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I. INTRODUCTION 
 
Because banking system plays a major role in 
channeling funds from the savers/lenders to 
investors/borrowers, it is important to study how the 
banking system runs its business to maximize its 
profit, how and why banks make loans, how they 
acquire funds and manage their assets and liabilities. 
In general terms, banks make profits by selling 
liabilities with one set of characteristics (a particular 
combination of liquidity, risk, size, and return) and 
using the proceeds to buy assets with a different set of 
characteristics. This process is often referred to as 
Asset transformation. For example, a saving deposit 
held by one person can provide the funds that enable 
the bank to make a mortgage loan to another person. 
The bank has, in effect, transformed the saving 
deposits (an asset held by the depositor) to a 
mortgage loan (an asset held by the bank) 
 
II. THE BANK BALANCE SHEET 
 
To understand how banking works we start by 
looking at the bank balance sheet. The bank balance 
sheet is a list of the bank assets (what bank owns) and 
liabilities (what it owes) where; 
Total assets = total liabilities + bank’s equity capital 
(net worth) 
Banks make profits by receiving interest rates on their 
asset holdings of securities and loans that is higher 
than the expenses of their liabilities. 
Liabilities: Liabilities are the sources of bank’s funds. 
Banks obtain funds by borrowingand by issuing 
(selling) other liabilities such as deposits. Liabilities 
include Checkable Deposits; they are bank accounts 
that allow the owner of the account to writechecks to 
third parties. Checkable deposits include non-
interestbearing checking account (demand deposits), 
interest-bearingaccounts (NOW accounts: negotiable 
order of withdrawal), and money market deposit 
accounts (MMDAs). MMDAs are not subject to 
reserve requirements as checkable deposits are, and 
are not included in the M1 definition of money. 

Checkable deposits and money market deposit 
accounts are payable on demand. Non-
transaction deposits 
They are the main source of bank funds. Owners 
cannot writechecks on non-transaction deposits, but 
the interest rates paid onthese deposits are 
usually higher than those on checkable deposits.There 
are two basic types of non-transaction deposits: 
saving accounts and time deposits (also called CDs). 
Saving accounts;which funds can be added to or 
withdrawnfrom at any time.Time deposits have a 
fixed maturity length and charge highpenalties for 
early withdrawal. They are less liquid than 
savingaccounts but earn higher interest rate 
Borrowings 
Banks also obtain funds by borrowing from the 
central bank, other commercial banks, and 
corporations. Bank Capital; Bank capital or net worth 
is the difference between total assets andtotal 
liabilities. Bank capital is raised by selling new equity 
(stock) or retained earnings. 
 
III. GENERAL PRINCIPLES OF BANK 
MANAGEMENT 
 
The bank manager has five primary concerns: To 
make sure that the bank has enough ready cash to pay 
its depositorswhen there aredeposit-outflowsbecause 
depositors make withdrawalsand demand payment). 
To keep enough cash on hand, the bank mustengage 
inliquidity management, which is the acquisition of 
sufficientlyliquid assets to meet the bank obligations 
to depositors. Further, to pursue an acceptable low 
level of risk by acquiring assets, which have,allow 
rate of default (credit risk) and by diversifying asset 
holdings (assetmanagement. Furthermore, to 
acquire funds at low cost (liability management). 
Also to decide the amount of capital the bank should 
maintain and then acquirethe needed capital  (capital 
adequacy management). In addition to manage risks 
associated with financial institution practices such 
asinterest-rate risk(the risk of earnings and returns on 
bank assets thatresults from interest-rate changes). 
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IV. DETAINED EXPERIMENTAL 
 
To show how banks deal with deposit outflows that 
occur when depositors withdraw cash or write checks 
that are deposited in other banks let us assume that 
the bank has the following initial balance sheet with 
RRR=10%. 
First Bank 
(numbers are in millions) 
Assets Liabilities     
Reserves $20               Deposits $10    
Loans $80 Bank Capital $ 10S 
Securities $10 
 
From the above information we can see that the bank 
has ER=$10. If a deposit outflow occurs, the bank’s 
balance sheet becomes 
 
Assets   Liabilities  
   
Reserves $10  Deposits $90 
Loans $80   Bank Capital $ 10 
Securities $10 
 
The bank loses $10 millions of deposits and 
$10 million of reserves. However, its RR now is $9 
millions and ER = $1 millions. The conclusion is that 
if the bank has ER, a deposit outflow does not 
necessitate changes in other parts of its balance sheet. 
The situation is quite different when a bank does not 
hold ER. 
 
Assets  Liabilities 
 
Reserves $10       Deposits $100 
Loans $90   Bank Capital $ 10 
Securities $10 
 
When the bank suffers the $10 million deposit 
outflows, its balance sheet becomes: 
Assets     Liabilities 
Reserves $ 0   Deposits $90 
Loans $90   Bank Capital $10 
Securities $10. 
 
After $10 million has been withdrawn from deposits 
and hence reserves, thebank has a problem. The RR 
is $9 million, but the bank has no reserves. 
To eliminate this shortfall , the bank has four 
options1. To borrow the $9 million from other banks 
or corporations. The BSbecomes: 
 
Assets     Liabilities 
Reserves $ 9  Deposits $90 
Loans $90                         Borrowing from other bank
s and corporations $ 9 
Securities $ 10  Bank Capital $10 
 

The cost of this activity is the interest rate on these 
borrowings. 
The bank must sell some of its securities to help 
cover the deposit outflow. For example, it might sell 
$9 million of its securities and deposit theproceeds 
with the central bank, resulting in the following BS: 
Assets     Liabilities 
Reserves $ 9     Deposits $90 
Loans $90  Bank Capital $10  
Securities $ 1 
 
The bank incurs some brokerage and other 
transaction costs when it sells these securities. 
 
To borrow $9 million in discount loans from the 
central bank. Its BSnow would be: 
Assets     Liabilities 
Reserves $ 9     Deposits $90 
Loans $90    Borrowing from the central bank $9 
Securities $ 10  Bank Capital  $10 
 
The cost associated with discount loans is the interest 
rate thatmust be paid to the central bank (called the 
discount rate). 
To reduce the bank’s loans by $9 million and deposit 
the amount withthe central bank. This transaction 
changes the BS as follows: 
 
Assets     Liabilities 
Reserves $ 9    Deposits $90 
Loans $81 Bank Capital  $10 
Securities $ 10 
 
This process is the costliest way of acquiring reserves 
because if the bank refuses to renew the loans 
to some of its customers thiswill upset them and may 
take their businesses away from the bank. If the bank 
sells some of the loans off to other banks, these loans 
will be sold lower than their full value. The above 
discussion explains why banks hold ER even though 
loans or securities earn a higher return. When a 
deposit outflow occurs, holding ER allows the bank 
to escape the costs of (1) borrowing from other banks 
or corporations, (2) selling securities, (3) borrowing 
from the central bank, or (4) calling in or selling 
off loans. ERs are insurance against the costs 
associated with deposit outflows. A bank willing 
to pay the cost of holding ER (the opportunity cost, 
the earnings forgone by not holding income-earning 
assets such as loans or securities) to insure against 
loses due to deposit outflows. Because ERs have a 
cost, banks also take other steps to protect 
themselves; for example, they might shift their 
holdings of assets to more liquid securities(secondary 
reserves). 
 
V. ASSET MANAGEMENT 
To maximize its profits, a bank must simultaneously 
(1) seek the highest returns possible on loans and 
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securities, (2) reduce risk, and (3) make adequate 
provisions for liquidity by holding liquid assets. In 
order for banks to accomplish these three goals, they 
follow a strategy of asset management that can be 
summarized in the following four basic ways. 
 
1. Banks try to find borrowers who will pay high 
interest rates and are unlikely to default. Loans 
officers engage in screening of the potential 
borrowers to reduce the adverse selection process. 
2. Banks try to purchase securities with high returns 
and low risk. 
3. Banks must attempt to lower risk by diversifying 
their assets, and making different types of loans to 
different types of customers. 
4. Banks must manage the liquidity of its assets so 
that it can satisfy its reserves requirements without 
bearing huge costs. Banks will hold securities that are 
more liquid even if they earn somewhat lower return 
than other assets. The bank must balance its desire for 
liquidity against the increased earnings that can be 
obtained from less liquid assets such as loans. 
 
 
 
 
 
 

CONCLUSION 
 
The banking system plays a major role in channeling 
funds from the savers/lenders to investors/borrowers, 
it is important to study how the banking system runs 
its business to maximize its profit, how and why 
banks make loans, how they acquire funds and 
manage their assets and liabilities. To maximize its 
profits, a bank must simultaneously (1) seek the 
highest returns possible on loans and securities, (2) 
reduce risk, and (3) make adequate provisions for 
liquidity by holding liquid assets. 
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