








Part I Money and Financial Institutions 

increase in bank credit card loans. On the credit card loans, the commercial 
bank receives a processing fee in addition to any interest earnings. Farm 
loans generally are seasonal in nature and are issued to finance planting and 
harvesting. Loans on security purchases are restricted by Regulations G, T, 
and U of the Federal Reserve. These regulations impose margin requirements 
that allow the bank to finance only 50 percent of the security purchase. 
Commercial banks also hold a significant amount of loans with other finan- 
cial institutions, both domestically and in foreign countries, in their highly 
diversified portfolios. 

COMMERCIAL BANK LIABILITIES 
The primary source of funds that enables a commercial bank to acquire assets 
is the bank's deposit liabilities. Deposit liabilities of commercial banks are 
assets of individuals, business firms, and governments, and are held by these 
parties because the commercial bank offers explicit interest payments and/or 
services. The profitability of a commercial bank relates as much to the costs 
of borrowed funds as it does to the earnings on the bank's asset portfolio. In 
addition to affecting the bank's profitability, the sources of liabilities affect the 
liquidity of the bank. Well-developed markets for short-term borrowing, such 
as the federal funds market, serve as a source for cash items. 

A commercial bank creates deposit liabilities when it receives the 
deposit of an asset, usually in the form of cash or other reserves. Although 
most of the bank's liabilities are deposits of one kind or another, the holders of 
these deposits usually do not think of themselves as lending money to the 
bank. The bank, in fact, is borrowing the funds from the depositors for 
varying lengths of time. Commercial banks play an active role in attracting 
deposits, to the extent that a bank can be considered to be managing its 
liabilities almost to the same extent that it manages its assets. The basic 
composition of commercial bank liabilities is shown in Table 8.3, which 
represents the liabilities side of the portfolio whose assets are shown in Table 
8.2. 

Transactions Deposits 

Transactions deposits are deposits that are transferrable to third parties by 
written order. These accounts include demand deposits and the other check- 
able deposits, NOW and ATS accounts. It is the potential for instant with- 
drawal from transactions accounts that causes banks to select such highly 
liquid portfolios. The primary holders of these accounts are individuals and 
business firms, though some are held by governments and their agencies. 

Although explicit interest may be paid, the incentive to hold these 
accounts rests primarily with the services rendered. Banks have been pro- 
hibited from paying interest on demand deposits since the Bank Acts of 1933 
and 1935. The 1970s innovations in deposit banking created transactions 
deposits that offer explicit interest payments. 
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8.3 Liabilities of All Commerical Banking Institutions, July 1986 

Billions of Percentage of 
Liabilities Dollars Total Assets 

Deposits 1817.5 71.6 
Ti-ansactions 539.7 21.3 
Savings 490.9 19.3 
Tune 786.9 31.0 

Borrowings 380.4 15.0 

Other Liabilities 170.1 6.7 

Capital Account 
(residual assets minus liabilities) 

Tbtal Liabilities and Net Worth 2537.6 100.0 

Source: Board of Governors of the Federal Reserve, FederalSeserveBulletin (Washington D.C., 
October 1986), Table 1.25. 

Transactions deposits are a significant part of the medium of exchange. 
These deposits provide their owners with the ability to transfer funds by 
means of checks, a system that has the added advantage of offering protection 
from theft and a record of the transactions made. Although this source of 
funds is not directly managed by banks, changes in the services provided, 
interest paid, or charges made for the use of checks do attract or reduce 
deposits. 

Banks generally extend loans by creating a demand deposit for the 
borrower. Of course, the newly created deposit usually is withdrawn as the 
borrower uses the funds. Prior to the development of deposits, commercial 
banks created bank notes, as explained in "Bank Notes and Deposits," page 
178. 

Transactions deposits are held for their convenience in making pay- 
ments. In addition, business firms often hold demand deposits as compen- 
sating balances for services they receive, such as payroll services, avail- 
ability of lines of credit, and cash management. Compensating balances also 
are a technique used by banks to obtain security on a loan and also to adjust 
the effective interest rate charged for the loan. On a one-year loan of $10,000 
at 15 percent, the repayment due is the $10,000 principal and $1,500 interest. 
If the bank required a compensating balance of $500, the firm would only 
have the use of $9,500. The interest payment of $1,500 would represent 
approximately 15.8 percent on the funds used ($1,500/$9,500 = 0.158). 
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