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Chapter one 

Banking 

1. Bank 
A bank is a financial institution licensed to receive deposits and make loans. Banks may 

also provide financial services, such as wealth management, currency exchange and safe 

deposit boxes. There are two types of banks: commercial/retail banks and investment 

banks. In most countries, banks are regulated by the national government or central 

bank. 

 Commercial banks are typically concerned with managing withdrawals and 

receiving deposits as well as supplying short-term loans to individuals and small 

businesses. Consumers primarily use these banks for basic checking and savings 

accounts, certificates of deposit (CDs) and home mortgages.  

 Investment banks focus on providing corporate clients with services such as 

underwriting and assisting with merger and acquisition (M&A) activity.  

 Central banks are chiefly responsible for currency stability, controlling inflation and 

monetary policy and overseeing money supply.  

While many banks have both a brick-and-mortar and online presence, some banks have 

only an online presence. Online-only banks often offer consumers higher interest rates 

and lower fees. Convenience, interest rates and fees are the driving factors in consumers' 

decisions of which bank to do business with. As an alternative to banks, consumers can 

opt to use a credit union. 

2. Bank Operations  
There are countless types of banks and financial institutions currently operating in the 

world. Each of these institutions seeks to provide a specific set of services, and it is not 

uncommon for an organization to tailor its services to a particular market or type of 

investor. In another sense, banking operations involves the practices and procedures that 

a bank uses to ensure that customers’ transactions are completed accurately and 

appropriately. For example, if a customer wishes to purchase stock shares, the bank 

ensures that the money and the stock are ready to be traded. The bank will oversee the 

actual transfer of the stock and funds, and it will ensure that any reporting requirements 

regarding the transaction are recorded. Throughout the process, the bank focuses on 

protecting its clientele and looking for any potential threats to the client’s finances. 
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2.1 Retail Banking 

Retail banking is the banking that almost every reader will find most familiar. Retail 

banking is the business of making consumer loans, mortgages and the like, taking 

deposits and offering products such as checking accounts and CDs. Retail banking 

generally requires significant investment in branch offices, as well as other customer 

service points of contact, like ATMs and bank tellers.  

Retail banks frequently compete on convenience, the accessibility of branches and ATMs 

for example, cost such as (interest rates, and account service fees, or some combination 

of the two. Retail banks also attempt to market multiple services to customers by 

encouraging customers who have a checking account to also open a savings account, 

borrow through its mortgage loan office, transfer retirement accounts, and so on.  

2.2 Business Banking 

Business banking is not altogether that different than consumer retail banking; 

operations still revolve around collecting deposits, making loans and convincing 

customers to use other fee-generating services.  

One of the primary differences is that business customers tend to have somewhat more 

sophisticated demands from their banks, often leaning on banks for assistance in 

managing their payables, receivables and other treasury functions. Business banking also 

tends to be less demanding in terms of branch networks and infrastructure, but more 

competitive in terms of rates and fees.  

2.3 Private Banking 

There is a shrinking number of independent financial institutions that focus exclusively on 

private banking, as it is increasingly conducted as a department of a larger bank. Private 

banking is a euphemism for banking and financial services offered to wealthy customers, 

typically those with more than $1 million of net worth. 

In addition to standard bank service offerings, like checking and savings accounts and 

safe deposit boxes, private banks often offer a host of trust, tax and estate planning 

services. Perhaps not surprisingly, the bank secrecy laws of countries like Switzerland 

have made them attractive locations for conducting private banking. 

2.4 Investment Bank 

Investment banking is a very different business than commercial banking, but is 

nevertheless a major source of revenue and profits for many of the largest banks in the 

United States.  
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Investment banks specialize in underwriting securities (equity and/or debt), making 

markets for securities, trading for their own accounts and providing advisory services to 

corporate clients. Although underwriting derivatives can expose an investment bank to 

significant risks, investment banking is generally a high-margin, but volatile, enterprise. 

3. Basic functions of bank 

 

3.1 Primary Functions of Banks 

The primary functions of a bank are also known as banking functions. They are the main 

functions of a bank. 

These primary functions of banks are explained below. 

3.1.1Accepting Deposits 
The bank collects deposits from the public. These deposits can be of different types, such 

as:- 

 Saving Deposits 

 Fixed Deposits 

 Current Deposits 

 Recurring Deposits 

3.1.2 Saving Deposits 
This type of deposits encourages saving habit among the public. The rate of interest is 

low. At present it is about 4% p.a. Withdrawals of deposits are allowed subject to certain 

restrictions. This account is suitable to salary and wage earners. This account can be 

opened in single name or in joint names 
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3.1.3 Fixed Deposits 
Lump sum amount is deposited at one time for a specific period. Higher rate of interest is 

paid, which varies with the period of deposit. Withdrawals are not allowed before the 

expiry of the period. Those who have surplus funds go for fixed deposit. 

3.1.4 Current Deposits 
This type of account is operated by businessmen. Withdrawals are freely allowed. No 

interest is paid. In fact, there are service charges. The account holders can get the benefit 

of overdraft facility. 

3.1.5 Recurring Deposits 
This type of account is operated by salaried persons and petty traders. A certain sum of 

money is periodically deposited into the bank. Withdrawals are permitted only after the 

expiry of certain period. A higher rate of interest is paid. 

4. Granting of Loans and Advances 
The bank advances loans to the business community and other members of the public. 

The rate charged is higher than what it pays on deposits. The difference in the interest 

rates (lending rate and the deposit rate) is its profit. 

The types of bank loans and advances are:- 

 Overdraft 

 Cash Credits 

 Loans 

 Discounting of Bill of Exchange 

4.1 Overdraft 

This type of advances are given to current account holders. No separate account is 

maintained. All entries are made in the current account. A certain amount is sanctioned 

as overdraft which can be withdrawn within a certain period of time say three months or 

so. Interest is charged on actual amount withdrawn. An overdraft facility is granted 

against a collateral security. It is sanctioned to businessman and firms. 

4.2 Cash Credits 

The client is allowed cash credit up to a specific limit fixed in advance. It can be given to 

current account holders as well as to others who do not have an account with bank. 

Separate cash credit account is maintained. Interest is charged on the amount withdrawn 

in excess of limit. The cash credit is given against the security of tangible assets and / or 

guarantees. The advance is given for a longer period and a larger amount of loan is 

sanctioned than that of overdraft. 
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4.3 Loans 

It is normally for short term say a period of one year or medium term say a period of five 

years. Now-a-days, banks do lend money for long term. Repayment of money can be in 

the form of installments spread over a period of time or in a lump sum amount. Interest 

is charged on the actual amount sanctioned, whether withdrawn or not. The rate of 

interest may be slightly lower than what is charged on overdrafts and cash credits. Loans 

are normally secured against tangible assets of the company. 

4.4 Discounting of bill of exchange 

The bank can advance money by discounting or by purchasing bills of exchange both 

domestic and foreign bills. The bank pays the bill amount to the drawer or the beneficiary 

of the bill by deducting usual discount charges. On maturity, the bill is presented to the 

drawee or acceptor of the bill and the amount is collected. 

5. Secondary Functions of Banks 
The bank performs a number of secondary functions, also called as non-banking 

functions. 

These important secondary functions of banks are explained below. 

5.1 Agency Functions 

The bank acts as an agent of its customers. The bank performs a number of agency 

functions which includes: 

 Transfer of Funds 

 Collection of Cheques 

 Periodic Payments 

 Portfolio Management 

 Periodic Collections 

 Other Agency Functions 

5.1 .1Transfer of Funds 
The bank transfer funds from one branch to another or from one place to another. 

5.1.2Collection of Cheques 
The bank collects the money of the cheques through clearing section of its customers. 

The bank also collects money of the bills of exchange. 

5.1.3Periodic Payments 
On standing instructions of the client, the bank makes periodic payments in respect of 

electricity bills, rent, etc. 
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5.1.4 Portfolio Management 
The banks also undertakes to purchase and sell the shares and debentures on behalf of 

the clients and accordingly debits or credits the account. This facility is called portfolio 

management. 

5.1.5 Periodic Collections 
The bank collects salary, pension, dividend and such other periodic collections on behalf 

of the client. 

5.1.6 Other Agency Functions 
They act as trustees, executors, advisers and administrators on behalf of its clients. They 

act as representatives of clients to deal with other banks and institutions. 

6. General Utility Functions 
The bank also performs general utility functions, such as:- 

 Issue of Drafts, Letter of Credits, etc. 

 Locker Facility 

 Underwriting of Shares 

 Dealing in Foreign Exchange 

 Project Reports 

 Social Welfare Programmes 

 Other Utility Functions 

6.1 Issue of Drafts and Letter of Credits 

Banks issue drafts for transferring money from one place to another. It also issues letter 

of credit, especially in case of, import trade. It also issues travelers’ cheques. 

6.2 Locker Facility 

The bank provides a locker facility for the safe custody of valuable documents, gold 

ornaments and other valuables. 

6.3 Underwriting of Shares 

The bank underwrites shares and debentures through its merchant banking division. 

6.4 Dealing in Foreign Exchange 

The commercial banks are allowed by RBI to deal in foreign exchange. 

6.5 Project Reports 

The bank may also undertake to prepare project reports on behalf of its clients. 
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6.6 Social Welfare Programmes 

It undertakes social welfare programmes, such as adult literacy programmes, public 

welfare campaigns, etc. 

6.7 Other Utility Functions 

It acts as a referee to financial standing of customers. It collects creditworthiness 

information about clients of its customers. It provides market information to its 

customers, etc. It provides traveler’s cheque facility. 
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Chapter Two 

Money, Cheque and Customers 
 

1 Money 
Anything of value that serves as a: 

 Generally accepted medium of financial exchange,  

 Legal tender for repayment of debt,  

 Standard of value,  

 Unit of accounting measure, and  

 Means to save or store purchasing power.  

1.1 History of Money 

Before the development of a medium of exchange – i.e., money – people would barter to 

obtain the goods and services they needed. Two individuals, each possessing some goods 

the other wanted, would enter into an agreement to trade. 

This early form of barter, however, does not provide the transferability and divisibility 

that makes trading efficient. For instance, if you have cows but need bananas, you must 

find someone who not only has bananas but also the desire for meat. What if you find 

someone who has the need for meat but no bananas and can only offer you bunnies? To 

get your meat, he or she must find someone who has bananas and wants bunnies...and 

so on. 

The lack of transferability of bartering for goods, as you can see, is tiring, confusing and 

inefficient. But that is not where the problems end: Even if you find someone with whom 

to trade meat for bananas, you may not think a bunch of them is worth a whole cow. You 

would then have to devise a way to divide your cow (a messy business) and determine 

how many bananas you are willing to take for certain parts of your cow. 

To solve these problems came commodity money: a type of good that functions as 

currency. In the 17th and early 18th centuries, for example, American colonialists used 

beaver pelts and dried corn in transactions; possessing generally accepted values, these 

commodities were used to buy and sell other things. The kinds of commodities used for 

trade had certain characteristics: They were widely desired and therefore valuable, but 

they were also durable, portable and easily storable. 
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2. Functions and Characteristics of Money 
Key Functions of Money are: 

 Medium of exchange: money allows goods and services to be traded without the 

need for a barter system. Barter systems rely on there being a double coincidence 

of wants between the two people involved in an exchange 

 Store of value: this can refer to any asset whose “value” can be used now or used 

in the future i.e. its value can be retrieved at a later date. This means that people 

can save now to fund spending at a later date. 

 Unit of account: this refers to anything that allows the value of something to be 

expressed in an understandable way, and in a way that allows the value of items 

to be compared. 

 Standard of deferred payment: this refers to the expressing of the value of a debt 

i.e. if people borrow today, then they can pay back their loan in the future in a way 

that is acceptable to the person who made the loan. 

3. Key Characteristics of Money are: 
 Durability i.e. it needs to last 

 Portable i.e. easy to carry around, convenient, easy to use 

 Divisible i.e. it can be broken down into smaller denominations 

 Hard to counterfeit - i.e. it can’t easily be faked or copied 

 Must be generally accepted by a population 

 Valuable – generally holds value over time 

4. Cheque  
Cheque is an important negotiable instrument which can be transferred by mere hand 

delivery. Cheque is used to make safe and convenient payment. It is less risky and the 

danger of loss is minimized. "Cheque is an instrument in writing containing an 

unconditional order, addressed to a banker, sign by the person who has deposited money 

with the banker, requiring him to pay on demand a certain sum of money only to or to 

the order of certain person or to the bearer of instrument." 

4.1 Types of Cheque  

 Bearer Cheque 

When the words "or bearer" appearing on the face of the cheque are not 

cancelled, the cheque is called a bearer cheque. The bearer cheque is payable to 

the person specified therein or to any other else who presents it to the bank for 

payment. However, such cheques are risky, this is because if such cheques are 

lost, the finder of the cheque can collect payment from the bank. 
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 Order Cheque 

When the word "bearer" appearing on the face of a cheque is cancelled and when 

in its place the word "or order" is written on the face of the cheque, the cheque is 

called an order cheque. Such a cheque is payable to the person specified therein 

as the payee, or to any one else to whom it is endorsed (transferred). 

 Uncrossed / Open Cheque 

When a cheque is not crossed, it is known as an "Open Cheque" or an "Uncrossed 

Cheque". The payment of such a cheque can be obtained at the counter of the 

bank. An open cheque may be a bearer cheque or an order one. 

 Crossed Cheque 

Crossing of cheque means drawing two parallel lines on the face of the cheque 

with or without additional words like "& CO." or "Account Payee" or "Not 

Negotiable". A crossed cheque cannot be encashed at the cash counter of a bank 

but it can only be credited to the payee's account. 

 Anti-Dated Cheque 

If a cheque bears a date earlier than the date on which it is presented to the bank, 

it is called as "anti-dated cheque". Such a cheque is valid up to three months from 

the date of the cheque. 

 Post-Dated Cheque 

If a cheque bears a date which is yet to come (future date) then it is known as 

post-dated cheque. A post-dated cheque cannot be honored earlier than the date 

on the cheque. 

 Stale Cheque 

If a cheque is presented for payment after three months from the date of the 

cheque it is called stale cheque. A stale cheque is not honored by the bank. 

5. Customers 
Bank has to recognize the category of customer he/she is dealing with and know the 

requirements of a bank account for the particular type of customer. 

The categories of customers are: 

1) Personal customers 

2) Sole traders 

3) Business 

4) Partnerships 

5) Companies 

6) Clubs, associations and societies 

7) Trustees. 
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5.1 Types of Customers: 

 

5.1.1 Personal customers 
This type of customer is probably the most common type as the vast majority of bank 

accounts are held by individuals for personal use. Personal customers include individuals 

who hold savings accounts, current accounts, investment accounts, etc and also those 

who have mortgages with the bank or use insurance and other services the bank can 

provide. 

Personal customers may have accounts in their own names or a joint account with one or 

more other individuals. 

5.1.2 Business customers 
As well as personal customers, banks have a great number of business customers. 

Customers can conduct business on their own as sole traders or be in business with one 

or more other persons in partnership, or they can form a limited company. It is extremely 

important to recognize which type of business is being dealt with as each is subject to 

different laws and requirements. 

5.1.3 Sole traders 
In most respects there is no difference in the manner in which a bank should conduct its 

dealings with an individual opening an account for business purposes or for personal 

purposes. It is important, however, to ensure that the accounts of the customer and any 

cheque books issued detail the customer accurately. 

It is also important to bear this in mind when having your customer execute any deeds, 

especially documents in terms of which security is being granted to the bank over any 

assets. 

Some customers will have their accounts styled “Business Account”, such as “James 

Robertson – Business Account” which is perfectly acceptable for cheque books so that 

the public can see that they are dealing with an individual. 

5.1.4 Partnerships 
In the case of partnerships, they must state legibly on all business letters, orders to 

suppliers and similar documents issued in the course of business, the name of each 

partner of the firm. 

If your branch or department regularly receives letters from solicitors or accountants, 

two very common types of firms, take a look at their letter paper and you will see that 

the names of the partners are shown somewhere on the letter. 
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5.1.5 Limited companies 
The main features of a limited company are that it is a separate and distinct legal entity 

from its members and that the liability of the members is limited. A company’s members 

are its shareholders and there can be as few as one member. Each member invests 

money in the company by purchasing shares in the company. The only liability that a 

member of a company has for the debts of the company is to pay any unpaid amounts 

due on the shares he or she has purchased. This means that anyone dealing with the 

company, including banks and suppliers, must look only to the assets of the company and 

can have no claim on the assets of the members. 

5.1.6 Clubs, associations and societies 
Apart from a few exceptions, the maximum number of people who can trade together in 

partnership is twenty. There is however no restriction on the number of people who may 

form a voluntary association to promote a common interest other than making of profit; 

for example, a golf club. Such unincorporated bodies have no legal personality, and can 

only raise an action or be sued in name of the members. 

The main problem for banks in dealing with such accounts is to ensure that it holds 

proper authority for operations on the account in terms of the constitution of the 

association, and that where overdraft facilities are granted; responsibility for the amount 

involved is fixed, either on the association or on individual members. 

When someone becomes a member of a club, they accept the rules of the club. The 

liability of a member of a club or association for its debts will depend on the terms of the 

constitution, although in practice unless the member has specifically agreed to accept 

liability, or has acted as an agent of the association, it may be difficult to establish that 

they are liable for the debts of the association. 

 

5.1.7 Trustees 
A trustee is someone who has been appointed to hold and administer property for the 

use of third parties. For example, if someone dies leaving a young family, or if someone 

wishes to make provision for their family when they are not yet capable of looking after 

their own financial affairs, they may create a trust for their benefit and pay money into 

the trust or transfer assets, such as a property, into the ownership of the trust. 

The document creating the trust is called a trust deed and in terms of the trust deed 

someone will be appointed to administer the affairs of the trust for the benefit of the 

beneficiaries of the trust. 
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5.1.8 Maintenance of Customers: 
The act of maintaining a relationship with customers is an essential part of a business 

strategy, and should be included in every business plan. Following are the main strategies 

for customer retention and maintenance: 

5.1.9 Listen to your customers 
Listening to customers is an easy way to maintain customer relationships. One-way social 

media can help is by providing a space for businesses and customers to connect. By 

creating a company Twitter handle, Facebook page, and Instagram account, your bank 

can help customers reach out if they have any concerns, issues, or feedback. Listening to 

them on these social networks will allow you to respond quickly. 

5.1.10 be genuine to your customers 
People can spot a fake from afar, and the last thing is having an insincere business’ 

persona. Being genuine with customers goes a long way when it comes to maintaining 

customer relationships. For example, if your customers are having issues with your 

product, provide an honest answer and don’t make promises you can’t keep. The worst 

thing you can do as a business is make false promises instead of an effective customer 

solution. 

6. Create and engage with your brand ambassadors 
For new start-ups, growing a community is the first step in marketing efforts, and that 

often includes building a community of brand ambassadors.  

7. Put emphasis on customer success 
Customer success is a pivotal focus point for businesses. If you provide support to your 

customers, they will, in turn, reward you with loyalty and valuable feedback. This could 

start out small: for example, by entrusting someone on your team with customer support 

duties. This will help you maintain customer relationships, and establish your business as 

that which makes meeting their customer’s needs a top priority. 

8. Keep in touch 
Just like maintaining friendships, in order to maintain customer relationships, you need to 

keep in touch. For businesses this can come in the form of holiday cards, birthday 

greeting Tweets, or a quarterly email reminding your customers that you’re there for 

them if they need you. By keeping in touch with your customers, you’ll stay “top of 

mind”—this is key to making sure your customers don’t leave you for someone else, or 

forget about you altogether.   
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9. Bank Secrecy  
One of the conditions of the relationship between a bank and its customers is that the 

customers' dealings and financial affairs will be treated as confidential. This rule, 

however, does not apply to the customers' credit information which is shared rather 

freely among lending institutions. Also, due to certain laws (such as anti-terrorist and 

anti-drug trade legislation) and tax treaties between nations, banks must release specific 

information to help fight terrorism and illegal drug trade, and prevent tax-evasion and 

money laundering. 

10. Bank Safe Custody  
When a bank takes care of important documents or other valuable possessions for 

someone, in return for a regular charge.  

Safe Custody is the safe keeping of important documents and valuables. Items commonly 

requested by customers to be held in safe custody by the bank include property deeds, a 

Will as well as other valuables and documents. Should you require access to a safety 

deposit box to get the Will, you will need at least one of the proof of death requirements 

(a Medical Certificate, Death Certificate, Funeral Bill, Solicitor’s or Coroner’s Letter, Grant 

of Probate, Letters of Administration or a Probate Bond). When accessing the safety 

deposit box, you will be in the presence of two bankers, and only able to remove the Will 

if you are named as an Executor of the Will or can prove you are an authorized nominee 

of the Executor/s. 
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Chapter Three 

Loan, Risk Management and Credit 

1. Loan  
A loan is the act of giving money, property or other material goods to another party in 

exchange for future repayment of the principal amount along with interest or other 

finance charges. A loan may be for a specific, one-time amount or can be available as an 

open-ended line of credit up to a specified limit or ceiling amount. 

The terms of a loan are agreed to by each party in the transaction before any money or 

property changes hands. If the lender requires collateral, that is outlined in the loan 

documents. Most loans also have provisions regarding the maximum amount of interest, 

as well as other covenants such as the length of time before repayment is required.  

Loans can come from individuals, corporations, financial institutions, and governments. 

They offer a way to grow the overall money supply in an economy as well as open up 

competition and expand business operations. The interest and fees from loans are a 

primary source of revenue for many financial institutions such as banks, as well as some 

retailers through the use of credit facilities. 

1.1 Types of Loan 

Following are the common types of loans: 

1.1.1 Credit Cards 
A credit card is a form of borrowing. It may be a convenient mode of payment as it allows 

you to buy goods and services without using cash, but it is not intended to be a long-term 

credit facility.  

1.1.2 Home Loans 
Buying a home is a long-term commitment which should be carefully planned upfront.  

1.1.3 Overdraft 
An overdraft facility allows to write cheques or withdraw cash from current account up to 

the overdraft limit approved. It is a short-term standby credit facility which is usually 

renewable on a yearly basis. It is repayable on demand by the bank at any time. 

1.1.4Term and Revolving Loans 
With a term loan, one must repay the loan either by instalments over the loan period, or 

in full at the end of the loan period, depending on the terms agreed with your lender. 

Revolving loans allows to use the money up to an agreed credit limit whenever needed. 

Once you repay the amount owed, the credit becomes available to draw on again. 
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1.1.5 Secured and Unsecured Loans 
Loans can either be secured or unsecured. A loan is secured when a borrower is asked to 

pledge assets to the lender as security or collateral for the loan.  

For unsecured loans, the borrower does not provide any assets to the lender as security 

for the loan. Interest rates for such loans tend to be higher. 

1.1.6 Guarantees 
If you have agreed to be a guarantor for someone, you will have to pay off his debt if he 

is unable to repay it himself. Agreeing to be a guarantor is not an administrative matter. 

Being a guarantor is a serious commitment.  

 

2. Theories of Loan Commitments 
A loan commitment is an agreement by which a bank promises to lend to a customer at 

pre specified terms while retaining the right to renege on its promise if the borrower's 

creditworthiness deteriorates. The contract also specifies the various fees that must be 

paid over the life of the commitment. Loan commitments are widely used in the 

economy. As their use has spread, a rich literature has evolved to explain why they exist, 

how they are priced, and how they affect the risk of the bank and the deposit insurer. 

This article summarizes what we have learned on these issues. Its main insight is that 

loan commitments are an optimal tool for risk sharing and for resolving informational 

problems. The author also points out some issues that the current literature leaves 

unexplained. 

2.1 Bill of exchange  

A bill of exchange is a written order used primarily in international trade that binds one 

party to pay a fixed sum of money to another party on demand or at a predetermined 

date. 

Bills of exchange are similar to checks and promissory notes. They can be drawn by 

individuals or banks and are generally transferable by endorsements. The difference 

between a promissory note and a bill of exchange is that the latter is transferable and can 

bind one party to pay a third party that was not involved in its creation. 

There are up to three parties involved in a bill of exchange transaction. The drawee is the 

party that pays the sum specified by the bill of exchange. The payee is the one who 

receives that sum. The drawer is the party that obliges the drawee to pay the payee. The 

drawer and the payee are the same entity, unless the drawer transfers the bill of 

exchange to a third-party payee.  



Loan, Risk Management and Credit 17 

 

 
 

Bills of exchange generally do not pay interest, making them in essence post-dated 

checks. They may accrue interest if not paid by a certain date, however, in which case the 

rate must be specified on the instrument. They can, conversely, be transferred at a 

discount before the date specified for payment. 

If these bills are issued by a bank, they can be referred to as bank drafts. If they are 

issued by individuals, they can be referred to as trade drafts. If the funds are to be paid 

immediately or on demand, the bill of exchange is known as a sight bill; if they are to be 

paid at a set date in the future, it is known as a term bill. 

 

3. Bank Guarantee Process 
A bank guarantee serves as a promise from a commercial bank that the liability of a 

particular debtor will be met if contractual obligations are not met. The bank offers to 

stand as the guarantor on behalf of a business customer in a transaction. Most bank 

guarantees come with a fee equal to a small percentage amount of the entire contract, 

normally 0.5% to 1.5% of the guaranteed amount. 

Bank guarantees are not limited to business customers; individuals can apply for them as 

well. However, businesses do receive the vast majority of guarantees. In most cases, bank 

guarantees are not particularly difficult to obtain. To request a guarantee, the account 

holder contacts the bank and fills out an application that identifies the amount of and 

reasons for the guarantee. Typical applications stipulate a specific period of time for 

which the guarantee should be valid, any special conditions for payment and details 

about the beneficiary. 

Sometimes the bank requires collateral. This can be in the form of a pledge agreement 

for assets, such as stocks, bonds or cash accounts. Illiquid assets are generally not 

acceptable as collateral. 

 

4. Letter of Credit  
A letter of credit is a letter from a bank guaranteeing that a buyer's payment to a seller 

will be received on time and for the correct amount. In the event that the buyer is unable 

to make payment on the purchase, the bank will be required to cover the full or 

remaining amount of the purchase. Due to the nature of international dealings, including 

factors such as distance, differing laws in each country, and difficulty in knowing each 

party personally, the use of letters of credit has become a very important aspect of 

international trade. 
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4.1 How to Open a Letter of Credit? 

A letter of credit is a method of securing payment to a vendor. When a seller asks a buyer 

to obtain a letter of credit, it means the seller would like to ensure payment for a product 

he sells to that customer. Typically letters of credit are issued by a bank. The most 

common forms are standby letters of credit for domestic transactions and documentary 

letters of credit for international transactions. 

4.1.1 Steps to Open a Letter of Credit 
 Establish the terms of the sale with vendor.  

How much product will you buy each month? How often will payment be due? 

With the answers to these questions, the amount guaranteed by the letter of 

credit can be determined. Typically, the amount of the letter of credit will total 30 

days’ worth of product, plus or minus 10 percent. 

A documentary letter of credit is used for international transactions and usually 

covers only one transaction. A standby letter of credit is a long-term contract 

covering a year or more. 

 

 Contact bank to draw up the letter of credit.  

Once the terms of the sale have been established, banking officer will draw up the 

letter. In most cases, if one hold a line of credit with the bank, the amount of the 

letter of credit will be held against the line of credit. If no line of credit exists, the 

bank may hold the amount against a money market account. 

 

 Submit the letter of credit to the buyer for approval.  

The seller may ask to revise some of the wording. If this happens, bank will need 

to approve the changes. Once all three parties have agreed to a final document, 

you may conduct business with the seller. 

 

 Ensure a documentary letter of credit is released.  

If business has been concluded and the vendor has been paid, the seller typically 

releases documentary letters of credit. This will free up line of credit or collateral. 

 Ensure that a standby letter of credit is renewed.  

Many standby letters of credit renew automatically each year unless canceled by 

the bank. If an auto-renewal clause does not exist, contact bank 60 days before 

the letter of credit's expiration date to avoid interrupting business. 
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5. Risk Management in Banks 
Banks are invariably faced with different types of risks that may have a potentially 

adverse effect on their business. Banks are obliged to establish a comprehensive and 

reliable risk management system, integrated in all business activities and providing for 

the bank risk profile to be always in line with the established risk propensity.  

Risk management system comprises: 

 Risk management strategy and policies, as well as procedures for risk identification 

and measurement, i.e. for risk assessment and risk management; 

 Appropriate internal organization, i.e. bank’s organizational structure; 

 Effective and efficient risk management process covering all risks the bank is 

exposed to or may potentially be exposed to in its operations; 

 Adequate internal controls system; 

 Appropriate information system; 

 Adequate process of internal capital adequacy assessment.  

In their operations banks are particularly exposed to or may potentially be exposed to the 

following risks: liquidity risk, credit risk (including residual risk, dilution risk, settlement/ 

delivery risk, and counterparty risk); interest rate risk; foreign exchange risk and other 

market risks; concentration risk, particularly including risks of exposure of the bank to 

one person or a group of related persons; bank’s investment risks; risks relating to the 

country of origin of the entity to which a bank is exposed (country risk); operational risk 

particularly including legal risk; risk of compliance of the bank’s operations; risk of money 

laundering and terrorist financing; and strategic risk. 

5.1 Liquidity risk is the risk of potential occurrence of adverse effects on the bank’s 

financial result and capital due to the bank’s inability to meet the due liabilities caused by 

the withdrawal of the current sources of funding, that is, the inability to raise new funds 

(funding liquidity risk), aggravated conversion of property into liquid assets due to market 

disruption (market liquidity risk); 

5.2 Credit risk is the risk of potential occurrence of adverse effects on the bank’s 

financial result and capital due to debtor’s default to meet its obligations to the bank. 

5.3 Residual risk is the possibility of occurrence of adverse effects on the bank’s financial 

result and capital due to the fact that credit risk mitigation techniques are less efficient 

than expected or their application does not have sufficient influence on the mitigation of 

risks to which the bank is exposed; 
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5.3 Dilution risk is the possibility of occurrence of adverse effects on the bank’s financial 

result and capital due to the reduced value of purchased receivables as a result of cash or 

non-cash liabilities of the former creditor to the borrower; 

5.4 Settlement/Delivery risk is the possibility of occurrence of adverse effects on the 

bank’s financial result and capital arising from unsettled transactions or counterparty’s 

failure to deliver in free delivery transactions on the due delivery date; 

5.5 Counterparty credit risk is the possibility of occurrence of adverse effects on the 

bank’s financial result and capital arising from counterparty’s failure to settle their 

liabilities in a transaction before final settlement of transaction cash flows, or, settlement 

of monetary liabilities in the transaction in question; 

5.6 Market risks entail foreign exchange risk, price risk on debt securities, price risk on 

equity securities, and commodity risk; 

5.7 Interest rate risk is the risk of possible occurrence of adverse effects on the bank’s 

financial result and capital on account of banking book items caused by changes in 

interest rates; 

5.8 Foreign exchange risk is the risk of possible occurrence of adverse effects on the 

bank’s financial result and capital on account of changes in foreign exchange rates; 

5.9 Concentration risk is the risk which arises directly or indirectly from the bank’s 

exposure to the same or similar source of risk, or, same or similar type of risk; 

5.10 Bank exposure risks comprise risks of bank’s exposure towards a single person or a 

group of related persons. 

5.11 Bank’s investment risks comprise risks of its investments into non-financial sector 

entities and in fixed assets and investment property. 

5.12 Country risk is a risk relating to the country of origin of the person to which the 

bank is exposed, that is, the risk of negative effects on the bank’s financial result and 

capital due to the bank’s inability to collect receivables from such person for reasons 

arising from political, economic or social circumstances in such person’s country of origin. 

5.13 Operational risk is the risk of possible adverse effects on the bank’s financial 

result and capital caused by omissions (unintentional and intentional) in employees’ 

work, inadequate internal procedures and processes, inadequate management of 

information and other systems, as well as by unforeseeable external events. Operational 

risk also includes legal risk. 
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5.14 Legal risk is the risk of loss caused by penalties and sanctions originating from court 

disputes due to breach of contractual and legal obligations, and penalties and sanctions 

pronounced by a regulatory body. 

5.15 Risk of compliance of the bank’s operations is the possibility of occurrence of 

adverse effects on the bank’s financial result and capital as a consequence of failure to 

comply its operations with the law and other regulations, standards of operations, anti-

money laundering and counter-terrorist financing procedures, and other procedures as 

well as other acts governing the bank’s operations, particularly encompassing the risk of 

sanctions by the regulatory authority, risk of financial losses and reputational risk. 

5.16 Reputational risk relates to the possibility of the occurrence of losses due to 

adverse effects on the bank’s market positioning. 

5.17 Strategic risk is the possibility of occurrence of adverse effects on the bank’s 

financial result and capital due to the absence of appropriate policies and strategies, their 

inadequate implementation, as well as changes in the environment where the bank 

operates or absence of appropriate response of a bank to those changes. 

 

6. Credit  
Credit is a contractual agreement in which a borrower receives something of value now 

and agrees to repay the lender at some date in the future, generally with interest. Credit 

also refers to an accounting entry that either decreases assets or increases liabilities and 

equity on the company's balance sheet. Additionally, on the company's income 

statement, a debit reduces net income, while a credit increases net income. 

6.1 Following are the main functions of credit: 

 Economy in the use of money 

The credit system economizes the use of metallic money and paper notes. The 

credit instruments like promissory notes, bills of exchange, cheques, credit cards, 

etc. are used in the modern society as money-substitutes, and so they have 

reduced the cost of issuing metallic money and paper notes. Likewise they have 

minimized or eliminated the risks and inconveniences involved in cash 

transactions. 

 Easy exchange and remittance 

The credit instruments minimize the cash transactions and thereby make the 

scope of exchange wider and the remittance of funds easier. They permit wealth 

to be transferred to places where more economic use can be made of it. 
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 Helpful to production: 

The credit system facilitates large- scale production. It stimulates and finances 

production in anticipation of demand. Producers nowadays very often obtain 

credit from banks to begin and expand their operations. Even the farmers and the 

small artisans depend on bank credit for production. The wholesale and retail 

traders conduct their trading with bank credit. 

It is rightly said that the credit system lubricates the production processes and 

keeps the wheels of production constantly moving. There is a steady flow of goods 

from the wholesaler to the retailer and from the latter to the consumer with the 

help of credit. 

 Promotion of trade especially foreign trade: 

The bills of exchange have increased the scope of both internal and external trade 

as the trade- payments can now be made without the transfer of funds or gold. 

The commercial credit enables the buyers to make payments for the value 

received at convenient times. So, the credit system enables the traders to tide 

over periods of difficulty. 

 Expansion of bank credit: 

The credit system enables the banks to create a large amount of credit out of a 

small amount of deposit. This has resulted in the vast expansion of bank deposits. 

 Financial accommodation to industries: 

Industries get short-term credit from foe commercial banks and the long-term 

credit from the development banks. This enables them not only to tide over the 

temporary financial stringency but also to maintain continuity in their activities. 

 Benefits to consumers: 

Bank credit to the consumers enables them to buy durable consumer goods, 

especially household goods on installment basis. 

 Credit to the government sector: 

The credit to the government also helps them to meet both temporary necessities 

and growth requirements. 

 Stability: 

If the issue of credit is properly regulated, it tends to stabilize trade and reduce 

fluctuations in prices. 

 

7. Cash Reserves  
Cash reserves can refer to the money a company or individual keeps on hand to meet 

short-term and emergency funding needs. Cash reserves can also refer to a type of short-
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term, highly liquid investment that earns a low rate of return, such as investment 

company Fidelity's mutual fund called Fidelity Cash Reserves; this is where some 

individuals keep money that they want to have quick access to. 

7.1 Credit Creation by Banks 

A central bank is the primary source of money supply in an economy through circulation 

of currency. It ensures the availability of currency for meeting the transaction needs of an 

economy and facilitating various economic activities, such as production, distribution, 

and consumption. 

However, for this purpose, the central bank needs to depend upon the reserves of 

commercial banks. These reserves of commercial banks are the secondary source of 

money supply in an economy. The most important function of a commercial bank is the 

creation of credit. 

Therefore, money supplied by commercial banks is called credit money. Commercial 

banks create credit by advancing loans and purchasing securities. They lend money to 

individuals and businesses out of deposits accepted from the public. However, 

commercial banks cannot use the entire amount of public deposits for lending purposes. 

They are required to keep a certain amount as reserve with the central bank for serving 

the cash requirements of depositors. After keeping the required amount of reserves, 

commercial banks can lend the remaining portion of public deposits. 

According to Benham’s, “a bank may receive interest simply by permitting customers to 

overdraw their accounts or by purchasing securities and paying for them with its own 

cheques, thus increasing the total bank deposits.” 

Example 

Suppose you deposit AFN 10,000 in a bank A, which is the primary deposit of the bank. 

The cash reserve requirement of the central bank is 10%. In such a case, bank A would 

keep AFN 1000 as reserve with the central bank and would use remaining AFN 9000 for 

lending purposes. 

The bank lends AFN 9000 to Mr. X by opening an account in his name, known as demand 

deposit account. However, this is not actually paid out to Mr. X. The bank has issued a 

check-book to Mr. X to withdraw money. Now, Mr. X writes a check of AFN 9000 in favor 

of Mr. Y to settle his earlier debts. 

The check is now deposited by Mr. Y in bank B. Suppose the cash reserve requirement of 

the central bank for bank B is 5%. Thus, AFN 450 (5% of 9000) will be kept as reserve and 

the remaining balance, which is AFN 8550, would be used for lending purposes by bank B. 
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Thus, this process of deposits and credit creation continues till the reserves with 

commercial banks reduce to zero. 

Credit Creation Process 

Bank New Deposits / 
Primary Deposits 

Demand Deposits Derivative deposits / 
Loans 

Bank A 10,000 1,000 9,000 

Bank B 9,000 450 8,550 

Bank C 8,550 855 7,695 

Bank N - - - 

Total 50,000 10,000 40,000 

 

From Table, it can be seen that deposit of AFN 10,000 leads to a creation of total deposit 

of AFN 50,000 without the involvement of cash. 

The process of credit creation can also be learned with the help of following formulae: 

Total Credit Creation = Original Deposit * Credit Multiplier Coefficient 

Credit multiplier coefficient= 1 / r where r = cash reserve requirement also called as Cash 

Reserve Ratio (CRR) 

Credit multiplier co-efficient = 1/10% = 1/ (10/100) = 10 

Total credit created = 10,000 *10 = 100,000 

If CRR changes to 5%, 

Credit multiplier co-efficient = 1/5% = 1/ (5/100) = 20 

Total credit creation = 10,000 * 20 = 200,000 

Thus, it can be inferred that lower the CRR, the higher will be the credit creation, 

whereas higher the CRR, lesser will be the credit creation. With the help of credit 

creation process, money multiplies in an economy. However, the credit creation process 

of commercial banks is not free from limitations. 

8. Credit Instrument 
Document that serves as an evidence of debt, such as a promissory note or an IOU. 

Types of Credit instrument are: 
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8.1 Promissory Note: 

A promissory note is a document in which a person promises to pay another a specified 

sum at a certain date. The payee, i.e., the person to receive the amount, can sign at the 

back of the note, and the note becomes negotiable. It can act as a medium of exchange 

provided those who accept it, have confidence in the maker or the endorser. 

 

8.2 Bill of exchange: 

A bill of exchange is an order given by a seller of the goods to the buyer to pay a certain 

sum of money for value received by himself or a third person named therein or his order, 

after a specified period of time, usually varying from three to six months. Before the bill 

can be used as a credit instrument, it requires to be accepted by the drawee. 

8.3 Cheque: 

A cheque by far the most important credit instrument is a written order by a person on a 

bank to pay on demand a certain sum of money either to himself or to his order or to his 

bearer. It is a credit instrument so long as it is not presented for encashment. It rests on 

the confidence of the payee both in the person who draws it and in the bank on which it 

is drawn. 

It is to be noted that a cheque is not legal tender, but is used as money or near-money or 

money-substitute, it has several advantages. It reduces the use of cash money and makes 

the payment very smooth and easy. The payment in cheque is also safe when it is 

crossed. 

But the payment by cheque is not always accepted. Besides, it cannot be transferred 

many times through endorsement and as such it has a limited circulation. Owing to these 

reasons, a cheque is not treated as money; it is merely a money-substitute. 
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Chapter Four 
 

1. Financial System & its key components: 
           Financial system refers to the system of borrowings and lending of funds or 

demand and supply of funds of all individuals, institutions, companies and of 

the government. Financial System includes many institutions and the 

mechanism that effect the generation of savings, mobilization of savings and 

distribution of savings amongst all those who demand these funds for 

investment purpose. 

 Financial System thus covers/consists of the following: 

1. Financial market 

2. Financial institutions and financial intermediaries 

3. Financial assets/Financial instruments. 
 

The financial market can be classified or sub divided into: 

(i) Money Market 

(ii) Capital Market 

(iii) Government Security Market 

 

Financial Institutions/intermediaries can be sub divided into following: 

(i) Regulatory Institutions 

(ii) Banking intermediaries 

(iii) Non-banking intermediaries 
 

Financial assets/instruments can also be divided into following: 

(i) Primary 

(ii) Secondary 
 

Detailed explanations of Financial Assets/Instruments and Financial 

Intermediaries have been explained separately in this hand book. 
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   Financial instruments and their main kinds: 

            Financial Asset/Instrument is a liability of issuer towards holder. It is a claim 

against a person/institution for payment at future date and a periodic 

payment in the form of interest or dividend. A financial instrument helps the 

financial market and the financial intermediaries to perform the important 

role of channelizing funds from lenders to borrowers. They differ in terms of 

marketability, liquidity, types of options, return, risk and transaction cost. 

Examples of Financial Instrument are: 
 

- Currency notes issued by DAB, Govt. of Afghanistan. 

- Shares 

- Mutual Funds units 

- Debt Instruments such as- 

- Bonds 

- Debentures 

- Deposits 

- Insurance policies issued by Insurance companies 

 

Kinds of Financial Ins truments: 

 

1. On the basis of marketability - 

Marketable such as shares, debentures, CD, CP, Commercial Bills Non-

marketable such as Bank deposits, insurance policies. 

2. On the basis of nature 
Cash securities- Such as currency notes 

Debt Securities- Such as shares, debentures 

3. Types of instrument/asset- 

Physical – Created not for earning profit e.g. residential house.  

Financial- Created for income generation e.g. shares, debentures. 

4. Direct and Indirect also known as primary & secondary  

Primary/direct- e.g. shares, debentures  

Secondary/Indirect- e.g. mutual fund, insurance policies 
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5. Capital Market & Money Market instruments:  Money 

Market- e.g. Treasury bill, CD 

Capital Market- e.g. Shares, debentures, bonds Govt. securities 
 

2. Financial intermediaries: 

            Financial intermediaries are institutions that mediate between ultimate 

lenders and ultimate borrowers or between those who have surplus money 

and those who wish to use the money to finance their deficit budgets. The 

best examples of such financial intermediaries are: 

- Banks 
- Insurance Companies 
- Provident Fund 
- Unit Trust of India etc. 
The key function of these FI’s is to collect surplus/savings and lend them to 

deficit spenders. Banks collect savings from public at large; invest these 

savings in to loans and advances and investments. Their main source of earning 

is the difference in borrowing rate and lending rate. They also earn money on 

various services provided to customers. Same is the case with Insurance 

Companies as they also collect savings though selling insurance policies. 

3. Advantages to Lenders: 
 

(i) Low risk – Risk of capital loss or interest loss to lender is minimum 

(ii) Greater  liquidity  –  The  FI’s  offer  greater  liquidity  and  lender  can  

convert investment in cash any time. 

(iii) Convenience 

(iv) Other Services 

Advantages to Borrowers 

(v) Demand of funds can be 

met as FI’s have  big pool of 

funds. 
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(vi) Certainty of availability of 

funds 

(vii) Rate of interest is 

reasonable. 

(viii) At times, small borrowers 

get preferential treatment. 

4. Financial System in economic development: 

Economic development means development of all sectors of economy such as - 

- Agriculture 

- Industry 

- Infrastructure 

- Service sector 
A well developed financial system helps in the development of all core sectors 

of economy by way of making available required  funds for growth and  

development. The role of financial system can be discussed in following broad 

heads. 

I. Economic angle of development 

- Financial system leads to more saving 

- More savings leads to more capital formation 

- Availability of more money for infrastructural development 

- Increase in production of goods & services 

- More exports after meeting local needs 

- Favorable balance of payment 

- Increase in image in world 

II. Social angle of development 

- Increase in national income & per capita income further leads to: 

- Increase in per capita consumption 

- Rise in standard of living 

- Increase in expenditure on 

- Improving skills 
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- Technological development 

- Health care 

- Education, recreation 

- Increase in life expectancy. 

- Widening mental horizons of people 

- Overall development of civic society creating civilized citizens 

III. Transformation of economy after economic/social development. 

- From developed to developing & developed economy 

- From agrarian to industrialized or highly industrially developed economy 

- From rural dominated to urbanized economy 

- From low saver to high saver economy. 

5. Deposit Products: 
One of the key activities performed by banks is accepting deposit from public. 

Important features of bank deposit are- 
- Bank deposits are safe as- 
- Banks are under control of DAB 

- Highly liquid-even fixed deposits can be taken back on demand. 

- Loans can be raised against bank deposits 

- Interest rate differ from deposits to deposit 

- Interest rate are subject to regulation by DAB 
Deposit accounts with bank can be opened by different categories of 

customers such as- 

- Individual account 

- Joint account 

- Partnership account 

- Sole proprietor 

- Company 

- Govt./Corporate/Society/Trusts/Trade Unions  Deposit  schemes  can  be  

broadly classified as- 

I. Deposit accounts of Indian res idents which include. 

- Saving deposits to motivate and attract savings from public. Interest 

on saving is different on daily balance. 

- Current amount which generally opened by businessman and 
banks do not allow any interest on this deposit. 

- Fixed Deposit- Deposit for a fixed period. Interest depends upon 
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period. 

- Recurring Deposit- Depositing small amount every month maturing 

after fixed period say 5 years. 

- Special deposit schemes of banks 

- For senior citizens 

- For specified period say 555 days, 333 days, 444 days 

- Tax saving schemes e.g. fixed deposits for 5 years. 

 
II. Bank Deposits for Non-Resident- in Afghanistan 

(i) Non Resident Ordinary (NRO) – Account to be open by NRA 

taking employment in a foreign country. Amount credited is 

not repatriable and subject to tax deduction at source and 

covered under General/special regulation by DAB. 

(ii) Non-Resident External (NRE)-  Accounts  for person employed in 

foreign countries in firms owned by NRA’s at least 60%. Deposits 

are accepted in foreign currency and freely repatriable, interest is 

exempted from tax. 

(iii) Foreign Currency Non-Resident (FCNR) - Accounts such account 

are like NRE account but they are maintained in designated 

foreign currency at approved dealer. These currencies are US 

Dollar, Pond Sterling, Euro and Japanese Yen. Accounts are in the 

form of term deposits only. 

(iv) Resident Foreign Currency (RFC) Ac count- Can be opened by a NRA 
who was in a foreign country for at least a year. Account may be in 
the form of current, saving, term deposit. No loan against & deposit 
balance outstanding can be transferred to NRE/FCNR accounts. 

(v) Escrow Account- Account opened with the approval of DAB for 

adjustment of value of goods imported or exported. Account is 

opened in US Dollar in the name of overseas organization, no 

overdraft or loan is permitted. 
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6. Credit policy: 

           Credit Policy is a part and parcel of economic policy. It consists of all those 

measures through which Central Bank of the country i.e. DAB controls the 

supply of money to attain general economic objectives such as: 

- Price stability 

- Exchange rate stability 

- Full employment 

- Economic development 
 

In Afghanistan, credit policies are announced by DAB and following are key 

objectives of Credit Policy. 

- To encourage savings and mobilize savings for capital formation and 
development. 

- To encourage investment and create environment for 

investments in planned programs. 

- Supply of adequate credit to meet increasing demand of activities so 

that overall economic development is encouraged. 

- To control inflationary pressure and maintain price stability. 

- To encourage economic development without financial hindrance. 

 

The DAB formulates and implements the credit policy and monitors it through various 

tools and techniques. These are general quantitative techniques and qualitative 

selective techniques. 

Quantitative Techniques used are: 
- Bank rate 

- Open Market Operation 
 

Qualitative methods of Credit Control are: 
- Rationing of credit 

- Changes in Margin requirements 

- Regulation of consumer credit 

- Direct action 

- Moral suasion 
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Credit Culture 

       Credit culture is the unique combination of policies practices, experiences and 

management attitude that defines the lending environment and determines 

the lending behavior acceptable to the bank. Broadly, credit culture is the 

system of behavior belief, philosophy, thought, style and experience relating to 

management of credit function. Credit culture is made of principles that need 

to be communicated. The role of credit culture is to create a risk management 

climate that will foster good banking. 

Bank ground objectives of credit culture may be- 
 

- To improve present performance  

- To improve long term profitability  

- To improve market share 

- To reduce risk 

For all this lenders have 

- Credit organization 

- Risk management through Capital Adequacy Ratio (CAR)/ Capital to Risk 
Weighted Assets Ratio (CRAR) 

- Credit standards 

- Policy of Soft/Strict credit. 

- Credit quality to avoid credit becoming NPA. Here 5 C’s play import role. This 
5 C’s are character, capacity, capital, collateral & conditions. 
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Chapter Five 
 

1. Retail/Corporate Banking 

           Retail banking is typical mass market banking where individual customers use 

local branches of commercial bank. Retail banking refers to banking in which 

banking institutions execute transactions directly with consumers rather than 

corporations or other banks. Services offered include saving bank account, 

current account, fixed deposit/term deposit account, recurring deposit 

account etc. Transactions in term of loans like housing loan personal loans, 

education loans, gold loans, vehicle loans, agriculture loans, Mortgage loan etc. 

Similarly, products like debit cards, credit cards, insurance products, pension 

plans etc. 

Retail banking is banking service that focuses towards individual consumers and 

consumer markets. Retail banking is a high volume business with many service 

providers compiling for market share. The difference between retail and 

wholesale banking is essentially one of size. Retail banking basically deal with a 

large number of small value transactions where wholesale banking deals with 

smaller number of large value transactions. 

Retail banking provide an ideal combination of higher margin business as 

well as fair degree of risk diversification and helps in better customer 

relationship and attracting new customers. 

Retail Banking products 

1. Liability products- Different types of deposits, such as Saving, Current, 

Fixed, Recurring, Zero Balance accounts etc. 

2. Assets Products- Different types of loans to individuals such as 

personal loans, housing loans, education loans, gold loan, vehicle loans, 

agricultural loan etc. 

3. Credit and Debit Card. 

4. Investment products- such as insurance mutual fund etc. 
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2. Corporate Banking 

           Corporate banking is often used to refer wide range of financial services that are 

provided by financial institutions to various corporations, big business houses as 

well as government institutes. Corporate banking focuses  on corporate style 

entities and high value transactions as against retail banking where focus is on 

individual customers. 

In corporate banking, nature of banking products  offered to corporate 

customers also differs. Salary account product is one such product offered 

where salary of all employees of big organization is credited to the account 

of all employees by debiting the account of organization. Banks also waive 

minimum balance criterions in these salary accounts and banks gain much on 

idle funds in these accounts. Such facility also helps the bank in selling retail 

products like credit cards to all employees. 

In corporate banking, banks are maintaining good relationship with 

corporate/big business houses and such relationship helps in selling asset 

products by banks such as project finance for long term projects, involving 

significant capital investments, trade finance for meeting import export 

requirements, working capital loans to meet the liquidity requirement of 

ongoing projects etc. Non fund based products like letters of credit and 

guarantee etc. can also be sold to such customers under corporate finance. 

3. Difference between Retail and Corporate Banking 

 

S. No. Point of difference Retail Banking Corporate Banking 
1. Per customer 

business 

Low High 

2. Interest rates Higher Comparatively lower 
3. Chances of NPA Low High 
4. Relationship with 

customers 
Not that important Very important 

5. Publicity 
requirement 

Required Not very much required 

6. Pricing of products Not effected much by 
change in Govt. policies 

Immediate effect on 
changes of Govt. 
policies 
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4. Micro-Finances 

            Micro-Finance has been defined by DAB “as provision of thrift and credit and 

other financial services of very small amount to the poor in rural, semi urban 

and urban areas to improve their income and living standard”. 

Micro-credit institutions are those which are engaged in providing credit and 

other facilities to these poor strata of the society. RBI has asked banks and 

financial institutions to formulate their own schemes, models, prescribe 

suitable criterions, choose suitable branches, credit norms and interest rates 

etc. for this purpose. Accordingly, banks have to prepare micro-credit plans 

for blocks, districts and the whole state for this purpose and these plans are 

reviewed at State and National level. 

4.1 Micro-Finance products: 

1. Micro credit 
2. Micro savings 
3. Micro insurance 
4. Micro leasing 
5. Micro Money Transfer 

           

4.2 Participants in M icro finance are - 

- Financial institutions 
- Donors 
- Micro-finance institutions (Mutahed, First Micro-Finance Bank) 
- Non-Government organizations (NGO’s) 

 
Famous name in Micro-finance is Mohammed Yunus of Bangladesh who was 

awarded Noble Prize in the year 2006 for his pioneering work in the field in 

Grameen Bank, Bangladesh. 

 

Millennium Development Goals of Micro-

finance are- 

- Eradiate extreme poverty and hunger 
- Universal primary education 
- Women empowerment 
- Reduce child mortality 
- Control HIV/AIDS, Malaria etc. 
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5. Non-Performing Assets and their causes and how they can be 

controlled 

A bank’s balance sheet will have performing as well as non-performing assets. 

Performing asset means an asset on which interest income is received from the 

borrower as and when it is due and the principal is also repaid on due date as per the 

repayment schedule agreed between banker and borrower. Hence an asset which is not 

a performing asset is treated as non-performing asset. It mean that an asset on which 

interest or principal is not received when due. 

Hence in simple words, an asset which ceases to earn income is treated as NPA.  

However, there are exceptions in this regard such as : 

6. Loans guaranteed by Central & State Governments. 
7. Loans against FD/NSC/IVP/KVP if adequate margin has been maintained. 

8. Loans which have been rescheduled for the purpose of repayment. 

Gross & Ne t NPA –  

Gross - Total amount of NPA before making provision for NPA 
 

Net- Total amount of NPA Less provision made for NPA 

 

Hence after making provisions for NPA, many banks have 0% net NPA‟s in relation 
to total 

loans and advances. 

C classification  NP A’ s & P provisioning  Norms  

 

(1) Sub-Standard assets: An asset which remain NPA for not exceeding 12 
months. 
General provision of 10% is required to be made 

(2) Doubtful Assets: An asset which remained in sub standard category for 

12 months. Provision is required to be made according to the period. 

Further 100% provision on unsecured portion of asset. 
(3) Loss Assets: Assets which are not recoverable, provision of 100% is to be 

provided 

Till written off. 
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Reasons for rise in NPA’s 
S.No. Internal Factors External Factors 

1. Defective lending policies Ineffective recovery tribunals 

2. Poor credit appraisal Willful default 

3. Improper SWOT analysis Natural calamities 

4. Lack  of  information  base  about  
loan becoming NPA 

Sickness due to external factors 

5. Absence  of  regular  contact/visits  
to the borrowers 

Changes in Government policies 

 
Fee Based Service 

 

6. Bank Guarantee: 

A guarantee is assurance by a bank on behalf of his customer to a third person/party for 
payment of certain sum to him (third person) in case his customer fails to pay or fail to 
fulfill any contractual or legal obligations towards such third person. Here, primary duty 
to pay is that of customer. However, bank comes in picture when customer fails to fulfill 
his commitments. 

6.1 TYPES OF GUARANTEES 

9. Financial Guarantee: A guarantee given by bank in lieu of depositing cash 

security or earnest money by the customer. This is generally given in the 

case of contractors. 

10. Performance guarantee: Where a person has agreed to do certain things on 

or before a particular date. In case of default to carry out promise by 

stipulated date, bank guarantee is asked for. 

11. Deferred payment guarantees: Where a person is required to make 

payment in installments spread over a period. For covering such default in 

paying installment, a bank guarantee is asked for which is known as deferred 

payment guarantee. 

12. Statutory Guarantee: Guarantee issued by banks in favor of courts and 

other statutory authorities like Income Tax, Sales Tax, Customs and Central 

Excise Dept. etc. 

For all the guarantees mentioned above, bank is charging fee for this purpose. 

Two things are important i.e. Amount of guarantee and period of Guarantee. 
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  7. Letter of Credit 
 

A letter of credit (LC) is a type of guarantee given by a bank on behalf of its customer 

that 

the bank would make payment of goods and services to the supplier on 

presentation of documents, as required as per terms of the contract and LC. 

This term LC is often used in international trade when buyer and seller are far 

away from each other having different legal system and each unaware of others 

financial position. In such case, both parties deal through their banks and the 

devise used by banks is called LC. 

 

Parties to LC are : 

i) Applicant/Buyer/Importer/Opener 
ii) Issuing bank 
iii) Beneficiary/Exporter/Seller 
iv) Advising Bank/Notifying Bank – Bank in exporter’s country through which 

LC is advised to the seller. 
v) Negotiating bank/nominated bank/paying bank – Bank in exporters 

country which makes payment on bills drawn by seller. 
vi) Reimbursing  bank  –  bank  appointed  by  issuing  bank  to  reimburse  

payment  to negotiating bank. 

 

Procedure of L.C. 

Purchaser makes an application to his bank for opening a L.C in favor of seller of 

other country. The bank after verifying the credit worthiness of applicant opens a LC. 

This L.C is then forwarded to the seller’s bank in other country. The sellers bank after 

confirming the authenticity of LC, forwards the same to seller. The seller confirms the 

authenticity of LC, ships the machinery to the purchaser. Seller collects the bills of 

lading handed over by shipping company along with other documents under L.C; 

present these documents to his bank for obtaining the payment. After verifying bills 

documents, bank makes payment to seller. These documents are then sent to the 

purchaser bank under intimation to purchaser. The purchaser accepts the bill, collects 

the documents and makes payment. The purchaser goes to the shipping company, 

produces the documents and takes delivery. The purchaser’s bank then forwards the 

payment to seller’s bank. 
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Documents under L.C 

1. Bill of Exchange 
2. Invoice 
3. Transport documents e.g. bills of lading in case of a shipping company, 

airline bill in case of air transport, post parcel bill if sent by post 
4. Insurance documents signed by insurance company or his agent. 
5. Other documents as per terms of L.C e.g. certificate of weight, quality etc. 

 

Benefits of L/C 

 

To Purchaser: 

- No advance payment is required. 
- Not worried as payment only after getting documents. 
- Not worried about quality as certificate to that effect is there in documents. 
- He is sure of payment as banks are involved. 
- There is no delay in payment. 
- Not worried about import regulations of buyer’s country. 

 

To Seller: 

- He is sure of payment as banks are involved. 
- There is no delay in payment. 
- Not worried about import regulations of buyer’s country. 

- Not worried about fluctuations in currency rates as he gets payment in his 
currency. 

The banker’s duty is primary for making payment as has been decided in many 

cases by various high courts and hence risk in L.C is minimum. 

 

8. Types of Letters of Credit (LC) 

1. Revocable: One which allows cancellation or amendment of credit without 
prior notice to beneficiary however, LC should clearly state whether it 
permits revocation. 

2. Irrevocable: All LC’s are irrevocable unless stated in LC. Irrevocable LC 
cannot be 
Cancelled/amended without consent of beneficiary. 

3. Confirmed/unconfirmed LC: When on the request of issuing banker, bank in 
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buyer’s country confirms the credit, it is called confirmed credit and 
when not confirmed by buyer’s bank, it is called unconfirmed LC. This 
confirmation is extra guarantee to the seller. 

4. Revolving LC: Such LC’s are opened to cover a series of transactions with 
the same 
buyer during a specified period. 
 

9. Customer Relations Management in Banks          

The Large scale branch expansion and competition between banks have forced 

banks to refine their products and services to attract more and more customers 

and build permanency in relationship with existing customers. Many banks have even 

started appointing customer Relations Executive for relationship banking and meting 

needs and aspirations of customers. Relationship Manager is an extended arm of bank 

performing the critical function of personalized service to a client for enhancing 

customer friendly image of the bank. It is reasonable expectation of any customer that 

relationship banking should provide them preferred access to credit. It consolidates 

their deposit business at a particular bank 

They believe that they can vastly enhance their credit prospects also. Liberalization 

and growth of competition have transformed banking into buyers market. In this 

atmosphere, relationship banking is an effective tool to provide maximum customer 

satisfaction through vastly augmented services. Hence relationship banking has now 

become a integrated part of marketing strategy of banks. For building relationship- 

for longer period, many banks have started keeping their Managers for a longer tenure 

where through relationship banking, banks growth in terms of deposits and credit 

portfolio is showing exemplary results. Through customer relationship banking, banks 

have the potential of raising overall profitability for the bank significantly besides 

establishing a good image for the bank branch in market for long. 

10. Benefits of CRM to: 

1. Customers: They feel empowered and have greater access to products 
and services. Offer of product can be timed with customer’s requirements 
such as education loan etc.: With adequate knowledge about customers, 
personalized services can be arranged to customers. 

2. Employees: Have more time to serve customers and are empowered with 
information 
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to deliver high quality products & services to meet customers’  expectations. 
3. Bank: Optimum use of resources with greater loyalty and customer’s 

satisfaction. Bank can retain existing customers and attract new 
customers due to better CRM. Bank Officers can better utilize 
opportunities for increasing business of banks and increase overall 
profitability. 

 

11. Role of Technology in Banking Operations 

In this highly competitive banking sector, entry of foreign banks in Afghanistan and 

innovations taking place in the era of information technology it has become 

necessary for banks to make use electronic mode of transacting their business 

to ensure: 

- Greater convenience to customer 

- Avoid time taken in completing transaction 

- Speedy completion of transaction 

- Avoid distance problem in banking services 
 

Hence, due to technology, banks are providing following services to customers:- 

1. Automatic Teller Machine (ATM)- Also known as any time money has 

become very popular these days. 

2. Electronic Fund Transfer (EFT)- Automatically transfers money from one 
account to another, from one entity to another. 

3. Tele Banking- It is “round the clock” bank on phone services allowing customer 
4. Clearing  House  Automatic  Payment  System  (CHAPS)-  Are  electronic  

messaging 

system in which all transactions are transmitted in code to help reduce the risk 
of fraud. 

 

12. E-banking 

Also known as electronic banking or internet banking, it means the conduct of banking 

electronically. Any user with personal computer (PC) and a browser can get 

connected to his banks website to perform any of the virtual banking functions. In 

true, internet banking, any inquiry or transaction is processed online without 

reference to any branch or any time. 
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E-banking has following dimensions 
 

- Customer to customer e-banking 

- Banker to bank e-banking 

- Electronic control banking 

- Internet procurement 

Use of e-banking in following services 
 

- Bill payment services 

- Fund transfer from one bank to another anywhere in Afghanistan 

- Credit Card customer can pay their credit cards bills online 

- Re-charging of phone/mobile phones 

- Investing through internet banking 
There   are   lot of advantages of e-banking to   customer, banks, traders/merchants, 

Government & nation, but if banks server is down, the system would not work. 

13. E-commerce 

Electronic Commerce consists of buying and selling of products and services over 

electronic system such as internet or other computer network. A wide variety of 

commerce is conducted in this way such as- 

- Spurring and drawing conclusions on electronic fund transfer 

- Supply chain management 

- Internet marketing 

- Online transaction processing 

- Electronic data inter change 

- Inventory management system 

- Automatic data collection systems 
 

Scope or forms of e-comme rce- May be between the following- 

1. Business to Consumer (B2E) 

2. Business to business (B2B) 

3. Business to Employee (B2E) 

4. Consumer to Business (C2B) 
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5. Consumer to Commerce (C2C) 

6. Business to government (B2G)  

Use of e-commerce is made for 

1. Information sharing 

2. Ordering 

3. Payment 

4. Fulfillment, services & support 
 

E-commerce is of great advantage to consumers, business houses by way of 
 

- Lower time cycle 

- Lower sales/marketing costs 

- Better consumer services 

- Coverage of more geographical area easily/quickly 
 

14. Process of Clearing House 

It is a meeting place for the representatives of member banks at appointed hours on 

each working day to settle payments of cheques and other transfer orders on each 

other by their customers. It is an association of banks operating in a particular 

locality. These clearing houses are generally run by DAB. 

Each member bank has to maintain minimum balance; with the bank doing this 

clearing house work. This work process of clearing cheques and money transfer in two 

sittings. In the forenoon sitting, all banks meet and present cheques deposited by 

their customers which are drawn on other banks. In this sitting, each bank 

representative collects the cheques drawn on his bank and brought by representative 

of other banks. The concerned bank representatives carries cheques drawn on his 

bank and checks up the accounts of concerned customer and clear them. In the 

second/afternoon sitting, all representatives of banks again meet in clearing house and 

brings with them cheques cleared or cheques which cannot be cleared. Accounts of 

all banks maintained in the bank doing clear housing work are debited or credited and 

their accounts are settled. If a particular bank has some deficit in its accounts due to 

heavy debit, that bank is immediately asked to deposit more amounts in the account 

maintained by bank doing clearing house work. Hence through clearing house, accounts 
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of all member banks are settled and the cheques of customers are cleared. While at the 

end of day, some banks are in plus, few others are in minus but net result of this 

plus/minus is zero as explained in the following examples- 

Clearing House Process 

Banks submitting 
Cheques on other banks 

Bank on which cheques have been submitted 

Azizi NKB Mille Ghaz. Poshta. Total 

Azizi Bank - 5000 10000 8000 4000 27000 

New Kabul Bank 8000 - 6000 9000 5000 28000 

Mille Bank 9000 8000 - 4000 5000 26000 

Ghazanfar Bank 7000 8000 6000 - 8000 29000 

Poshtanay Bank 6000 7000 8000 4000 - 25000 

On 30000 28000 30000 25000 22000  

By 27000 28000 26000 29000 25000  

 -3000 NIL -4000 +4000 +3000  

- 7000 

                                             + 7000 (Net result is always „0) 
NIL 

 

15. Capital Adequacy Ratio/Capital to Risk Asset Ratio (CAR/CRAR) 

 This CAR/CRAR is ratio of capital fund of a bank in relation to risk weighted assets. For 

this purpose capital fund consists of Tier I capital and Tier II Capital. This Tier I capital 

consists of items of core capital such as paid up capital, statutory reserves, disclosed 

free reserves capital reserve representing surplus arising out of sale proceeds of 

assets and undistributed profit less losses and intangible assets. The Tier II consists 

of undisclosed reserves, cumulative perpetual preference shares, revaluation reserve 

etc. The risk weights to each asset have been prescribed by DAB and often such risk 

weights are changed by DAB. All banks are informed about this change in risk weights 

through its circulars by DAB. Presently, the rate of CAR/CRAR as prescribed by DAB is 

20% and hence all banks are required to maintain a CAR @ 20%. This CAR is in 

addition to CRR required to be maintained by banks. This CAR represents adequacy of 

capital fund available with banks to bear the risk which is hidden in different types of 

assets held by a bank. 
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16. Multiple banking arrangements: 

When credit arrangements of a borrower are met by more than one bank and each 

bank lends independently on his own terms and conditions regarding security, rate of 

interest margin etc. This financing is called “Multiple Banking Arrangements”. It is like 

consortium finance/arrangement. To ensure smooth and safe- finance, each bank has to 

freely exchange information about borrower. Its features are-  

- Borrower approaches different banks for this total credit requirement.  

- Each bank independently assess credit requirement.  

- Documentation, monitoring is done independently by each bank.  

To ensure that this system works without any incidence of fraud, DAB issued guidelines 

that banks while providing fresh advance should obtain declaration from borrower 

about loan borrowed from other banks, banks should regularly exchange information 

about conduct of account of borrower, add clause in agreement regarding exchange of 

information etc. 

 

Difference between Multiple Banking Arrangement & Consortium Finance 

 

S.No. Multiple Banking Arrangements Consortium Finance 

1. Each bank finance independently Two or more banks forms a 
consortium 

for financing 2. Each work independently One bank giving major credit acts as 
a 

lead bank. 3. Each  bank  independently  
conducts 

appraisal, documentation & 

monitoring 

Common appraisal,
 documentation 

monitoring. 

 

17. Universal Banking:  
 
Universal banking refers to those banks which offer a wide range of services of savings, 
loans, investment, insurance etc. Hence universal banking is a combination of 
commercial banking-investment banking and various other activities such as insurance 
etc. A universal banking is a one stop shop which deals with wide portfolio of financial 
products such as project financing, term lending, commercial banking, investment 



 47 

 

 
 

banking, retail operations, mutual funds, under writing of securities, insurance etc. key 
advantages of universal banking are-  
- Greater economic efficiency  

- Low cost  

- Higher output  

- Better services  

18. Money 
Anything of value that serves as a: 

 Generally accepted medium of financial exchange, 

 Legal tender for repayment of debt, 

 Standard of value, 

 Unit of accounting measure, and 

 Means to save or store purchasing power. 

 

18.1 History of Money 

Before the development of a medium of exchange – i.e., money – people would barter 

to obtain the goods and services they needed. Two individuals, each possessing some 

goods the other wanted, would enter into an agreement to trade. This early form of 

barter, however, does not provide the transferability and divisibility that makes trading 

efficient. For instance, if you have cows but need bananas, you must find someone who 

not only has bananas but also the desire for meat. What if you find someone who has 

the need for meat but no bananas and can only offer you bunnies? To get your meat, he 

or she must find someone who has bananas and wants bunnies...and so on. 

The lack of transferability of bartering for goods, as you can see, is tiring, confusing and 

inefficient. But that is not where the problems end: Even if you find someone with 

whom to trade meat for bananas, you may not think a bunch of them is worth a whole 

cow. You would then have to devise a way to divide your cow (a messy business) and 

determine how many bananas you are willing to take for certain parts of your cow. 

To solve these problems came commodity money: a type of good that functions as 

currency. In the 17th and early 18th centuries, for example, American colonialists used 

beaver pelts and dried corn in transactions; possessing generally accepted values, these 

commodities were used to buy and sell other things. The kinds of commodities used for 

trade had certain characteristics: They were widely desired and therefore valuable, but 

they were also durable, portable and easily storable.  
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18.2 Functions and Characteristics of Money 

Key Functions of Money are: 

 Medium of exchange: money allows goods and services to be traded without 

the need for a barter system. Barter systems rely on there being a double 

coincidence of wants between the two people involved in an exchange 

 Store of value: this can refer to any asset whose “value” can be used now or 

used in the future i.e. its value can be retrieved at a later date. This means that 

people can save now to fund spending at a later date. 

 Unit of account: this refers to anything that allows the value of something to be 

expressed in an understandable way, and in a way that allows the value of 

items to be compared. 

 Standard of deferred payment: this refers to the expressing of the value of a 

debt i.e. if people borrow today, then they can pay back their loan in the future 

in a way that is acceptable to the person who made the loan. 

 

18.3 Key Characteristics of Money are: 

 
 Durability i.e. it needs to last 

 Portable i.e. easy to carry around, convenient, easy to use 

 Divisible i.e. it can be broken down into smaller denominations 

 Hard to counterfeit - i.e. it can’t easily be faked or copied 

 Must be generally accepted by a population 

 Valuable – generally holds value over time 

 

18.4 Cheque 

 

Cheque is an important negotiable instrument which can be transferred by mere hand 

delivery. Cheque is used to make safe and convenient payment. It is less risky and the 

danger of loss is minimized. "Cheque is an instrument in writing containing an 

unconditional order, addressed to a banker, sign by the person who has deposited 

money with the banker, requiring him to pay on demand a certain sum of money only 

to or to the order of certain person or to the bearer of instrument." 
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18.5 Types of Cheque 

 Bearer Cheque: 

When the words "or bearer" appearing on the face of the cheque are not 

cancelled, the cheque is called a bearer cheque. The bearer cheque is payable 

to the person specified therein or to any other else who presents it to the bank 

for payment. However, such cheques are risky, this is because if such cheques 

are lost, the finder of the cheque can collect payment from the bank. 

 

 Order Cheque 

When the word "bearer" appearing on the face of a cheque is cancelled and 

when in its place the word "or order" is written on the face of the cheque, the 

cheque is called an order cheque. Such a cheque is payable to the person 

specified therein as the payee, or to any one else to whom it is endorsed 

(transferred). 

 
 Uncrossed / Open Cheque 

When a cheque is not crossed, it is known as an "Open Cheque" or an 

"Uncrossed Cheque". The payment of such a cheque can be obtained at the 

counter of the bank. An open cheque may be a bearer cheque or an order one. 

 

 Crossed Cheque 
Crossing of cheque means drawing two parallel lines on the face of the cheque 

with or without additional words like "& CO." or "Account Payee" or "Not 

Negotiable". A crosse 

 

Cheque cannot be encashed at the cash counter of a bank but it can only be credited to 

the payee's account. 

 

 Anti-Dated Cheque 

If a cheque bears a date earlier than the date on which it is presented to the 

bank, it is called as "anti-dated cheque". Such a cheque is valid up to three 

months from the date of the cheque. 

 

 Post-Dated Cheque 

If a cheque bears a date which is yet to come (future date) then it is known as 

post-dated cheque. A post-dated cheque cannot be honored earlier than the 

date on the cheque. 



50 Bank Operations 

 

 

 Stale Cheque 

If a cheque is presented for payment after three months from the date of the 

cheque it is called stale cheque. A stale cheque is not honored by the bank. 

 

19. Customers 
 

Bank has to recognize the category of customer he/she is dealing with and know the 

requirements of a bank account for the particular type of customer. 

The categories of customers are: 

1) Personal customers 

2) Sole traders 

3) Business 

4) Partnerships 

5) Companies 

6) Clubs, associations and societies 

7) Trustees. 
 

19.1 Types of Customers: 

 
19.1.1 Personal customers 

This type of customer is probably the most common type as the vast majority of bank 

accounts are held by individuals for personal use. Personal customers include 

individuals who hold savings accounts, current accounts, investment accounts, etc and 

also those who have mortgages with the bank or use insurance and other services the 

bank can provide. 

Personal customers may have accounts in their own names or a joint account with one 

or more other individuals. 

19.1.2 Business customers 

As well as personal customers, banks have a great number of business customers. 

Customers can conduct business on their own as sole traders or be in business with one 

or more other persons in partnership, or they can form a limited company. It is 

extremely important to recognize which type of business is being dealt with as each is 

subject to different laws and requirements. 
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19.1.3 Sole traders 

In most respects there is no difference in the manner in which a bank should conduct 

its dealings with an individual opening an account for business purposes or for personal 

purposes. It is important, however, to ensure that the accounts of the customer and 

any cheque books issued detail the customer accurately. 

It is also important to bear this in mind when having your customer execute any deeds, 

especially documents in terms of which security is being granted to the bank over any 

assets. 

Some customers will have their accounts styled “Business Account”, such as “James 

Robertson – Business Account” which is perfectly acceptable for cheque books so that 

the public can see that they are dealing with an individual. 

19.1.4 Partnerships 

In the case of partnerships, they must state legibly on all business letters, orders to 

suppliers and similar documents issued in the course of business, the name of each 

partner of the firm. If your branch or department regularly receives letters from 

solicitors or accountants, two very common types of firms, take a look at their letter 

paper and you will see that the names of the partners are shown somewhere on the 

letter. 

19.1.5 Limited companies 

The main features of a limited company are that it is a separate and distinct legal entity 

from its members and that the liability of the members is limited. A company’s 

members are its shareholders and there can be as few as one member. Each member 

invests money in the company by purchasing shares in the company. The only liability 

that a member of a company has for the debts of the company is to pay any unpaid 

amounts due on the shares he or she has purchased. This means that anyone dealing 

with the company, including banks and suppliers, must look only to the assets of the 

company and can have no claim on the assets of the members. 

19.1.6 Clubs, associations and societies 

Apart from a few exceptions, the maximum number of people who can trade together 

in partnership is twenty. There is however no restriction on the number of people who 

may form a voluntary association to promote a common interests other than making of 

profit; for example, a golf club. 
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Such unincorporated bodies have no legal personality, and can only raise an action or 

be sued in name of the members. The main problem for banks in dealing with such 

accounts is to ensure that it holds proper authority for operations on the account in 

terms of the constitution of the association, and that where overdraft facilities are 

granted; responsibility for the amount involved is fixed, either on the association or on 

individual members. When someone becomes a member of a club, they accept the 

rules of the club. The liability of a member of a club or association for its debts will 

depend on the terms of the constitution, although in practice unless the member has 

specifically agreed to accept liability, or has acted as an agent of the association, it may 

be difficult to establish that they are liable for the debts of the association. 

19.1.7 Trustees 

A trustee is someone who has been appointed to hold and administer property for the 

use of third parties. For example, if someone dies leaving a young family, or if someone 

wishes to make provision for their family when they are not yet capable of looking after 

their own financial affairs, they may create a trust for their benefit and pay money into 

the trust or transfer assets, such as a property, into the ownership of the trust. The 

document creating the trust is called a trust deed and in terms of the trust deed 

someone will be appointed to administer the affairs of the trust for the benefit of the 

beneficiaries of the trust. 

 

20. Maintenance of Customers: 

The act of maintaining a relationship with customers is an essential part of a business 

strategy, and should be included in every business plan. Following are the main 

strategies for customer retention and maintenance: 

20.1 Listen to your customers 

Listening to customers is an easy way to maintain customer relationships. One way 

social media can help is by providing a space for businesses and customers to connect. 

By creating a company Twitter handle, Facebook page, and Instagram account, your 

bank can help customers reach out if they have any concerns, issues, or feedback. 

Listening to them on these social networks will allow you to respond quickly. 

20.2 Be genuine to your customers 

People can spot a fake from afar, and the last thing is having an insincere business’ 
persona. Being genuine with customers goes a long way when it comes to maintaining 
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customer relationships. For example, if your customers are having issues with your 
product, provide an honest answer and don’t make promises you can’t keep. The worst 
thing you can do as a business is make false promises instead of an effective customer 
solution. 

20.3 Create and engage with your brand ambassadors 

For new start-ups, growing a community is the first step in marketing efforts, and that 
often includes building a community of brand ambassadors. 

20.4 Put emphasis on customer success 

Customer success is a pivotal focus point for businesses. If you provide support to your 

customers, they will, in turn, reward you with loyalty and valuable feedback. This could 

start out small: for example, by entrusting someone on your team with customer 

support duties. This will help you maintain customer relationships, and establish your 

business as that which makes meeting their customer’s needs a top priority. 

20.5 Keep in touch 

Just like maintaining friendships, in order to maintain customer relationships you need 

to keep in touch. For businesses this can come in the form of holiday cards, birthday 

greeting Tweets, or a quarterly email reminding your customers that you’re there for 

them if they need you. By keeping in touch with your customers, you’ll stay “top of 

mind”—this is key to making sure your customers don’t leave you for someone else, or 

forget about you altogether. 

20.6 Bank Secrecy 

One of the conditions of the relationship between a bank and its customers is that the 

customers' dealings and financial affairs will be treated as confidential. This rule, 

however, does not apply to the customers' credit information which is shared rather 

freely among lending institutions. Also, due to certain laws (such as anti-terrorist and 

anti-drug trade legislation) and tax treaties between nations, banks must release specific 

information to help fight terrorism and illegal drug trade, and prevent tax-evasion and 

money laundering. 

20.7 Bank Safe Custody 

When a bank takes care of important documents or other valuable belonging for 

someone, in return for a regular charge.   

Safe Custody is the safe keeping of important documents and valuables. Items commonly 

requested by customers to be held in safe custody by the bank include property deeds, a 
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Will as well as other valuables and documents. Should you require access to a safety 

deposit box to get the Will, you will need at least one of the proof of death requirements 

(a Medical Certificate, Death Certificate, Funeral Bill, Solicitor’s or Coroner’s Letter, Grant 

of Probate, Letters of Administration or a Probate Bond). When accessing the safety 

deposit box, you will be in the presence of two bankers, and only able to remove the Will 

if you are named as an Executor of the Will or can prove you are an authorized nominee 

of the Executor/s. 

20.8 Credit Creation by Banks 

A central bank is the primary source of money supply in an economy through circulation 

of currency. It ensures the availability of currency for meeting the transaction needs of 

an economy and facilitating various economic activities, such as production, distribution, 

and consumption. 

However, for this purpose, the central bank needs to depend upon the reserves of 

commercial banks. These reserves of commercial banks are the secondary source of 

money supply in an economy. The most important function of a commercial bank is the 

creation of credit. 

Therefore, money supplied by commercial banks is called credit money. Commercial 

banks create credit by advancing loans and purchasing securities. They lend money to 

individuals and businesses out of deposits accepted from the public. However, 

commercial banks cannot use the entire amount of public deposits for lending purposes. 

They are required to keep a certain amount as reserve with the central bank for serving 

the cash requirements of depositors. After keeping the required amount of reserves, 

commercial banks can lend the remaining portion of public deposits. 

According to Benham, “a bank may receive interest simply by permitting customers to 

overdraw their accounts or by purchasing securities and paying for them with its own 

cheques, thus increasing the total bank deposits.”  

 
Example 

Suppose you deposit AFN 10,000 in a bank A, which is the primary deposit of the bank. 

The cash reserve requirement of the central bank is 10%. In such a case, bank A would 

keep AFN 1000 as reserve with the central bank and would use remaining AFN 9000 for 

lending purposes. 

The bank lends AFN 9000 to Mr. X by opening an account in his name, known as demand 

deposit account. However, this is not actually paid out to Mr. X. The bank has issued a 

check-book to Mr. X to withdraw money. Now, Mr. X writes a check of AFN 9000 in favor 

of Mr. Y to settle his earlier debts. 
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The check is now deposited by Mr. Y in bank B. Suppose the cash reserve requirement of 

the central bank for bank B is 5%. Thus, AFN 450 (5% of 9000) will be kept as reserve and 

the remaining balance, which is AFN 8550, would be used for lending purposes by bank 

B. 

Thus, this process of deposits and credit creation continues till the reserves with 

commercial banks reduce to zero. 

 

Credit Creation Process 
Bank New Deposits / 

Primary 
Deposits 

Demand Deposits Derivative 
deposits / Loans 

Bank A 10,000 1,000 9,000 
Bank B 9,000 450 8,550 
Bank C 8,550 855 7,695 
Bank N - - - 
Total 50,000 10,000 40,000 

From Table, it can be seen that deposit of AFN 10,000 leads to a creation of total deposit 

of AFN 50,000 without the involvement of cash. 

 
The process of credit creation can also be learned with the help of following formulae: 

Total Credit Creation = Original Deposit * Credit Multiplier Coefficient 

Credit multiplier coefficient= 1 / r where r = cash reserve requirement also called as Cash 

Reserve Ratio (CRR) 

Credit multiplier co-efficient = 1/10% = 1/ (10/100) = 10 Total credit created = 10,000 *10 

= 100,000 

If CRR changes to 5%, 

Credit multiplier co-efficient = 1/5% = 1/ (5/100) = 20 Total credit creation = 10,000 * 20 

= 200,000 

Thus, it can be inferred that lower the CRR, the higher will be the credit creation, 

whereas higher the CRR, lesser will be the credit creation. With the help of credit 

creation process, money multiplies in an economy. However, the credit creation process 

of commercial banks is not free from limitations. 
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Chapter six 
 

1. Compliance functions in Bank 
Its simple form Compliance means following a rule or request. It is a comprehensive 

program that helps organization and their employees conduct operations and activities 

ethically; with the highest level of integrity, and in compliance with legal and regulatory 

requirement. 

1.1 Compliance Risk: 

The risk of legal / regulatory sanctions, financial loss, or reputation loss due to failure to 

comply with all applicable laws, regulations and codes of conduct & standards of good 

practice. 

Types of Compliance Risk 

We have five types of compliance risk 

• Operational 

• Financial 

• Regulatory 

• Legal 

• Reputational 

1.1.1 Operational Risk 
It is the prospect of loss resulting from inadequate or failed procedures, systems or 

policies, employee errors, system failures, fraud or other criminal activity. Any event the 

disrupts business processes. 

1.1.2 Financial Risk 
Financial risk in compliance is exposure to legal penalties, financial forfeiture and material 

loss an organization faces when it fails to act in accordance with industry laws and 

regulations, internal policies or prescribes best practices. 

1.1.3 Regulatory Risk 
Regulatory compliance is an organization's adherence to laws, regulations, guidelines and 

specifications relevant to its business. Violations of regulatory compliance regulations 

often result in legal punishment, including federal fines. 
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1.1.4 Legal Risk 
Legal risk is the risk arising from failure to comply with statutory or regulatory obligations. 

1.1.5 Reputational Risk 
Reputation risk, is a risk of loss resulting from damages to a firm's reputation, in lost 

revenue; increased operating, capital or regulatory costs; or destruction of shareholder 

value, consequent to an adverse or potentially criminal event even if the company is not 

found guilty. 

 

2. Compliance Department & its Functions 
Compliance department in a bank plays the role of internal police force. It is the unit that 

ensures that a financial institution complies with applicable laws, regulations and rules. It 

plays an essential role in helping to preserve the integrity and reputation of the bank. 
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2.1 Functions of Compliance Department 

 

3. Money Laundering: 
It is process to change the identity of illegally obtained money by using the banking 

channels so that it appears to have originated from a legitimate source. According to 

Financial Action Task Force (FATF);the processing of criminal proceeds to disguise their 

illegal origin in order to legitimize the ill-gotten gains of crime. 

International Laws & Authority on ML / TF 

 

Identificati
on 

To identify 
the risks an 
organization 
faces and 
advise on 
them 

Prevention 

To design and 
implement 
controls to 
protect an 
organization 
from those risks.  

Monitoring 
&Detection 

To monitor and 
report on the 
effectiveness of 
those controls in 
the management  
of an 
organization 
exposure to risk. 

Resolution 

To resolve 
compliance 
difficulties as 
they occur 

Advisory 

To advise the 
business on rules 
and controls 
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CDD in FATF Recommendations 

How is CDD applied in other FATF Recommendations? 

FATF Recommendation 10 (customer due diligence) 

FATF Recommendation 11 (Record Keeping) 

FATF Recommendation 12 (Politically exposed persons) 

FATF Recommendation 13 (Correspondent banking) 

FATF Recommendation 17 (Reliance on the Third Party) 

FATF Recommendation 22 (DNFBPs) 

Institutions subject to AML/CFT compliance 

Designated non-financial businesses and professions (DNFBPs) 

Trust and Company Service Providers refers to all persons or businesses that are not 

covered elsewhere under these Recommendations, and which as a business, provide any 

of the following services to third parties: 

⇒ acting as a formation agent of legal persons; 

⇒ acting as (or arranging for another person to act as) a director or secretary of a 

company, a partner of a partnership, or a similar position in relation to other legal 

persons; 

⇒ providing a registered office; business address or accommodation, 

correspondence or administrative address for a company, a partnership or any other 

legal person or arrangement; 

⇒ acting as (or arranging for another person to act as) a trustee of an 

express trust; 

Institutions subject to AML/CFT compliance 

Designated non-financial businesses and professions (DNFBPs) 

 Casinos (and Internet casinos); 

 Real estate agents; 

 Dealers in precious metals; 

 Dealers in precious stones; 

 Lawyers, notaries, other independent legal professionals and accountants 
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Overview of Money Laundering 

 

Stages of Money Laundering 
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1st Stage: Placement 

Placement is a stage where money launderer try to place its funds in any financial 

institutions: 

Examples: 

• Deposit of huge amount of illicit money in a bank account in different dates right 

below the reporting threshold. 

• Opening of number of accounts in a or different banks and deposits illegal money 

in these accounts through small deposits 

• Deposit of huge amount of illicit money deposited in a bank account in a day 

through number of deposit slips of petty amounts.  

2nd Stage: Layering 

• Layering is the second stage in money laundering where attempts are made to 

distance the money from its illegal source through layers of financial transactions. 

• Following types of account commonly used for layering purpose 

• Off-shore companies 

• Shell Corporations 

• Trusts 

• Walking accounts 

• Other intermediaries 

 

• Examples 

• Sending funds to different onshore and offshore bank accounts 

• Creating complex financial transactions 

• Loans and borrowing against financial and non-financial assets 

• Letters of credit, Bank Guarantees, Financial instruments, etc. 

• Investments and investment schemes 

• Insurance products 
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3rd Stage: Integration 

Integration is the third stage of money laundering. This stage involves the re-introduction 

of the illegal proceeds into legitimate commerce by providing a legitimate-appearing 

explanation for the funds. 

• Following types of account commonly used for Integration purpose 

• Off-shore companies 

• Shell Corporations 

• Trusts 

• Walking accounts 

• Other intermediaries 

• Examples 

• Buying businesses 

• Investing in luxury goods 

• Buying commercial property 

• Buying residential property 

Terrorist Financing 

• Processing of funds to sponsor or facilitate terrorist activity. The financial 

support, in any form, of terrorism or of those who encourage, plan or 

engage in it. 

• Channels Used for Terrorist Financing: 

• Banking System 

• Informal system e.g. Hawala, Hundi etc 

• Physical Transportation of cash 

• Following types of account commonly used for TF purpose 

• NGO / NPOs accounts 

• Individual Accounts etc 
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Suspicious Transactions 

A suspicious transaction is one for which there are reasonable grounds to 

suspect that the transaction is related to a money laundering offence or a terrorist 

activity financing offence. A suspicious transaction can include one that was 

attempted 

Types of Suspicious Transactions 

 

 

Reporting of Suspicious Transactions 

The Afghanistan National Security Council shall immediately notify Attorney 

General’s Office of any person, entity and organizations designated under 

UNSCR 1267 (1999), UNSCR 1988 (2011), and any successor resolutions 

issued by the United Nations Security Council acting under Chapter VII of the 

United Nations Charter. All persons, including any reporting entity shall without 

delay freeze the funds or properties of persons designated as set out in Article 10 

or paragraph (1). 

 

 

Suspicious 
Transactions 

Customer’s 
account/transaction

s 

Customer 
Profile 
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Enhanced due diligence 

Branches are required to perform EDD measures for all high-risk customers including the 

following: 

 Accounts of Trust, Clubs, Societies, NGOs, Charities, Religious Entities and 

Associations 

 Non-Resident customers 

 Accounts of Foreign Nationals 

 House Wife Accounts 

 Accounts of Landlords 

 Accounts of Proprietorships and self employed individuals/ professionals 

 Accounts of Politically Exposed Persons (PEPs) 

 Accounts of Authorized Money Changers/ Exchange Companies 

 Correspondent Banking Accounts (Nostro, Vostro) 

 Other High Risk Accounts 

 

 

 

 

 

 

 

 

 

 

 

 

 



Chapter seven 65 

 

 
 

Chapter seven 

1. Branch Banking 
Branch Bank is a type of banking system under which the banking operations are carried 

with the help of branch network and the branches are controlled by the Head Office of 

the bank through their zonal or regional offices. Each branch of a bank will be managed 

by a responsible person called branch manager who will be assisted by the officers, clerks 

and sub-staff. In England and India, this type of branch banking system is in practice. In 

India, State Bank of India (SBI) is the biggest public sector bank with a very wide network 

of 16000 branches. 

According to Gold field and chandler,” A branch bank is a baking corporation that directly 

own two or more banking agencies.” 

Thus branch banking is a system in which a bank renders its banking activities at two or 

more places. Head office has the overall control over the working of various branches. 

Advantages of Branch Banking: Branch banking system has the following advantages: 

1. Economies of Large Scale operations: Branch banking enjoys the advantages and 

economies of large scale operations. Under branch banking system economies can 

maintained through large scale of operations and wider geographical coverage increase 

public confidence in the banking system. 

2. Economy of Cash Reserves: Under branch banking system a particular branch can 

operate without keeping large amounts of reserves. In time of need, resources can be 

transferred from one branch to another. It is not easy for a .unit bank to draw on another 

unit bank. 

3. Proper use of capital: There is a proper use of capital under the branch banking 

system. Since the resources are transferred from one branch to another. So the capital 

can be properly used by investing in the profitable branches. 

4. Economy of Costs: Branch banking has the advantage of effecting remittances of funds 

from one place to another with greater ease and at a lesser cost than unit banking, for 

inter-office indebtedness can be far more easily adjusted. 

5. Risks-spreading Economy: The spreading of risks geographically is another major 

advantage of the branch banking system. In branch banking, losses incurred one branch 

can be offset by profits earned by the profit making branches which is not possible in 

case of unit banking. 
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6. Easy and cheaper transfer of funds: Since the branches of bank under branch banking 

are spread all over the country, it is easier and cheaper, for it to transfer funds from one 

place to another. 

7. Greater Safety and Liquidity: Branch banking also offers a wider scope for the selection 

of diverse securities and varied investments, so that a higher degree of safety and 

liquidity can be maintained. 

8. Balanced economic growth: Under branch banking, the banking facilities can be made 

available to all cities, towns, and even backward areas in the country. Thus, branch 

banking is very helpful in achieving a balanced growth of the country's economy. 

 

9. Convenient for the Central Bank's Supervision: Under a system of branch banking it is 

more convenient for the central bank or the government to regulate and supervise the 

activities of banks, as control becomes more effective and easier since only the head 

office is to be dealt with for the purpose. 

10. Provision for Training the Personnel: Finally, branch banking provides the best 

training ground for personnel. A person may be trained in a small branch Where the 

pressure of work is less and he may be transferred later to an active branch. 

2. Disadvantages or Demerits of Branch Banking: Branch banking 

generally suffers from the following limitations: 
1. Danger of Mismanagement: Under the branch banking system a number of difficulties 

as regards management, supervision and control, a number of branches undue 

expansions lead the danger of mismanagement. 

2. Delays in Decision-making:  The system of branch banking also suffers from red tape 

and delay on account of the inadequate authority of branch managers. Usually, 

application for big credits has to be referred to the head office by the branch manager. 

This causes delay and gives little initiative to branch managers. 

3. Lack of Personal Contact: A large bank tends to become more and more impersonal in 

its dealings. The general managers have hardly any personal contact with the local people 

or the staff of different branches. 

4. High operating and maintenance expenses: Branch banking is very expensive, because 

with the opening of too many branches, establishment and maintenance charges of the 

branches are bound to be high and, as a result, profits may shrink. 
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5. Concentration of Monopoly Power in the hands of few banker: Branch banking 

sometimes creates monopoly power in the hands of few large bankers. Such a monopoly 

power in the hands of a few big bankers is a source of danger to the community whose 

goal is a socialistic pattern of society. 

6. Lack of initiative: Branch banking lacks initiative. No branch office can take 

independent decisions and also branch manager has limited powers. 

7. Regional imbalances: Branch banking encourages regional imbalances. The financial 

resources of economically backward areas tend to get transferred to industrial and 

business centers. Due to which backward areas continue to be neglected and remain 

over backward. 

 








