonable and proper occasion. For example, if the banker is to recover his own money from a particular customer, he may give the details to his lawyers.
2. Disclosure at the will of Customer: The banker can disclose the state of affairs of the customer’s account when the customer gives his consent to disclose the accounts.
3. To Protect Public Interest: When banks are required to give out information regarding their customers in the interest of the public, the information should relate to financial aspect of the customers. For example, When the Government calls upon the bank to give information regarding a particular customer and when the bank feels that a particular customer has committed an offence.
4. When compelled by the law:  The banker is required to give out information regarding his customers to the Income Tax Department. Similarly, whenever the court needs any information regarding the customers, the banker is required to give the information. 

3. Obligation to Receive Cheques and Other Instruments for Collection: Whenever a banker is entrusted with the job of collection of cheques, they must be collected as speedily as possible through the accepted channels. Failure to exercise proper care and employ the recognised route for collection may make the bank liable for any loss which the customer may sustain.
4. Obligation to Give Reasonable Notice before Closing the Account: It is not so simple between a banker and a customer for the obvious reason that the banker is under an obligation to honour his customer’s cheques. If this obligation could be terminated by the banker without notice, the customer might be faced with an embarrassing situation. Reasonable time must be granted to enable him to make alternative arrangements. Where any customer becomes a nuisance through overdrawing without arrangement, it is advisable to close his account. But reasonable time has to be given to enable him to make

































CHAPTER FIVE
BANK SERVICES

The most important function of a bank is to accept deposits from the public. Customers deposit their savings for safety and earning interest. A bank provides facilities to open various types of accounts keeping in mind the needs of its customers. Generally, the bank accounts are classified into three categories: (a) the current accounts, (b) the fixed deposit accounts, and (c) the saving deposit accounts.
OPENING AN ACCOUNT
A bank should be very careful in entertaining a new customer. It will be taking a great risk if it opens an account of a customer. The following precautions are to be taken by the banker before opening an account in the name of customers.
1. Application Form: 
The applicant should fill in the prescribed form for opening of an account available in the concerned bank. Banks keep different forms for different kinds of customers.
2. Introduction: 
The banks follow the practice of opening the account only when the applicant is properly is essential for against issuing check to a dishonest undesirable person.
3. Specimen Signature: 
The applicant is required to give his specimen signature register meant for this purpose. This will help to protect the bank against forgery because whenever the cheque is presented at the counter of the bank for payment the signature will be tallied with those on the card computer.
4. Photographs:
The customer is required to submit the latest passport size photo along with the application form. 5. Deposit Cash: 
When the above formalities are completed, the bank will agree to open an account in the name of the applicant. Before opening the account, the customer must deposit the minimum initial deposit in cash as per rules framed by the central bank.



6. Mandate in writing:
If a new party wants his account to be operated by somebody the banker should demand a mandate from the customer in writing contain the specimen signature, powers of the delegated persons etc.
7. Verification of documents:
If the new customer is a corporate body, it is essential for the banker to verify documents like Memorandum of Association, Articles of association and bye-laws.
Materials to be supplied to the customer 
Operating a bank account means that the customer deposits a sum of money in near future and withdraws money from the account according to the needs. The following forms can be used for the operation of the bank account:
1. Pay-in-slip Book- banks supply slips for depositing Cash
2. Cheque Book- A cheque book contains bank cheque forms with counterfoils which can be used by the customer to withdraw money from his account. The cheque book is serially numbered and contains 10 to 20 leaves in one book.
3. Pass Book.-A pass book is a book in which the banker keeps a full record of the customer’s account. It is written by the bank.
Closing of a Bank Account
A bank account may be closed by either party i.e., the customer and the banker. A bank account may be closed in the following cases:
1. Savings and current deposits will continue  without any end but fixed and recurring deposit which are time bound and ends on due date.	
2. At the Request of the Customer: If the customer requests the bank to close down his account, the bank has to close the account. The banker normally requests the customer to give a written and signed request to close the account.
3. Inoperative Account or dormant account: If the customer does not operate an account for a long time that is for 3 years the bank can close down the account. However, the banker is required to give notice to the customer to withdraw his money.
4. On Receipt of Notice of Customer’s Death: When the bank receives notice of death of the customer, he must stop operation of the account as death of the customer terminates his authority.
5. On the Insanity or insolvency of the Customer: When the bank receives a notice of insanity of his customer, he must stop payment from his account and should transfer the amount to the liquidator. 
6. On winding up of the company: When the bank comes to know of insolvency of his customer, he must stop payment. The balance standing to the credit of the customer, he must stop payment. The balance standing to the credit of the customer is transferred to the official receiver or assignee.
7. On Receipt of Garnishee Order: The banker should reserve amount specified in the Garnishee Order. He may make payment of the customer’s cheques out of the remaining balance, if any.
THE PAYING BANKER
The relationship between a banker and a customer is primarily that of debtor and creditor, the respective positions being determined by the existing state of account. If the customer has a credit balance with the bank, he is the creditor and if he has a debit balance with the bank, he is the debtor of the bank. When a bank accepts the deposits from a customer, it becomes the debtor of the customer and it will be bound to return the equivalent amount to the customer or his order on demand. In other words, it is the obligation of the bank to honour the cheques issued by the customer if the following conditions are fulfilled:
a. There is sufficient balance in the account of the customer;
b. The cheque is properly drawn and presented; and
c. There is no legal restriction on payment.
Meaning
The banker who is liable to pay the value of a cheque of a customer as per the contract, when the amount is due from him to the customer is called “Paying Banker” or “Drawee Bank.” The payment to be made by him has arisen due to the contractual obligation. He is also called drawee bank as the cheque is drawn on him. Paying banker has legal obligations to honour the demand of the drawer or customer. If he fails to pay the money held, he is liable for damages. Thus paying banker has certain obligations to discharge.
Precautions for Payment of Cheques by the paying banker or duties of paying banker
1. Open or Crossed Cheque: 
The most important precaution that a banker should take is about crossed cheques. A banker has to verify whether the cheque is open or crossed. He should not pay cash across the counter in respect of crossed cheques. If the cheque is a crossed one, the banker can make the payment by crediting the amount to the customer’s account. If the check is open one, then the banker can make the payment at the counter itself.
2. Place of Presentment of Cheque or branch: A banker can honour the cheques provided it is presented with that branch of the bank where the drawer has an account. 
3. Date of the Cheque: The paying banker has to see the date of the cheque. It must be properly dated. It should not be either a post-dated cheque or a stale-cheque. If a cheque carries a future date, it becomes a post-dated cheque. If the cheque is presented on the date mentioned in the cheque, the banker need not have any objection to honour it. If the banker honours a cheque before the date mentioned in the cheque, he loses statutory protection
A stale cheque is one which has been in circulation for an unreasonably long period. Generally, a cheque is considered stale when it has been in circulation for more than three months. Banker does not honor such cheques.
5. Mutilated Cheque: The banker should be careful when mutilated cheques are presented for payment. A cheque is said to be mutilated when it has been cut or torn, or when a part of it is missing. Mutilation may be either accidental or intentional. The paying banker should dishonour the mutilated checks.
6. Alterations and Overwriting: The banker should see whether there is any alteration or over-writing on the cheque. If there is any alteration, it should be confirmed by the drawer by putting his full signature. The banker should not pay a cheque containing material alteration without confirmation by the drawer. The banker is expected to exercise reasonable care for the detection of such alterations. Otherwise, he has to take risk. Material alterations make a cheque void.
7. Amount in words and figures: The amount of the cheque should be expressed in words, or in words and figures, which should agree with each other. When the amount in words and figures differ, the banker should refuse payment.




COLLECTING BANKER
Every modern bank collects cheques and bills on behalf of his customers in order to provide a facility or service to them. This service of collection of cheques on behalf of the customer has become an accepted part of banker’s function due to the greater use of the crossed cheques, which are payable through a banker only. In performing this function, he acts as an agent of his customer, and is bound to use reasonable skill, care and diligence. So in simple term collecting banker means the banker who collects the cheques and bills on behalf of the customers. 
Duties and Responsibilities of a Collecting Banker
The duties and responsibilities of a collecting banker are discussed below:
1. Due Care and Diligence in the Collection of Cheques: The collecting banker is bound to show due care and diligence in the collection of cheques presented to him.
2. Serving Notice of Dishonour: When the cheque is dishonoured, the collecting banker is bound to give notice of the same to his customer within a reasonable time. If he fails to give such a notice, the collecting banker will be liable to the customer for any loss that the customer may have suffered on account of such failure.
3. Collection of Bills of Exchange: There is no legal obligation for a banker to collect the bills of exchange for its customer. But, generally, bank gives such facility to its customers.
4. Time for collection: he has to present the checks for collection without delay.
LOANS AND ADVANCES
One of the primary functions of a bank is to grant loans. Whatever money the bank receives by way of deposits, it lends a major part of it to its customers by way of loans, advances, cash credit and overdraft. Interest received on such loans and advances is the major source of its income. The banks make a major contribution to the economic development of the country by granting loans to the industrial and agricultural sectors.  The banks make loans and advances out of deposits, received from their customers. Most of these deposits are payable on demand. As such the bank owes a greater responsibility to the depositors. Hence he should be extremely careful while granting loans.



General Rules of Sound Lending     
                      [image: ] 
1. Safety: The most important golden rule for granting loans is the safety of funds. The main reason for this is that the very existence of the bank is dependent upon the loans granted by him. A bank cannot and must not sacrifice the safety of its funds to get higher rate of interest.
2. Liquidity: The second important golden rule of granting loan is liquidity. Liquidity means possibility of converting loans into cash without loss of time and money. Needless to say, that the funds with the bank out of which he lends money are payable on demand or short notice. As such a bank cannot afford to block its funds for a long time. Hence the bank should lend only for short-term requirements.
3. Diversification of risk: ‘A bank should not invest all its funds in one industry. In case that industry fails, the banker will not be able to recover his loans. Hence, the bank may also fail. According to the principle of diversification, the bank should diversify its investments in different industries and should give loans to different borrowers in one industry. It is less probable that all the borrowers and industries will fail at one and the same time.
4. Object or purpose of Loan: A banker should thoroughly examine the object for which his client is taking loans. This will enable the bank to assess the safety and liquidity of its investment. A banker should not grant loan for unproductive purposes. The purpose should be given more wightage than the security offered for the loan.
5. Security: A banker should grant secured loans only. In case the borrower fails to return the loan, the banker may recover his loan after realising the security. In other words the securities should be adequate and realizable 
6. National Interest or social objective: The banks are required to invest a certain percentage of loans and advances in priority sectors viz., agriculture, small scale and tiny sector, and export-oriented industries etc.to protest the nation’s interest.
Forms of Lending (Advances)
Banks lend for working capital requirements in the form of:
1. Loans
2. Cash credit
3. Overdraft
4. Purchase and discounting of bills of exchange. (Refer chapter four more details)
Types of Loans and Advances
Loans and advances are of different types.
a. Secured Loan: Such a loan is granted on the security of tangible assets. A ‘secured loan or advance’ as a loan or advance, made on the security of assets.
b. Unsecured Loans: Such a loan is granted without any security or based on personal security. These are judged on the basis of the following three elements. They are
1. Capacity- If the borrower is fully capable of running the enterprise and has necessary skill and experience; his chances of success are high. As such there is little or no risk in granting loans
2. Capital- An entrepreneur should have an adequate capital of his own. If his capital is inadequate   there are greater chances of failure of his business. As such, the banker will not be able to recover his loan in such a situation. 
3. Character-The most important factor to be carefully examined, is the character of the borrower. Character is the sum total of honesty, integrity, credit-worthiness, capacity to repay, sense of responsibility, good habits and reputation enjoyed by the customer. If he possesses these qualities he bears a good character and can be considered creditworthy for the loan.
LETTER OF CREDIT
Modern banks facilitate trade and commerce by rendering valuable services to the business community. Apart from providing appropriate mechanism for making payments arising out of trade transactions, the banks gear the machinery of commerce, especially in case of international commerce, by acting as a useful link between the buyer and the seller, who are often too far away from and too unfamiliar with each other. Opening or issuing letters of credit is one of the important services provided by the banks for these purposes. 

The foundation of the banking business is the confidence reposed in the banking institutions by the people in general and the mercantile community in particular. The standing, reputation and goodwill earned by a banking institution enable it to issue instruments, known as Letters of Credit, in favour of traders and banks to meet the needs of their customers. In fact, a letter of credit carries a promise or an undertaking by the issuing banker which is valued and honored on a global basis. In actual practice, a Letter of Credit means “a document issued by a banker authorising the banker to whom it is addressed to honour the bills of the person named therein to the extent of certain amount.”
Elements to a Letter of Credit
1. The Buyer: The buyer who is the importer, applies to the bank for the opening of a Letter  of Credit
2. The Beneficiary: The seller, who is the exporter, is the beneficiary of the Letter of Credit.
3. The Issuing Bank: The bank which issues the Letter of Credit at the request of the buyer is the issuing bank.
4. Specified documents- On presenting of specified documents representing the supply of goods.
5. Terms and conditions- Documents must confirm to the terms and conditions set up in the letter of credit.
6. Place- Documents to be presented at the specific place.
Characteristic of letter of credit
1. Negotiability- The issuing bank is obliged to pay not only to the beneficiary but also to any bank nominated by the beneficiary.
2. Revocability- A letter of credit may be revoked at any time by the issuing bank without notification.
3. Sight and time letter of credit- All letters of credit require the beneficiary to present the bill of exchange and specific documents in order to receive the payments. These documents include:
a. Sight letter of credit- payable as soon as it is presented for payment. 
b. A time letter of credit- is not payable until the lapse of a particular time period started on the draft.

image1.png
Balance Sheet of the Bank

L

Assets

©E®NOO NN

Capital

a. Authorised capital

b. Issued capital

¢. Subscribed capital

d. Paid-up-capital

Reserve fund

Deposits

Borrowings from other banks
Bills payable

Acceptances and endorsements
Contingent liabilities

Profit and loss account

Bills for collection

PN O NN

Cash
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