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III Bank Portfol;o Determination

A commercial bank 1s a business enterprise. The
aim of its mana.ement is similar to the aim of the man-
azement of any other business: to maximize proflis while
paying due attentioh to the variosus constralnts withiln
which the firm operates, In banking the firms business
constraints deal with the ﬁaintenance of liquidity(the
ability to pay debts when due) and solvency(the contin-
ual existence of a positive net worth). 1In aidition
to these constraints, a bank is subject to lezal re-
strictions and controls, Hence, given the leéai re=-
strictions, a bank will maximize profite under ldiquid-
ity and solvency c.nstralnts,

Bankers have exlsted and functioned well without
speclial lezal controls, It 1s Jesirable to examine
how ‘a banker not subject to rzgulation by the govern-
ment or by the central bank would operate, To do thié
we use a theoretical construct, a prudent canker, A
prudent banker 1s a canker who 1s fully aware of the
fact that the continued existence and profitability of
hlis business depends upon hlis abllity to meet his ob-
ligatlons, He therefore plays it safe with raspeét to
the liquidity and solvency conspraints. Obviously 4iff-

erences in Judgment among bankers as to what constltutes



playing it safe exlst, and these differences make it
possible fér the actual behavior of 4ifferant prudent
bankers to difier,

In particular a prudent banker 18 not swayed by
the unwarranted optimism of good times and the ecually
unwarrahted pessimism of bad times, With these spec-
i1flcatlions 1t would be difficult to point to any par-
ticular bpanker and say that he is truly prudent, How-
ever in one respect we allow the banzer to deviate from
Qirtue and still remain prudent, The prudent banker
can and expects to make mistakes in evaluating loans
and securities which he must scquire in order to make
profits, He knows that he will make errors of Jjudg-
ment as to what 1s a desirable loan and security to
acquire, He knows that soms of his loans will be de-
faulted and the market price of some of his securities
will depreciate, He uses an insurance principle to
make allowances for such defaults and depreciations,
That i1s é@ach loan will carry some,al;eﬁf estimated,
char:e to coﬁpensate for poséible‘ldsses dhe to de-
fault so that even if pariicular loans and 1n§estments
do not turn out well, on the whole the loans and in-
vestments will be profitable, In aidition to the risk
premihm charged the issuer of the loans and securities.
the banker acquires, the prudent banker will insist that

his loans and securities be propérly secured so as to



minimuze the number and amount of default and depre-
ciat}ogosses. Ae-2 That 18 the assets that the banker
acqulres wlll be protected to serve extent agzalinst
losses due td market prices, As a result of these
specified attrlbutog the prudent banker 1s a theore-
tiocal construct and existing practicing bankers deviate
to a greater or smaller extemt from this ijeal,.

The liquidity obligation of a banker is peculliar,
Nhereas an ordinary business has Jdated debts, debts
which are not due until a specified date, the essential
attribute of a Bank 18 that itsliabllities , aside from
the ownars investment, are Jdemand liabilities. The
initlative in making a bank's liabilities current lies
with the depssitor, the owner of the bank's liabilities,
As a result the baﬁker must always keep sufficlent
baﬁkers cash on.hahd to meet whatener clearing losses
result from 3dspositbrs actions and in case of unexpect-
edly larze clearing losses a banker must be able to
replenish his stock of bankers cash, \

The solvency sonstraint on a banker 1s more de-
manding than is true for nonfinancialvbuslnesses. A
bank has a much greater ratio of assets and“hence lia-
bilitles to net worth than is true for a nonfinanciai
business, Aes the acqulisition of most of the bankers

assets 18 flnanced by the issuance of the banks own
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debt, demand deposits, a relatively small drop in the
value 6f the bank's assets will result in the value

of the bank's assels ueing less than the value of the
cank's demand deposits, This means that banks casnot
survive as large a Fall in the value of its assot as
ordinary business firms can, The only assets a banker
will willingly acquire are those that he believes will
not fall 1n market value. A banker's business makes
him conservative. He is willing to zive up possibl?
galns from the appreciation of the ascets he owns to
avols the losses that would occur If his assets fell
in value, As a result banks, a tiin equity business,
will hold only assets which are believed to be well
protected agalnst declines in their value,

From the perspective of the liguidity and sol&en-
oy conetralnt, a perfect asset for a banker to hold 1is
banker's cash, r:serves. Reserves cannot depreciate
in value and are of course that which the banker is
obllzated to pay upon demand., With badker's cash
equal to demand deposits thereis no possibi;ity for the
banker not to ie able to meet his oblibations. In
these clircumstances the bank's earining asseis would be.
equal to the value of the banker's net worth, As

the bank owners would have a portfolio equal to thelr



investment in the bank, thers would te no need to accept

and service deposits in order to hold this portfolio.
As deposits would not yleld any revenue, the banker
would not handle deposits unless the service charges
fully paid the costs involved in handling deposits and
che :ks,' ‘

Holding reserves equal to demand llacilities is
not profitable unless service charges are large, Pru-
dent baiers have operated with small or no service
charges in fact in the past prudent bankers paid inter-
est on demand deposits, This is because of what i8s known
as the "Goldsmith's prinecipal"”. This principal states
that except for unusual circumstiances anot all of the
deposlitors of a bank will eltuer draw checks payable at
another bank or’wlthdraw thelr deposits in the form of
currency at the same tilme. A banker thersfore 3oes not
need all of he liquidity that 100% reserves {reserves
oqua; to depnsits) provides, He can substitute assets
not as 1liquid as resarves for reserves in his portf-lio.
These assets 3111 be inter sst earning:assets and hence
they wohli make the business of deposit ani check bank-
ing profitable even if service charges are not sufficlent
to compensate for the costs involved in handling de-
posits and checks,

However these lnterest earning assets cannot be such



that there exists a significant probability that their
value #ill decline., This solvercy conetraint rules out
the ownership of businesses and of property, hence banks
will not willingly substitute common stock or property
for rescrves in the}r portfolio. The only properdy bpanks
willlngly own 1s the property required for thaér ac-
tlvitles such as thelr premises, Such property is a
small part of the total assets of the banks and the ac-
quisition of thls property 1s not financed by deposits,
It is financed by the owners investment, the bank's net
worth, of which the value of such property is but a small
fraction, In additlon to the ownershlp of their pre-
mises banks unwillingly acquire titles to property or
stock as the result of foreclosures on loans. Such .
unwllling acquisitibns of property are indicative of
something having gone wrong in the bankers lending and
lnvesting operations,

Assets which are w2ll protect=d a alnst having théir
value decline are propesrly secured ﬂebﬁk. The phrase
"properli gsecured debts" means t at tne ﬁarket value of
the assets woned by the debt issuer afe signlificantly
larger than the value of the debts of the 1s§uer. The
protectlion ag2inst loss on such debts 1s the excess of
the market value of the astats over the value of the

debts, If the market walue of the assets owned by the



issuey falls so far that the value of the Jsbts are
grea . er than the value of the assats, tuen the bank will
have to ﬁake some losses for the debt issuer 1s then in-
solvent, As the probabllity of large declines 1n the
value of assets increasss with time, to minimlze the
chances' of such loss:s o:curing the banker will not

only desir=s jebts wiulch are will protected by an excess
of value of ass2ts to value of the debt, it will also
deslre short dated 3debt,

A banker ther=fore 1s ready to make properly se-
~oured r=latively short term loans., Ordinary nonfinan-
clal businesses need funds to finance seasonal varia-
tions in thelr activities, The banker 1sthe obvious
source of such business financlng, and relatively short
dated business loan is the tradltional core of the bank-
ing business., Collateral for such loans may be same
evidence that the borrowsr has ass2ts which are market-
able or that he has some debts waich ars or will be due
t2 him, However more ofisn businzss loans 3o not have
speclflc assats as security, rather the&y are bas=id ﬁpon
the fact that the borrower's total asvets are sufficlently
in excese of hls depts to protect the prudengt baaker,
These loans wilthout speciflc collat=zral ars call2d one-
signature paper (the borrower's si_nature), In add-

ition two slgnature paper axists, 1In thls case the



borrovwer has the debt endorsed by another person., This
other person by endorsing the note accepts a contingent
liabllity, that is the endoreement signifies that if
the borrower is unable to pay the endorser will pay.
For the bank to make a loan to a person whose own net
worth 18 not large ®nou:h to satisfy the banks secur-
ity regqulrement as a resu.t of‘auch an endorsement,
the enﬂ;rser muet have sufficlent net worth to satlisfy
the banker that the debt wlll ve pald.

The borrowing business firm 1s the source of the
banker's income. The banker considers these firms as
its customers., The loans to thece customers are dated,

Presumably the banker 1s convinced before making this

loan that the customer will receive enou.h money prior

to the due- date to pay off the debt. It 1s not enough

for the banker to be convinced that the borrower has
suftlicient assets to yrotect the banker against losses
of value, the borrower must also have,a sufficient flow
of funds to pay hie 3deit when due ani nce protect the
banker against loss of laiquidity. Hence tha bankér tra-
ditionally favors loans Sor production and trade rather
than loans for either consumption by households or the
purchase of 3durable long lasting capital goode by buse-
iness, |

The banker customsr relation is sne of mutual




trust and confidence. The trade connection that a good
customer represents 1s valuable to thg bankand the bank
is the reciplent »f confldentlal informztion about the
operation of the buelness, Due to the value of the
conrnection, aabanke; hesltates to rzfuse to accommodate
an estatlished customer when he desires a loan that falls
within agreed upon limlts, A canker is also reluctant
to use these customers loans in ordsr to obtain liguli-
1ty unless there is a grave emergency. This is true
because he would have to peveal information about the
customer to whomever suppllies him with bankers cash 1in
exchange for thelr customer loan and the information

he has recelved in confidence., Such a violation of
confidence could result in the loes of the customer as
the customer could objJzct to having his financlal con-
dition make publlec, In addition, the banker has exer-
cised his own Julgment as to the cap=abilities of the cus-
tomer, +Whoever 1s willing to adquire such a customer's
loan from the bankesr would expact the &anker to back up
his jud.ement by emdorsin. the.note and hence accepting
. 8 contigzent liability. In times when a banker 1s sore-
ly pressef for vanker's cash, his endorsemeﬁt may be
relatively worthless, Hence a bapker cannot d2pend upon
the sale of customersloans to p;ovlde for the cach flows

needed to offset an unusually large clearing loss,
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Customers loang are d:ted, As they tecome due the
customer has to 3deposit sufficlent funds in the bank to
meet the debt, At the due date, the customers debt is
pald by running down the customers deposit., Outstand-
ing customer loans Fherefore will yield a flow of 5aﬁk-
er's cash to the bank as their due 3jate appraacheds By
the mutual cancellation of a Jdeposit and the customer's
debt, the banks need for bankers cash is lowsred, However
there 18 no way the bank by its own actions can accel-
erate this flow of bankepe cash and the reduction in
its liablllities that results when customer loans are
repayed, As a r=sult, 1f customer loans were the oniy
asset aslde from bankere cash that is avallable for a
bank's portfslio, banks would have to keep a large enough
cash reserve to meet any possible withdrawals by its
depositors, 9Jn the other hand if a banker can acquire
earning assets which are elther marketable £ or which
he can obtaln repayment of on call or short notice, he
will be able to et along with a smalle} cash reserve
in proportion to his Jdeposite,

Another aspect of banking busineés Wwill also make
a bankar looR for earning assets other than ;ustomér loansd,
Today there ars many glant banks, both eipgle banks and
branch banking systems, whose customsrs ar» nationsl or

state wide in scope, However there ars also many local
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banks whose customers are restrictsd to tbé aréa where
the bank 1s located, As agriculture, indu;try and trade
are all somewhat spscialized as to location the port-
fo1io0's of these local banas would be heavily welghed

by the jeops of firms 1o the local 1industry., This means
that the banks busikess would depend upon how the lécal
inductry fares; and any adverse shocks to the Jormant
lbcal businsss would adéersaly affect the banks fore
tunes, One way £ a prudent banker can escape from this
dependence upon the business that relatively few indus-
tries generate, 1s to diversify his portfolio, Although
possiblilitlies of sharing 1loans wiﬁh other banks (through
corresponient relatlons) exists and obviousdy branch
banking Joes ellminate the Jdependence upon the busliness
of a particular licality, the prudent banker r:cally de-
sires some assets wnich are not basically customer loans,
The 3Jesire for lmpersonal and hence mark:stable
@arning acsets takes two directions: one 1z the purchase
of securitles the Othef ls the wazing ﬁf impersonal loans.
As both securities and impsrsonal loans make it possible
for the prudent banker to have a smalier ratio of bank-
ers cacsh to Jdeposits then if he had only customers loans
a8 his assets, he 18 willing to acquire such assets at
a lowsr interest rate than he recelves from his customers

loans, .
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The actu2al type of securities and impersonal loans that
bankers acquire at\any time and place wili decend up-

on the ussages and lnstitutions, Howevsr two assets
which bankere have usually acquired ars ghort iatea gove-
ernmentiﬂevt and 1f‘an approplate markst exists, call
lcans,

Government securities are typlcal widely held, As
the government has the soverelgn right to issue fiat mon-
ey, government debt 1s safs from danger of default of
either interest or principal when due. If short jgteé
they will not fluctuate much in market values whersas
1f ehorb-dabed-bhey-wilii-neb-£fliuetuate longer d:ted
they woll fluctuate in market value as the current mar-
ket interest rate varies, Hence governmsnt 3epbt serves -
as an lnterest earning asset which is markstable, BEe-
ing marketable they can be used to replenish the banks
recserve position when there is an unusual loss of reserves/

In additlon to government jebt, other markets may
exlst which are willing to financse thei¥ operations on
the basis >f loans from bankers which are either bf
short term or callable, To be willing to borrow on
call, the borrower must elther have ascets which are
qQuickly salsable or have alternative sources which he
can use to finance his activities 1f the banks withiraw
from the market, Given th t the borrower has sufficient

alternative financing sources or has agsgets which are

b3
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readily marketable without any appreciable possibilities
of thece assets depreclating in value, call loans are

an ldeal as=at for bankers to have in their portfolio,
They are lncome earning ani being call assets that

can be usad to offset any unusual loss of bankers cash,
Call assets enable a prudent banker to get along with a
smaller amount of bankers cash than he othesrwise would
regulre,

As a result of tnis ability to economize on bank-
er's ocash, banks have a large ratio df deposlts to
bankar's cash and a larce ratlo of earning assets to
owners invzstment, The exlstence of marketable ani
callable assets are a necessary consition for the ex-
isting stringent llquidity and solveney constralnts on
bankers to exist., On the other hand, the wlllingpess
of bankers to 1lend at favorable terms agalnst such call
or marketable assets is an important determinant of the

growth and development of such ac:ets,
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