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THE BANK'S BALANCE SHEET

 Like any balance sheet, bank balance sheet lines up the assets on one
side and the liabilities on the other side.

 Two sides equal each other.

total assets = total liabilities + capital

The trick that makes them equal is the convention that the bank’s capital is
listed on the liabilities side, not the assets side of the balance sheet.

The fact that capital is listed on the liabilities side of the balance sheet is
convenient, not just because it makes the liabilities and asset sides equal,
but also because it separates the uses and sources of funds.



Table 1: THE BANK'S BALANCE SHEET

ASSETS LIABILITIES

1. Reserves with the central bank
1.1. Cash in vaults
1.2. Bank's deposits with central bank

- settlement account
- statutory reserves

2. Securities
2.1. Government securities
2.2. Other securities

3. Loans
3.1. Interbank
3.2. Loans to enterprises
3.3. Loans to government
3.4. Loans to individuals

4. Other assets
4.1. Real estate
4.2  Foreign assets

6 %
20 %
70 %
4 %

1. Deposits
1.1. Transactions deposits
1.2. Saving and time deposits

2. Borrowing
2.1 Credit from Central bank
2.2 Borrowing at other financial

institutions
3. Other liabilities

3.1. Foreign liabilities
4. Capital (assets – liabilities)

70 %
10 %
5 %
15 %

TOTAL ASSETS 100 % TOTAL LIABILITIES AND
CAPITAL

100 %



The liabilities side includes several types of claims on the bank’s assets.

These claims consist of deposits; the bank’s borrowing at central bank or
other financial institutions, and the claims of the bank’s stockholders.

• Thus, the liabilities side of bank’s balance sheet represent sources from
which bank obtained the funds.

• The bank obtains funds by borrowing and by issuing other liabilities such as
deposits.

The assets side of the bank’s balance sheet represents the use that the
bank has made of its funds.

The bank uses these funds to acquire assets such as securities and loans.
• The funds obtained form issuing liabilities are used to purchase income-

earning assets.
• The bank makes a profit by charging an interest rate on its holdings of

securities and loans that is higher then the expenses on its liabilities



1. The bank’s liabilities

CAPITAL:

Banks have to meet a minimum capital requirement.

• bank equity capital or primary capital is the stockholders’ equity in the bank
• it is represented on the balance sheet mainly by outstanding stock, surplus, and retained earnings

• (in addition to equity capital, banks can count as part of their long-term funds they have obtained
by selling bonds and notes – sometimes called a secondary capital but that is a kind of borrowing
(and a part of liabilities)

DEPOSITS:

The most important items of banks’ liabilities are deposits collected by households, business
sector, central government, local government, and by other financial institutions (for example:
insurance companies).

• banks issue transactions deposits, and saving and time deposits
• the difference between them is in their functions, their levels of liquidity, and in the interests which

banks must pay their holders



A. The transaction deposits include funds on the banks’ accounts on which are
possible write a check or payments with debit cards.

• such account are called as checkable deposits

 in case of Croatia they include demand deposits on current and giro accounts
which can be used for every day payments as form of deposit money
- this deposits are part of money supply

→ M1 = Curreny outside banks + deposit money

- since they have transaction function and a high level of liquidity they include lower
interests which banks have to pay their owners

 in United States transactions deposits (checkable deposits) include all accounts
on which checks can be drawn: non-interest-bearing checking accounts (demand
deposits), interest-bearing NOW( negotiable order of withdrawal) accounts, and
money market deposit accounts (MMDA)
- in US banks are not allowed to pay interest on demand deposits
- however, although banks cannot pay “explicit interest” on these deposits, banks pay
“implicit interest” by providing free services and by providing some benefits for their
clients (lower interest rates on bank’s loans to firms and persons which keeps a large
demand deposit with it)

demand deposits (Croatia) =
= deposit money (theoretical framework) =
= checkable deposits (US)  =
= overnight deposits (Euroarea)



NOW accounts are checkable deposits that pay interests (in the U.S.)
 they a part of money supply M1

 corporations are not allowed to hold these interest-bearing accounts, but must hold their
checkable deposits as demand transactions deposits

→ M1 = Curreny outside banks + demand deposits + other checkable deposits (like deposits
on NOW accounts …)

The other checkable deposits component of M1 consists of negotiable order of withdrawal
(NOW) accounts and automated transfer service (ATS) balances at banks, thrifts, and
foreign related institutions, credit union share draft balances, and demand deposits at
thrifts.

MMDAs have features similar to those of money market mutual funds and are included in the
checkable deposits category (in US)

• however, MMDAs differ form checkable deposits in that they are not subject to reserve
requirements as checkable demand deposit are, and they are not included in the M1 definition of
money. They are part of monetary aggregate M2.

B. Non-transaction deposits include two basic types of deposits: saving accounts and time deposits

savings deposits can be in the form of passbook account and in a form of written agreement between
the depositor and the bank

 this funds can be withdrawn at any time

time deposit have a fixed maturity length, ranging from several months to over five years, and have
substantial penalties for early withdrawal



BORROWING:

Other liabilities of banks include borrowing at central bank and other financial
institutions (at other banks).

• on this way banks can obtain the funds to meet their reserve requirement, but also to
obtain funds for additional lending

• the most of interbank borrowing are one-day or overnight loans (by banks to other
banks)

• other sources of borrowed founds are loans made to banks by their parent
companies (banks holding companies), loan arrangements with corporations (such as
repurchase agreements) …

• one of important reasons for banks borrowing on interbank market is an inadequate
level of bank’s liquidity (liquidity refers to an organization’s ability to meet its financial
obligations)

• in this case banks often borrow at central bank – discount loans
• this borrowing includes central bank’s credit to commercial banks and lending in

conditions of repurchase agreements

Repurchase agreements - repos – RPs means as follows:
• commercial bank sells a security to central bank with agreement to repurchase it at a

certain date at and agreed-upon price
• thus repos represents a secured borrowing and therefore a liability of bank



2. The Bank’s assets

RESERVES:

• All banks hold some of the funds they acquire as deposits in an account at the central bank.
• reserves are these deposits plus currency that is physically held by banks (called vault cash

because it is stored in bank vaults overnight)
• some reserves, called required reserves (statutory reserves), are held because of reserve

requirements, the regulation that for every amount of deposits (in US checkable deposits) at
bank, a certain fraction (10 percent, for example) must be kept as reserves

• this fraction of 10 percent is called the required reserve ratio
• banks hold additional reserves, called excess reserves (on their settlement account), because

they are the most liquid of all bank assets and can be used by a bank to meet its obligations when
funds are withdrawn, either directly by a depositor of indirectly when a check is written on an
account

SECURITIES:

• state and local government securities, and other securities characterized by different levels of
liquidity

• in terms of assets, liquidity is the ease with which assets can be converted into cash (e.g.
marketable securities are more liquid than loans)

LOANS:

- interbank loans (in US overnight loans in federal funds market); - loans to enterprises
(commercial and industrial loans); - loans to government; - loans to individuals; - real estate loans



Banks obtain funds from stockholders
(capital), depositors, and other lenders and
use them to make loans, hold securities and
reserves, and invest in other types of assets
(real estate, foreign assets).

 It means that banks firstly have to
collect available funds from deposits and
other types of their liabilities and then
approve loans to households, business
sector and other clients.

The assets side is determinate by
liabilities side.
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Monetary authority account

MONETARY AUTHORITY = THE CENTRAL BANK

 MONETARY BASE = RESERVE MONEY
= PRIMARY MONEY = M0



The Croatian National Bank account
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= -

Factors that affect the money supply M1:

M1 = NFA + DC - NML

NFA (net foreign assets) – a result of the foreign currency transactions between
monetary institutions and non-monetary agents
DC (domestic credit) – including loans (of credit institutions) to non-monetary
agents and securities in asset of credit institutions
NML (non-monetary liabilities) – including time and saving deposits, foreign
currency deposits or similar liabilities of credit institutions

MONEY
SUPPLY

M1

NFA + DC NML







Appendix
• What Does Automatic Transfer Service - ATS Mean?

• In the U.S., a banking service offered to customers that has both a general and specific
meaning. On a general level, it can mean any automatic transfer of funds between customer
accounts. For example, a regular transfer from a checking account to pay off a bank loan, or a
monthly transfer from a checking account to a savings account.

More specifically, it describes the overdraft protection provided when there is an
automatic transfer of funds from a customer's savings account to his or her checking
account when there are insufficient funds to cover unpaid checks or maintain a minumum balance.
Ordinarily, the bank will transfer the exact amount of funds required to cover unpaid
checks. The customer avoids any overdraft fees and all the hassle associated with returned
checks.

• ATS accounts were first introduced by savings and loans and mutual savings banks in the 1970s
to compete with traditional commercial banks. According to the Federal Reserve, in defining the
money stock ATS accounts are included in M1, which also includes travelers' checks, demand
deposits and other checkable deposits (i.e., negotiable order of withdrawal (NOW) accounts and
credit union share drafts).

Given the low rates of interest paid on checking accounts, these arrangements are the norm
rather the exception, particularly for checking accounts at brokerage firms. Automatic transfer
accounts are available to individuals and sole proprietors; organizations, units of government and
other entities are not eligible for these accounts.

•


