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1 Introduction

1. Functions of Commercial
Banks

A commercial bank is a business firm that
specializes in providing finanical services, and it
is also called a “department store of finance” be-
cause it offers the widest range of financial serv-
ices and performs the widest range of financial
functions.

The business of banking is very broad and
far—reaching. Recent innovations in commercial
banking include the introduction of personal and
business trust, securities underwriting, cash
management, security brokerage, real estate
brokerage, a wide varity of international finan-
cial services and so on. All services ( including
traditional services, such as offerings of loans
and deposits ) offered by commercial banks add
up to greater convenience for their customers.
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The importance of commercial banks can best be
illustrated by the roles of banks in the theory of
finance and a brief explanation of their major

functions.
1.1 The Roles of Banks in the Theory of Finance

Banks are financial intermediaries, similar
to credit unions, and other institutions selling f1-
nancial services. The term financial intermediary
simply means a business that interacts with two
types of units in economy: (1) deficit units,
whose current expenditures for consumption and
investment exceed their current receipts of in-
come and who, therefore, need to raise funds
externally by negotiating loans with and issuing
securities to other units; and (2) surplus units,
whose current receipts of income exceed their
current expenditures on goods and services so
they have surplus funds to save and invest. Banks
perform the indispensable task of intermediating
between these two groups offering convenient fi-
nancial services to surplus units in order to raise
funds and then loaning those funds to deficit
units.

There are about five main financial theories
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which explain the necessity of the existence of
banks.

(1) Imperfections in financial system—For
example, all loans and securities are not perfect-
ly divisible into small denominations that every-
one can afford. To take one well-known exam-
ple, U.S. Treasury bills have a minimum denom-
ination of § 10, 000, which is clearly beyond the
reach of most small savers. Banks provide a val-
uable service in dividing up such instruments into
smaller securities, in the form of deposits, that
are readily affordable for millions of people in
this instance a less—than—perfect financial system
creates a role for banks in serving small savers
and depositors.

(2) Risky activity—Banks are willing to ac-
cept risky loans from borrowers, while issuing
low—risk securities to their depositors. In effect,
banks engage in risky borrowing and lending ac-
tivity across the financial markets by acquiring
risky financial claims from borrowers, while
simultaneously issuing almost riskless claims to
depositor.

(3) Meeting the need of many customers
for liquidity—Financial instruments are liquid if
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they can be sold quickly in a ready market with
little risk of loss to the seller. Many households
and business, for example, demand large
precautionary balances of liquid funds to cover
expected future cash needs and to meet emergen-
cies. Banks satisfy this need by offering high
liquidity in the deposits they sell.

(4) Banks’ superior ability to evaluate in-
formation— Pertinent data on financial in—
vestments is both limited and costly. Some
borrowers and lenders know more than others,
and some individuals and institutions possess in-
side information that allows them to choose ex-
ceptionally profitable investments while avoiding
the poorest ones. Banks have the expertise and
experience to evaluate financial instruments and
choose those with the most desirable risk—return
features. _

( 5) Delegated monitors— Most borro-
wers and depositors prefer to keep their financial
records confidential.

Banks are able to attract borrower because
they pledge confidentiality. Even a bank’s own
depositors are not privileged to review the finan-
cial reports of its borrowing customers. Instead,
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the depositors hire a bank as delegated monitor
to analyze the financial condition of prospective
borrowers and to monitor those customers who
do receive loans in order to ensure that the de-
positors will recover their funds. In return for
bank monitoring services, depositors pay a fee
that is probably less than the cost they would
have incurred if they monitored the borrowers
themselves. In addition, by making a large vol-
ume of loans, banks as delegated monitors can
diversify and reduce their risk exposure, re-
sulting in increased deposit safety. Moreover,
when a borrowing customer has received the
bank’s stamp of approval, it is easier and less
costly for that customer to raise funds elsewhere.

1.2 Functions of Commercial Banks

The most important functions of commer-
cial banks mainly include: the credit function,
the payments function, the saving function, the
trust function, the safekeeping function, the
cash management function, the brokage func-
tion, and the investment banking function. We
will briefly review each of these functions.

(1) The credit function
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