


[image: ]









Introduction to Banking









[image: ]


At Pearson, we have a simple mission: to help people make more of their lives through learning.


We combine innovative learning technology with trusted content and educational expertise to provide engaging and effective learning experiences that serve people wherever and whenever they are learning.


From classroom to boardroom, our curriculum materials, digital learning tools and testing programmes help to educate millions of people worldwide – more than any other private enterprise.


Every day our work helps learning flourish, and wherever learning flourishes, so do people.


To learn more, please visit us at www.pearson.com/uk









Third Edition


Introduction to Banking


Barbara Casu


Bayes Business School, City, University of London


Claudia Girardone


Essex Business School, University of Essex


Philip Molyneux


Bangor Business School, Bangor University


[image: ]







PEARSON EDUCATION LIMITED


KAO Two


KAO Park


Harlow CM17 9SR


United Kingdom


Tel: +44 (0)1279 623623


Web: www.pearson.com/uk


[image: ]


First published 2006 (print and electronic)


Second edition published 2015 (print and electronic)


Third edition published 2022 (print and electronic)


© Pearson Education Limited 2006, 2015, 2022 (print and electronic)


The rights of Barbara Casu, Claudia Girardone and Philip Molyneux to be identified as authors of this work have been asserted by them in accordance with the Copyright, Designs and Patents Act 1988.


The print publication is protected by copyright. Prior to any prohibited reproduction, storage in a retrieval system, distribution or transmission in any form or by any means, electronic, mechanical, recording or otherwise, permission should be obtained from the publisher or, where applicable, a licence permitting restricted copying in the United Kingdom should be obtained from the Copyright Licensing Agency Ltd, Barnard’s Inn, 86 Fetter Lane, London EC4A 1EN.


The ePublication is protected by copyright and must not be copied, reproduced, transferred, distributed, leased, licensed or publicly performed or used in any way except as specifically permitted in writing by the publishers, as allowed under the terms and conditions under which it was purchased, or as strictly permitted by applicable copyright law. Any unauthorised distribution or use of this text may be a direct infringement of the authors’ and the publisher’s rights and those responsible may be liable in law accordingly.


All trademarks used herein are the property of their respective owners. The use of any trademark in this text does not vest in the author or publisher any trademark ownership rights in such trademarks, nor does the use of such trademarks imply any affiliation with or endorsement of this book by such owners.


Pearson Education is not responsible for the content of third-party internet sites.




The Financial Times. With a worldwide network of highly respected journalists, The Financial Times provides global business news, insightful opinion and expert analysis of business, finance and politics. With over 500 journalists reporting from 50 countries worldwide, our in-depth coverage of international news is objectively reported and analysed from an independent, global perspective. To find out more, visit www.ft.com/pearsonoffer.





ISBN: 978-1-292-24033-6 (print)


 978-1-292-24035-0 (PDF)


 978-1-292-24037-4 (ePub)


British Library Cataloguing-in-Publication Data


A catalogue record for the print edition is available from the British Library


Library of Congress Cataloging-in-Publication Data


Names: Casu, Barbara, author. | Girardone, Claudia, author. | Molyneux, 


   Philip, author. 


Title: Introduction to banking / Barbara Casu, Claudia Girardone, Philip 


   Molyneux. 


Description: Third edition. | Harlow, England ; New York : Pearson, 2022. | 


   Includes bibliographical references and index. | Summary: “The aim of 


   this textbook is to provide a comprehensive introduction to theoretical 


   and applied issues relating to the global banking industry. Despite the 


   fears of Henry Ford, we do not think reading this book will cause a 


   revolution but we do hope it will at least provide you with an enjoyable 


   and interesting insight into the business of banking”-- Provided by 


   publisher. 


Identifiers: LCCN 2021034509 (print) | LCCN 2021034510 (ebook) | ISBN 


   9781292240336 (paperback) | ISBN 9781292240374 (epub) 


Subjects: LCSH: Banks and banking--Europe. | Banks and banking. | Bank 


   management--Europe. | Bank management. 


Classification: LCC HG2974 .C375 2022 (print) | LCC HG2974 (ebook) | DDC 


   332.1--dc23 


LC record available at https://lccn.loc.gov/2021034509


LC ebook record available at https://lccn.loc.gov/2021034510


10 9 8 7 6 5 4 3 2 1


26 25 24 23 22


Cover image: Andrey Suslov/iStock/Getty Images Plus/Getty Images


Cover designed by Two Associates


Print edition typeset in 9.5/12.5pt Charter ITC Std by Straive


Printed and bound in Slovakia by Neografia


NOTE THAT ANY PAGE CROSS REFERENCES REFER TO THE PRINT EDITION




To my late father, Antonio. To Martin, Lila, Milan, Monika and to Beth. And to my mum and sister (BC)


To Marc, Matteo and Leonardo. To my parents Nieves and Sandro (CG)


To Delyth, Alun, Catrin, Gareth, Gethin, Lois and Rhiannnon (PM)





List of figures



1.1The intermediation function


1.2Direct finance


1.3Direct and indirect finance


1.4Modern financial intermediation


1.5Adverse selection in loan pricing


2.1Classification of financial intermediaries in the UK


2.2Banks’ core activities


2.3Cheque transactions in the UK


2.4The way we pay


2.5‘Next gen’ payment technologies


2.6ATM transactions crash in the UK


2.7UK goes cashless during lockdown


2.8Typical current account usage


2.9PPI payouts


2.10Total cost of PPI per bank, including compensation and administration (£bn)


2.11The FinTech tree


2.12FinTech innovations by sector


3.1Types of banking52


3.2High net worth individuals by wealth band


3.3HNWI financial wealth by region (US$tn), 2011–2018


3.4Breakdown of HNWI financial assets, Q1 2019 (global and regions)


3.5The UK payment schemes


3.6Bond features


3.7Largest investment banks by revenue, 2021


3.8Top commercial banks (total assets, $mil), 2012–2018


3.9The decline of US savings banks, 1990–2019


3.10Bank business models in Europe


4.1The product life cycle


4.2The role of banks in international trade


4.3Syndicated lending – basic structure


4.4The syndication process


4.5US leveraged loans outstanding


4.6European leveraged loans outstanding


4.7Collateralised loan obligations outstanding ($bn)


5.1A timeline of Islamic banking


5.2Growth in Islamic Banking Assets 2008 to 2019 (US $bn)


5.3Islamic Banking Share in Total Banking Assets by Country 2019 (%)


5.4Shares of Global Islamic Banking Assets (2019)


5.5Islamic Banking Assets (US $bn) and Market Share (%) (2019)


6.1Dates of establishment of central banks


6.2Monetary policy instruments, targets and goals


6.3Open market operations: outright purchases of government securities


6.4Discount window


6.5Reserve requirements


6.6The key issues in monetary policy transmission


6.7Channels of monetary policy transmission


6.8Transmission lags of monetary policy


6.9The room for monetary policy manoeuvre keeps narrowing


7.1A timeline of financial regulation


7.2Elements of the financial safety net


7.3A timeline of DIS introduction


7.4Measures of bank capital


7.5Basel II: the three pillars


7.6Elements of the capital ratio affected by Basel III


7.7Basel III: enhancing the three-pillar approach


8.1Eurozone banks’ NPLs 2015Q2–2020Q2 (€bn, %)


8.2Average and distribution of CAMELS rating, 1990–2011


8.3Percentage of strong and weak banks, 1990–2011


8.4Banking crises


9.1Breakdown of UK banks’ sterling deposits, end-year 2019


9.2Barclays Bank main assets (%), end-year 2017


9.3Barclays Bank main liabilities (%), end-year 2017


9.4Banks vs. manufacturing firms – balance sheet composition


9.5Goldman Sachs: asset composition and primary sources of funding, 2019


9.6Goldman Sachs: sources of revenue, 2019


9.7Goldman Sachs: net revenues by geographic regions, 2019


9.8Goldman Sachs: non-interest expenses, 2019


9.9Goldman Sachs: breakdown of costs, 2019


9.10Who is interested in bank performance?


9.11The ROE decomposition


9.12CDS spreads evolution for three former large US investment banks (%), 2015–2020277


9.13Texas ratios by bank, 2015–2019


9.14Investors braced for a rise in European bank loan losses


9.15Bank stocks are underperforming the wider market


10.1Forms of asset management versus liability management


10.2Goals of ALM and liquidity management


10.3Profit centres and the FTP process


10.4Body with primary oversight over balance sheet management (a) and ALM unit reporting line (b)


10.5Simple example of a letter of credit


10.6Securities underwriting syndicate


10.7A default swap


10.8A total-rate-of-return swap


10.9A credit-spread put option


10.10Global OTC derivatives market


10.11Payoffs and profits on call options at expiration (from the perspective of the buyer of the option)


10.12Payoffs and profits on put options at expiration (from the perspective of the buyer of the option)


11.1Refinancing risk


11.2Reinvestment risk


11.3The foreign asset and liability position of a Spanish bank: a net long asset position in US$


11.4Banking vs. trading books


11.5Theoretical examples on the ESG cycle – impact of environmental and social factors on an institution’s risk profile: (a) impact through physical risk; (b) impact through transition risk; and (c) impact of social factors


11.6Incorporation of ESG risks at the point of loan origination


11.7Visualisation of the 2018 EU action plan on financing sustainable growth


12.1Gender breakdown of executive functions in UK financial services


12.2Corporate governance and risk in banking


12.3Home repossessions in the UK


12.4Probability distribution of portfolio losses


12.5Rate sensitivity and positive gap


12.6Strategic matrix for profit maximisation


12.7Backtesting VaR (UBS), 1 January 2019–31 December 2019


12.8Comparison between value-at-risk and expected shortfall


12.9The three lines of defence for sound operational risk management


13.1Northern Rock balance sheet growth and liability structure, June 1998–June 2007


13.2Northern Rock: from nationalisation to sale


13.3RBS capitalisation


13.4Outstanding guarantees to the UK banking sector


13.5The new ICE LIBOR arrangements


13.6MiFID 2


13.7UK banks – return on equity


13.8Investment and retail banking profitability in the UK


13.9Capital strength of UK banks


13.10De-risking – major UK banks risk-weights431


13.11Liquid assets and short-term funding of large UK banks


14.1The Lamfalussy procedure


14.2Interest rates, loans to non-financial corporates


14.3The three crises in the eurozone


14.4Proposals for EU financial supervision – de Larosiére Report


14.5The European system of financial supervision


14.6The Banking Union


14.7The Single Supervisory Mechanism


14.8Total assets of credit institutions in the EU-27, 2018


14.9Number of MFIs in the EU and euro area, enlargement period


14.10Number of MFIs (by country and category), February 2021


14.11Size of selected EU banks, 2020 (assets in €bn and as % of national GDP)


14.12Funding base stability ratio and interbank market dependency ratio


14.13EU non-performing loans, trends and volumes, 2014–2019


14.14Tier 1 capital ratio, 2015–2020


15.1US mortgage-related issuance


15.2TARP funds outstanding


15.3Number of commercial banks and branches in the US (1935–2019)


15.4Share of industry assets according to bank size (%), 1984–2020


15.5Performance of US commercial banks – return on equity (ROE), 1984–2020


15.6Performance of US commercial banks – return on assets (ROA), 1984–2020


16.1Structure of the Co-operative system


16.2Changes to the structure of the Japan Post Group


16.3World’s largest banks by total deposits


16.4Banknotes and coins in circulation as percentage of GDP


16.5The performance of Japanese banks – some international comparisons


16.6Capitalisation of Japanese banks


17.1The uneven sizes of financial systems


17.2Banking and economic growth


17.3Economic growth in advanced and emerging economies


17.4Total assets of state-owned banks in selected central European countries


17.5Trends in government ownership of banks


17.6Government ownership across developing regions, 1970–2009


17.7Foreign bank presence, 2009


18.1How the US mortgage market works


18.2Securitisation rates by type of mortgage, 2001 and 2006


18.3Creation of an ABS security: participants and functions


18.4Capital structure and prioritisation


18.5Example of tranching and credit enhancement


18.6US Mortgage-Backed Securities issuance ($ billion) 1996–2020


18.7US Asset-Backed Securities issuance, by asset classes ($ million), 1990–2020


18.8European Securitisation Issuance (€ Billions) 2010–2020


19.1Bank M&As in Europe and the US (value of transactions $bn), 1985–2006


19.2JPMorgan’s US acquisitions


19.3Real assets of US banking organisations, 1990–2016


19.4EU Bank M&A number and value of transactions


19.5Banks diversify and multiply, 1998–2008


20.1The structure-conduct-performance (SCP) paradigm


20.2Herfindahl index: foreign exchange derivatives markets


20.3Concentration levels in UK retail banking (measured by HHI)





List of tables



2.1A simplified bank balance sheet A simplified bank balance sheet


2.2A cashless society: advantages and disadvantages


2.3Top ten financial scandals in UK retail banking


3.1Traditional versus modern banking


3.2Top ten global private banks by assets under management


3.3The end of an era for US investment banks


3.4Top 15 commercial banks (by Tier 1 capital)


3.5Credit unions in the world, 2018


4.1Type of entry in foreign markets


4.2Opportunities and challenges of cross-border banking


4.3Letters of credit


4.4Credit risk ratings – Moody’s and Standard & Poor’s


5.1Key instruments and concepts in Islamic banking and finance


5.2Breakdown of Islamic Financial Services Industry by Sector and Region (US $bn and %, 2019)


5.3Top Islamic banks by assets size (US$mil), 2018


5.4Dubai Islamic Bank PJSC balance sheet


5.5Dubai Islamic Bank PJSC profit and loss statement


6.1A simplified central bank balance sheet


6.2Balance sheet, Bank of England


6.3Eurosystem monetary policy operation


6.4Pros and cons of discretion vs. fixed rules in monetary policy


6.5UK and US asset purchase programmes (in figures)


6.6Central bank independence (CBI)


7.1Bank regulation: key concepts


7.2Micro- and macro-prudential policy tools


7.3DIS cross-country comparison


7.4Bank resolution authorities: a cross-country comparison


7.5Bank Greedy balance sheet


7.6Bank Greedy balance sheet after £4 billion loans go bad


7.7Bank Greedy balance sheet after £7 billion loans go bad


7.8Rationale for Basel II: more flexibility and risk sensitivity


7.9Components of regulatory capital


7.10G-SIBs and additional capital requirements G-SIBs and additional capital requirements


7.11Finalising Basel III: a roadmap


8.1CAMELS rating


8.2Bank resolution terminology


8.3Bank resolution methods


8.4Regulatory initiatives


8.5The costs of banking crises


8.6Comparing the costs of the Asian and global crises


9.1Simplified commercial bank balance sheet


9.2Bank of England aggregate assets of UK banks (end-year 2019, £bn amounts)


9.3Bank of England aggregate liabilities of UK banks (end-year 2019, £bn amounts)


9.4Barclays Bank assets, 2013–2017 (£mil)


9.5Barclays Bank liabilities, 2003–2017 (£mil)


9.6Bank ABC: shares fair value vs historical cost


9.7Banks vs. manufacturing firms – balance sheet composition


9.8A simplified bank income statement


9.9Barclays Bank PLC profit and loss account, 2013–2017 (£mil)


9.10A simplified investment bank balance sheet


9.11Key performance indicators (KPIs)


9.12Australian major banks’ (the ‘Majors’) performance at a glance, 2020


9.13Selected ratios for three former large US investment banks (%)


9.14Cost of equity capital for RBS, HSBC, Barclays and Lloyds in 2021


9.15Cost of equity capital for selected US and EU banks in 2021


9.16An illustration of the trade-off between solvency and profitability


10.1Profit centres and FTP process: a simple example


10.2Simplified bank balance sheet before and after loan sales (in £mil)


10.3Simplified bank balance sheet before and after securitisation (in £mil)


10.4Eurodollar interest rate futures


10.5Example of long hedge using Eurodollar futures


10.6Fixed–floating rate currency swap (millions)


11.1Selected sovereign foreign currency ratings


11.2Operational risk event types


12.1Selected definitions of risk culture


12.2Maturity bucket gap (£mil)


12.3Selected elements of internal and standard models approaches in the January 2016 revised market risk framework


12.4Value-at-risk at UBS (1-day, 95% confidence, 5 years of historical data)


12.5Example of OECD country risk classification of the participants to the arrangement on officially supported export credits (as of 16 October 2020)


13.1Government support to UK banks, 2007–2012


13.2HSBC Bank Plc: consolidated income statement 2019–2020 (£mil)


14.1The European Union: a timeline


14.2Macroeconomic outlook


14.3Euro area member states


14.4Regulatory measures affecting the EU banking and financial sectors


14.5Obstacles to full integration of EU financial retail markets


14.6The development of Dexia’s balance sheet and income (in €bn)


14.7Financial assistance facilities for euro area countries


14.8Towards a banking union: timeline and milestones


14.9Number of credit institutions in the euro area, 1999–2019


14.10Number of MFIs by country and percentage change


14.11European Union Indicators of banking sector capacity, 2019


14.12Number and total assets of foreign branches and subsidiaries in the euro area, 2012–2019


14.13Five-firm concentration ratio as percentage of total banking sector assets and Herfindahl index, 2008 to 2019


14.14Selected balance sheet items (€bn and as % of total assets), 2013


14.15Selected income statement items (EU banks), crisis period (2008–2013)


15.1Sub-prime home purchase loans (%) pre-crisis period


15.2Ten largest US banking companies, ranked by assets ($mil)


15.3Leading US property and casualty insurance companies, March 2020


15.4Leading US life insurance companies, 2019


15.5US financial intermediaries (market share, total assets)


15.6Number of non-cash payments ($bn), 2000–2019


15.7Assets of US commercial banks, 1995–2019 ($bn)


15.8Liabilities and equity capital of US commercial banks, 1995–2019 ($bn)


15.9Bank profitability by state, 2019


15.10US financial regulators


15.11Supervisors and regulators of US banks


16.1Japanese domestic banking groups


16.2Licensed financial institutions in Japan (as of early 2021)


16.3Payments processed by selected interbank funds transfer systems


16.4Japan’s 1998 banking crisis – major events


16.5Financial assets of Japan by sectors 2015 and 2016 (billion yen)


16.6Regulation and supervision by bank type


16.7Performance indicators of Japanese banking sector (2014–2016, Sept)


16.8Balance sheet (September 2017, values in million yen)


16.9Income statement (September 2017, values in million yen)


17.1The World Bank’s ‘4 × 2 matrix of financial system characteristics’


17.2Financial institution characteristics by country, 2008–2010 average


17.3Finance and growth: a review of the literature


17.4Emerging economies – geographical region


17.5Emerging economies – income classification


17.6Nominal GDP growth (at constant prices) (%) – emerging and other economies


17.7Banking in Asia


17.8Number of banks by host country, aggregates by income level and regions


17.9Foreign ownership limits in South East Asian banking 592


18.1True sale vs. synthetic securitisation


19.1Motives for bank M&As


19.2Major US bank mergers & acquisitions since 2000


19.3European banks M&As, 2007–2013


19.4Bank acquisition of FinTech companies, 2010–2018


20.1Bank size and concentration


20.2Herfindahl index and 5-bank concentration ratio (by assets)


20.3H-statistics: interpretation


20.4Panzar–Rosse H-statistic


20.5Interpretation of the CV parameter (λ)


20.6Lerner index – Banks in Asia Pacific (average figures, 2003–2010)


20.7Competition measures and ranks for selected EU countries (average values, 2000–2009)


20.8Correlation matrix for the competition measures


20.9Empirical evidence of the competition-stability relationship





List of boxes



2.1Universal banking: an optimal model of banking?


2.2Coronavirus accelerates shift away from cash


2.3After PPI, what could be the next banking mis-selling scandal?


3.1Recent trends in wealth management and private banking


3.2The end of an era: US investment banks and the conversion into BHCs


3.3For today’s investment bankers, job cuts are a one-way street


3.4Diversity in the banking ecosystem


4.1From international to multinational banking?


4.2Some definitions


4.3Trade barriers and banking


4.4Correspondent banking and cross-border payments


4.5Leveraged loans


4.6Designers of CLOs say that structures are much safer than crises-era cousins


4.7Banks complete first syndicated loan on blockchain


5.1Timeline of the Development of Islamic Banking and Finance


5.2How an Islamic bank works


5.3Frequently asked questions about Islamic banking


5.4Ensuring financial stability in countries with Islamic banking – country case studies – overall findings


6.1The concept and functions of money and monetary aggregates


6.2Monetary policy objectives


6.3Bank of England and the official interest rate


6.4Quantitative easing in Japan


6.5Relationship between liquidity and solvency


6.6Who owns the central bank?


7.1Core principles for effective deposit insurance systems


7.2Moral hazard and government safety net arrangements


7.3Details of capital elements (established 1988 and applied in 1992)


7.4RAR (risk-asset ratio) approach


7.5Five capital-adequacy categories of banks


8.1EU banks urged to prepare for bad loans as pandemic hits economy


8.2Rogue traders and bank losses


8.3The European Banking Authority and EU-wide stress tests


8.4Aims of an effective bank resolution regime


8.5The Icelandic meltdown


9.1Assets and liabilities valuation in banking


9.2Typical capital structure of a manufacturing firm versus a retail bank


9.3Goldman Sachs financial statements (2019)


9.4What are key performance indicators (KPIs)?


9.5The ROE decomposition


9.6Banks across Europe braced for further heavy loan loss charges


9.7Value maximisation for the banking firm


9.8What is EVA?


9.9Calculating the cost of equity capital


10.1Asset–liability management in practice


10.2The ‘bank within the bank’ and the fund transfer pricing (FTP) process


10.3The process of deconstruction of lending activity


10.4European loan sales on course for 30 per cent fall in 2019 to €140.8 billion


10.5Financial derivatives from offto on the balance sheet


10.6How can credit derivatives be used in bank financial management?


10.7Derivative products: official exchanges and OTC markets


10.8Example of three-month Eurodollar time deposit futures


10.9Example of forward rate agreement


10.10Option contracts: payoff and profit profiles


10.11Example of interest rate swap


10.12Example of fixed–floating currency swap


11.1Credit culture and equity culture in banking


11.2US banks trim expectations in era of low interest rates


11.3Liquidity risk and information asymmetries


11.4The Federal Reserve has gone well past the point of ‘QE infinity’


11.5Exchange rates and foreign exchange markets


11.6A revised framework for market risk


11.7European banks load up on government bonds, raising concerns over ‘doom loop’


11.8The vision for sustainable finance in the EU


11.9Examples of the social impacts of the Covid-19 pandemic


12.1The corporate governance of banks


12.2Mortgage market, equity withdrawal and negative equity


12.3Credit scoring: how to score high


12.4Example of Macaulay duration


12.5Example of duration gap


12.6Example of VaR


12.7Investors bet vaccine-led recovery will lift emerging markets


12.8Structure of the internal measurement approach


12.9Factors affecting country risk


12.10OECD country risk-weighting calculations


13.1The failure and resolution of Northern Rock


13.2Why did RBS fail?


13.3LIBOR fixing


13.4Just the facts: the Vickers Report


13.5Europe’s banks told to keep planning for full Brexit in 2019


13.6A brief history of TSB


13.7Components of bank profits


13.8TSB customers suffer fifth day of IT problems as payday looms


13.9UK challenger banks braced for fresh wave of consolidation


14.1The creation of a single market for financial services in the European Union


14.2The Lamfalussy procedure


14.3The failure of cross-border banks: the case of Fortis and Dexia


14.4European System of Financial Supervision (ESFS)


14.5EU reaches deal on final piece of Banking Union


14.6EU agrees Deposit Guarantee Scheme deal


15.1US mortgage basics


15.2Key events in the US credit crisis


15.3Volcker rule comes of age in spite of protests


15.4Failures of the Dodd–Frank Act


16.1Japan Post Bank plans $1.5bn in-house hedge fund


16.2Japan’s regional banks warned of ‘grave’ situation


17.1China banking war heats up with launch of online investment app


17.2Two views on the role of state banks


18.1A history of Freddie Mac and Fannie Mae


18.2What is credit enhancement?


18.3CDS: modern day weapons of mass destruction


18.4AIG saga shows dangers of credit default swaps


19.1The emergence of financial conglomerates


19.2European bank dealmaking raises hopes for cross-border M&A


19.3How to perform an event study


19.4A winner’s curse that haunts the banking behemoths


19.5Bank diversification


19.6Out to break the banks


20.1Competition in UK banking





Preface



It is well enough that people of the nation do not understand our banking and monetary system, for if they did, I believe there would be a revolution before tomorrow morning.


Henry Ford


The aim of this textbook is to provide a comprehensive introduction to theoretical and applied issues relating to the global banking industry. Despite the fears of Henry Ford, we do not think reading this book will cause a revolution but we do hope it will at least provide you with an enjoyable and interesting insight into the business of banking.


A major motivation for writing this text has been to fill a gap in the market. For a number of years we have all taught banking courses and we have become aware of students’ frustration about the lack of a comprehensive yet accessible textbook that deals with a broad spectrum of introductory banking issues. Most introductory texts that cover banking issues tend to be broad-based, focusing on economics and finance, and these (in our view) do not provide sufficient detail or coverage of the theoretical and institutional detail that is essential for an accurate understanding of critical banking issues. While there are textbooks that provide such coverage targeted at advanced undergraduates and the postgraduate market, there is no text that has comprehensive coverage of such issues for those new to the study of banking. In addition, many textbooks that cover banking as part of broadly based money and banking courses tend to provide only limited attention to international experiences. As such, we have written this text to provide (we hope) an essential teaching and learning resource for anyone who has to lecture introductory undergraduates as well as professional banking courses.


The first edition of this book (2006) described a world where the banking industry experienced marked changes and deregulation allowed banking firms to diversify into broader financial services areas. Commercial banks became full-service financial firms, offering a range of non-traditional financial services including insurance, securities business, pensions and the like. Many banks dropped the word ‘Bank’ from their titles to emphasise their much broader role in the provision of financial services to households and corporations. In addition, various trends such as industry consolidation, securitisation and disintermediation were having a significant effect resulting in a smaller number of major players operating in credit, capital and money markets business that increasingly overlapped. As banking systems opened up, many institutions were pursuing international strategies thereby changing the traditional focus on banking as a mainly domestic business. This rapidly evolving environment posed both threats and opportunities to bank managers and owners. The former had to be increasingly aware of both domestic and international developments in the management process and in particular of the various risk–return trade-offs in all areas of a bank’s activities. Capital needed to be managed effectively, so as to adhere to minimum regulatory requirements and also to generate returns in excess of the cost of capital to boost shareholders returns. The market pressure on banks to generate good returns for shareholders was a key element of bank strategy – bankers were forced to cut costs, boost revenues (mainly through fee and commission income sources) and to manage their capital resources much more efficiently.


This golden era of banking came to an abrupt end in the summer of 2007, when the demise of the US sub-prime mortgage lending market led to financial losses, government bailouts of banks (and other financial institutions), a credit crunch and a prolonged economic recession, mainly in developed countries, ensued. Since the onset of the crisis in 2007, there has been a large body of research investigating its causes and consequences. What had started as trouble in a small segment of the US financial markets became a fully-fledged global financial crisis, following the demise of the US investment bank Lehman Brothers in September 2008. The unfolding of the sub-prime crisis and how it became a financial crisis, and its impact on European countries in the form of a sovereign debt crisis, can be described in various phases or waves that include the: (i) US sub-prime crisis (August 2007 to September 2008); (ii) systemic or global crisis (September 2008 to March 2009); (iii) economic crisis (March 2009 to January 2010); and (iv) the sovereign debt crisis (January 2010 to June 2012). In this textbook, we will refer to the sub-prime crisis period as the 2007 crisis; to the global financial crisis period as the 2008–2009 crisis and to the sovereign debt crisis or eurozone crisis as the period 2010–2012. These crises years have had a tremendous impact on the world of banking and have brought about dramatic changes in the global financial architecture. Against this background of global changes, the second edition (2015) was published.


As the dust has begun to settle on the crises period and the new shape of the world’s banking markets has started to take form, we have thoroughly revised this textbook to account for more recent changes. In the decade since the global financial crisis, the banking industry has faced renewed challenges. Increased competition from non-bank financial providers has intensified, as the FinTech industry boomed. The digitalisation of banking is transforming the provision of financial services. Big Tech’s entry into financial services has also increased, focusing mostly on the customers’ experience.


The coronavirus pandemic also poses challenges for banks, but also shows that they still play a key role in helping the real economy deal with the crisis. The industry has shown resilience and it is in a much better health than it was a decade ago. It has also benefited from extraordinary measures taken by governments to support their economies, including monetary, fiscal and regulatory actions. For example, in the Spring of 2020, the European Central Bank (ECB) introduced a €1,850 billion Pandemic Emergency Purchase Programme of public and private sector assets (PEPP), enhanced its long-term refinancing operations, and kept key interest rates at historically low levels. As countries move towards an exit from the global health crisis, national and international regulators and supervisors are working on potential strategies that will not result in increased systemic risk.


Banks are also grappling with other complex issues, from climate change to green finance opportunities. The attention to environmental, social and governance (ESG) concerns is likely to increase as the global economy recovers from the COVID-19 pandemic, and aspects of sustainability are crucial for banks’ business models.


The new edition of this textbook introduces and discusses many of these emerging issues, offering a detailed insight into a fast-changing industry.


The text is organised into five main parts:


●Part 1: Introduction to banking


–Chapter 1 What is special about banks?


–Chapter 2 Bank activities and services


–Chapter 3 Types of banking


–Chapter 4 International banking


–Chapter 5 Islamic banking


This part of the text provides an introduction to the nature of financial intermediation, covers the main reasons proposed as to why banks exist, focusing on key issues such as adverse selection, moral hazard and delegated monitoring. It also covers the information production, liquidity transformation and consumption smoothing role of banks as well as various other issues relating to the bank intermediation process. We then go on to provide a detailed account of the main activities and services provided by banks, changes in the payment systems and the growing importance of ethical investments and sustainable banking strategies. As the financial sector in many countries comprises a wide range of different types of banking firms, these are then explained covering commercial banks, mutual banks, investment banks, private banks as well as different forms of banking activity such as universal versus specialist banking. Given the increasing role of banks on the global scene, Chapter 4 looks at the main features of international banking highlighting the reasons as to why banks locate overseas or conduct international activity. We also outline the main services provided by international banks covering payments, credit, money and capital markets activity highlighting the role of the Euromarkets – Eurobonds and Eurocurrency activity – and also syndicated lending. Finally, Chapter 5 provides an introduction to Islamic banking, given the growing importance of Islamic banking and finance in many countries. This chapter is new in this edition of the textbook.


The main aim of Part 1 is to familiarise students with the reasons why banks exist, the main services they offer, recent trends impacting on business areas, types of banking firms and the differences between domestic and international banking business. This part provides the reader with the relevant knowledge of global banking business and should also heighten awareness of contemporary banking issues that put the following parts into context.


●Part 2: Central banking and bank regulation


–Chapter 6 Central banking


–Chapter 7 Bank regulation and supervision


–Chapter 8 Bank failures and banking crises


As the banking system is the main conduit of monetary policy, it is important that students of banking are aware of the main roles of a central bank, its monetary policy role and its other functions. The first chapter of Part 2 deals with the theory of central banking outlining the roles and functions of central banks, as well as the rationale for their existence. We also discuss the conduct of monetary policy, distinguishing between instruments, targets and goals, as well as the benefits of central bank independence. We also cover how central banks conduct monetary policy and the role of banks in this process. Chapter 7 focuses on bank regulation and supervision. We discuss the pivotal role played by banks in the economy to understand the rationale for regulation, outline the aims and objectives of regulation and different types of regulation. We next discuss the elements of the financial safety next as well as the limitations of regulation and the possible reasons behind regulatory failure. In this chapter we also review the causes for regulatory reform and discuss key international policy initiatives, such as the Basel Capital Adequacy Accords. The final chapter of Part 2 focuses on bank failures and banking crises. The impact of the global financial and eurozone crises on the world’s banking markets made it all the more relevant to include a detailed discussion of the determinants of bank failure. We then discuss the main strategies used to identify problem banks, with a focus on early warning systems (EWS) for bank soundness and the recently introduced stress tests. We also outline the key issues of bank restructuring and the regulatory toolkits to intervene in the banking sector. Finally, we discuss the causes and consequences of banking and financial crises.


By the end of Part 2 students should be aware of the pivotal role played by monetary policy and supervisory regulation and their impact on the banking sector (and economy as a whole). The reader should be familiar with the rationale for central banking, the main tools and instruments of monetary policy and how various major central banks undertake their operations. Students should be able to identify the reasons as to why banks are so heavily regulated and why having adequate solvency and liquidity is critical to maintain a safe and sound banking system. In particular, readers should understand the important role played by capital in the banking sector as well as the relevance of the Basel Capital Accords. Readers should become aware of the determinants of bank failure as well as the toolkits at regulators’ disposal to supervise bank risk-taking. Readers should also become familiar with the causes of banking and financial crises as well as effective crisis-management mechanisms.


●Part 3: Issues in bank management


–Chapter 9 Banks’ balance sheet and income structure


–Chapter 10 Bank financial management


–Chapter 11 Banking risks


–Chapter 12 Bank risk management


Part 3 of the text provides a detailed insight into the financial features of banking firms. The first chapter focuses on the balance sheet and income features of both commercial and investment banks, highlighting the main differences between the two types of institutions. Substantial attention to detail is paid to the components of the financial statements of these types of banks. In addition, we outline the role of traditional ratio analysis for evaluating bank performance and asset quality as well as performance indicators relating to shareholder value creation. Chapter 10 provides a detailed introduction to bank financial management issues, covering asset and liability management, capital management, liquidity management and off-balance-sheet management. The important role played by derivative business is introduced, together with a discussion of loan sales and securitisation. We then go on to discuss the various forms of risks faced by banks (including credit, interest rate, foreign exchange, market, operational, sustainability and other risk types). The final chapter in the part introduces a number of key approaches to bank risk management. It also includes a discussion of the growing importance of banks’ corporate governance frameworks in setting the standards of good practice and risk culture within banking organisations.


By the end of Part 3 students should be familiar with the main components of banks’ balance sheet and income statements, be aware of off-balance-sheet activity and should be able to analyse bank performance and other issues using traditional ratio analysis. In addition, they should have an insight into how banks manage their on- and off-balance-sheet positions and be familiar with the main risks faced in banking operations. After reading this part, students should be familiar with the main risk management approaches undertaken in banking.


●Part 4: Comparative banking markets


–Chapter 13 Banking in the UK


–Chapter 14 Banking in Europe


–Chapter 15 Banking in the US


–Chapter 16 Banking in Japan


–Chapter 17 Banking in emerging markets


Part 4 focuses on the features of various banking systems, highlighting the main institutional features of these systems (types of banks, non-bank deposit firms, role of other financial firms) as well as various structural trends (number of banks, branches, M&A activity, market concentration and such like). We have tried to cover systems that (we hope) will be of interest to as wide an audience as possible covering the UK, Europe, US, Japan and various emerging banking markets. We have paid particular attention to regulatory developments in the wake of the global financial and eurozone crises. The emerging regulatory financial architecture is discussed in detail for the UK, the European Union and the United States. It is interesting to note that similar trends are apparent in most of these systems, namely, a decline in the number of banks, consolidation and concentration, the increased role of foreign banks, the broadening of banks’ business into other financial services areas, greater disintermediation and the ongoing and omnipresent role of regulatory change. The final chapter provides a discussion of the relationship between finance and growth, illustrating how a sound and efficient financial system can aid economic development. We also provide a detailed insight into various emerging banking systems which we hope will be of interest and also of practical use for anyone wishing to be aware of banking sector features and developments across the globe. These include a discussion of the main forces of change and how these have influenced the structure of the banking industries in emerging and transition economies in terms of deregulation and the liberalisation process, the role of the state, M&As and the entry of foreign banks.


By the end of Part 4 students should be familiar with the institutional features of the banking/financial systems of the UK, US, Europe, Japan and various emerging markets and transition economies. They should be aware of how the institutional features of the different banking systems are changing and the trends that are common to all systems. A full understanding of these characteristics will provide students with the relevant framework to analyse and discuss the structural and performance features of these (and other) banking systems.


●Part 5: Advanced topics in banking


–Chapter 18 Banks and markets


–Chapter 19 Mergers and acquisitions


–Chapter 20 Bank competition and financial stability


Part 5 focuses on some key issues in banking markets. Specifically, in the first chapter of this part we focus on the bank intermediation process, on the increasing integration of banks and markets and discuss the growth of the ‘shadow banking’ system. The aim of this chapter is to outline the key linkages between banks and markets with a particular focus on the rise and fall of securitisation. We then move on to explain the main processes involved in issuing mortgage-backed securities (MBS) (and other asset-backed securities, ABS). We note the broad impact of securitisation on bank activities and highlight how it has come under increased regulatory scrutiny. The next chapter in this part focuses on mergers and acquisitions (M&As) in banking markets, providing a classification of the different types of bank mergers as well as a summary of the main reasons as to why banks merge. We outline the trends in bank M&A activity as well as the impact of M&As on bank performance. The final chapter focuses on the possible trade-off between banking sector competition and stability. We provide a comparative analysis of the different measures of competition in banking markets. Next we discuss different indicators of bank risk, including accounting indicators and market-based measures of risk. We then explore the link between competition and risk in banking systems and outline the competition-fragility view (which posits that competition induces increased risk-taking and therefore is detrimental for stability) and the competition-stability view, which argues that competition promotes financial stability.


By the end of Part 5 students should be familiar with some of the current issues in banking and with the academic literature that has sought to investigate these issues empirically.


We have written this text to provide an introductory grounding to the theory and practice of banking which we hope will serve as a useful guide for anyone studying banking subjects at an introductory level and for those who are perhaps considering a career in the banking/financial services industry.


We hope you enjoy reading the text and we encourage correspondence regarding any omissions or any recommendations regarding improvement of the content.


Barbara Casu (Bayes Business School, City, University of London)
Claudia Girardone (Essex Business School, University of Essex)
Philip Molyneux (Bangor Business School, Bangor University)
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Chapter 1


What is special about banks?




Learning objectives

●To understand the role of financial intermediaries in the economy

●To understand lenders’ and borrowers’ different requirements and how banks can help to bridge such differences

●To understand how financial intermediaries reduce transaction, information and search costs

●To analyse the theories of financial intermediation





1.1Introduction


The first question one may ask when reading this book is ‘What is special about banks?’ This chapter aims to offer some insights into the nature of the banking business and what makes banks ‘special’. A bank is a financial intermediary that offers loans and deposits, and payment services. Nowadays banks also offer a wide range of additional services, but it is these functions that constitute banks’ distinguishing features. Because banks play such an important role in channelling funds from savers to borrowers, in this chapter we use the concepts of ‘bank’ and ‘financial intermediary’ almost as synonyms as we review the role of banks and their main functions: size transformation, maturity transformation and risk transformation. The difference between banks and other financial intermediaries is introduced in Chapter 2. The second part of this chapter gives an overview of some important concepts in information economics as they apply to banking. The final sections present five theories to explain why banking exists and the benefits of financial intermediation.



1.2The nature of financial intermediation


To understand how banks work, it is necessary to understand the role of financial intermediaries in an economy. This will help us to answer the question about why we need banks. Financial intermediaries’ and financial markets’ main role is to provide a mechanism by which funds are transferred and allocated to their most productive opportunities. A bank is a financial intermediary whose core activity is to provide loans to borrowers and to collect deposits from savers. In other words they act as intermediaries between borrowers and savers, as illustrated in Figure 1.1. By carrying out the intermediation function, banks collect surplus funds from savers and allocate them to those (both people and companies) with a deficit of funds (borrowers). In doing so, they channel funds from savers to borrowers thereby increasing economic efficiency by promoting a better allocation of resources. Arguably, savers and borrowers do not need banks to intermediate their funds: in direct finance, as shown in Figure 1.2, borrowers obtain funds directly from lenders in financial markets. A financial claim is a claim to the payment of a future sum of money and/or a periodic payment of money. More generally, a financial claim carries an obligation on the issuer to pay interest periodically and to redeem the claim at a stated value in one of three ways:

1on demand;

2after giving a stated period of notice;

3on a definite date or within a range of dates.

[image: An illustration depicts an intermediation function. The financial intermediation is connected to saves or depositors on the left and borrowers on the right via double headed arrows.]

Figure 1.1The intermediation function

Financial claims are generated whenever an act of borrowing takes place. Borrowing occurs whenever an economic unit’s (individuals, households, companies, government bodies, etc.) total expenditure exceeds its total receipts. Therefore borrowers are generally referred to as deficit units and lenders are known as surplus units. Financial claims can take the form of any financial asset, such as money, bank deposit accounts, bonds, shares, loans, life insurance policies, etc. The lender of funds holds the borrower’s financial claim and is said to hold a financial asset. The issuer of the claim (borrower) is said to have a financial liability. The borrowing–lending process illustrated in Figure 1.2 does not require the existence of financial intermediaries. However, two types of barriers can be identified to the direct financing process:

1The difficulty and expense of matching the complex needs of individual borrowers and lenders.

2The incompatibility of the financial needs of borrowers and lenders.

Lenders are looking for safety and liquidity. Borrowers may find it difficult to promise either.

[image: An illustration depicts an intermediation function. The financial intermediation is connected to saves or depositors on the left and borrowers on the right via double headed arrows.]

Figure 1.2Direct finance

Lenders’ requirements:

●The minimisation of risk. This includes the minimisation of the risk of default (the borrower not meeting repayment obligations) and the risk of assets dropping in value.

●The minimisation of cost. Lenders aim to minimise their costs.

●Liquidity. Lenders value the ease of converting a financial claim into cash without loss of capital value; therefore they prefer holding assets that are more easily converted into cash. One reason for this is the lack of knowledge of future events, which results in lenders preferring short-term to long-term lending.

Borrowers’ requirements:

●Funds at a particular specified date.

●Funds for a specific period of time; preferably long-term (think of the case of a company borrowing to purchase capital equipment which will only achieve positive returns in the longer term or of an individual borrowing to purchase a house).

●Funds at the lowest possible cost.

In summary, the majority of lenders want to lend their assets for short periods of time and for the highest possible return. In contrast the majority of borrowers demand liabilities that are cheap and for long periods.

Financial intermediaries can bridge the gap between borrowers and lenders and reconcile their often-incompatible needs and objectives. They do so by offering suppliers of funds safety and liquidity by using funds deposited for loans and investments. Financial intermediaries help minimise the costs associated with direct lending – particularly transaction costs and those derived from information asymmetries (these concepts will be analysed in more detail in Section 1.4). Transaction costs relate to the costs of searching for a counterparty to a financial transaction;1 the costs of obtaining information about them; the costs of negotiating the contract; the costs of monitoring the borrowers; and the eventual enforcements costs should the borrower not fulfil its commitments. In addition to transaction costs, lenders are also faced with the problems caused by asymmetric information. These problems arise because one party has better information than the counterparty. In this context, the borrower has better information about the investment (in terms of risk and returns of the project) than the lender. Information asymmetries create problems in all stages of the lending process. Transaction costs and information asymmetries are examples of market failures; that is, they act as obstacles to the efficient functioning of financial markets. One solution is the creation of organised financial markets. However, transaction costs and information asymmetries, though reduced, still remain. Another solution is the emergence of financial intermediaries. Organised financial markets and financial intermediaries co-exist in most economies; the flow of funds from units in surplus to units in deficit, in the context of direct and indirect finance, is illustrated in Figure 1.3.

Having discussed the advantages of financial intermediation over direct finance, it is necessary to point out that financial intermediaries create additional costs for borrowers and lenders who use their services. Therefore, in order to be able to state that intermediated finance is more advantageous than direct finance, it is necessary that the benefits of such activity outweigh the costs associated with intermediation.



[image: A flowchart for direct and indirect finance.]





Description

In the flowchart, savers or depositors is on the left and is connected to financial markets through direct financing and financial intermediaries via double headed arrows through indirect financing, which are at the top and bottom, respectively. Borrowers is on the left and is connected to financial markets and financial intermediaries via double headed arrows, which are at the top and bottom, respectively. In the middle, financial market and financial intermediaries are connected to each other via double headed arrows. 




Figure 1.3Direct and indirect finance


The role of financial intermediation has now become more complex as financial intermediaries perform additional roles, such as brokerage services (i.e. buying and selling stocks and bonds for clients), leasing and factoring. Prior to the 2007–2009 financial turmoil, banks also engaged in a wide process of securitisation (i.e. the pooling and re-packaging of illiquid financial assets into marketable securities) thus creating an extra layer of intermediation, as illustrated in Figure 1.4. When financial intermediaries hold claims issued by other financial intermediaries, then an extra layer of financial intermediation is created. Nowadays, given the increased complexity of credit flows, it is not uncommon to have more than two layers of intermediation.

In the decade leading up to the 2007–2009 financial crisis, financial markets have also witnessed the rapid growth of a different form of financial intermediation, which has become known as shadow banking. The term ‘shadow banking’ was first used at the 2007 Jackson Hole Symposium, an annual symposium sponsored by the Federal Reserve Bank of Kansas City. The Financial Stability Board (2011c) defines shadow banking broadly as ‘credit intermediation involving entities and activities outside the regular banking system’. This is, however, a very broad definition and both the scope and the economic relevance of shadow banking is still little understood. This has spurred an academic and policy debate on the role of banks in the financial system, and renewed the need to understand banks’ operations, their economic role, their risk management systems as well as the activities that are carried out outside the scope of the current regulatory framework. It is widely recognised that the two shadow banking activities that are most important economically and in terms of financial stability at present are securitisation and collateral intermediation (Claessens et al., 2012). These issues will be discussed in more detail in Chapter 18.
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Description

In the flowchart, savers or depositors is on the left and is connected to financial markets through direct financing and financial intermediaries via double headed arrows through indirect financing, which are at the top and bottom, respectively. Borrowers is on the left and is connected to financial markets and financial intermediaries via double headed arrows, which are at the top and bottom, respectively. In the middle, financial market and financial intermediaries are connected to each other via double headed arrows.  Asset securitisation is between financial markets and financial intermediaries and arrows from both point on it.


Figure 1.4Modern financial intermediation





1.3The role of banks


To understand fully the advantages of the intermediation process, it is necessary to analyse what banks do and how they do it. We have seen that the main function of banks is to collect funds (deposits) from units in surplus and lend funds (loans) to units in deficit. Deposits typically have the characteristics of being small-size, low-risk and high-liquidity. Loans are of larger-size, higher-risk and illiquid. Banks bridge the gap between the needs of lenders and borrowers by performing a transformation function:

●size transformation;

●maturity transformation;

●risk transformation.

Size transformation

Generally, savers/depositors are willing to lend smaller amounts of money than the amounts required by borrowers. For example, think about the difference between your savings account and the money you would need to buy a house! Banks collect funds from savers in the form of small-size deposits and repackage them into larger size loans. Banks perform this size transformation function exploiting economies of scale associated with the lending/borrowing function, because they have access to a larger number of depositors than any individual borrower (see Section 1.4.2).

Maturity transformation

Banks transform funds lent for a short period of time into medium- and long-term loans. For example, they convert demand deposits (i.e. funds deposited that can be withdrawn on demand) into 25-year residential mortgages. Banks’ liabilities (i.e. the funds collected from savers) are mainly repayable on demand or at relatively short notice. Meanwhile, banks’ assets (funds lent to borrowers) are normally repayable in the medium to long term. Banks are said to be ‘borrowing short and lending long’ and in this process they are said to ‘mismatch’ their assets and liabilities. This mismatch can create problems in terms of liquidity risk, which is the risk of not having enough liquid funds to meet one’s liabilities.

Risk transformation

Individual borrowers carry a risk of default (known as credit risk), which is the risk that they might not be able to repay the amount of money they borrowed. Savers, meanwhile, wish to minimise risk and prefer their money to be safe. Banks are able to minimise the risk of individual loans by diversifying their investments, pooling risks, screening and monitoring borrowers and holding capital and reserves as a buffer for unexpected losses. The tools and techniques used by banks to perform these transformations and to minimise the risks inherent with such transformations will be illustrated in Chapter 11.



1.4Information economies


As discussed earlier, banks provide an important source of external funds used to finance business and other activities. One of the main features of banks is that they reduce transaction costs by exploiting scale and scope economies and often they owe their extra profits to superior information. Sections 1.4.1 and 1.4.2 look into information economies as they apply to the banking industry.


1.4.1Transaction costs

Banks traditionally differ from other financial intermediaries for two main reasons: (1) bank liabilities (i.e. deposits) are accepted as a means of exchange and (2) banks are the only intermediaries that can vary the level of deposits and can create and destroy credit. Modern views on financial intermediation indicate as a crucial function of financial intermediaries the transformation of primary securities issued by firms (deficit units) into secondary securities that are more attractive to surplus units. In this context, financial intermediation can be explained in terms of reduction of transaction costs: secondary securities will be less risky, more convenient and more liquid than primary securities, because banks benefit from economies of scale in transaction technologies and are able to carry out a rational diversification of risks. This allows them to offer lower loan rates relative to direct financing. However, most bank assets are illiquid (non-negotiable) and this can be explained by issues relating to asymmetric information (see Section 1.4.3).


1.4.2Economies of scale and economies of scope

Financial intermediaries reduce transaction, information and search costs mainly by exploiting economies of scale. By increasing the volume of transactions, the cost per unit of transaction decreases. Moreover, by focusing on growing in size, financial intermediaries are able to draw standardised contracts and monitor customers so that they enforce these contracts. They also train high-quality staff to assist in the process of finding and monitoring suitable deficit units (borrowers). It would be very difficult, time-consuming and costly for an individual to do so. Financial intermediaries can reduce risks by ‘pooling’, or aggregating, individual risks so that in normal circumstances, surplus units will be depositing money as deficit units make withdrawals. This enables banks, for instance, to collect relatively liquid deposits and invest most of them in long-term assets. Another way to look at this situation is that large groups of depositors are able to obtain liquidity from the banks while investing savings in illiquid but more profitable investments (Diamond and Dybvig, 1983).

Economies of scope refer to a situation where the joint costs of producing two complementary outputs are less than the combined costs of producing the two outputs separately. Let us consider two outputs,Q1 and Q2, and their separate costs, C(Q1) and C(Q2) If the joint cost of producing the two outputs is expressed by C(Q1), (Q2), then economies of scope are said to exist if:


C(Q1,Q2)<C(Q1)+C(Q2)              (1.1)



This may arise when the production processes of both outputs share some common inputs, including both capital (for example, the actual building the bank occupies) and labour (such as bank management). Consider, for example, the economies derived from the joint supply of both banking and insurance services. A bank might sell both mortgages and life insurance policies that go with them, therefore creating cross-selling opportunities for the bank. However, the literature indicates that economies of scope are difficult to identify and measure.


1.4.3Asymmetric information

Information is at the heart of all financial transactions and contracts. Three problems are relevant:

●Not everyone has the same information.

●Everyone has less than perfect information.

●Some parties to a transaction have ‘inside’ information that is not made available to both sides of the transaction.

Such ‘asymmetric’ information can make it difficult for two parties to do business together, and this is why regulations are introduced to help reduce mismatches in information.

Transactions involving asymmetric (or private) information are everywhere. A government selling a bond does not know what buyers are prepared to pay; a bank does not know how likely a borrower is to repay; a firm that sells a life insurance policy does not know the precise health of the purchaser (even though they have a good idea); an investor that buys an equity in Apple does not know the full details about the company’s operations and future prospects. These types of informational asymmetries can distort both firms’ and users’ incentives that result in significant inefficiencies.

Information is at the centre of all financial transactions and contracts. Decisions are made beforehand (ex ante) on the basis of less than complete information and sometimes with counterparties who have superior information with the potential for exploitation. In any financial system, information is not symmetrically distributed across all agents, which implies that different agents have different information sets. Put another way, full and complete information is not uniformly available to all interested parties. In addition, not all parties have the same ability to utilise the information that is available to them. In particular, parties have more information about themselves (including their intentions and abilities) than do others. The problem arises because information is not a free good and the acquisition of information is not a costless activity. If either were the case, there would never be a problem of asymmetric information.

Asymmetric information, and the problems this gives rise to, are central to financial arrangements and the way financial institutions behave to limit and manage risk. Information asymmetries, or the imperfect distribution of information among parties, can generate adverse selection and moral hazard problems as explained in Section 1.4.3.1. Another type of information asymmetry relates to the agency costs between the principal (e.g. bank) and agent (e.g. borrower). These issues are analysed in Section 1.4.3.2.


1.4.3.1Adverse selection and moral hazard

One problem that often arises from asymmetric information is adverse selection. The better-informed economic agent has a natural incentive to exploit their informational advantage. Those who are uninformed should anticipate their informational handicap and behave accordingly. It is the interaction between the inclination of the informed to strategically manipulate and the anticipation of such manipulation by the uninformed that results in distortion away from the ‘first best’ (the economic outcome in a setting where all are equally well informed). Adverse selection is a problem at the search/verification stage of the transaction (ex ante); it is sometimes referred to as the ‘lemon’ problem (Akerlof, 1970). In his famous study entitled ‘Market for lemons’, George Akerlof explains the consequences of asymmetric information in a situation where the buyer, and not the seller, does not know the quality of the commodity being exchanged. In this context, the vendor is aware that they are the only one knowing the true characteristics of the commodities and can exaggerate the quality. Conversely, the buyer can form an opinion on the quality of the commodities only after buying the commodity (i.e. ex post). Akerlof demonstrates that if there are a relatively high number of bad commodities in the market, the market will function poorly, if at all. A common example of this phenomenon is in the second-hand car market – here the sellers know whether or not their car is a lemon (a bad car) but the buyers cannot make that judgement without running the car. Given that buyers cannot tell the quality of any car, all cars of the same type will sell at the same price, regardless of whether they are lemons or not. The risk of purchasing a lemon will lower the price buyers are prepared to pay for a car, and because second-hand prices are low, people with non-lemon cars will have little incentive to put them on the market.

One possible solution to the adverse selection problem is to offer a warranty, as it would be viewed as a signal of quality. Hence ‘signalling’ refers to actions of the ‘informed party’ in an adverse selection problem. The action undertaken by the less informed party to determine the information possessed by the informed party is called ‘screening’ (for example, the action taken by an insurance company to gather information about the health history of potential customers).

Economic transactions often involve people with different information. In the context of financial markets, for example, those who buy insurance or take out bank loans are likely to have a better idea of the risks they face than the insurance company or bank. As such, it is often those who face the bigger risks who are more likely to want to buy insurance and those with the riskiest business proposals who are more likely to seek bank loans and therefore are more likely to be selected. Adverse selection in financial markets results in firms attracting the wrong type of clients; this in turn pushes up insurance premiums and loan rates to the detriment of lower-risk customers. Financial firms such as banks and insurers, therefore, seek to screen out/monitor such customers by assessing their risk profile and adjusting insurance premiums and loan rates to reflect the risks of individual clients.

In banking, adverse selection can occur typically as a result of loan pricing. As shown in Figure 1.5, the relationship between the return the bank can expect from a certain loan and the loan price is increasing and positive up to a certain point (for example, an interest rate of 6 per cent). Any prices above that level (shaded area in the figure) will decrease the expected return for the bank because of adverse selection: only the most risky borrowers (i.e. those with a low probability of repayment, such as speculators) will be ready to accept a loan at a very high price.

[image: ]

Figure 1.5Adverse selection in loan pricing

Another issue relating to information asymmetries is moral hazard (or hidden action). Superior information may enable one party to work against the interests of another. In general, moral hazard arises when a contract or financial arrangement creates incentives for parties to behave against the interest of others. For example, moral hazard is the risk that the borrower might engage in activities that are undesirable from the lender’s point of view because they make it less likely that the loan will be repaid and thus harm the interest of the lender. A classic example is the use of funds originally borrowed for a ‘safe’ investment project (a car purchase, a home improvement), which are then gambled in a high-risk project (for example, invested in a ‘get rich quick’ scheme). Thus for a bank, moral hazard occurs after the loan has been granted (ex post) and is associated with the monitoring and enforcement stages. Those that obtain some form of insurance may take greater risks than they would do without it because they know they are protected, so the insurer may get larger claims than expected. Examples of moral hazard in banking relate to: deposit insurance and the lender of last resort function of the central bank (see Chapter 6).

Monitoring is required whenever there are the problems of moral hazard and adverse selection. A standard example often given is the case of bank loans where lenders screen out excessively high risks, and regularly monitor the performance of the borrowers by obtaining various types of financial information – for example, companies are often required to submit periodic reports detailing the performance of their business. In addition, for loans to large companies, there are credit rating agencies (like Standard & Poor’s and Moody’s) that provide information on firm performance and credit ratings, which is an estimate of the amount of credit that can be extended to a company or person without undue risk (See Table 4.4 Credit risk ratings: Moody’s and Standard & Poor’s). Banks also send inspectors to firms to monitor their progress. However, it is particularly difficult for consumers/investors to monitor financial firms to see how they are performing and what they are doing with their deposits or investments. This is one reason why we have regulators to monitor financial firm behaviour.


1.4.3.2Principal–agent problems

Financial transactions often create principal–agent problems of one sort or another. This is also related to the problem of incentive structures in that the central issue is how a principal is able to rely on the agent acting in the interests of the principal employing them rather than their own selfish interest and against those of the principal. The problem arises because the agent often has superior information and expertise (which may be the reason the principal employs them). The agent can choose their behaviour after the contract has been established, and because of this the agent is often able to conceal the outcome of a contract. Agency problems also arise because the agent cannot be efficiently or costlessly monitored. Unless these problems can be solved, the agency costs involved can act as a serious deterrent to financial contracting with resultant losses. The challenge is to create financial contracts or arrangements that align the interests of the principal and the agent.

A typical example of principal–agent problem refers to a situation of separation of ownership and control in a firm. Managers in control (the agents) may act in their own interest rather than in the interest of shareholders (the principals) because the managers have less incentive to maximise profits than shareholders.2 A firm acting in the interest of the shareholders has an incentive to undertake investments that benefit the shareholders at the expense of creditors. However, as observed by Jensen and Meckling (1976) the assumption that managers act in the best interest of the shareholders is questionable. As an agent of the shareholders, the manager can do many things that may not be in the best interest of the shareholders. For example, managers may select low-risk investment projects with a view toward protecting their positions and reputations. To summarise, the principal (the shareholder) is unable to completely control the agent’s behaviour. If it were possible to costlessly observe the agent’s action, there would be no moral hazard. It is obvious that the principal anticipates the agent’s behaviour. Therefore, the principal attempts to design a contract that aligns the agent’s incentives with their own.

The example above shows that principal–agency issues are inextricably linked to information asymmetry and moral hazard. The behaviour of contracting parties (counterparties) needs to be monitored after a contract has been agreed to ensure that information asymmetries are not exploited by one party against the interest of the other, and also because frequently a fiduciary relationship (a relationship of trust and confidence) is created by a financial contract. In both cases, parties need to be monitored to ensure that their behaviour is consistent with both their interests. A special characteristic of many financial contracts is that the value (for example, the future returns on an investment; the amount of loan repayments to a bank – some of which may suffer from default; returns on long-term savings products) cannot be observed or verified at the point of purchase, and that the post-contract behaviour of a counterparty determines the ultimate value of the contract. This also creates a need for monitoring. In addition, monitoring is needed because many financial contracts are long-term in nature and information acquired before a contract is agreed may become irrelevant during the course of the contract as circumstances and conditions change. Above all, the value of a contract or financial product cannot be ascertained with certainty at the point the contract is made or the product is purchased. This often distinguishes financial contracts from other economic contracts such as purchases of goods. While the need for monitoring is accepted, it is an expensive activity and parties involved need to balance the costs and benefits of such monitoring.

As the cost of monitoring principal–agent relationships can be expensive and difficult for the market to resolve, public regulatory agencies help perform this task – for instance, they monitor financial service firms to minimise conflicts between principals (financial firms) and agents (customers).


1.4.3.3The free-rider problem

One general solution to information problems is for those involved in financial transactions to invest in information. However, this is not a costless activity and free-rider problems may emerge as, in some cases, no one party can appropriate the full value of the costly information acquired.

Free-rider problems occur when people who do not pay for information take advantage of the information that other people have paid for. For example, you purchase information that tells you which firms are good and which are bad. You believe the purchase is worthwhile because you can buy securities of good firms that are undervalued so you will gain extra profits. But free-rider investors see that you are buying certain securities and will want to buy the same.

Governments could produce information to help investors distinguish good from bad firms and provide it to the public free of charge. The main drawback is that this action may be politically difficult. Moreover it never completely eliminates the problem. By encouraging bank lending, a bank can profit from the information it produces by making private loans (i.e. avoiding free-rider problems).


1.4.3.4Relationship and transaction banking

In credit markets one way to overcome agency and adverse selection problems is for the parties to enter a relational contract. Relational contracts are informal agreements between the bank and the borrowers sustained by the value of future relationships. Modern financial intermediation theory has emphasised the role of banks as relationship lenders: this is when banks invest in developing close and long-term relationships with their customers. Such relations improve the information flow between the bank and the borrower and thus are beneficial to both parties. If the customer has a ‘history’ (e.g. they have borrowed previously from the bank over a long period of time), then the bank’s screening and monitoring costs will be much lower compared with the cost associated with new customers. Meanwhile, borrowers will find it easier to get future loans at (relatively) low rates of interest.

The benefits of relationship banking over transactional banking arise from a reduction of agency problems by long-term loan contracts and the use of information reusability over time. Relationship banking improves upon information flow thus mitigating information asymmetries and allows for flexibility.

The literature (see Boot, 2000; Boot and Thakor, 2014) has indicated that relationship banking can be sustained under high competitive pressures. In other words, the informational savings derived from relationship lending can be considered as a primary source of competitive advantage for existing banks over new market participants; this is because by drawing relational contracts, banks can ‘isolate’ themselves from competition from other banks and/or non-bank financial intermediaries.

Our discussion above seems to suggest that the creation of strong links between banks and companies might be beneficial to both businesses. Indeed in bank-based systems such as Japan and Germany, banks hold equity stakes in companies they lend to and banks in turn have members on the Board of Directors of these companies. In Anglo-Saxon countries (such as the United States and the United Kingdom) such arrangements are typically not allowed. Intense disintermediation process that has characterised the financial and banking markets, coupled with the increasingly common transaction banking, has started to challenge the importance of banks as relationship lenders. Transaction banking involves a pure funding transaction where the bank essentially acts as a ‘broker’; an example is that of a mortgage loan made by a bank and then sold on to an investor in the form of a security. This process is known as securitisation and it is explained in more detail in Chapter 18. It is obvious that in transaction banking there is no relationship between the parties and no flexibility in the contract terms.



1.5Why do banks exist? Theories of financial intermediation


There are five theories that explain why financial intermediation (banking) exists. These theories relate to: delegated monitoring; information production; liquidity transformation; consumption smoothing; and the role of banks as a commitment mechanism.


1.5.1Financial intermediation and delegated monitoring

One of the main theories put forward as an explanation for the existence of banking relates to the role of banks as ‘monitors’ of borrowers. Since monitoring credit risk (likelihood that borrowers default) is costly, it is efficient for surplus units (depositors) to delegate the task of monitoring to specialised agents such as banks. Banks have expertise and economies of scale in processing information on the risks of borrowers and, as depositors would find it costly to undertake this activity, they delegate responsibility to the banks. One of the most relevant studies explaining why banks exist on the basis of contract theory is by Diamond (1984), according to whom delegated monitoring on behalf of small lenders provides the raison d’être of banking:

An intermediary (such as a bank) is delegated the task of costly monitoring of loan contracts written with firms who borrow from it. It has a gross cost advantage in collecting this information because the alternative is either duplication of effort if each lender monitors directly or a free-rider problem in which case no lender monitors. Financial intermediation theories are generally based on some cost advantage for the intermediary. Schumpeter assigned such a delegated monitoring role to banks.

(Diamond, 1984, p. 393)

Diamond’s study investigates the determinants of delegation costs and develops a theoretical model in which a financial intermediary (typically a bank or an insurance company) has net cost savings relative to direct lending and borrowing. Diamond’s approach is essentially developed around two interconnected factors:

1Diversification among different investment projects; this is crucial in explaining why there is a benefit from delegating monitoring to an intermediary that is not monitored by its depositors.

2The size of the delegated intermediary that can finance a large number of borrowers.

Since usually diversification will increase with the number of bank loans, larger delegated intermediaries will generate higher economies of scale in monitoring and this will allow for greater portfolio diversification than any individual lender could achieve.

One issue that arises, however, relates to who is ‘monitoring the monitor’. Surplus units (depositors) can reduce monitoring expense if the costs of monitoring the intermediary are lower than the costs of surplus units lending direct to borrowers and therefore directly incurring the monitoring costs. As a financial intermediary increases in size, it can commit to offer deposit facilities to surplus units only if the intermediary is undertaking the appropriate monitoring activity.


1.5.2Information production

If information about possible investment opportunities is not free, then economic agents may find it worthwhile to produce such information. For instance, surplus units could incur substantial search costs if they were to seek out borrowers directly. If there were no banks, then there would be duplication of information production costs as surplus units would individually incur considerable expense in seeking out the relevant information before they committed funds to a borrower. An alternative is to have a smaller number of specialist agents (banks) that choose to produce the same information.

Banks have economies of scale and other expertise in processing information relating to deficit units – this information may be obtained upon first contact with borrowers but in reality is more likely to be learned over time through repeated dealings with the borrower. As banks build up this information (e.g. the knowledge of credit risk associated with different types of borrowers – ‘customer relationships’) they become experts in processing this information. As such they have an information advantage and depositors are willing to place funds with a bank knowing that these will be directed to the appropriate borrowers without the former having to incur information costs.


1.5.3Liquidity transformation

Banks provide financial or secondary claims to surplus units (depositors) that often have superior liquidity features compared to direct claims (like equity or bonds). Banks’ deposits can be viewed as contracts that offer high liquidity and low risk that are held on the liabilities side of a bank’s balance sheets. These are financed by relatively illiquid and higher-risk assets (e.g. loans) on the assets side of the bank’s balance sheet. It should be clear that banks can hold liabilities and assets of different liquidity features on both sides of their balance sheet through diversification of their portfolios. In contrast, surplus units (depositors) hold relatively undiversified portfolios (e.g. deposits typically have the same liquidity and risk features). The better banks are at diversifying their balance sheets, the less likely it is that they will default on meeting deposit obligations.


1.5.4Consumption smoothing

The three aforementioned theories are usually cited as the main reasons why financial intermediaries (typically banks) exist. However, studies have suggested that banks perform a major function as consumption smoothers. Namely, banks are institutions that enable economic agents to smooth consumption by offering insurance against shocks to a consumer’s consumption path. The argument goes that economic agents have uncertain preferences about their expenditure and this creates a demand for liquid assets. Financial intermediaries in general, and banks in particular, provide these assets via lending and this helps smooth consumption patterns for individuals.


1.5.5Commitment mechanisms

Another theory that has developed aims to provide a reason as to why illiquid bank assets (loans) are financed by demand deposits that allow consumers to arrive and demand liquidation of those illiquid assets. It is argued that bank deposits (demand deposits) have evolved as a necessary device to discipline bankers. To control the risk-taking propensity of banks, demand deposits have evolved because changes in the supply and demand of these instruments will be reflected in financing costs and this disciplines or commits banks to behave prudently (ensuring banks hold sufficient liquidity and capital resources).



1.6The benefits of financial intermediation


Financial intermediation, as noted previously, is the process of channelling funds between those who wish to lend or invest and those who wish to borrow or require investment funds. Financial intermediaries act as principals, creating financial assets and liabilities.

A wide range of financial institutions are engaged in financial intermediation, including banks, insurance and pension firms, securities houses and others. Many of the services offered by financial institutions also include both intermediation and non-intermediation activities (e.g. payment services, fund management services and so on).

An important distinguishing characteristic of financial intermediation is that financial assets and liabilities are created. In the case of a bank deposit, the nature of the claims and liabilities created is usually straightforward. The depositor has a claim for a given amount of money, perhaps to be repaid on demand, while the bank has a matching liability to repay a given amount of money. If the bank on-lends deposits it has a claim against the borrower for a given amount of money, to be repaid (with interest) at a given point in time in the future. The borrower, naturally, has a liability to repay that sum of money with interest on the specified date.

The significance of financial intermediation within the financial system is best appreciated in terms of the benefits that it generates. These benefits accrue to ultimate lenders (surplus units), to ultimate borrowers (deficit units) and to society as a whole.


1.6.1The benefits to ultimate lenders (surplus units)

These may be summarised as follows:

●Greater liquidity is generally achieved by lending to a financial intermediary rather than directly to an ultimate borrower.

●Less risk is involved, due to the pooling of risk inherent with financial intermediation, the improved risk assessment that intermediaries are able to undertake and the portfolio diversification that can frequently be achieved. This reduction in risk may be reflected in guaranteed interest rates on deposits with a financial intermediary.

●Marketable securities may be issued as the counterpart to deposits with a financial intermediary. For example, a certificate of deposit (CD) is a type of time deposit where the bank issues a certificate that a deposit has been made (this is particularly common in the US). The certificate of deposit can then be sold in the market whenever an individual/firm needs cash. Hence depositors, instead of waiting until maturity of the securities, may sell them in the market to regain the cash. This clearly enhances the liquidity of the depositors’ funds (in the broadest sense).

●Transaction costs associated with the lending process are likely to be reduced significantly, especially where straightforward deposit facilities are utilised.

●The lending decision is simplified, since there are fewer lending opportunities to financial intermediaries than there are ultimate borrowers. In addition, the assessment of the opportunities for lending to intermediaries is generally a simpler procedure than the assessment of the opportunities for lending to ultimate borrowers.


1.6.2The benefits to ultimate borrowers (deficit units)

These may be summarised as follows:

●Loans will generally be available for a longer time period from financial intermediaries than from the ultimate lenders.

●Financial intermediaries will generally be prepared to grant loans of larger amounts than will ultimate lenders.

●Using financial intermediaries will generally involve lower transaction costs than would be incurred if borrowers had to approach ultimate lenders directly.

●The interest rate will generally be lower when borrowing from financial intermediaries, compared with borrowing directly from ultimate lenders. As we have seen, financial intermediaries, through the minimisation of information costs and the diversification of risk, can actually reduce the cost of intermediation.

●When borrowing from financial intermediaries, there is a greater likelihood that loans will be available when required.


1.6.3The benefits to society as a whole

Financial intermediation is not only beneficial to borrowers and lenders, but it is considered likely to cause:

●A more efficient utilisation of funds within an economy, since the evaluation of lending opportunities will be improved.

●A higher level of borrowing and lending to be undertaken, due to the lower risks and costs associated with lending to financial intermediaries.

●An improvement in the availability of funds to higher-risk ventures, due to the capability of financial intermediaries to absorb such risk. High-risk ventures are widely considered to be important for creating the basis of future prosperity for an economy.



1.7Conclusion


This chapter has analysed the key features of financial intermediation. Banks, as other financial intermediaries, play a pivotal role in the economy, channelling funds from units in surplus to units in deficit. They reconcile the different needs of borrowers and lenders by transforming small-size, low-risk and highly liquid deposits into loans which are of larger size, higher risk and illiquid (transformation function). We discussed the main reasons banks have advantages in the intermediation process relating to matching the needs of ultimate lenders (depositors) and borrowers. In particular, we explored the concepts of transaction costs, economies of scale and economies of scope.

The relevance of information costs and the notion of information asymmetries were also introduced. These are costs due to imperfect distribution of information among parties and can be defined as situations in which one or more of the parties to a transaction does not have all or part of the relevant information needed to tell whether the terms of the contract are mutually acceptable and/or are being met. Situations of this kind give rise to adverse selection and moral hazard problems; another type of information asymmetry relates to the agency costs between the principal (bank) and agent (borrower).

The reasons for the existence of banks are then related to five theories that concern: delegated monitoring; information production; liquidity transformation; consumption smoothing; and the role of banks as a commitment mechanism. The chapter concludes with an overview of the main benefits of financial intermediation.
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