Chapter Three
Operational Procedures of Commercial Banks 

2.1 Introduction 

You have already learnt that the main banking activities consist of acceptance of deposit from the public for the purpose of lending to businessmen and others who may seek loans. Money may be needed in future for various purposes like medical treatment in case of illness in the family, expenses on account of marriage, or for higher studies of the children, or to celebrate religious festivals, etc. On the other hand, the objective of depositing money in a bank account may either be to save it for future needs, or to provide safety to it, or to invest it in case a higher rate of return is offered.

The money saved to meet future needs may be kept at home. But will it be safe at home? It may be stolen. Moreover, the money saved will remain idle at home without any return. So people keep their savings with someone where it will be safe and earn a return. Bank is such a place where money once deposited remains safe and also earns interest. In this lesson, we shall learn about the types of deposit accounts that can be opened in a bank, and also discuss how a savings bank account can be opened, operated, and closed.
2.2 Types and Procedures of Opening and Operating Bank Deposit Accounts

There are different types of deposit accounts which are suitable for different purposes. You may now be interested to know what is to be done before money can be deposited in a bank account and also before it can be withdrawn from the bank. It is obvious that one needs to open an account with the bank and deposit money before it can be withdrawn from the account.
The money needed for future expenses are saved out of the present income. The saved money can be kept at home but there is risk of loss by fire and theft. Further it may not bring any return to one who has saved it. The saved money is kept with someone where its safety and return is guaranteed. We have studied in the earlier lesson that a bank is a place where money deposited is kept safe and earns interest on it. Bank deposits serve different purposes for different people. Bank offers the facility of opening various types of accounts where a depositor can deposit money saved by him/her.

The banker collects cash from customer and uses the money for different purposes. Depending on the agreement between the two parties, the banker makes payment to the customer. To be on the safest side, both parties should have specified agreement among themselves. 

Keeping in view these differences, banks offer the facility of opening different types of deposit accounts by people to suit their purpose and convenience. On the basis of purpose they serve, bank deposit accounts may be classified as follows: Savings Bank Account; Current Deposit Account; and Fixed Deposit Account. Let us briefly note the nature of these accounts.
A) Savings Bank Account
If a person has limited income and wants to save money for future needs, the Saving Bank Account is most suited for his purpose. This type of account can be opened with a minimum initial deposit that varies from bank to bank. Money can be deposited any time in this account. Withdrawals can be made either by signing a withdrawal form or by issuing a cheque or by using ATM card. Normally banks put some restriction on the number of withdrawal from this account. Interest is allowed on the balance of deposit in the account. The rate of interest on savings bank account varies from bank to bank and also changes from time to time. A minimum balance has to be maintained in the account as prescribed by the bank.

· Procedure of Opening Saving bank account

To open a savings bank account in a commercial bank, you have to first decide what amount of money you would like to deposit initially. You may enquire and find out from the nearest bank the minimum amount to be deposited while opening a savings bank account. You have to deposit at least that amount or more, if you want. On entering a bank (any branch of a bank) you will find a counter for enquiry (or a counter with: ‘May I help you’ board). Having known the minimum amount to be deposited, you should ask for a form of application for opening Savings Bank Account. You are not required to pay anything for it. You should then take the following steps:

i. Filling up the application Form

The application form has to be filled up giving the following necessary information available free of cost at the bank: Name of the person (applicant); His/her occupation; Residential Address; Specimen signature of the applicant; and Name, address, account number and signature of the person introducing the applicant

Besides the above information the applicant has to give an undertaking that s/he would observe the rules and regulations of the bank, which are in force. At the end of the application form, you have to put your signature. (In some banks it is required to attach two passport size photographs of the applicant along with the application.)
ii. Proper Introduction

A bank may require that a person known to the bank should introduce the applicant. It may be convenient to be introduced by a person having already an account in that bank. Some banks may accept the attested copy of Passport or Driving License, if any, of the applicant. In that case personal introduction is not necessary. Introduction is required to prevent the possibility of opening of account by an undesirable person.

iii. Specimen Signature

The applicant has to put his/her specimen signatures at the blank space provided on the application form for that purpose. In addition, specimen signatures have to be put separately on a card on which a photograph of the applicant may be pasted, along with his/her name and account number.

After the above steps have been taken and the officer concerned is satisfied that the application form is in order, money is to be deposited at the cash counter after filling in printed ‘Pay-in-slip’. An account number will then be allotted and written on the application form as well as the card having your specimen signatures. At the same time you will be issued a Passbook with the initial deposit recorded in it. All future deposits and withdrawals will also be entered in the passbook, and it will remain with you. If you want to use cheques for withdrawal or payment of money out of your deposits, a cheque book will be issued on your request. A cheque form is a printed form in which you may issue an order to the bank to pay the amount specified in it to a person.

· Procedure for Operating Savings Bank Account

Once you have opened the account, you must also know how to operate the account. In other words, you have to know the procedure to be followed for further deposits to be made in the account and for withdrawing money from the account.

Operating a bank account means dealing with the bank when the account holder deposits money into the bank and withdraws money from it. A special feature of operating the bank account is that each transaction of deposit/withdrawal is supported by a separate slip or document. Hence a customer is required to make use of:
a. Pay-in-slip form for depositing cash or cheque in the bank account;
b. Cheque or withdrawal slips for withdrawing the money from the bank.

· Deposit in the Saving Account

You have already used ‘Pay-in-slip’ for deposit of the initial amount while opening your account. It is a printed form, which you get in the bank with perforated counterfoils used for depositing cash or cheque. It contains information in respect of the name of account holder, amount deposited, and the signature of the person depositing it. On the receipt of money, the cashier signs and stamps the pay-in-slip and the counterfoil. The counterfoil is given back to the depositor which serves as a proof of deposit. The counterfoil must be kept safe for future reference. Some banks prescribe and supply separate slips of different colors for depositing cash and cheques, drafts etc., while others supply the same type of slip for depositing cash and cheques. In case the deposit is made in cash, the particulars of different denominations of currency notes are to be given. The main foil is retained by the bank and the other part of the foil known as counterfoil is returned to the depositor.

· Withdrawal from Deposit Account

You deposit your savings for use in future. The need for money may arise any time. So you should know how to get back your money from the bank. 
Whenever the account-holder wants to withdraw money from his account, s/he can either withdraw the amount by filling up a withdrawal form or by issuing a cheque. Withdrawal can also be made from the depositor's account when he or she issues cheques in the name of some other person or party. When money is withdrawn either by presenting withdrawal form or cheque in favor of the account holder, it is known as cash withdrawal. Let us know the procedure for withdrawal of money from your account. Money can be withdrawn by using:
a) Withdrawal form

b) Cheque

c) ATM card

a. Withdrawal Form: Every bank has printed withdrawal forms, which can be used by accountholders to withdraw cash from deposit accounts.

b. Cheque: As an account-holder you can withdraw cash from your savings bank account either by filling in and signing a withdrawal form or by issuing a cheque. Withdrawal forms can be used only by the account-holder, no one else. Cheques can also be issued for payment to other parties. Thus, a cheque issued to another person can be either encashed by him/her at the bank, or deposited in his account in some other bank to be collected on his behalf.

c. ATM Card: Banks issue ATM card to its depositors for easy withdrawal of money from their accounts. This card is used for withdrawal of money from saving and current deposit account through Automated Teller Machine (ATM). It is a magnetic card, which can be operated by using a particular secrete number. It is the most convenient system of withdrawal of money.

· Teller Counters: To facilitate quick transaction, banks provide teller counters to withdraw money from the deposit account. There are two types of teller counters:

i) Manual teller counter; and

ii) Automatic teller counter.

In manual teller counters banks generally allow withdrawal of money from the savings accounts for amount up to a limit. The cheque or withdrawal form is presented at the counter and payment is made after verifying the balance in the account, and tallying the specimen signature of the account holder.

In automatic teller counters ATMs are installed to handle cash transactions 24 hours without any break. There is no need to appoint anybody to verify your balance, compare the specimen signature or hand over or take over the cash. Let us learn how an ATM machine operates.

When a bank installs ATMs, it gives a magnetic card along with a secret code number to every accountholder. This code number is called Personal Identification Number (PIN). When a cardholder wants to withdraw or deposit money, first s/he has to establish his identity to operate the ATM by mentioning his PIN. When an ATM card is inserted into the machine it asks for the PIN. The PIN can be entered either by using the keyboard or touching the screen of the machine.

Once the identity is established then money can either be deposited or withdrawn simply by following the instruction given by the machine. For deposit of cash it is required to keep the amount in a special envelop, which is available at the ATM center. After sealing the envelope and writing the necessary information on it, the envelope will be kept near a slit. Then on pressing the deposit button the envelope will automatically be entered into the machine. The bank officials will collect those envelops at regular interval and credit the amount in the respective accounts. Similarly, withdrawal of money can be made by pressing or touching the withdrawal button and then mentioning the amount of money required. The exact amount of money will be made available to you instantly through the outlet.
· Payment of Interest

Interest at the rate of about 5% per annum is allowed on the credit balance of the saving bank account though the rate of interest keeps changing with the instructions of the National Bank. Interest is calculated on the minimum balance held in the account during the period starting from the 10th day to the last day of each calendar month.
B) Current Deposit Account (Demand Account)
Big businessmen, companies and institutions such as schools, colleges, and hospitals have to make payment through their bank accounts. Since there are restrictions on number of withdrawals from savings bank account, that type of account is not suitable for them. They need to have an account from which withdrawal can be made any number of times. Banks open current account for them. Like savings bank account, this account also requires certain minimum amount of deposit while opening the account. On this deposit bank does not pay any interest on the balances. Rather the accountholder pays certain amount each year as operational charge.

For the convenience of the accountholders banks also allow withdrawal of amounts in excess of the balance of deposit. This facility is known as overdraft facility. It is allowed to some specific customers and up to a certain limit subject to previous agreement with the bank concerned.

In current account, a customer can withdraw or deposit money any number of times s/he desires. Current account is suitable to those persons who either deposit or make payments frequently. It is thus suitable for business people and institutions which have frequent dealings with the bank. Bank permits overdraft facility on current account. In view of this facility, the banks do not pay any interest on current accounts.

Sometimes, banks charge some amount from the current account holder as fees for the services extended. Current account holders have to maintain a minimum amount of Birr as balance in the account. Such accounts are normally operated through cheques. Special features of the current account are:

1) It provides convenience of operation as certain facilities are associated with current account. The objective is not to mobilize saving through such account.

2) The current account has an operating cost. There are bank charges for the services provided to the holder of current accounts.

3) Banks do not pay any interest on such accounts.

· Procedures for Opening Current account

The procedure for opening a current account is the same as that of saving bank account. To open a current account, one has to fill up the prescribed application form giving all the information required by bank. The applicant must be introduced by a person known to the bank and operating current account with it. The specimen signature of the person who will operate the account must also be put on a separate card. After completing all the formalities, the applicant is given an account number to be mentioned at the time of withdrawing money or depositing any amount in the account.

· Procedure for Operating Current account

Unlike saving bank account money can be withdrawn any number of times from this account. Money can also be deposited in current account as many times as the depositor desires. With the permission of the bank, a depositor can withdraw money in excess of what s/he has deposited in the bank. This facility is known as overdraft facility and is normally granted only to current account holder. The steps for operating the current account, as far as depositing money is concerned, is the same as in the case of saving bank account. Similarly, the steps for withdrawing money or making payment from the account through the issue of cheques are also the same as with saving bank account.
Table 1: Distinction between Current Account and Saving Bank Account

	No.
	Basis of Difference
	Current account


	Saving bank account

	1) 
	Operation of accounts
	Current account is mainly opened and operated by business firms and institutions.
	Saving bank account is mainly opened by individuals and salaried people.

	2) 
	Withdrawals
	Deposits and withdrawals can be made frequently. There is no limit to its frequency.
	Withdrawals are not permitted as frequent as in case of current account.

	3) 
	Interest
	No interest is paid by bank on such account.
	Interest is paid on saving bank account though the rate of interest happens to be low.

	4) 
	Overdraft 
	Overdraft facility is available.
	No such facility is allowed.

	5) 
	Service charges 
	Service charges are payable.
	No service charges payable.


C) Fixed Deposit Account (Time Deposit Account)
It is also known as term deposit account. Money deposited in fixed deposit account ranges for a stated period of time (for example, starting from 30 days to more than 3 years). At the end of the specified period, the depositor may either withdraw the money or renew the deposit further for a specified period. Banks pay interest on fixed deposit depending upon the period for which the deposit is kept with the bank. People who want safety, prefer a reasonable rate of return and do not believe in taking risk, go for fixed deposit accounts.

Many time people want to save money for long period. If money is deposited in savings bank account, banks allow a lower rate of interest. Therefore, money is deposited in a fixed deposit account to earn an interest at a higher rate.

· Procedure of Opening and Operating Fixed Deposit account

For opening a fixed deposit account, a depositor is required to fill up an application form in which s/he has to mention his own particulars, such as name, father’s name, residential address, etc. The amount of deposit and the period for which deposit is to be made also needs to be mentioned. S/He has also to give specimen of his signature. When the bank is satisfied with the formalities, the depositor is asked to deposit the amount. After the deposit of the amount, the bank issues a fixed deposit receipt. A fixed deposit receipt is an acknowledgement of receipt of the sum of money specified therein. The fixed deposit receipt mentions the amount, period, rate of interest and the amount to be paid on maturity.

· Rate of Interest Payment on fixed deposit
The rate of interest and other terms and conditions regulating fixed deposits are determined by the National Bank for all commercial banks. The National Bank keeps on revising the rate of interest from time to time.

Though the interest is payable on the maturity of fixed deposit account, banks may pay interest quarterly or half yearly also. In case the bank pays interest before maturity, the amount of such interest is transferred to depositor’s saving bank account. Normally the interest on fixed deposit is compounded in case the depositor does not withdraw the interest. If the fixed deposit is renewed, the interest on it is also compounded. When the depositor fails to claim the deposit on due date and later on desires to renew the deposit, the bank may renew it from the date of maturity. In such a situation the depositor does not lose the interest.

· Payment of fixed deposits before maturity date
Fixed deposits are normally payable on maturity. In case the depositor requires the money before the due date, he or she makes a request to the bank for its payment. The bank may consider such a request and make payment of the fixed deposit. When the payment of fixed deposit is made before the date of maturity, the depositor loses interest.

Forms used in the Operation of Bank Account
Immediately after opening the account the customer is supplied free of charge with the following:

i) The Pay-in-slip

ii) The Cheque Book, and

iii) The Pass-book

i) The Pay-in-slip: Every deposit made by the customer in cash or cheques or bills must be accompanied by this book. This book contains slips with perforated counterfoils. Separate slips are to be made out for cash and cheques. Some banks have devised different forms, while others made use of the same form with provisions for both. The form is to be filled by the depositor and the bank, after receipt of the cash or cheques, puts the date-stamp and the counterfoil is initiated by responsible officer and serves as a record for the customer. It is also preferable for the customer to record on the back of the counter foil the source of receipt so that he will be in a position to explain the credits in the Pass Book. The slip retained by the banker becomes the basis for making necessary entries in the ledger. 

ii) Cheque Book: It consists of some blank forms. As per the rules and regulations, the customer is expected to draw the cheques only in the forms provided by the banker. To prevent the misuse of cheque forms the banker enters the amount number on each cheque and book is issued only after obtaining the signature of the customer.

iii) Pass Book: A pass-book is nothing but a copy of the account of the customer as it appears in the bank’s ledger. All the amounts deposited are credited and the cheques paid against the account are debited. The balance is shown from time to time.

Closing of a Bank Account

The relationship between a banker and its customer is a contractual one and continues as long as both of them so desire. The relationship may be terminated by either of them by giving notice of his intention to the other party. Moreover, the banker is bound to suspend payment out of the customer’s account under the compulsions of law. The rights and obligations of a banker in this regard are as follows:

1. At the Request of the Customer: If a customer directs the banker in writing to close his account, the banker is bound to comply with such direction. The latter need not ask the reasons for the former’s direction. The account must be closed with immediate effect and the customer is required to return the unused cheques and passbook.

2. Inoperative Account: If an account remains unoperated for a very long period, the banker may request the customer to withdraw the money. Such step is taken on the presumption that the customer no longer needs the account. If the customer could not be traced after reasonable effort, the banker usually transfers the balance to an “Unclaimed Deposit Account”, and the account is closed. The balance is paid to the customer as and when he is traced.
3. At the Instance of the Banker: The banker is also competent to terminate his relationship with the customer if it finds that the latter is no more a desirable customer. The banker takes this extreme step in circumstances when the customer is guilty of conducting his account in an unsatisfactory manner, i.e., if the customer is convicted for forging cheques or bills or if s/he issues cheques without sufficient funds or does not fulfill her/his commitment to pay back the loans or overdrafts, etc. The banker should take the following steps for closing such an account:

a) The banker should give to the customer due notice of its intention to close the account and request him to withdraw the balance standing to his credit. This notice should give sufficient time to the customer to make alternate arrangements. The banker should not; on its own, close the account without such notice or transfer the same to any other branch.

b) If the customer does not close the account on receipt of the aforesaid notice, the banker should give another notice intimating the exact date by which the account be closed otherwise the banker itself will close the account. During this notice period the banker can safely refuse further credit from the customer and can also refuse to issue fresh cheque book to him. Such steps will not make it liable to the customer and will begin with the intention of the notice to close account by a specified date.

The banker should, however, not refuse to honor the cheques issued by the customer, so long as his account has a credit balance which will suffice to pay the cheque. If the banker dishonor any cheque without sufficient reasons, it will be held liable to pay damages to its customer.
c) In case of default by the customer to close the account, the banker should close the account and send the money by draft to the customer. It will not be liable for dishonoring cheques presented for payment subsequently.

4. On Receipt of the Notice of Death of a Customer: When the banker receives notice of death of the customer, it must stop the operation of the account because the authority of the customer terminates as he dies.

5. On the Insanity of the Customer: If a banker receives a notice regarding the insanity of his customer, he is bound to stop payments from his account.

6. On Insolvency of the Customer: The relationship between the banker and its customer is also affected if the customer becomes insolvent or the corporate customer goes into liquidation. The credit balance of the customer is transferred to the official receiver of the insolvent customer.

7. On Receipt of an Order from the Court, the banker is bound to suspend payment from the account of the customer. If the order prohibits the payment of a specified sum from the account, the banker may honor the cheques out of the remainder amount.

8. On Receiving Notice of Assignment: When the banker has received a notice of assignment of the credit balance in the account of a customer to a third party, the banker is bound to pay the same amount to the said third party.

2.3 Legal Aspects of Entries in Customer Pass Books and Accounts

· Meaning of Pass Book

Pass book is an important book in the operation of a bank account. It contains a copy of the customer's ledger account as it appears in the banker’s books. It is an exact extract or copy of the customer’s account in the bank's ledger, as on a particular date. In other words, it is a record of dealings between the customer and the bank. As it passes periodically between the banker and the customer, it is called a "Pass Book."

A banker receives deposits on current and savings accounts from his customers. Thecustomers are allowed to withdraw the amount from time to time needed by them throughcheques or withdrawal slips from the account. The amounts deposited and withdrawn byeach customer from time to time are entered in a separate account opened in the name of the customer in the ledger account of the banker. Similarly, the transactions are entered in a book and handed over to the customer for his reference and information. The entries madein the book also stand as evidence of the transactions between the banker and the customer.This book is known as ‘Pass Book’.The bank provides the account holder a small and handy book in which it records all the transactions of deposits and withdrawals. This book is known as pass book. Pass book in reality is a copy of the account-holder’s ledger account maintained by the bank. Where the banking operations are computerized the bank issues a computerized sheet for withdrawal and deposit by the customer, or a pass book in which records of deposit and withdrawal are made by the computer.

Pass book is used to record all dealings of receipts and payments between banker and customer. It contains an exact copy of the account in his banker ledger and is so named because it passes frequently to and from between the banker and the customer. The object of a pass book is to inform the customer from time to time the condition of his account as it appears on the books of the bank. It not only enables him to discover errors to his prejudice but also supplied evidence in his favor in the event of the litigation or dispute with the bank. In this way it protects him against the carelessness or fraud of the bank.

· Legal Position of Entries in the Pass Book

It is difficult to define precisely the decisive legal effects of entries shown in the pass book. When it is issued to customer and if he does not raise any objection, obviously it becomes “account stated” or settled account” between him and the banker. But, the legal position is different from country to country and there has been a conflict of opinion regarding conclusiveness of the pass book regarding entries made therein. The proper function of a pass book is to constitute a conclusive, unquestionable record of the transactions between banker and customer, and it should be recognized as such. However, some other authors stated that entries in the pass book are not conclusive evidence of their correctness, in stating the position of customer’s account. They are subject to alteration on the basis of real facts.

· Effect of Entries in the Pass Book

The entries wrongly made or included in the pass book may be favorable or advantageous either to the customer or to the banker. So the wrong entries can be divided into two types: (1) entries favorable to customer, and (2) entries favorable to banker.

(1) Entries Favorable to Customer: The account of a customer may sometimes show a wrong credit balance, which may be due to: 
a) Duplication of credit entries, or 
b) Crediting of higher amounts, or
c) Omission of any debit entry, or
d) Crediting the amount belonging to another customer
If any entry is made by bank in favor of the customer, the bank can rectify it by due notice to the customer. The customer after such notice cannot withdraw such money. But as long as it is not corrected, the customer acting in good faith can rely on it as the “stated correct account”. Entry advantageous to the customer may be used as evidence against the banker. The pass book belongs to the customer and the entries made in it by the bank are statements on which the customer is entitled to act.
(2) Entries Favorable to Banker: Entries that are favorable to a banker arise when a credit entry has been totally omitted or wrongly stated, or any debit entry has been wrongly made in the customer’s account. The legal position in this regard is stated below:
a) The customer can get the mistake rectified as soon as it is detected. This right exists even after he returns the pass book. He can recover the wrong debited amount or the credit which is omitted. 
b) However, the customer will not be entitled to get the mistake rectified if it is proved that: the customer was negligent; the entries in the pass book constitute a settled account; and the position of the banker has been subsequently altered to its prejudice. 
It is doubtful as to what act or omission on the part of the customer amount to settlement of an account or negligence in regard thereto. Entries made in the pass book favoring the bank, under a mistake, cannot be treated as settled account even though customer fails to find out the mistakes. They are liable for correction when forgeries or mistakes are brought to notice. If the customer knowing that some of his cheques are forged does not immediately inform the banker, then he is taken to be guilty of negligence an accordingly he cannot question the correctness of the entries in the Pass book.

Now-a-days many banks follow the practice of getting the pass book balance confirmed by the customer in writing. It is, however, essential for the banker to be cautious and accurate in posting the entries in the pass book. 

3.2 Meaning of Loans and Advances

Loans are money granted by creditor to a debtor to be paid in a future fixed period with an interest. To the debtor, loan means getting the purchasing power (i.e., money) now by a promise to pay at some time in future. In a sense, the words credit, debt and loan are synonymous: credit or loan is the liability of the debtor and the asset of the bank(creditor).

The word credit is derived from a Latin word 'credo' which means "I believe". This indicates that loans are granted on the bases of trust and belief. Advancing credit or loan essentially depends upon the confidence, character, capacity, capital and collateral of the debtor.

3.3 Classification of Loans and Advances

One of the main questions of Banks is advancing loans to customers in different ways for different purposes and for different time span. Hence Bank Loans and advances can be classified into different categories using different criterion such as nature purpose, time, security and method of repayment.

3.3.1 Based on the Nature of the Loan

A bank may make advances to traders and industrialists and others in many ways. But the main forms in which money is advanced by the bank are: loans, cash credits, overdrafts, purchase and discounting bills and call/notice loans.

A) Call/Notice Loans: are types of loans that are granted for a customer for a period of from an overnight to a maximum of 14 days. It is used for temporary purposes and are granted with out securities.

B) Cash Credit: it is an arrangement under which a borrower is allowed to borrow up to a certain limit against the security of tangible assets or guarantees. Thus, cash credit may be regrouped as a secured cash credit and a clean cash credit. Under secured cash credit, the customer is required to provide tangible assets as security to cover the amount borrowed from the bank. In case of clean cash credit, the customer provides the bank with a promissory note, which is signed by one or more security or securities.

In case of a cash credit, the customer need not withdraw the entire amount as in case of a loan. He can withdraw from his cash credit account any amount within the limit specified as and when required and can deposit any amount of money, which he finds surplus with him. Thus, unlike loan account, cash credit account is a running account from and to which withdrawals and deposits can be made frequently. The customer has to pay the interest only on the amount actually utilized by him and not on the limit granted. If the cash credit is a secured one, securities furnished by the customer can be increased or decreased according to the amount withdrawn and the customer is allowed to replace one kind of security with another.

The limit of cash credit is fixed by the bank very carefully after considering a number of factors such as production, sales, inventory levels, credit worthiness of the borrower etc. A cash credit is repayable on demand though in practice the limit is available for a stipulated period. The securities offered by the borrower can be adjusted according to the amount withdrawn.

When a bank grants cash credit to a customer, it fixes a ceiling or limit beyond which the customer cannot draw but within which he can draw any amount he likes. The customer need not withdraw the amount in one lump sum; he can withdraw according to his requirements. The drawback of cash credit system is the existence of large unutilized credit limits. The unutilized portion of the credit limit is to be taken as the difference between the borrower's requirement and the average use of credit during each quarter. This portion of the cash credit remains unutilized and idle which the borrower normally do not pay interest. It will not be income-earning asset to the banker. Therefore, the banker charges a penalty rate usually 1% to compensate the loss encountered by the banker while maintaining idle cash for the benefit of the customer. 

C) Overdrafts: a person is said to be availing overdraft from a bank, when his account with the bank shows a debit balance. Under this arrangement, the bank allows its customer to overdraw his current account so that it shows a debit balance. Any business person can enter into this arrangement to tide over a temporary shortage of funds. The bank may take some tangible security of the borrower. The customer can draw his fund as and when he requires and repay it when it is convenient for him. The operation of overdraft is same as that of cash credit with the main difference that cash credit is a little long-period accommodation. The customer is charged interest on the amount actually overdrawn by him and not on the limit sanctioned. He will be charged no interest if he does not overdraw at all during a particular period.

In practice, the arrangement for overdraft and cash credit is identical except that in the case of an overdraft the arrangement is in relation to a person's current account. Thus, the extension of overdraft facility presupposes the existence of a current account in the name of the borrower. The banker gains from good current accounts which maintain daily cash balances. The moment the customer begins to overdraw amounts, the banker will be deprived of this benefit. The funds of the banker will be in the hands of the customer.

Overdrafts are the withdrawals made according to the convenience of the customer. A sudden spurt in withdrawals will reverse the plans of the banker. However, the banker while permitting the operation of the overdraft account fix the limit of overdraft. Hence, the bankers plan takes into account these arrangements.

Overdrafts facilitates are granted for six months time with subject to renewal up on the agreement of both parties i.e., the banker and the customer. It is used to solve temporary financial deficit by the customer. Whereas, cash credit is granted for a long period of time and used to alivate permanent financial problem of the customer.

D)  Purchase and Discounting of Bills of Exchange: the bank provides the customers with the facility of purchasing and discounting their bills receivable. This is a method of financial accommodation offered by the banker to the customer. The bank permits the customer to discount his bills receivable and have the value of the bills credited to his account. The bank charges on the face value of the bills. It waits till the maturity of the bill and presents it on the due date to the drawee for payment. After collection, the proceeds of the bill are appropriated towards the loan and interest due by the customer. If the bill is dishonored, the amount will be recovered from the customer.

E) Loans: when a bank makes an advance in lump sum the whole of which is withdrawn in cash immediately by the borrower who undertakes to repay it in installments, it is called a loan. Here advance is made on a separate loan account to which the whole amount of loan is immediately credited. The borrower is required to pay the interest on the whole amount from the date of sanction withheld draws the full amount from the loan account or not. If he does not withdraw the entire amount, the real rate of interest will be higher than the rate of interest on cash credits and overdrafts. In some cases, the bank may also agree for the repayment of loan in installments.

A loan is different from a cash credit. Cash credit is of a continuing nature, i.e., money can be withdrawn or paid into the cash credit account and interest will be charged only on the actual credit. But in case of a loan, the interest is charged on the entire amount and a loan once repaid in full or in part cannot be drawn again. A borrower has to apply for a fresh loan if he needs funds. The second transaction will be totally distinct from the first one. Commercial Banks generally advance loans for short-terms and medium terms. Since the banks charge interest on the entire amount of loans, this way of raising funds is costlier to the customer as compared to cash credits and overdrafts.

The banker prefer loans to cash credit because of two reasons:

a) The bank can charge interest on the entire amount of the loan Sanctioned or disbursed.

b) Loan account involves a smaller operating cost than overdraft or cash credit because in the latter case there is a continuity and magnitude of operation.

3.3.2 Based on the Purpose of the Loan

On the bases of the purpose, the loan is granted for, loans can be sorted out in to the following groups.

A) Commercial Loans: they are types of loans granted for commercial purposes i.e., to facilitate transactions being made between different firms. They have a short-term life i.e., such loans are granted to fulfill short term financial problems of firms so they have short duration. They may be given to businesses so as to pay salaries, to buy raw materials, to pay expenses, or to buy commodities to be resoled.

B) Industrial Loans: they are loans granted to industrialists for the purpose of constructing or buying industrial buildings and to buy other fixed assets. Therefore, they have a long-term life.

C) Agricultural Loans: they are types of loans to be granted to the agriculturalists. They may be given for the purpose of buying land, cultivating and developing the land, buying tractors, fertilizer, insecticide, selected seeds, etc. They have both short life and long life. Those loans granted to acquire land to cultivate and develop the land and to buy tractors have long repayment life. Whereas loans granted for fertilizers, insecticides, selected seeds have short repayment life.

D) Educational Loans: they are granted to finance education expenses of a customer.

E) Medical Loans: they are granted to a customer in order to finance his medication expenses.

3.3.3 Based on the Period of the Loan Granted

Loans may be granted for different span of time. Some may given for short time span and others for long time span and others for intermediate time span. Accordingly loans are divided into three groups.

a) Short-term loans: they are loans usually granted for a period of time up to and less than one year.

b) Intermediate loans: they are loans usually granted for a period of time of from one up to five years.

c) Long-term loans: they are granted for a period of time above five years.

Note: that this way of classification seem a bit practice, otherwise there is no general rule that dictates loans to be classified on the bases of this time horizon. Different banks can set different time horizon so as to classify as short, intermediate, and long-term loans.

3.3.4 Based on the Nature of Security

Loans may be classified based on their level of guarantee as secured and unsecured loans. 

A) Unsecured or Clean Loans/Advances: the loan, cash credit, overdraft allowed by a bank to a business person without any security of tangible assets is known as unsecured or clean loans/Advances. It is allowed to the customer against his personal security or promissory note. When the customer is a man of outstanding reputation and sound financial position, he may be granted a loan or allowed on overdraft by the bank on personal security. Such an advance is known as clean or unsecured advance and is granted against the promissory note of the borrower. But in order to safeguard its position, the bank may insist on the signature of one or more independent surety(ies) or guarantor(s) on the promissory note executed by such a person. In case the principal debtor does not make the payment and the bank is not able to receive full payment from the property of the debtor, it can claim from the surety or sureties.

Banks may allow unsecured advances in the following ways:

i. cash credit against hypothecation of movable property.

ii. purchasing and discounting of bills of exchange

iii. purchasing and discounting of documentary bills covering exports.

iv. advances against promissory notes guaranteed by one or more persons of good credit worthiness.

v. advances against government supply bills.

Unsecured loans are risky as in such cases, bank relies entirely on the integrity, reputation and strength of character of the borrower. Banks generally advance clean advances to big business persons who command unimpeachable reputation in the business world. Clean limit is generally granted to supplement the limit granted on a secured basis.

While granting a clean credit, a bank should be very cautious as to the character and capacity of the borrower. By character, we mean that a person has a number of attributes like honesty, integrity, and promptness in fulfilling his promises. He should enjoy good reputation in the eyes of others. The borrower's capacity is also an important factor while granting a clean limit. The borrower should have the required ability, competence and experience to invest the credit judiciously and earn profits to pay back the loan. The borrower must be competent to handle the project. 

B) Secured Advances/Loans: by secured advances we mean those advances which are granted against some tangible securities apart from the promissory note of the borrower. Secured loan or advance means a loan or advance made on the security of assets, the market value of which is not at any time less than the amount of such loan or advance. The securities against advances are also known as "collaterals". Collateral means additional and securities offered by the borrower and called collaterals because they are offered in addition to the personal security of the borrower. They can be disposed of only in the event of the failure of the borrower to repay the loans. 

The value of the securities is to be taken at market price and not at the cost price or book value for the purpose of making an advance. If a customer applies for a loan of Br 400,000.00 and offers shares of the nominal value of Br 300,000.00 as security. The bank should immediately try to know the market value of the shares. Let us suppose the real value of the share is Br 200,000.00. In such a case, it is advisable for the bank to advance loan of Br 200,000.00. Bank cannot be called partly secured in this case because there is no such term in the banking practice.

This implies that the market value of the securities should be equal to or more than the amount of advance throughout the currency of the loan. That is why, banks generally restrict the loan up to 60 to 70 percent of the market value of the security offered.

Collateral securities, which are offered in addition to the personal security of the borrower against an advance made to him may take any form of the following.

1. any security in physical form lodged by the borrower or a third party as also the guarantee given by a third party.

2. two or more securities which cover the same debt, e.g., hypothecation of goods and mortgage of property.

3. third party guarantee given in addition to the borrower's guarantee. This would enable the banker to recover the maximum amount possible form the estate of the borrower by claiming the full amount of the advance (or by reducing the amount of any direct security deposited) and thereafter utilizing the third party security for making good the deficit in the amount, if any.

3.4 Principles or Guidelines for Secured Advances

An important function of a bank is lending of money to commerce and industry. Money is generally lent to the individuals and organizations in the form of secured advances. The bank earns interest over these advances, which is an important source of income for it. But at the same time, the bank undertakes to entertain so many risks associated with the advances. In order to avoid these risks a bank has to follow some general principles while lending money. The most important principles of sound lending are liquidity, profitability and safety.

Liquidity is important to ensure that the demands of the depositors are met easily. Profitability is essential to meet the expenses of the bank and to earn sufficient profits. Lastly, the advances should be made to those parties, which are likely to repay them along with the interest. Safety of the funds is very essential for the survival of the bank. In order to follow this principle, banks insist on securities against the various types of advances. But, however, a bank is not merely guided by the security. To cover up the advance, it is guided by many other considerations. These considerations can be discussed as follows:

A) Credit-worthiness of the borrower: the fundamental principles on which credit is based is the credit worthiness of the borrower. Credit-worthiness of the borrower is based on his reliability, responsibility and resources. The bank should give loan to the person who is reliable and a man of integrity and has the intention to repay the loan. He must be a responsible person, otherwise he will mis-utilize the loaned and will not repay it. Mere reliability and responsibility are not enough. He must have adequate resources also. If some loss takes place, he should have the capacity to bear it. Thus, the first principle requires that a bank must satisfy itself that the proposed borrower is honor, reliable, responsible and financially sound.

B) Financial position of the borrower: a bank must examine the financial position of the prospective borrower. It should ask for the profit and loss account and balance sheet of the last few years. This will help the bank to know the nature of the business and liquidity position of the assets of the borrower. Sound financial position of the borrower is necessary to be sure that the borrower has the capacity to repay the loan. 

C) Purpose of the loan: a bank must examine the purpose for which the loan is required. The loan must be granted to increase the income earning capacity of the borrower because, otherwise, he will not be able to pay back the loan. If a loan is granted to repay an existing debt, it will not increase the income earning capacity of the borrower and it will be difficult for him to repay the loan.

D) Amount and Period of Loan: a bank cannot grant big loans to a few individuals or concerns. It has to meet the requirements of many persons. Similarly, a bank cannot grant loan for unduly long periods because a major portion of its deposits represents demand deposits which are repayable on demand, so the bank must consider the period of loan while examining the proposal from the borrower.

E) Security Offered: the bank should also consider the nature of security offered for the advance. A bank should accept that type of security, which is easily marketable and stable in value. A bank should keep adequate margins in case of securities whose prices fluctuate widely. The bank should also verify that the borrower is the real owner of the security offered.  The bank must take the possession of the security. The borrower must pledge the security, if it is movable, and mortgage it, if it is immovable, pledge or mortgage must be executed by way of legal documents as far as possible. 

F) Adequate Margin: a bank should not lend up to the full value of the security provided because its value may go down with the passage of time. It must keep a sufficient margin so that it does not suffer loss because of loss in its value due to depreciation or fall in its price when the borrower makes difficult in making the payment. The margin should also be sufficient to cover the cost of realizing the asset and the interest charges in case of default by the borrower. It is clear that if the loan is not paid regularly its outstanding balance go up, but the value of the collateral may go down due to depreciation and other reasons. Therefore, the gap between the loan amount and the value of its collateral must be enough to cover this uncertainty.

G) Diversification: the advances of the banks must be spread over different regions, industries and sectors. The bank should not grant loan only to a few persons or concerns. If the advance portfolio of the bank is diversified, the bank will not suffer heavy loss if a firm fails to repay the loan. So a bank should grant short and medium term loans to a number of persons and business organizations whose projects are sound and who offer sufficient security of tangible items. In other words, the bank should avoid keeping all eggs in one basket.

3.5. Considerations for Sound Lending

The banker, before advancing loans to customers should take certain considerations. These considerations are related to the bank itself, the borrower and the project.

A) Consideration About the Bank Itself

The banker should investigate his home regarding its liquidity, solvency and profitability, before advancing loans to customers.

· Liquidity: means the ability to meet deposit withdrawals and currency outflows and the availability of sufficient liquid asset.

The banker is obliged to pay cash as customers demand withdrawals and to pay liabilities at maturity date. If the bank fail to fulfill currency outflow as demanded, due to lack of liquid cash (currency) the bank regulators will take an immediate action up to closure of the bank.

· Solvency: this is the state of the relationship between its assets and liabilities. When the value of the bank's total asset is greater than the value of the bank's total liability the bank is referred as solvent and when the value of the bank's total asset is less than the value of the bank's liability, the bank is referred as insolvent. In general, the banker's asset value should be solvent to be credit worthy. Otherwise, the banker will be liquidated, if creditors claim their balance. The greater the solvency of the banker, the greater its ability to advance loans to customers.

· Profitability: the main purpose of banking business to maximize profit and earnings/returns of shareholders in a form of dividends. Hence, bank loans are the main sources of bank profitability. However, as the bank advances loans, there are certain riskier conditions that may arise from: interest rate fluctuations (interest rate risk), borrowers default (credit risk) and liquidity problem by the bank (liquidity risk).

Therefore, as the banker try to maximize profit, it should at the same time stick the balance with these risks that could arise due to advancing loans. 

B) Consideration About the Customer

Banks do not advance loans to any one who demands credit. Not all applicants are genuine. There are people who apply for loan from the bank either without having a well studied project, or without having the required skill to manage the business or with some purpose other than stated in the application. Therefore, a banker before advancing loans to applicants, be has to evaluate and select the right applicant that can properly utilize the loan amount and who can make more value /surplus/ on the project. So as to do that the bank can appraise the following five C's about a customer.

i) Character: here we can raise a number of questions that helps us to weigh the behavior of the applicant. For example, Is the customer dependable? Is the customer willing to repay the loan according to the contract? Is he willing to use the fund advanced for the right purpose that he applied for? Etc

ii) Capacity: the ability of the borrower to manage his business is a vital consideration made in advancing a loan. In order to measure his capacity to manage his business, we can see his educational level and type and his experience as an entrepreneur or as an employee.

iii) Capital: here we measure the financial soundness of the customer. If a customer covers majority of the project cost, it is believed that, he will be highly committed to the success of the business/project. The bank can measure not only his contribution to the project, but also his alternative sources of capital to repay the loan in the event of adverse circumstances?

iv) Credit Worthiness: is the customer honest? Can he be up to his contract? This can be derived either the customers past experience with the bank or the customer's relationship with other banks. Credit information is collected from other banks, too, for that effect.

v) Collateral: The purpose of advancing loan is to enable the customer to undertake his business in a better standard and achieve a better value to himself – profit and to enable him to repay the loan within the agreed time period. However, things do not go always right as being expected to be. The business may get bankruptcy and the loan remain unpaid. Therefore, so as to secure the repayment of the loan the banker requires customers to provide adequate collateral/security for the loan. If the loan is not repaid as agreed up on the bank can sell/auction the property and use the proceed to cover the unpaid balance. It must be noted, however, that the purpose of the collateral for the banker is not to disbanded the owner with outright sale.

C) Consideration About the Proposal/Project

 Bank loans are not free gifts that can be used by the borrower as he wish, rather it must be used for the right purpose the loan is granted for in a regulated manner. Therefore, the banker while financing projects, it should consider certain paints about the project/proposal such as:

i) Purpose: The purpose of a project being financed by the bank should not be contradicting to the law of the nation. It must be legal. Besides, the project should be able to meet certain social benefits. It must contribute the efforts of eliminating certain social problems like poverty, unemployment, disease, famine, illiteracy, etc. Hence we can raise questions related with such issues as: Does the project socially viable? Does it contribute anything to the community and the natural development? Does it create job opportunity to the community members? Etc

ii) Profitability/Viability: the profitability or viability of the business must be determined. It is wise to invest in projects that attracts positive net inflow than those with negative net-inflow. Therefore, before the bank permit loan to a customer, first the viability of the project must be studied. The projects viability can be measured through project appraisal or feasibility study.

Feasibility study is a detailed evaluation of a project to determine the technical feasibility, the economic necessity, financial viability of the project and managerial competence required for its successful operation. This might be done at two stages:

1st: by the promoter for identifying the right project

2nd: by a banker or financial institution for the purpose of determining whether the project should be financed by it or not.

· Technical Feasibility: it is carried out to determine:

a) Location of the project. This can be studied by observing suitability of the business area and by assuming the market share of the client.

b) Technology used: it determines the skill required, nature of product, efficiency of the project, cost effectiveness etc. 

c) Plant and Equipment: it determines the suitability of the physical plant to accommodate the operation in the project.

d) Construction and Installation Schedules: this helps to identify the required grace period in relation with the gestation period and to analyze the condition within which the business starts functioning. 

· Economic Necessity: it is studied to measure the extent to which 

· the market will absorb the additional production on account of the new project

· the project is expected to contribute to the national fund.

· the project can bring about development in the area

· the project will create more employment

· the atmospheric and other pollutions could be contained.

· Financial Viability: a study is carried out to measure the financial viability of the project which may include:

a) the cost of the project: the project must be viable in terms of its cost analysis. The return from investment must be greater than the investment amount. Therefore, the banker must see the relationship between the size and purpose of the loan before advancing the loan. If the amount required is more than the size and purpose of the loan, the bank must demand clarification from the customer. If the response is not satisfactory, the bank can decline the loan request so as to avoid future unnecessary conflicts that could arise between the bank and the customer due to default in repayment by the customer.

b) source of finance: this is to determine how well or bad the business was managed in terms of finance. The promoter's contribution and other sources of finance should be investigated, if any. Managerial Competence: This is to determine the ability to run a business either in terms of education or experience or both.

iii) Sources of Repayment: it is to measure the source of funds used to repay the loan and we can ask questions regarding this issue as follows. Is the income from the project sufficient to cover the regular repayment? Is there any other source of repayment in case an adverse effect occurs to the project?

iv)  Terms of Repayment: it is to determine as to when the loan will be paid in full and to determine the schedule for repayment. For example the repayment may be made every month. Quarterly or semi-annually, annually or at lump sum. This should be determined before the loan is advanced. 

3.6 Factors Limiting the Level of Advances

The following are factors that limit the level of loans to be advanced to borrowers. 

a) The type of deposits at the bank: banks may provide different alternative deposit accounts as it has been discussed in unit two of this course. It was also discussed that time and saving deposit accounts are relatively long-term than demand deposit accounts. Hence, amount deposited in savings and time deposits can be used for long term loans and those in demand deposit accounts are used for short-term loans. As such, the greater the savings and time deposits the banker has, the greater loan it will create and vice versa and the greater the demand deposit accounts the greater the short term loans the banker can make.

b) Credit control by the national bank: national bank is the ultimate regulator of the financial and credit systems of a country through different controlling instruments such as required reserve, discount interest rate and open market operations and other methods. (Refer Money and Banking). The National Bank's financial/credit policy may be expansionary or contracting. If the National Banks Credit Policy is expansionary, the level of credit advanced by commercial banks will be higher than if the National Bank's credit policy is contradicting.
c) Seasonal variations: the amount of credit advanced to borrowers is determined by the borrowers themselves. If the demand for loan is greater, the loan advanced will be higher and vice versa. The demand for loan also will depend upon seasonal factors such as: the busy season, the harvest time, the slack season, the festive season etc, that affects the business activities – business activities flourish during the busy season, the harvest time and the festive season and business need more money to run its operation at a higher level. Therefore, its demand for loans will also increase and vice versa. 
3.7 Principles of Sound Lending and Investment

We know that bank employs most of its resources in advancing money to commerce and industry and in buying the Government and other first class securities. A bank also invests some portion of its funds in discounting and purchasing commercial bills. While investing its funds in various assets, a bank is generally guided by the three cardinal principles: liquidity, profitability and safety or security. They will be discussed as follows.

a) Liquidity: by liquidity we mean the capacity of the bank to pay cash in exchange of deposits. According to Sayers, "Liquidity is the word which the banker uses to describe his ability to satisfy demand of cash in exchange of deposits." The position of the bank is liquid when it is able to pay cash to its depositors whenever demanded. It is advisable for a bank to maintain a sufficient degree of liquidity in its assets.

A large part of the deposits received by the bank is in the form of demand deposits which are withdraw able without any notice, i.e., on demand. So the bank must maintain sufficient amount of funds every time to meet the demand of the customers. If a bank keeps most of its funds in the form of cash, it will not earn any income because cash is an idle asset. Bank can invest the money in those assets which are highly liquid and which can be converted into cash without any loss of value. By doing so, the bank will be able to meet the demand of its depositors at all times and in addition, it will also earn some income.

The foundation of the entire banking structure in the country rests on the confidence that the banks are able to create in the minds of the people. People have confidence in a bank when they are sure that they will get back their deposits whenever they demand. So the bank must maintain sufficient cash reserves with it or should invest sufficient funds in near cash assts (i.e., which can be converted into cash at a short notice without any loss of value) so that it is able to meet the demands of its depositors. A bank can maintain liquidity in its assets when it employs funds in liquid assets. A liquid asset can be converted into cash quickly and without any loss. A bank can pay its depositors in full only when its assets can be sold without loss. Therefore, a bank must be able to convert its assets into cash quickly and without loss. In short, the word liquidity has two attributes.

i) ability to convert into cash quickly, and

ii) ability to convert into cash without any loss of value. 

b)  Solvency: it represents the state of affairs of the bank under which a bank is able to meet its debts obligations. A bank is said to be solvent when the value of its assets is more than (or at least equal to) the value of its liabilities. But a bank is said to maintain liquidity when its assets can be converted into cash quickly and without loss.

A bank may be solvent but may not be liquid. The implication of this fact is that the value of assets of the bank exceeds the value of the liabilities of the bank, but the bank has not employed its funds in liquid assets, which might be converted into cash quickly and without loss. Liquidity depends on shiftability without loss. It should not be sacrificed for higher profitability and excessive liquidity is also not necessary as it will influence profitability adversely.

c) Profitability: a bank is a commercial organization. One of the objectives of a bank is to earn sufficient profit. The bank must earn sufficient income from its assets so as to meet all its expenses and pay a fair percentage of dividend to the share holders. The bank employs its resources to earn income, to pay interest on deposits, to meet expenses of administration, to build up reserve fund and to pay dividend to shareholders. The profits of the bank will be higher if the yield from the assets is greater. The bank should determine the portfolio in such a way that it is able to derive maximum income. The bank should invest its funds in those securities, which give higher yields. But it should be noted that in order to earn higher yield, liquidity of the assets of the bank will have to be sacrificed.

Profitability and liquidity are too complicated considerations which must be reconciled by the bank. Liquidity can be obtained at the expense of profitability, i.e., as liquidity position of the bank increases, either idle asset (cash) or investment on low income securities increases. And profitability can be achieved at the expense of liquidity i.e., as the banker tries to increase its profitability, it has to increase loans and investments that has long duration and which yields higher income but are more riskier. These long term loans and investments attracts more returns but they cannot be easily. Without loss and in a short term convertible into liquid asset (cash). Besides these long term loans and investments beer higher risk such as credit risk, interest rate risk and finally liquidity risk. 

A bank can secure perfect liquidity when it keeps all the deposits in cash. At this point, profitability will be zero because cash is an idle asset and does not fetch any income unless it is invested. But if a bank lends all the deposits to merchants and industrialists, it will earn high income at the cost of liquidity. It will not be able to pay the depositors whenever they demand. Because there is a constant conflict between the concepts of liquidity and profitability, the bank should always try to reconcile both the considerations. For this, a bank should keep adequate cash reserves or near cash assets to meet the day-to-day requirements of the depositors and invest the balance in profit earning assets. So it must have some assets which are highly, liquid but less profitable and other assets which are highly profitable but less liquid. In such a case, the bank will have adequate cash to meet every demand or claim of the depositors and will also earn enough income to run the business and pay dividend to the shareholders.

The secret of successful banking is to distribute resources between various forms of assets in such a way as to get a sound balance between liquidity and profitability so that there is sufficient cash to meet the claims of the depositors and at the same time there is enough income from the assets to meet its expenses and distribute profits among the shareholders.

d) Security or safety: a bank deals in the money of the public. It receives deposits from the public and promises to repay the same along with interest at the predetermined rate. So a bank cannot afford to invest its funds in risky adventures even though it may earn high income from such investments. A bank is in the nature of the trustee of money belonging to public. It must ensure the safety of the funds of depositors. That is why most of the banks invest their funds in Government securities and do not prefer securities like shares and unsecured debentures. Though Government securities fetch less yield, yet they are highly secured.

The existence of a bank depends on the safety of its investments. So safety of funds should not be sacrificed to earn higher profits. If a bank neglects the consideration of security of funds, it will lead itself to a disaster. The bank will lose its funds because its borrowers may not repay the loan. In such a case, it will not be able to pay the depositors in full due to which confidence of the depositors in the banking system will be shaken. So a bank should be cautious in making investment in various assets. Caution is the essence of successful banking. Particularly while making loans and advances to customers the bank should be sure about their credit worthiness. It should also insist on sufficient security against loans and advances.

In general banks to be profitable while being safe, it has to establish a balanced portfolio. It must represent sufficient liquidity to meet the demands of the depositors and some portion of the funds should also be invested in those assets are highly profitable. While choosing the assets for investment, bank should not forget to see that it is a safe investment in the interest of the depositor and the bank itself. In Ethiopia, the banks are required to keep minimum cash reserves of 15%of time and saving deposit and 5% of demand liabilities. National Bank of Ethiopia has been empowered to regulate the required reserve ration that individual commercial bank can maintain. While determining the structure of assets or at the time of granting loans and advances, a bank should be guided by the three principles of sound investment, namely liquidity, profitability and safety.

2.4 Negotiable Instruments

When people write cheques, they fill in the required information- the date, the payee (entity to whom the check is payable), and the amount, in numbers and words- and sign their names. To most people, that check is payment for goods, services, or their obligations, and will end up as cash in someone’s pocket or a credit to someone’s account. Conversely, when people receive checks for others, they expect these checks to be exchanged for cash at the teller window or credited to their bank accounts. 

An instrument is a document of title to money. Exchange of goods and services is the basis of every business activity. Goods are bought and sold for cash as well as on credit. All these transactions require flow of cash either immediately or after a certain time. In modern business, large numbers of transactions involving huge sums of money take place every day. It is quite inconvenient as well as risky for either party to make and receive payments in cash. Therefore, it is a common practice for businessmen to make use of certain documents as means of making payment.

The word negotiable means ‘transferable by delivery’; that means “transferable from one person to another in return for consideration” and the word ‘instruments’ means a written document by which a right is created in favor of a person. Thus, the term “negotiable instruments” literally refers to a document containing rights that can be transferred by delivery (i.e. written document transferable by delivery). Article 715(1) of Ethiopian Commercial Code of 1960 defines the term negotiable instruments as any document incorporating a right to an entitlement in such a manner that it is not possible to enforce or transfer the right separately from the instrument.
Thus, the legal definition of negotiable instrument is documents in which the right to be paid a certain amount of money is incorporated. It is not possible to enforce or transfer the right incorporated separately from the documents.  The holder of the document is entitled to the right incorporated in the document, provided that he/she is a lawful possessor.

The rights that could be incorporated in negotiable instruments may be rights for payment of money arising out of various contracts such as the contract of loan, sale, lease, or any other contract performed by payment of a certain amount of money. Such rights may also arise from ownership in companies or loan made to the government or to a share company. The rights that are incorporated in negotiable instruments may be rights to receive goods under voyage or deposited in a warehouse. According to this provision, the holder of negotiable instruments can transfer the rights incorporated in the instrument by transferring the instrument.

2.4.1 Types of Negotiable Instruments in Ethiopia  
Based on the purpose and rights incorporated in the instruments, Article 715(2) of the Commercial Code of Ethiopia categorizes negotiable instruments into three main types, i.e., Commercial Instruments (bills of exchange, promissory notes, checks, travelers cheques); [Transferable] Securities (shares or stocks, bonds); and Documents of Title to Goods (bills of lading and other types of way bills, warehouse goods’ deposit certificates).

a) Commercial Instruments 
Commercial instruments are negotiable instruments incorporating rights for payment of a specified amount of money. They are issued and negotiated on the basis and with the purpose of performing an obligation that can be performed by payment of a certain amount of money. Hence, they are used as a substitute for money. These are bills of exchange, promissory notes, cheques, travelers’ cheques and warehouse goods deposit certificates as the types of commercial instruments recognized under the Ethiopian law. 

b) Transferable Securities 
Securities are negotiable instruments incorporating rights for payment of money. The sources of such rights may be investments made in companies or loans provided to the government or its subdivisions through purchase of government bonds and treasury bills or to companies through the purchase of debentures. A person who invests in a company is entitled to share in the profits of the company if any, i.e., s/he has the right to receive dividends and to share in the assets of the company where the company is dissolved, as per Art. 345. On the other hand, the person who has purchased a government bond or a treasury bill or a company bond, also called a debenture, acquires the right to receive repayment of the money he has given on loan plus interest.
However, all securities are not negotiable instruments. What makes securities negotiable instruments is their transferability according to rules of negotiation. Therefore, if it cannot be negotiated, it is difficult to circulate as money. Bonds, stocks and transferable shares are instances of securities which are negotiable instruments considered.

c) Documents of Title to Goods 
These are negotiable instruments containing rights of ownership over goods that are being transported or goods which are warehoused and which enable their holders to receive such goods. Refer Arts 571-576 and 610-619 of the Commercial Code regarding documents of title to goods under voyage and Arts 2814-2824 of the Civil Code regarding documents of title to goods warehoused.

2.4.2 Common Types of Negotiable Instruments (For Further Understanding)

Whether writing is an instrument, that is, whether possession of it is recognized as carrying with it, the right to the specified sum of money or security for money depends on mercantile usage and on statute, and the list of instruments is not closed. In practice, instruments as a class usually possess distinctive characteristics without which writing is unlikely to be given recognition as an instrument. Thus, the document is traditionally concise and no greater in size than enables it to be conveniently carried and transferred; its terms are limited to payment obligations, security for payment (if given) and the right to exchange it for the specified bonds or debentures. Given that a document is an instrument, the next question is whether it is negotiable or non-negotiable, which again depends on mercantile usage and statute/law.

There are two categories of negotiable instruments, (i) instruments negotiable by law, and (ii) instruments negotiable by usage or custom of trade (part of civil law).

i. The Instruments Negotiable by Law

There are three common types of negotiable instruments by law. These are:

1. Promissory Note

2. Bill of Exchange

3. Cheques

ii. The Instruments Negotiable by Custom of Trade

There are certain other instruments which have acquired the characteristics of negotiability by the usage or custom of trade. These are called Quasi Negotiable Instruments. such as dividend warrants; share warrants; and bearer debentures. It is often in accordance with the custom of the place. 

Note: Since these negotiable instruments (i.e. No. ii above) are not common in Ethiopian case, we will discuss only instruments negotiable by law.

· Promissory Notes

Promissory note is a written promise to pay a sum in money on demand or at a definite time. Promissory note is an instrument in writing containing an unconditional undertaking by the maker to pay a certain sum of money only to or to the order of a certain person, or to the bearer of the instrument. 

The simplest form of a credit instrument is the promissory note, pro-note, and is a written promise from debtor or buyer or borrower to pay a certain sum of money to the creditor or his order. It is what we call IOU (I owe you) that is an acknowledgment of debt and an obligation to repay. The note involves, in writing, containing an unconditional promise signed by the maker promising to pay a certain sum of money only to a specified person or bearer on a specified date. Two or more persons may make a promissory note and they may be liable thereon jointly and severally.

To make more clearly, the promissory note, that is, a document in which A promises to pay a sum of money to B, is of long standing as a credit instrument. However, the creditor might find it inconvenient to collect payment himself at the due date and might wish to appoint an agent for that purpose. If the note provided simply for payment by A to B, then in any proceedings B's agent would have to produce a formal authority from B to collect payment. Nevertheless, if the note itself provided for payment to B or his nominee, or to B or other producer (i.e. holder) of the note, then A could not contest the right of the producer to collect payment, for ‘A’ himself had provided for it in the terms of his undertaking.

This definition gives the following essential features:

· The instrument must be in writing.

· Mere acknowledgement of debt is not sufficient.

· There must be an undertaking of promise to pay. 
· An IOU (I Owe You), therefore, is not a promise to pay.

The promise to pay must be unconditional. Because, a conditional promise destroy the negotiable character of an otherwise negotiable instrument. But a promise to pay at a particular place or after a specified time-or on the happening of an event certain to happen is not conditional. For example “I promise to pay Br 99,500 ten days after Dr. Biruk’s retirement” is not conditional.

The maker must sign the instrument. In the case of an illiterate, he/she may fix his/her thumb mark or any other mark. The signature may be indicated by a facsimile/copy or by stamping the name.

The promise to pay must be a certain sum of money in legal tender. For example, a promise to pay Br 99,500.00 and such other sums as may become due is not a promissory note. But where the promise is to pay the money at a specified rate of interest is considered as certain sum of money.

 The payee must be certain. Usually promissory notes bear date and place but they are not required under the law.

The following are the essentials in the issuance of a promissory note.

1. The Instrument of document must be in writing: An oral promise to pay money is not a promissory note. It includes typing, printing and other methods of reproducing words in a visible form.
2. It contains a promise to pay: - The promise to pay must be expressed in the instrument. A mere acknowledgment of indebtedness without promise to pay is not a promissory note. For example, ‘Ato Kebede, I owe you Birr 200 (two hundred birr) only.’ This writing does not constitute an instrument. The reason is Ato Kebede merely acknowledges debt of 200 Birr and he does not promise to pay.

3. The promise to pay must be unconditional: The promise to pay must be without any condition. It is only an instrument containing an unconditional promise to pay. “I promise to pay Ato Sirak Gebru Birr 10,000 (Ten thousand Birr) Seven days after my marriage with W/t Roman.” This instrument does not constitute a pro-note. The reason is that the promise to pay is conditional. It promises to pay Ato Sirak Br 10,000 if he marries to W/t Roman. He may or may not marry Roman, so the above instrument contains conditional undertaking to pay.

4. The person promising to pay must put his signature on the instrument. The person undertaking to pay money must sign the instrument. Without his/her signature the instrument is incomplete and has no effect at all. If the maker is illiterate, he has to put his thumb impression on the instrument in the presence of witnesses.

5. The maker must be certain: The instrument must clearly state or indicate the person liable to pay. Two or more persons may make a promissory note, jointly and severally.

6. The sum payable must be certain: The amount payable must be clearly stated in the document. There should be no scope for addition or subtractions. In other words, the amount payable must be certain. Consider the following examples:  


a) “I promise to pay W/ro Ayelech Birr 500/five hundred birr/and all other sums which shall be due to her”

b) “I promise to pay Ato Hailu Birr 900/Nine hundred Birr/ first deducting there out any money which he may owe me.”

The above two instruments (a and b) are not pro-notes; the reason is the amount payable is not certain. In the first case the amount to be added to Birr 500 is not certain or definite. In the second case the amount to be subtracted is not definite.

7. The instrument must contain a promise to pay money only: If an instrument contains a promise to do something besides a promise to pay money, it is not a promissory note.
 “I promise to pay Ato Bekalu Birr 1000 /one thousand birr/ and to deliver to him my black horse on 9th January 1996.”

The above instrument is not a promissory note as it contains a promise to deliver a horse besides a promise to pay money.

8. The payee must be certain: The person to whom the money is to be paid must be clearly stated in the instrument.
9. The instrument must be properly stamped: The stamp must be made as per the regulation of the country.
· Bills of Exchange
Bill of exchange is an order by a seller to a buyer or by a creditor to a debtor to pay a certain sum of money to himself or to bearer or to another person. It is an instrument in writing containing an unconditional order, signed by the maker or drawer ordering the drawee to pay a certain sum of money only to a specified person or bearer on a specified date. A bill of exchange is also defined as ‘an instrument in writing containing an unconditional order, signed by the maker, directing a certain person to pay a certain sum of money only to or to the order of a certain person, or to the bearer of the instrument’.
Suppose Rediet has given a loan of Br 10,000 to Samson, in which Samson has to return. Now, Rediet also has to give some money to Tariku. In this case, Rediet can make a document directing Samson to make payment up to Br 10,000 to Tariku on demand or after expiry of a specified period. This document is called a bill of exchange, which can be transferred to some other person’s name by Tariku.

Parties to a bill of exchange: There are three parties to a bill of exchange: drawer, drawee and payee.

1. A Drawer is the person who draws the bill (who writes the bill or who is giving the order.) 

2. A Drawee is the person on whom the bill of exchange is drawn. The person to whom the order is addressed is called a drawee. It the party on whom the bill is drawn.

3. A Payee is the person to whom an amount is payable or to whom the money is to be paid (i.e. the person to whom the value of the bill is to be paid).

Suppose that BB in Milan wished to pay SS in London for goods bought by BB from SS. The following procedure could be adopted.

1. BB went to XX, a Milan money-changer, and put him in funds, in lire, for the price and X's charges.

2. X drew a bill, i.e. a written request or instruction on YY, his foreign correspondent in London, requiring YY to pay the sum named to SS. XX sent this bill to SS.

3. SS presented the bill to YY, who paid him in Pound Sterling.

4. Later, XX and YY, who would have had numerous dealings between themselves, struck a balance on their account and settled up.

Let us know the various features of a bill of exchange

i. A bill must be in writing, duly signed by its drawer, accepted by its drawee and properly stamped.
ii. It must contain/express an order to pay. Words like ‘please pay Br 5,000/- on demand and oblige’ are not used.

iii. The order must be unconditional.

iv. The order must be to pay money alone.

v. The sum payable mentioned must be certain or capable of being made certain.

vi. The parties (i.e. the above three) to a bill must be certain definite individuals. Sometimes the drawer and payee may be the same person.
The amount of money to be paid must be certain and the payment must be in legal tender. The bill may be payable to payee or his/her order. Such a bill is called order bill. When it is payable to bearer it is called a bearer bill.

In general, bill of exchange shall contain:

· The term “Bill of Exchange” in the body of the document with the language used.

· An unconditional order to pay a certain sum in money. 

· The date when and the place where the bill is issued. 

· The name of the drawee.

· The time and place of payment.

· The name of the payee.

· The signature of the drawer.

Difference between the bill of exchange and a promissory note:
1. In a bill there are three parties, drawer, drawee and payee. In the case of promissory note there are only two parties, the maker and the payee.

2. The creditor always draws a bill of exchange on the debtor. Promissory note is drawn by the debtor and given to the creditor.

3. A bill contains an order to pay money. Promissory note contains a promise to pay money.
· Cheques
A cheque is written instrument signed by the accountholder or empowered to pay a certain sum of money to the other of a designated person. If you have an account in a bank, you can issue a cheque in your own name or in favor of others, thereby directing the bank to pay the specified amount to the person named in the cheque. Therefore, a cheque may be regarded as a bill of exchange; the only difference is that the bank is always the drawee in case of a cheque.

· In general features of all negotiable instruments are: free transferability, good title, always in written form, unconditional order or promise, certainty of payment, payee, time, etc.

2.5 Management of Commercial Banks

The fundamental objective of bank management is to maximize shareholders’ wealth. This goal is interpreted to mean maximizing the market value of a firm’s common stock. Wealth maximization, in turn, requires that managers evaluate the present value of cash flows under uncertainty with larger, near-term cash flows preferred when evaluated on a risk-adjusted basis. 

Commercial banks are the queen of the financial services industry. The monetary wealth of every country – the life-blood of the country’s economy – flows through commercial banks. Its assets and liabilities are almost entirely financial and highly liquid. The basic financial structure and business activities render banks and banking risky subject to sudden failure if not properly managed and greed kept in cheque. Because of the importance of banking to the economic stability of a country, they are heavily regulated and in some countries entirely central government own and control. Regulators, whatever country, concentrate on “safety and soundness” of the individual banks and the banking industry as a whole. Profitability is secondary.
Commercial banks are the most important financial intermediaries in the economy, so it is important to understand bank management. As discussed in chapter two, Bank Management involves how it manages assets (loans) and liabilities (deposits) to maximize profits. 

1. Liquidity Management - maintaining enough liquid assets to meet obligations to depositors (for cash withdrawals). It requires two concerns: 1) excess reserves and 2) insufficient reserves. Banks want to minimize excess reserves. However, if a bank has deficient reserves, there could possibly be a costly readjustment process. Banks want to hold the optimal amount of excess reserves, but the optimal amount is NOT zero. 

2. Asset Management - managing assets (loan portfolio) to achieve diversification and minimize default risk/credit risk and interest rate risk. Banks want to manage their assets (loans) to maximize profits by: 

a) Assess creditworthiness of loan customers, avoid costly defaults. Banks are usually conservative - defaults are less than 1% of bank loans. Optimal number of loan defaults is not zero.

b) Purchase securities, subject to banking regulations.

c) Diversify assets-Short and long term securities; Diversity loan portfolio- commercial, auto, student, mortgage, credit card, etc. Undiversified loan portfolios are exposed to risk. Example: too many real estate or farm loans in one area are risky. 
d) Manage assets to ensure liquidity, holding sufficient liquid assets like T-Bills in case of large deposit outflows, loss of reserves. T-Bills are so safe and liquid that they are considered "secondary reserves." Bank has to balance liquidity (holding reserves and T-Bills) against increased earnings from less liquid assets (holding loans). 

3. Liability Management - acquire/attract funds (deposits) at lowest possible cost. A bank can manage its liability by 
· Borrow from other banks at the funds market

· Issue new instruments

· Invest the newly acquired funds using asset management
4. Capital Adequacy Management - maintaining the appropriate net worth to meet federal regulations and prevent bank failure. It involves managing the bank own capital because having enough capital prevents going out of business.
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