
26

.

Part I Introduction Chaprer

FINANCIAL INTERMEDIARIES

We have spen why fnarcjat m termediaries play such &rimponant role trr uie econ-
omy. Now we look at the principal financial intermediaries and how they perform
the nierqedia lion function. They fall into three categoriesr depository hstitutions
('banks) , oontmctuai savings institutions, a,nd investment intermediaies. Table I
provides 

4 guide to the discussion of the financial intemedia.ries that fit into these
three categories by describing their pdmary Liabilities (sources of funds) a.nal
assets (uses ofimds). The rclative size ofthese intennediaries in il€ United States
rs_lndicatod in Tabte 2, which lists the amount of their assets at the enal of l9?0,
1980. 1990. and 2001

Depository Institutions

Depositoliy institutions (which for simplicity we refer to as b@n &s throughout
this text) are financial inlennediaies that accept deposiLs ftom inclivictuats and
institutiolirs and make loans. These institutions include cornmercial banks and
the so-called thrift institutions (tluifts): savings and loar associations, mutual
savhgs b:inks, ard credit unions.

Commer+ial Banks These fina,:rcia.l intermediaxies raise fimds pdmarily by issu_
ing check4ble deposjrs (deposits on which checks can be wdtten), savings deposits
(deposits that are payable on demand but do not allow their owner Lo wrlre
clecks) , aild tjme deposits (deposits with fl\ed tems to maturity) . They then use
mese Iunqs to make cornmercial, consuner, and motgage loa,trs ard to buy U.S.
govemmeft securities a.nd municipal bonds. There are approximately gl00 com
mercial b+*s in the United States, and as a €iroup, they are the largest financia.l
rntermedi?ry and have the most dive$ified portfolios (collections) of assets.

TAaLE I Prima.rAsrets and Li itier of Financial lntermediaries

Pdmary A$ets (Uses of Funds)

De posito4l In stitutions (Banks)

Sav nes and loan associations
Mutua savings banks

Conttuctual Sovings tnstitutions
Lfe fsurance companies
Fire and casualty insurance

Persion f LrJrds. €ovemmen!

I nvestnent lntermediories

Money market mutua funds

Prernrurns f rorn policies
Prqmiums from po ces

Employer and employee

Conmercia paper stocks, bonds
Shares

Shares

Busfess alrd consumer loafs. mortcages. U.S.
govemment secunlies a.d municipa bonds

Motgages
Mortgaces

Corporate bonds and mortgaecs
Muf c pal bonds. corpomte bonds and stock, U.S.

governnent secunties
Corporate bonds ard stock

Consumer and buslness loans

Money ma.ket fskuments

Deposits
DeFosits
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How Banks Earn Profits
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'Wc bcgi'r out study of tlrc br.rsincss of b,urking by iclcntifyirrg I barrk's sources and uses

"f iurrJs, as 
"unrnurizcd 

on irs bahncc sh"cr' A balancc drcct ic simply a sratement

showing an individualt or firm's fhaDcial position at a particutar point in timc lt lists

th€ uses of acquired funds, assels; the sourcc of acgdred fur:d's, Iiabilities; and thc dif

ference between the two , ftet worth.-fheb^nk's rct worth includes accumulated p'ofits

from doing business with savers and borrowers Table 13.1 summarizes the consoli_

dated balance sheet of all U.S. banks. By examining how banks attract tunds and the

loans they make withthose funds, wecan determine how a bankearns profits and main-

tains its role as a key intermediary in the financial system.

Bar < Liabilities
Bank liabilities are the funds the bank acquires frorn savers. The banl uses the funds to

make investments or loans to borrowels. To obtain funds, banks offer savers a range of

deposit accounts that provide depositors with services (such as paying by check) or

incentives (interesr payments) that encourage savers to keep theirfunds on dePosit at the

bank. These accounts include checkable deposits and nontransaction deposits ln addi'

tion to these sources of funds, banks often borrow in money and capital markets Check-

able deposits, nontransaction dePosits, and borrowings are liabilities Ior the bank

checkat'le deposits. Banks o{fer savers checkable dePosits, accounts that grant a

depositor the right to write checks to individuals, businesses, or the government These

a.iorrnts incluJe non-interest-bearing demand deposits, in@rest-bearing negotiable

order of withdrawal (NOW) accounts, and super-NOV accounts. A NOW account is

;;i;;;il;;;;u:a:
Liabilities (sourc€s of funds) and net worth

Reserv€s 
I

Cash ltems in process loicolLedion I

Deposits at olher banks J

checkabl€ d€posits

Nontransacuon dePosits

29% savincs deposlts and

titne deposils (CDd

8.0%

U.S. govemment and agency

State and local governmenl

and other securities

Commercial and industial

21.8

15.6

4.2

66.r

a7.o

8.7

2,1

6.2

9_2

5.5

t0.5

'Large, necoliable time deposits (CDs) 11 6

Eorrowings (from the F€deral Rdserve, 20.5

in the fedelal funds market, ftom
subsidiaries and atriliates, and through

repurchase agreements)

Equity capital (net worth)

tF 0u6 a0 €rpNd 6 a Frcenlale 0l lob ,ss€15 lor al domsl cal v dune€d comdErcial banlinq iisl llli0m n lho unikd slal6 as 01
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Exhibit 4-3 Bank Report ol Condition (Batance Sheet): Assets, Liabilities, and

;:iltEft ',fiiJ:f "ommerciar 
Banks in tire united siaies'$-eirriois,

1980 1t90 1997

Billlons
Operating

Bllllons
Operaling

Dollars
Olerating

Cash and deposits duo trom banks
hveshenl s€curilios:

U.S. T€asury socurities
Federal agency socurilies
srare and tocatgovt_ secu ties

Toral loans and leases, gross

comm€rcial and industriat toans
Loans io individuats

Loans to deposirory insritulions
Att other toans and teases

Lsss:Uneamed income
Allowance ior toan and tease tosses

Bank pr€mises and equipment
Other real eshte oM€d

Borowings in th€ money ma(et
Subordinaled capirat nores and

Olher liabilities

SuDlus

Tolatewity capital
Total liabirities and capital

$ 331.9

104,5
59.1

146.3
13.4

1.8

$ 325.0
1,016.5

| 391.0

I 18z.t

| 32.3
| 41.2| ..-

-21.0
- 10.1

1,006.4
26,7
2.2

$1,481_2
r-431.5
| 2oo.s

I s54.7

L294.1
177.7

6.5
42.7

!ll4!.1

$ 0.1
21.7
37.8
44.0

107.6

$1.855.7

'l7.vh

5.6
3.2
7,9
0.7
0.1

54.8
14.5
21.1
10.1

3.2
8,1
5,5

-0.5
54,2

0.1

8.8

_ 1!9!%

79.4%
23.3
10.8
29.9
15.8
9.6

0.4
4.5

94.2%

0,0'
'|.2

2.0
2.6

$ 318.0

_ _1!9.4&

$ 355.1

154.6
505_9

76.9
57.2

_-4f
$ 820.3

2.975.2
1,215.7

795.9
561.4

85.1
272.2

4.5
-54.7

2,916,0
67.2

4.5
61.7

__!z€!
$5.014.9

3,421.7
591.3

'1,173.8

1,130_4

526.2
637.5

7.1%

10.1
1.5
1,1

_ _sE

59,3
24.2
15.9

8.9

5.4

5SJ
1.3
0.1
1,2
9.5

100.0%

6.4
11.8
23.4
22.5
10.5
12.7

0.1
0,7
3,8

8.3

150.8 4.4
275.6 8.2
83.5 2,5
85.9 z.s
8.8 - _!3

$ 604.6 .17.8a/o

2,11A.2 62.3
829-8 24.5
615.0 18.1
403.5 11.9
33.3 1.0
51.2 1.5

177.4 5,2
-i4.7 0.4
-55.5

2,054.6 60.6
51,4 1.5
21.6 0.6
10.6 0.3

324.5 9_7

$!$9r

$2,650.1
463.9
798.1

1,094.7
293.4
385.3

23.9
111.5

$3,170.8

$ 1.7
30.9
92.4
93.7

214.6

$3,389.5

1@.oyo

78,2:h
13.7
23.5
32,3
4.7

11,4

0.7

J3.5%-

62.0 1.2
475.8 ___lq

$4.592! __gJe

0,1
0.9
2,7
2.8

2.4
34.4

'190.7

191.8

417.9

$5,014.9 _- l-a!!a

Sou@: FgdeBl Depos t InsuEn@ coFoElion, HEtoriEl Sralisr.F o, gar&rg, j93rr_1992, and .sratisrb, @ Barkj.g,1907
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Bank Report of Income (Earnings and Expense Statement):
Income and Expenses of Insured Commercial Banks in the United
States, 1980,1990, and 1997

109

Exhibit,H

1980 1990 1997

Porc€nt
Billions of Total

ol OperatingDollars lncome

Billions of Total Billions ol Total
Operatlng

Tolal inlercst incoms:
lnieresl and lees on loans

Incom€ lrom inv€stm€nt s€curilies
Trading accounl in@me
ln@me lrom ied€€l funds loans and

Olher inieresl income

Toial Intoresl expense:

lnlere$ on lederal lunds and

Inl€rosl on subordinat€d capital nol€s

lnlerosl on othor borrowed lunds

Tolal noninlerest Income:
Servic€ charges on d€posils
Other noninlerest income

Tolal noninle.est expense:
Employ€e salary and benefils
Occupancy exp€nses
All olh€r noninleresl sxpensos

Net noninier€st Income
Provlslon for loan and lease losses
Pretax net ope.atlng Income
Secudties gains (or losses)
Applicabte income taxes
Net enraordlnary ltem6

Net income aller l$€s

8.8
16.3

$120.1
34.9
16.4

$176.4
127.0

23.1

92.5L
66.7
0.7

12.1

4.6
8.5

63.0"/6
18.3
8.8

0.3

J3
29.5V"

7.5
1.7
5.9

24_5
13.0
3.9

__z-z
-17.0

2.4
10.2
(0.5)

2.5

--9!*
7.37.

$320.5
234.4

51.1
5.4

'12.5

12.7

$205.0
161_5

22.7

1.8

1C9
$715.5

54.9

43.4
115.8
51.8
17.4

-609
-32.1

22.6
0.5

__-a!
$g

85.4%
62.4

1.2
13_6

3.3
3.4

54.6%
43.0

6.0

0.5

t!
30.8%

14.6
3.0

11.6
30.4
13_a

4.6

_14
-16.2

8.6
6.0
0.t
2,1

__92
4.3%

$339.6
249.8

7.0
52.8
10.1

13_6

6.4

s165.0
117.3
20.6

4.0

19.1
$174.6

104.5
18.5
86.0

170.0
71.4
22.0

JSz
-65.5

19.8
49.3

1.8
31.9

__92$g

765%
56.2

1.6
11.9
2.9

3.1

37.2%
26,4

4.6

0.9

__92
39.3"/"

23.5
4.2

19.4
38.3
16.2
5.0

_12.?

-14.7
4.5

20.1

0.4
7.2

__-s.1
13.3%

0.5

-!4
'14.3

3.2

46_7

24.7

1!S
32.4

4.5
19,5
(0.9)

$-!.s

sou@: FedeEL Deposit lreuarce colpoBlion.

technical and people skills and the capacity to leam new methods in a dynamic frnancial
narketplace.

MONEY CREATION AND DESTRUCTION BY BANKS
Commercial banks differ from many other financial institutions in one critical respect:

Banks haye the power to crcate no et in the form of nev) checkable deposits, credit cad
lin?.s, debit cads, and other inmediately spendablefunds.Thcb^iking system creates and

destroys biltions of dollan in money each year at the stroke of a pen or merely by posting
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