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Principles of Banking is an entry-level textbook intended to give those who are new to

banking a general understanding of banking today. Principles of Banking introduces

fundamental banking concepts and principles, the basics of how banks operate as a

business, their obligation to operate in a safe and sound manner and manage risks,

and the responsibilities of bank employees in a customer-focused financial services

environment.

OBJECTIVES OF THIS BOOK

• Explain the context, structure, and operation of banks as profit-making

enterprises that rely on employees to provide customer-focused service. 

• Describe how the evolution of the U.S. banking system has led to opportunities

and responsibilities for banks and bank employees today.

• Explain what money is and how it evolved, what constitutes the money

supply, the flow of economic activity, and how the Federal Reserve affects

monetary policy.

• Describe deposit products and services, the bank’s function in opening

deposit accounts, and laws and regulations relating to deposits. 

• Describe the care and distribution of coin and currency, components of

checks as negotiable instruments, types of endorsements, the check payment

process, and check fraud schemes.

• Explain banking laws and regulations related to payment processes. 

• Discuss how consumers and businesses bank electronically, how electronic

banking is evolving, and laws relating to electronic banking. 

• Identify the types of loans banks offer their customers, the lending process,

and laws and regulations pertaining to lending. 

• Describe what constitutes personal financial planning; the insurance,

investment, retirement, and trust products and services banks offer to support

their customers’ financial plans; and how such services are regulated. 

• Describe the specialized cash management, insurance, capital markets, trust,

employee benefit, and international banking services banks offer to meet

the financial needs of their business customers. 

• Identify the financial statements that banks use and explain banks’ business

operations, from managing assets and liabilities to maximizing returns on

loans and investments, as well as minimizing expenses and risks, monitoring

financial performance, and planning for the future. 

• Explain how banks build relationships with customers by meeting their

expectations, what factors influence their purchasing decisions, and how both

banks and their customers benefit from effective sales and marketing practices. 

• Identify methods by which banks protect customer data, identify customers,

and authenticate transactions; and describe the various types of fraud against

bank customers and how they can protect their privacy. 

Preface

xixAMERICAN BANKERS ASSOCIATION Principles of Banking



xx Preface AMERICAN BANKERS ASSOCIATION

• Explain the rating systems regulators use in evaluating bank safety and

soundness; and describe the roles of boards of directors, management and

board committees, officers, and employees in safeguarding bank assets. 

• Explain how banks safeguard their assets and protect the nation’s economy

by adopting appropriate employee hiring and vendor management practices

and remaining vigilant to crimes against banks.

INSTRUCTIONAL DESIGN FEATURES

This tenth edition of Principles of Banking again contains 13 chapters to better

accommodate an instructional schedule for a 10- or 16-week course. As before, the

text is typeset in a single column and features sidebars that highlight particularly

interesting information. Graphics and color visually enhance the reading and learning

experience. Other notable instructional design features include

• learning objectives at the beginning of the chapters

• chapter introductions that set the stage for topics covered in each chapter

• sidebars, charts, illustrations, exhibits, “By the Numbers,” and “Did You

Know?” callouts that supplement chapter content

• definitions in sidebars for terms bolded in the text

• situations that illustrate concepts 

• banker profiles that describe banking career and education possibilities

• customer tips related to certain chapter topics

• summaries that review each chapter’s main points

• self-check and review questions for testing comprehension 

• additional resources, such as publications and Web sites, that provide material

related to chapter content

• answers to chapter self-check and review questions in a separate section at the

back of the book

• a glossary that defines terms used in the text

• an index to assist with the location of content

CHANGES TO THIS EDITION

The tenth edition of Principles of Banking contains updated information throughout.

You will find new information on such topics as:

• Overall banking trends in such areas as regulatory evolution, financial services

expansion, intensified competition, and technological advances.

• U.S. banking system development and growth, including how the banking

industry was affected by the recession of 2008-2009.

• Risky lending and investment practices, including the consequences of

subprime lending, ill-advised investment practices, and speculation in mortgage-

backed securities for financial institutions and the U.S. economy as a whole.

• New financial legislation, including the Emergency Economic Stabilization

Act of 2008 and the Credit Card Accountability, Responsibility and Disclosure

(CARD) Act of 2009.

• Deposit account products, including education savings and health savings

accounts.
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• New FDIC insurance coverage rules and the temporary increase in maximum

insurance coverage to help stabilize the economy and protect depositors.

• Electronic banking developments, such as the growing consumer preference

for wireless devices, including mobile phones and personal digital assistants,

to perform financial transactions.

• New consumer and business loan products such as reverse mortgages.

• Recent regulatory and legislative actions that affect banking, including

action taken to revitalize the economy by encouraging lending.

• Updated information on insurance, investment, and retirement products for

bank customers.

• Bank corporate governance and financial reporting responsibilities.

• Laws and regulations that govern bank advertising and sales practices.

• Improved methods for securing bank information, including multifactor

authentication and biometric identification.

• Recent developments in computer security attacks, including laptop computer

theft, wireless hacking, and bank card fraud.

• New laws and regulations to deter threats to customer information and

bank security systems.

• Ways the government and banks are safeguarding the nation’s financial assets,

such as new currency security features, antiterrorism response measures, and

natural disaster and pandemic preparedness.

Exhibits have also been updated and new exhibits added to illustrate and clarify

new material.

CONTENT OVERVIEW

Principles of Banking begins with an introduction to the general responsibilities of bank

employees and the bank to customers, the bank’s shareholders, and the community in

which the bank operates. Chapter 1 also explains how bank employees serve customers

in many capacities and are accountable to the bank and their fellow employees. In

addition, bank employees must adhere to the bank’s policies and procedures. To

better serve their customers, banks continually seek ways to improve their products

and services and take advantage of new opportunities.

Chapter 2 covers the big picture—the role of banking in the U.S. economy. It looks

at how the U.S. banking system evolved, the events and factors driving banking-related

legislation, and the opportunities and responsibilities of banks in the twenty-first

century as they already have been shaped by economic uncertainty and technological

advances. This chapter gives a context for understanding how providing customers

with financial products and services is an important function in the larger business,

economic, and social system. 

Money—which is at the heart of banking—also has evolved over time. The

value of money is important for an economy’s growth and stability. Chapter 3

explores banks’ critical role in helping to create money and fulfill the Federal

Reserve’s duty to control the money supply and keep the U.S. economy stable.
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The deposit account, a core bank product, is the subject of Chapter 4.

Checking, savings, money market, and time deposit accounts are discussed in this

chapter, as are the different ways bank customers can deposit funds. The type of

deposit account a customer opens and the way the account is titled determines

account ownership, which in turn has a bearing on account opening procedures. 

Bank customers not only make deposits, they also move money out of their

accounts to make payments. Chapter 5 looks at cash and checks as payment systems.

This chapter especially focuses on the check payment function. Whether a customer

is paying for products and services or cashing a check at the teller window, it is

important to know how the check is processed through the clearing system and

eventually charged to the paying bank for debit to the account of the check writer. The

chapter also covers legal requirements for paper and electronic checks as negotiable

instruments.

Cash and paper checks have been used for centuries, but advancements in elec-

tronic banking may soon relegate them to a secondary role. Chapter 6 explores

how electronic transactions are processed and the new ways banking is being done

electronically by consumers and businesses through such channels as virtual banks,

mobile banking, and contactless payment devices.

Chapter 7 covers consumer and business lending—a traditional core banking

function. The chapter looks at the many consumer and commercial loan products that

are marketed and examines each stage of the lending process from loan application to

loan administration and review. 

Although banks once simply offered checking and savings accounts and made

loans, they now seek to meet the total financial needs of their customers. Chapter 8

explores the basics of crafting a personal financial plan for bank customers, and the

bank products and services, such as insurance products, investments, retirement

vehicles, and trust services, that are available to consumers to achieve the goals of

those plans.

The subject of Chapter 9 is the financial products and services banks provide

to their business customers. Cash management, insurance, capital markets products,

trust services, and international banking—a business that is growing along with

global commerce—help businesses of all sizes fulfill their strategic and operational goals.

In supplying essential products and services to customers, banks amass assets

and liabilities and must manage them to produce a profit for shareholders. Chapter 10

looks at how banks operate as a business and how their performance is reflected in

financial reports that show where and how the bank acquired funds, how the funds

were put to work, and the results achieved.

Another key to bank profitability and success is building long-term customer

relationships. Chapter 11 looks at how banks strive to provide excellent customer

service and create and sell products and services that meet customers’ needs and

expectations. 

The text concludes by considering the stewardship responsibilities of banks.

Banks have a special duty to protect customer information, safeguard customer and

bank assets, deter financial crimes, combat computer attacks, and help protect the
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nation’s financial system against misuse and corruption. That is why banking has

been called a “public trust.” Chapter 12 looks at these issues in terms of protecting

customer information and assets.

Chapter 13 continues the theme of stewardship by exploring how the safety and

soundness of banks are ensured through regulatory oversight and by risk management

techniques that deter threats from within—for example, unethical or irresponsible

employee behavior—and from without—for example, robbery, counterfeiting, and

fraud.  The chapter also addresses the special and unique role that banks play in

thwarting terrorism and helping the nation and economy recover from disasters,

both natural and man-made.
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The American Bankers Association extends its gratitude to Nancy Derr-Castiglione who

was subject matter expert reviewer for this edition. Ms. Derr-Castiglione (Nancy D-C

for short) is an ICB Certified Regulatory Compliance Manager. She is the President and

owner of D-C Compliance Services, a regulatory compliance consulting services firm
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