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Preface

It is well enough that people of the nation do not understand our banking and monetary

system, for if they did, | 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 expe-
rienced 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 addi-
tion, 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 environ-
ment 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 manage-
ment 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 sharehold-
ers 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.
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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 reces-
sion, 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 bank-
ing 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
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This part of the text provides an introduction to the nature of financial intermediation, cov-
ers 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 produc-
tion, 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 sys-
tems 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.

e 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 outlin-
ing 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 interna-
tional 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 strat-
egies 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
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bank restructuring and the regulatory toolKkits 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 intro-
duced, 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 intro-
duces 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’ bal-
ance 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, stu-
dents should be familiar with the main risk management approaches undertaken in banking.

e 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
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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 practi-
cal 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 influ-
enced 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 under-
standing 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.

e 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 issu-
ing 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 acquisi-
tions (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 stabil-
ity. 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
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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 bank-
ing 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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1.1

1.2

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

Introduction

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 func-
tions 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.

The nature of financial intermediation

To understand how banks work, it is necessary to understand the role of financial interme-
diaries 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

3
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Savers/ Financial
depositors intermediaries

Borrowers

Figure 1.1 The intermediation function

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 sav-
ers, 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. Argu-
ably, 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:

1 ondemand;
2 after giving a stated period of notice;

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

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 exist-
ence of financial intermediaries. However, two types of barriers can be identified to the direct
financing process:

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

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

Savers/ Financial
depositors markets

Borrowers

Figure 1.2 Direct finance
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Lenders’ requirements:

® The minimisation of risk. This includes the minimisation of the risk of default (the bor-
rower not meeting repayment obligations) and the risk of assets dropping in value.

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

e 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:

e Funds at a particular specified date.

e 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).

e 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;® 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 nec-
essary to point out that financial intermediaries create additional costs for borrowers and

! Transaction costs can be defined as the costs of running the economic system (Coase, 1937). In particular,
it is common to distinguish between co-ordination costs (e.g. costs of search and negotiation) and motiva-
tion costs (e.g. costs due to asymmetric information and imperfect commitment). Transaction costs can be
measured in time and money spent in carrying out a financial transaction.
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Figure 1.3 Direct and indirect finance

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.

The role of financial intermediation has now become more complex as financial intermedi-
aries 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 intermediar-
ies, 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 Kan-
sas 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

'd N\
Direct financin K .
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depositors securitisation Borrowers
Financial
intermediaries
Indirect financing
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Figure 1.4 Modern financial intermediation
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1.3 The role of banks

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.

The 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;
e maturity transformation;

o 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/borrow-
ing 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 ‘mis-
match’ 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 inher-
ent with such transformations will be illustrated in Chapter 11.
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1.4

1.4.1

1.4.2

Information 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 transac-
tion 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.

Transaction 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 intermediar-
ies 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 diversifica-
tion 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).

Economies of scale and economies of scope

Financial intermediaries reduce transaction, information and search costs mainly by exploit-
ing economies of scale. By increasing the volume of transactions, the cost per unit of transac-
tion 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 individ-
ual 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 comple-
mentary outputs are less than the combined costs of producing the two outputs separately.
Let us consider two outputs, Q; and Q,, and their separate costs, C(Q;) and C(Qs). If the joint
cost of producing the two outputs is expressed by C(Q,), (Q,), then economies of scope are
said to exist if:

C(Q1, Q) < C(Qy) + C(Qy) 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
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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. How-
ever, the literature indicates that economies of scope are difficult to identify and measure.

Asymmetric information

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

® Not everyone has the same information.
e Everyone has less than perfect information.

e 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 govern-
ment 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’ incen-
tives 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, par-
ties 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. Informa-
tion 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.

1.4.3.1 Adverse 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

9
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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 trans-
action (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 asym-
metric 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 judge-
ment 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 deter-
mine 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.

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 gen-
eral, 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
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Figure 1.5 Adverse selection in loan pricing

(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 obtain-
ing 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.

1.4.3.2 Principal-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 prob-
lems 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 arrange-
ments that align the interests of the principal and the agent.

11
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A typical example of principal-agent problem refers to a situation of separation of owner-
ship 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.? A firm acting in the interest of the share-
holders 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 share-
holder) 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 infor-
mation asymmetry and moral hazard. The behaviour of contracting parties (counterparties)
needs to be monitored after a contract has been agreed to ensure that information asym-
metries 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).

1.4.3.3 The 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 informa-
tion acquired.

2Note that shareholders in the US are referred to as stockholders. Also it is useful to remember that equities

or ordinary shares in the UK are referred to as common stock in the US.
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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).

1.4.3.4 Relationship 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 rela-
tions improve the information flow between the bank and the borrower and thus are benefi-
cial 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 competi-
tive 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.
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1.5

1.5.1

Why 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.

Financial 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’étre 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 theoreti-
cal 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:

1 Diversification 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.

2 The 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 incur-
ring 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.
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1.5 Why do banks exist? Theories of financial intermediation

Information 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 indi-
vidually incur considerable expense in seeking out the relevant information before they com-
mitted 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 differ-
ent 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.

Liquidity 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 liabili-
ties 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.

Consumption smoothing

The three aforementioned theories are usually cited as the main reasons why financial inter-
mediaries (typically banks) exist. However, studies have suggested that banks perform a
major function as consumption smoothers. Namely, banks are institutions that enable eco-
nomic 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.

Commitment 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 liquida-
tion of those illiquid assets. It is argued that bank deposits (demand deposits) have evolved
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1.6

1.6.1

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 instru-
ments will be reflected in financing costs and this disciplines or commits banks to behave
prudently (ensuring banks hold sufficient liquidity and capital resources).

The 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, includ-
ing 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 bor-
rower, 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.

The benefits to ultimate lenders (surplus units)
These may be summarised as follows:

e 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 inter-
mediary. 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).

e Transaction costs associated with the lending process are likely to be reduced significantly,
especially where straightforward deposit facilities are utilised.
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1.7

1.7 Conclusion

e The lending decision is simplified, since there are fewer lending opportunities to finan-
cial 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.

The 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.

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

e 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 inter-
mediaries, 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.

The 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.

® Animprovement 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.

Conclusion

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.

17
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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: del-
egated monitoring; information production; liquidity transformation; consumption smooth-
ing; and the role of banks as a commitment mechanism. The chapter concludes with an
overview of the main benefits of financial intermediation.

Key terms
Adverse selection Financial asset Moral hazard Surplus unit
Agency costs Financial claim Principal-agent Transactional
Deficit unit Financial liability problems banking
Delegated monitoring Indirect finance Relationship banking Transaction costs
Direct finance Information Screening
Economies of scale asymmetries Shadow banking
Economies of scope Liquidity risk Signalling
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REVISION QUESTIONS AND PROBLEN

1.1
1.2
13

14
15

What is the role of financial intermediaries in an
economy?

What is special about banks?

How do lenders’ and borrowers’ requirements
differ? How can financial intermediaries bridge
the gap between them?

Explain how banks can lower transaction costs.

Explain the relevance of information asym-
metries in the intermediation process.

1.6

1.7

1.8

1.9
1.10

1.7 Conclusion

How do adverse selection and moral hazard
affect the bank lending function? How can banks
minimise such problems?

How are banks affected by agency problems?
Describe the main theories put forward to
explain the existence of financial intermediaries.
Explain the concept of delegated monitoring.
What are the costs and benefits of financial
intermediation?
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2.1

2.2

Bank activities and services

Learning objectives

To understand what modern banks do
To describe the main services offered by banks

°
°
e To understand the importance of the payment system
e To understand the growing relevance of FinTech

°

To identify the impact of FinTech on the banking industry

Introduction

This chapter offers some insights into the nature of the banking business. It reviews the main
services offered by banks (loans and deposits, and payment services) as well as a wide range
of additional services, such as insurance and investment services. In this context, special
attention is given to the significant changes in payment systems with an extensive discussion
on the major instruments and services that modern banks provide to their customers from
plastic money to e-banking. The last section provides a brief introduction to FinTech and its
growing importance for the banking industry.

What do banks do?

We have seen in Chapter 1 that financial intermediaries channel funds from units in surplus
to units in deficit. In order to better understand how banks work, we need to examine their
assets and liabilities. Table 2.1 summarises a typical retail bank balance sheet (details of
banks’ balance sheet and income structure are presented in Chapter 9).

For traditional retail banks, the main source of funding is customer deposits (reported on
the liabilities side of the balance sheet); this funding is then invested in loans, other invest-
ments and fixed assets (such as buildings for the branch network), and it is reported on the
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2.3 Banks and other financial institutions

Table 2.1 A simplified bank balance sheet

Assets Liabilities

Cash Customer deposits
Liquid assets Equity

Loans

Other investments
Fixed assets
Total Total

assets side of the balance sheet. The difference between total assets and total liabilities is
the bank capital (equity). Put very simply, banks make profits by charging an interest rate
on their loans that is higher than the one they pay to depositors. As with other companies,
banks can raise funds by issuing bonds and equity (shares), and saving from past profits
(retained earnings). However, the bulk of their money comes from deposits; it is this ability
to collect deposits from the public that distinguishes banks from other financial institutions,
as explained in Section 2.3.

Banks and other financial institutions

Banks are deposit-taking institutions (DTIs) and are also known as monetary financial institu-
tions (MFIs). Monetary financial institutions play a major role in a country’s economy as their
deposit liabilities form a major part of a country’s money supply and are therefore very relevant
to governments and central banks for the transmission of monetary policy (see Chapter 5).
Banks’ deposits function as money; as a consequence, an expansion of bank deposits results
in an increase in the stock of money circulating in an economy. All other things being equal,
the money supply, that is the total amount of money in the economy, will increase.

The monetary function of bank deposits is often seen as one of the main reasons why DTIs
are subjected to heavier regulation and supervision than their non-deposit-taking institution
(NDTI) counterparts (such as insurance companies, pension funds, investment companies,
finance houses and so on).

One further feature that distinguishes monetary financial institutions from other financial
corporations lies in the nature of financial contracts: deposit holdings are said to be discre-
tionary, in the sense that savers can make discretionary decisions concerning how much
money to hold and for how long. Depositors are free to decide the frequency and amount
of their transactions. Meanwhile, holding assets from other financial institutions requires a
contract which specifies the amount and frequency of the flow of funds. For example, the
monthly contributions to a pension fund or to an insurance provider are normally fixed and
pre-determined. Therefore the flow of funds in and out of other financial intermediaries is
described as contractual.

Figure 2.1 illustrates the classification of financial institutions in the UK. However, it is
important to keep in mind that there is no unique, universally accepted classification of finan-
cial intermediaries. Furthermore, distinctions are becoming blurred as deregulation, finan-
cial conglomeration, advances in information technology and financial innovation, increased
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Qﬁlncm intermediaries>

Discretionary flow Contractual flow
of funds of funds
Deposit-taking Non-deposit-taking
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* Investment funds
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Financial corporations other than
monetary financial institutions

Monetary financial institutions

Figure 2.1 Classification of financial intermediaries in the UK

competition, globalisation and the fallout from the global financial crisis of 2007-2009, have
all contributed to change the industry.

All countries have regulations that define what banking business is. For example, in all EU

countries banks have been permitted to perform a broad array of financial services activity
since the early 1990s, and since 1999 both US and Japanese banks are also allowed to operate
as full-service financial firms. A good example of the breadth of financial activities that banks
can undertake is given by the UK’s Financial Services and Markets Act 2000, which defines
the range of activities that banks can engage in, including:

accepting deposits;

issuing e-money (or digital money), i.e. electronic money used on the internet;
implementing or carrying out contracts of insurance as principal;

dealing in investments (as principal or agent);

managing investments;

advising on investments;

safeguarding and administering investments;

arranging deals in investments and arranging regulated mortgage activities;
advising on regulated mortgage contracts;

establishing and managing collective investment schemes (for example investment funds
and mutual funds);

establishing and managing pension schemes.

Conglomeration has become a major trend in financial markets, emerging as a leading

strategy of banks. This process has been driven by technological progress, international
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consolidation of markets and deregulation of geographical or product restrictions. In the EU,
financial conglomeration was encouraged by the Second Banking Directive (1989), which
allowed banks to operate as universal banks, enabling them to engage, directly or through
subsidiaries, in other financial activities, such as financial instruments, factoring, leasing and
investment banking. In the US, the passing of the Gramm-Leach-Bliley Act in 1999 removed
the many restrictions imposed by the Glass—Steagall Act of 1933. Since 1999 US commercial
banks can undertake a broad range of financial services, including investment banking and
insurance activities. Similar reforms have taken place in Japan since 1999. As banks nowa-
days are diversified financial services firms, when we think about banks, we should now think
more about the particular type of financial activity carried out by a specialist division of a
large corporation rather than the activity of an individual firm.

In the immediate aftermath of the 2007-2009 financial crisis, a growing number of aca-
demics and policy makers debated on whether the size and permissible activities of financial
institutions should be re-constricted due to increased systemic risk. Narrowing the scope of
large financial institutions would require the re-introduction of firewalls like those imposed
by the Glass—Steagall Act to limit the risks that depositors are exposed to. Post-crisis regula-
tory reforms in the UK, for example, have included the ‘ring-fencing’ of retail banking activi-
ties, following the recommendations of the Independent Commission on Banking (ICB), also
known as the Vickers Commission (see Chapter 13).

f‘—

A universal bank is an institution which combines its strictly commercial activities with opera-
tions in market segments traditionally covered by investment banks, securities houses and
insurance firms, and this includes such business as portfolio management, brokerage of secu-
rities, underwriting, mergers and acquisitions. A universal bank undertakes the whole range
of banking activities. Under the universal banking model, banking business is broadly defined
to include all aspects of financial service activity — including securities operations, insurance,
pensions, leasing and so on. Under this model, a bank will be able to serve the diverse needs
of its customers and generate fee and commission income, which is not subject to the same
kind of credit, maturity and other risks associated with income derived from lending and trad-
ing activities. Because of the easy access and convenience universal banks offer, they tend
to attract customers along a very wide spectrum of financial sophistication and risk appetite.
Some of these customers go to banks to conduct very basic banking transactions, such as
cash withdrawal, remittances, applications for loans, credit cards, etc. However, as universal
banks seek to expand fee and commission income in distributing investment products, there
may be a risk that some banks or their frontline staff could become overly keen to market
products to customers without sufficient regard to the customers’ own circumstances.

One example of this type of behaviour is the PPI (payment protection insurance) mis-selling
in the UK. PPI was designed to cover repayments in certain circumstances, for example when
people were made redundant or couldn’t work due to an accident, iliness, disability or death.
However, PPl was often mis-sold: the Financial Conduct Authority (FCA) reports that as many
as 64 million PPI policies have been sold in the UK, mostly between 1990 and 2010, some
as far back as the 1970s. Critics say the banking industry began aggressively selling PPI to
customers after realising that the policies were highly profitable, and the sale of such policies
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Box 2.1 Universal banking: an optimal model of banking? (continued)

was typically encouraged by large commissions. Several banks have now been fined by the
Financial Conduct Authority for such practices and required to compensate customers.

A different but related issue with universal banking concerns a business model where
banks are allowed to conduct their own proprietary trading and market making in addition
to trading on behalf of their customers and offering other traditional banking services and
products. The key concern here is that universal banks are able to leverage their cheaper
sources of funds obtained from retail deposits and invest in risky projects to raise the return
on equity and to meet ever-increasing shareholders’ expectations. As banks expanded their
risk-taking activities, both on balance sheet and on balance sheet, they became too large and
complex. In addition, they exposed retail depositors to very high levels of risk-taking. This
issue is particularly relevant in the US and UK, where commercial and investment banks were
historically separated. It is less relevant in other European countries, where there is a long
tradition of universal banking.

The global financial crisis and the subsequent international debate have prompted regula-
tory authorities to reflect on whether universal banking remains an optimal model of banking.
Ten years on from the crisis, the answer to the universal banking debate seems to be in favour
of the universal banking model. Its supporters argue that diversification can be beneficial for
banks and financial stability. If one area of business underperforms, others can make up for it,
making the whole business more resilient. It can also be argued that banks that are diversified
in terms of businesses or geographical operations are better positioned to offer customers
the depth and breadth of services these customers require, particularly as economic activities
become ever more specialised and global.

In addition to economies of scale derived from size, universal banking also enables econo-
mies of scope. Broadening customer access to financial products enables increased flows
of savings through the system, facilitating efficient investment and economic growth. These
advantages are not to be dismissed lightly. Several European countries have a long tradition
of universal banking and most banks did not turn into aggressive risk-takers, although the
potential danger exists.

Regulators must ensure that banks offer their retail customers a high degree of protec-
tion. Banks must take extra care in marketing and distributing investment products to their
customers.

2.4 Banking services

Modern banks offer a wide range of financial services (Figure 2.2), including:

e payment services;
e deposit and lending services;
e other financial services;
e trade finance and cross-border services.
The following sections offer an overview of payment services, deposit and lending ser-

vices and other financial services. Trade finance and cross-border services will be discussed
in Chapter 4.
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Figure 2.2 Banks’ core activities

Payment services

An important service offered by banks is that they offer facilities that enable customers to
make payments. A payment system can be defined as any organised arrangement for trans-
ferring value between its participants. Heffernan (2005) defines the payment systems as a
by-product of the intermediation process, as it facilitates the transfer of ownership of claims
in the financial sector. These payment flows reflect a variety of transactions: for goods and
services as well as financial assets. Some of these transactions involve high-value transfers,
typically between financial institutions. However, the highest number of transactions relates
to transfers between individuals and/or companies. If any of these circulation systems failed,
the functioning of large and important parts of the economy would be affected. Banks play a
major role in the provision of payment services. Payments services can be either paper-based
or electronic and an efficient payments system forms the basis of a well-functioning financial
system. In most countries the retail payments systems are owned and run by the main banks
(see also Section 3.6.1.1 on payment services).

For personal customers the main types of payments are made by writing cheques from
their current accounts (known as ‘checking accounts’ in the US) or via debit or credit card
payments. In addition, various other payment services are provided including giro (or credit
transfers) and automated payments such as direct debits and standing orders. Payments
services can be either paper-based or electronic and an efficient payments system forms the
basis of a well-functioning financial system. In most countries the retail payments systems
are owned and run by the main banks. Note that the importance of different types of cashless
payments varies from country to country.

2.4.1.1 Cheques

Despite the rise of the ‘cashless society’ (see Box 2.2), cheques are still widely used as a
means of payment for goods and services. If individual A buys goods and gives a cheque
to individual B, it is up to B to pay the cheque into their own bank account. Individual B’s
bank then initiates the request to debit individual A’s account. Individual A’s bank authorises
(clears) the cheque and a transfer of assets (settlement) then takes place. Cheque payments
are known as debit transfers because they are written requests to debit the payee’s account.
Although not all accounts come with a cheque book, the vast majority do and in some coun-
tries (such as the UK) they are provided for free.
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Nowadays cheques are primarily used to pay small businesses and bills although in this
latter case discounts are frequently available if alternative methods are chosen, such as the
direct debit. Cheques are often refused in shops, because of the risks that they may bounce
back if not covered with enough liquidity in the payees’ current account. Shops may ask
for a cheque guarantee card that guarantees the cheque up to a certain amount; however
the relative importance of these cards is fading and, for example, in the UK in June 2011
they were phased out. This move was part of a broader plan of the UK Payments Council
(the organisation that sets strategy for UK payments) to close the central cheque clearing
by the target date of 2018. This plan provoked reactions from various groups that would
have been affected by the move, such as consumers’ groups, organisations representing the
elderly, charities (who receive a large proportion of their donations by cheque) and other
bodies. After a Treasury enquiry in July 2011 the Payment Council abandoned the plan to
phase out cheques and announced that cheques will continue for ‘as long as customers need
them’. Nonetheless, cheque usage has been steadily declining, both in value and in volume,
as illustrated in Figure 2.3.

2.41.2 Cashless Payments

The choice of how to pay is nowadays wider than ever. In general terms, we can define a cash-
less payment as a payment made without need of physical money. Typically these payments
are made by transferring money electronically, either via bank transfer or payment cards. In
addition, recent developments include mobile wallets and QR codes (see Figure 2.4). The
payment landscape is increasingly complex, due to the entry of new market participants and
new technologies. New entrants include the large tech companies, such as Google, Amazon,
Apple and Facebook, as well as smaller and innovative providers. Emerging technologies
include artificial intelligence (AI), distributed ledger technology (DLT) and cloud comput-
ing. In what follows, we will briefly discuss the most commonly used methods of payment.
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Figure 2.3 Cheque transactions in the UK
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Figure 2.4 The way we pay

Cashless payments via bank transfer

Credit transfers are payments where the customer instructs their bank to transfer funds
directly to the beneficiary’s bank account. Consumers use bank transfer payments to pay
invoices or to send payment in advance for products ordered.

Standing orders are instructions from the customer (account holder) to the bank to pay a
fixed amount at regular intervals into the account of another individual or company. The
bank has the responsibility for remembering to make these payments. Only the account
holder can change the standing order instructions. Some banks will accept instructions
by telephone or internet banking.

Direct debits are originated by the supplier that supplied the goods/service and the cus-
tomer has to sign the direct debit. The direct debit instructions are usually of a variable
amount and the times at which debiting takes place can also be either fixed or variable
(although usually fixed). If a payment is missed, the supplier can request the missed pay-
ment on a number of occasions. If the payments are continually missed over a period of
time, the customer’s bank will cancel the direct debit. Many retail customers pay utility
bills (electricity, gas, water bills) in this way.

Card payments

Card payments include credit cards, debit cards, cheque guarantee cards, travel and enter-
tainment cards and shop cards. Technically, plastic cards do not act themselves as a pay-
ment mechanism — they help to identify the customers and assist in creating either a paper
or electronic payment.

Credit cards provide holders with a pre-arranged credit limit to use for purchases at retail
stores and other outlets. The retailer pays the credit card company a commission on every
sale made via credit cards and the consumer obtains free credit if the bill is paid off before a
certain date. If the bill is not fully paid off then it attracts interest. Visa and MasterCard are
the two most important bank-owned credit card organisations. Credit cards have become
an increasingly important source of consumer lending particularly in the UK and US. For
example, in 1971 there was only one type of credit card (Barclaycard) available in the
UK and by the early 2000s there were around 1,300. The use of cashless instruments has
continued growing in the first two decades of the new millennium, although the use of
cash remains persistent in many countries (see Box 2.2).
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® Pre-paid cards are a form of pay-as-you-go credit card onto which you need to first deposit
your money, then use it to pay for goods or services. Unlike normal credit or debit cards,
you only spend the amount that you put on the card. Pay as you go credit cards are becom-
ing increasing popular for several reasons. The requirements for approval are very basic
(in some cases it is as simple as being a UK resident) and are therefore available to people
with poor credit history or to those who cannot legally obtain credit cards (for example,
teenagers). They are also used by people who wish to be more in control of their finances,
for example using as specified, pre-charged amount, as holiday money.

® Pre-paid non-bank cards are used to access certain services (for example, telephony ser-
vices, including voice and data). Other examples are gift cards, a convenient way to offer
money without delivering cash to the beneficiary. Popular gift cards include Amazon cards
and App Store cards, among others.

e Travel and entertainment cards (or charge cards) provide payment facilities and allow
repayment to be deferred until the end of the month, but they do not provide interest-
free credit. Unlike credit cards, all bills have to be repaid at the end of the month and no
rollover is allowed. Typically, unpaid balances are charged at a higher interest rate than
for credit cards, to discourage late payment.

® Debit cards are issued directly by banks and allow customers to withdraw money from their
accounts. They can also be used to obtain cash and other information when used through
automated teller machines (ATMs).

e Contactless payments are increasingly available to consumers. Contactless card payments
are debit or credit card payments that are processed without the need for the card to be
placed in a reader or have a PIN (personal identification number) entered. Contactless
payments are becoming increasingly common on a range of devices in addition to cards,
including wearable devices (such as watches and wristbands) and mobile devices, such
as smartphones and tablets. Contactless card payments are a faster option when paying,
as there is nothing to sign and no numbers to enter. They are used for small transactions —
currently up to £45 in the UK and are processed simply by holding a card or other device
up to a card reader. The underlying technology for all of these devices is the same: the
contactless device contains an antenna so that when it is touched against a contactless
terminal, it securely transmits purchase information.

e E-wallets or digital wallets are electronic devices that store a user’s payment details in one
location. Money can be deposited in the digital wallet prior to any transactions or, in other
cases, an individual’s bank account can be linked to the digital wallet. Digital wallets can
be used in conjunction with mobile payment systems, which allow customers to pay for
purchases with their smartphones. Examples of e-wallets are Google Pay, Apple Pay and
similar softwares.

Ever since the first general-purpose charge card was introduced in the early 1950s, com-
mentators have been predicting the ‘cashless society’. However, the use of cash has proven
persistent in many countries. Therefore, understanding the demand for cash and non-cash
payment methods is an important policy concern. The last decade has seen a fast technologi-
cal innovation and the adoption of new generation technologies, as illustrated in Figure 2.5.
Nevertheless, there are still important cross-country differences and different countries are
adopting different technologies. In addition, in some countries, the use of cash remains
predominant, due to a combination of cultural factors, an inadequate infrastructure and
security concerns. While a cashless society has many benefits, in terms of faster and more
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Table 2.2 A cashless society: advantages and disadvantages

Advantages Disadvantages
For @ Cheaper, faster and more secure e Can lead to bad spending habits
customers transactions
Easier to track payments e Can make it harder to budget
Helps building a credit history and e Privacy issues
improve credit scores e More at the risk of financial fraud
e Low environmental impact e Might negatively affect those on low
income or with financial difficulties
For society e Reduction in tax avoidance @ Vulnerable to IT risks and cyber-attacks
Reduction in crime ® Reduces financial inclusion as older
customers, less educated customers or
those with physical and cognitive dis-
abilities might feel more confident using
cash
e Supports economic activity and e Costs are often passed on to retailers
fosters growth and consumers
® Supports online commerce e Can negatively impact community spirit
and high street shopping
e Fosters financial inclusion, by e |Insufficient coordination among
enabling easy money transfers providers, regulators and governments

may lead to inefficiencies

secure transactions, it can also disadvantage certain individuals within a population, such
as people with restricted or no access to financial services, older customers and customers
with physical or cognitive disabilities. Table 2.2 summarises the pros and cons of a cashless
society (see Box 2.2).

Figure 2.5 shows recent statistics and a forecast of the next-generation payment technol-
ogy market worldwide, from 2015 to 2022. The next-generation payment technology market

s N
NEXT-GEN PAYMENT TECHNOLOGY MARKET NUMBER OF USERS OF LEADING MOBILE
TRANSACTION VALUE WORLDWIDE PAYMENT PLATFORMS WORLDWIDE
16,000.00 —
13,979.85

“14,000.00 [ )

Z 8

z 1200000 - S

w s

3 10,0000 |- 8,961.22 2

< =

> 8,000.00 |- -4}

3 6,109.64 o

= - =]

g 600000 4,296.67

§ 4,000.00 [ 310433

E 2,000.00 |-

2015 2016 2017 2018 2019 2020 2021 2022'

& J

Figure 2.5 ‘Next gen’ payment technologies
Source: Data available at www.statista.com/statistics/788318/worldwide-payment-technology-transaction-value-market-size/
* Estimates
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Andrew Crook restarted his fish and chip shop
in Chorley, Lancashire, earlier this month after
a coronavirus-induced lockdown, but his till
remained closed. “I have taken no cash since I
opened — and I love it,” he said. Mr Crook is one
of many high street operators from corner shops
and takeaways to launderettes and hairdressers
that have long relied on hard cash to keep their
businesses running. However, spurred by gov-
ernment guidance that recommends contactless
card payments rather than cash as businesses
reopen, this is changing fast. And the shift may
outstay the virus. “It’s much more hygienic and
easier accounting wise without,” he said, adding
that card transactions had been steadily growing
since he started taking them seven years ago. “I
can’t see how offering cash-only transactions can
be viable for any business after this.” The effects
are being felt through the banking system. ATM
transaction volumes fell as much as 62 per cent
year on year at the start of the UK lockdown,
according to data from Link, which runs the UK’s
cash machine network. Volumes have picked up
slightly over the past week as more businesses
began to reopen, but Link chief executive John

Volumes (millions)
— 2019 —— 2020

~ 0 ]

Howells said there would not be much more of a
bounce back.

“We will probably end down about 30 to 40 per
cent,” Mr Howells said. He added that many reluc-
tant consumers were “learning how to use digital
alternatives” and were happy with the change.
There is a similar trend in many European coun-
tries, where cash use has declined significantly
during the pandemic. The daily value of cash
withdrawals from ATMs fell 40 per cent after the
Irish government introduced lockdown measures.
The decline in the UK was not as precipitous as
some countries — cash volumes in Spain dropped
as much as 90 per cent — although withdrawals
in the US and Russia spiked amid signs of cash
hoarding. Tellingly for the future, bankers said
cash volumes have not bounced back to pre-Covid
levels in countries such as Austria, which has
been among the first to reopen consumer-facing
sectors such as bars and restaurants.

“We all knew there was going to come a point
where society was virtually cashless and we’d
have to work really hard to include everyone,”
said Natalie Ceeney, a former civil servant and
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Box 2.2 Coronavirus accelerates shift away from cash (continued)

banker who led an industry review into the future
of cash last year. “When we finished our review a
year ago we thought it would be in 10 to 15 years;
Covid might have accelerated that to next year.”
A decade ago, more than 60 per cent of payments
were made using notes and coins. But debit cards
overtook cash in 2017. Before the pandemic, bank
lobby group UKFinance predicted cash would
make up less than 10 per cent of payments by
2028 — now such estimates are being revised. The
virus has fuelled trends that already had momen-
tum. Notably the shift to online retail, as people
stayed at home, and relied on internet shopping
to get them through the crisis. The lockdown in
response to coronavirus hit areas of the economy
that traditionally account for much of cash pay-
ments: retail, pubs and restaurants, and travel.
Even as businesses in these sectors reopen follow-
ing the easing of the lockdown, bank executives
predict cash will remain scarce.

The UK government has told businesses to
encourage people to pay by card rather than hand
over notes and coins to help prevent the spread of
the virus. Some retailers said the move would be a
necessity anyway: while early concerns about the
risk of spreading coronavirus through handling
notes has been played down, retailers report that

Value of transactions (£bn)

there is still a reluctance among customers to use
cash. Some village stores have even reintroduced
a ‘tick’ system, where people pay for their goods at
the end of a month based on an electronic ledger —
methods that have not been used for decades
since shopkeepers kept large thick bound ledgers
of what was owed and by who.

“The pandemic has accelerated already detailed
discussions about maintaining the role of cash
for those that need it,” said Stephen Jones, chief
executive of UK Finance, pointing to how this
would shape the infrastructure around wholesale
cash distribution and cash access. Cash machines
do not need to be refilled as frequently, he said.
Vans that had been booked to transport cash
around the country have instead been offered to
help deliver resources for the pandemic response.
“Banks and financial institutions have worked
hard to keep cash stocks at the right level to meet
demand during this period,” said Mr Jones. “It’s
too early to understand what the full impact of
Covid-19 and lockdown will be on the use of cash.
But there will always be a role for this method of
payment — it will continue to be needed.”

The shortfall in cash volumes also poses prob-
lems. Mr Howells said the sudden drop in usage
could make it unsustainable to continue providing
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Figure 2.7 UK goes cashless during lockdown
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Box 2.2 Coronavirus accelerates shift away from cash (continued)

access to cash for the millions of consumers who
still depend on it. “When you suddenly halve the
volumes, that means the business models of 40 or
50 companies can’t possibly stay the same — it’s
just economically not possible,” said Mr Howells.
“We are going to have changes; Link’s concern is
if there isn’t some degree of co-ordination then
what will happen is the quieter and more remote
places will lose access.”

The UK’s cash infrastructure costs about £5bn
a year to run, according to a 2019 review of the
sector, with high fixed costs such as dozens of
warehouses used to store and distribute coins and
notes. Ms Ceeney said the government guidance
over contactless payments also risked excluding
some of the most vulnerable members of society.
“Cash acceptance has been a minor part of the
debate up to now but will increasingly be a focus,
there is no reliable data in the UK on cash accept-

Banks and ATM providers have been locked in a
dispute over how to fund the cash machine net-
work since before the pandemic hit. Marc Terry,
managing director at Cardtronics, the world’s
largest ATM operator, said: “It’s a bit of a self-
fulfilling prophecy that we’re moving towards
cashless when in fact what’s happening is we’re
creating it by depriving people of the ability to
make a choice.”

Customers will ultimately have their say about
whether the likes of Mr Crook and the fish and
chip industry can limit options on cash payments.
Older people in particular will typically want to
feel notes and coins in their pockets, bankers said.
Mr Terry said some small businesses that initially
reopened from lockdown without accepting cash
were already changing course after finding some
customers refuse to use cards. “As the lockdown
has eased they realised they’re leaving money on

the table, shops rely on every single pound that
comes through the door.”

ance but anecdotally we can all see around us
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an awful lot of shops saying ‘contactless only’.

Source: Megaw, N. and Thomas, D. (2020) ‘Coronavirus accelerates shift away from cash,, Financial Times, 27 May.
© The Financial Times Limited 2020. All Rights Reserved.

includes EMV (Europay, Mastercard and Visa) chip, QR (quick response) code, and near-field
communication (NFC)/contactless payment systems. The NFC segment is currently grow-
ing at the highest rate due to its adoption in mobile handsets and wearables; however, EMV
(named after its developers, Europay, MasterCard and Visa) chips are expected to dominate
the market by 2022.

2.4.2 Deposits and lending services

In addition to payment services, personal banking includes the offer of a broad range of
deposit and lending services. These are summarised as follows:

® Current or checking accounts, which typically pay no (or low) rates of interest and are used
mainly for payments. Banks offer a broad range of current accounts tailored to various
market segments and with various other services attached. As an example, Figure 2.8
illustrates how a typical current account can be used in the UK.

e Time or savings deposits, which involve depositing funds for a set period of time for a pre-
determined or variable rate of interest. Banks offer an extensive range of such savings
products, from standard fixed term and fixed deposit rate to variable term with variable
rates. All banks offer deposit facilities that have features that are a combination of time
and current accounts whereby customers can withdraw their funds instantly or at short
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Figure 2.8 Typical current account usage

notice. Typically deposits that can be withdrawn on demand pay lower rates than those
deposited in the bank for a set period.

® Consumer loans and mortgages are commonly offered by banks to their retail customers.
Consumer loans can be unsecured (i.e. no collateral is requested; such loans are usually
up to a certain amount of money and for a short to medium time period: for example, in
the UK unsecured loans are up to £25,000 and repaid over five years) or secured on prop-
erty (typically from £20,000 to £100,000 and repaid over ten years) and interest rates are
mainly variable (but can be fixed). In addition banks of course offer an extensive array of
mortgage products for the purchase of property. The main types of UK mortgages (which
typically extend for 20-25 years) include: variable rate (interest payments vary relative to
abenchmark rate such as the bank’s standard lending rate or those determined by outside
bodies such as the Bank of England’s base rate); fixed rate (rates are fixed for a set period,
usually 2-5 years, and then revert to variable rate); capped (rates vary but a cap is placed
on the maximum rate paid over a specified period); discount mortgages (where rates vary
but are discounted at a few percentages below a benchmark rate over a period —e.g. 1 per
cent discount to the base rate over the first two years); and cashback mortgages (where
those taking out the mortgage receive a single lump sum or cashback generally based on
the value of the loan). Mortgages can also be obtained in foreign currency, for the pur-
chase of overseas properties, and also for ‘buy-to-let’ property.

Alternative mortgage products, that is mortgages that are different from the traditional
principle and interest repayment schedule, have been identified as some of the culprits of
the 2007 sub-prime crisis (mainly the adjustable rate mortgages - ARM —which earned the
nickname of ‘toxic mortgages’). However, research by Cocco (2013) argues that because
of their lower initial mortgage payments relative to loan amount, they may be a valuable
tool for households that expect higher and more certain future labour income, and that
wish to smooth consumption over the life-cycle. The size and shape of the mortgage mar-
ket has changed considerably over the last decade since the global financial crisis, as new
prudential rules designed to protect both borrowers and banks came into force. At the
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same time, the UK residential mortgage market has seen significant government interven-
tion to stimulate new home building and support first-time buyers, particularly through
the Help to Buy equity loan scheme (HTBEL), which was launched in 2013 to help those
with small deposits buy new homes. However, the scheme is due to end in 2023, with a
potentially negative impact upon new house building and ownership.

Although the full effect of the Covid-19 health crisis on the housing market is yet to be
seen, the first six months of 2020 have seen a decrease in both mortgage applications and
mortgage approvals, as both lenders and borrowers are still dealing with the economic
impact of the lockdown.

Investment, pensions and insurance services

e Investment products offered to retail customers include various securities-related prod-

ucts: mutual funds (known as unit trusts in the UK), investment in company stocks and
various other securities-related products (such as savings bonds). In reality, there is a
strong overlap between savings and investment products and many banks advertise these
services together.

Pensions and insurance services are nowadays widely offered by many banks. Pension
services provide retirement income (in the form of annuities) to those contributing to pen-
sion plans. Contributions paid into the pension fund are invested in long-term investments
with the individual making contributions receiving a pension on retirement. The pension
services offered via banks are known as private pensions to distinguish them from public
pensions offered by the state. Usually there are tax advantages associated with pensions
contributions as most governments wish to encourage individuals to save for their retire-
ment. Insurance products protect individuals (policyholders) from various adverse events.
Policyholders pay regular premiums and the insurer promises compensation if the specific
insured event occurs. There are two main types of insurance — life insurance and general
(or property and casualty) insurance. The latter is insurance that does not involve death as
the main risk. It includes home, travel, medical, auto and various other types of insurance.
Banks offer both life and non-life insurance products with the latter mainly being travel,
property, mortgage repayment and other types of protection. In the UK, there has also
been substantial growth in income protection insurance (insurance that replaces earnings
ifindividuals are unable to work) and critical illness insurance (which covers medical costs
and/or income).

® Payment protection insurance (also known as PPI) is a type of insurance sold with loans,

credit cards, mortgages and other types of credit. It was designed to meet the cost of
repayments should customers become unemployed or ill. On some loans, the whole cost
of the PPI premium was added upfront to the amount borrowed. On others, including
mortgages, borrowers mostly paid for PPI by monthly instalments. Most customers were
pressurised into taking out the policy, which was presented as a necessary condition to
obtain credit (House of Commons, 2016). This resulted in the UK’s largest consumer mis-
selling scandal, which resulted in lenders collectively settling claims amounting to almost
£50bn (see also Box 2.3). While the financial industry insists a scandal of the proportion
of the PPI mis-selling could not happen again, regulators and consumers groups worry
that the progress achieved could reverse during an economic recession. Retail banks’ basic
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profitability is low, and regulators fear an increased drive to generate income from new
products, particularly investment products.

Where could the next PPI scandal arise? It might not be the big banks; other financial
intermediaries are currently under the regulators’ close watch. For example, payday lend-
ing (a type of short-term high-interest borrowing) grew substantially since the global
financial crisis, as large banks became increasingly reluctant to lend to high-risk borrow-
ers. In 2018, Wonga, the UK largest payday lender, collapsed as it was inundated with
complaints from former customers. Another sector that might be susceptible to mis-selling
is the insurance sector, particularly pension policies. UK regulators fear a major mis-selling
scandal as customers who have transferred out of final-salary pension schemes might have
received poor advice.

BOX 2.3 AF W
MIS-SELLINC

ER PF

When Matthew started working for one of the
UK’s biggest banks in the late 1990s, he didn’t
think there was anything wrong with selling pay-
ment protection insurance. Soon, the pressure to
sell policies to people who didn’t need, want or
understand the cover they were signing up for
made him feel ill. “There were often times I would
go down the back lane behind the branch and be
physically sick because I was so frightened about
going into work,” says Matthew, who asked the

FT not to use his real name as he still works with
Lloyds Banking Group. The short-term result
was a cut-throat sales culture that saw stories
like Matthew’s repeated in thousands of bank
branches across the country. The most successful
account managers were rewarded with bonuses,
booze and all expenses paid holidays. The long-
term result was the UK’s largest consumer mis-
selling scandal. In those two decades, Lloyds has
put aside £20bn to settle potential mis-selling

£36bn has been paid in PPl compensation since 2011
PPI payouts (£bn)

2011
2019 = Jan to Jun

2012 2013 2014 2015 2016 2017 2018 2019

\ /

Figure 2.9 PPI payouts
Source: FCA
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Box 2.3 After PPI, what could be the next banking mis-selling scandal? (continued)

claims, topping a list of UK lenders who collec-
tively expect the PPI scandal to cost them close
to £50bn. With the passing of a final deadline for
compensation claims on Thursday evening, the
finance world hopes to draw a line under the scan-
dal. Bankers are privately keen to say they have
learnt their lessons and cleaned up their act. Yet
this week, one of the UK’s most senior financial
regulators shared concerns that banks needed “a
generation” to fix the cultural issues that led to
such rampant mis-selling.

Jonathan Davidson, director of supervision for
retail and authorisations at the Financial Con-
duct Authority, told the FT that while lenders
had made genuine efforts to reform, he was con-
cerned that progress could be reversed if a reces-
sion increased pressure on their main sources of
income. Today’s competitive banking landscape
has parallels with the 1990s and early 2000s when
prices for many basic products and services were
falling to unsustainably low levels. Unwilling
to lose market share by raising prices, lenders
instead pushed staff to cross-sell more profitable
products like PPI at any cost. Some insist a prob-
lem on the scale of PPI could never happen again.
Nevertheless, regulators, consumer groups, and
the claims management companies that sprang
up in the wake of PPI are already eyeing several
new areas that could prove to be the next con-
sumer mis-selling scandal.

Payday loans

PPI set a precedent — much maligned by execu-
tives and investors — that firms could be retro-
actively punished for historic practices judged to
be unfair, even if they weren’t against any rules
at the time. Rob James, a portfolio manager and
financial services analyst at Merian Global Inves-
tors, says: “It is a bit of a known unknown — we
know that things could happen but we don’t know
when or where. My worry spreads a little wider
than the banking system now.” That precedent
of retroactive punishment is already wreaking
havoc on the UK’s high-cost short-term lending
sector, which has provided a lucrative — but tem-
porary — alternative source of income for claims
management companies as PPI compensation
tails off. Payday lending grew rapidly in the after-
math of the financial crisis as mainstream banks

became reluctant to lend to riskier borrowers, but
firms such as Wonga were criticised for extending
loans with interest rates as high as 5,800 per cent.
The FCA introduced a cap on charges in 2015. At
the time, regulators assumed the cap would force
some particularly exploitative or inefficient firms
out of business, but expected more mature lend-
ers to be able to ride out the disruption. However,
the sector has since been inundated with com-
plaints about unaffordable loans issued under the
previous regulatory regime.

The Financial Ombudsman Service has been sym-
pathetic to historic complaints, prompting a 130
per cent increase in the past financial year. Fur-
thermore, the FOS charges companies a £550 pro-
cessing fee for every complaint it handles beyond
the first 25 each year, regardless of the outcome.
The cost of dealing with the influx of claims from
CMCs has been a major factor in the collapse of
Wonga and others — showing the huge drain of
their consumer redress operations. Revenues in
the financial services claims management sec-
tor increased almost sixfold between 2009/10 and
2017/18, from £104m to £600m. Now the PPI dead-
line has passed, claims managers are seeking a
new target. Several hundred claims management
firms closed ahead of the PPI deadline, discour-
aged by more stringent regulations that came
into force this year, but there are still 750 compa-
nies seeking authorisation from the FCA.

Banking and investment

They may no longer be sending endless text mes-
sages about PPI compensation, but the claims
managers are still seeking to profit from mis-sold
financial products, including investments. Their
aggressive tactics have provoked anger from
many within the banking industry. John McFar-
lane, former chairperson of Barclays, was criti-
cised last year for claiming that the companies
had “turned portions of Britain into fraudsters”
by encouraging spurious claims. He says his ear-
lier comments had been “sensationalised”, but
maintained that the PPI process had encouraged
too many illegitimate claims. “There is no doubt
that banks were at fault for the way they exploited
this additional source of income and for not put-
ting in place adequate procedures to ensure
people weren’t exploited,” Mr McFarlane says,
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Box 2.3 After PPI, what could be the next banking mis-selling scandal? (continued)

PPI has cost UK banks £48bn

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

Lloyds

Barclays

RBS

HSBC
Yorkshire/Clydesdale
Bank of America (MBNA)
Santander

Citibank (Egg)
Northern Rock/UKAR
Co-operative

Other

15 20

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

Source: New City Agenda

but “we’ve moved on now”. Consumers may be
sceptical of such promises, but the threat posed
by claims managers means financial companies
now face a major economic deterrent against
bad behaviour. The history of PPI is littered with
opportunities for banks to have limited the even-
tual size of the scandal. The first legal judgment
against mis-selling came as early as 1993, but the
case was kept from the public under a 10-year con-
fidentiality clause that allowed lenders to keep
on profiting. When complaints picked up pace
after 2005, the banks resisted at every stage until
they were defeated in a high court battle in 2011.
Natalie Ceeney, former head of the Financial
Ombudsman Service, was involved in this battle.
“Crudely, the economics were that a bank could
do a lot of harm — and make a lot of profit —
but only a tiny percentage of customers would
complain,” she says. To satisfy those customers,
“all you’d need to do [was] give them their money
back. But that’s all changed. If something hap-
pens now, there is a huge claims industry ready
to pounce and a regulator willing to fine. Banks
can’t take that risk any more.” Ms Ceeney says the
change in approach can be seen in the way banks
responded to more recent criticism over products

such as packaged current accounts. Complaints
from customers who were sold needless add-ons
such as travel insurance alongside their current
accounts began to spike in 2015, but rather than
resist as they did with PPI, banks were quick to
clamp down before it could become a major prob-
lem. A partner at one financial litigation special-
ist acknowledges that packaged accounts had not
proven as lucrative for complainants as initially
hoped, but says claims managers will continue to
target banks in several other areas.

“The problem with retail banking is they don’t
make enough cash from the basics, so they will
always feel pressured to come up with new prod-
ucts,” the partner says. Radio adverts that previ-
ously exhorted listeners to check if they had PPI
are increasingly focusing on mis-sold investment
products and Isas. Customers could be eligible for
compensation if they lost money on an investment
if their bank or financial adviser did not properly
explain the risks. Recent investment scandals,
such as the £236m collapse of London Capital &
Finance, have also raised important regulatory
questions about how well retail investors under-
stand the risks of products such as mini-bonds
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Box 2.3 After PPI, what could be the next banking mis-selling scandal? (continued)

Table 2.3 Top ten financial scandals in UK retail banking

Provisions by UK banks

Years provisions were

Type of misconduct (Ebn) incurred
PPI mis-selling 48.5 2010-19
Interest rate hedging products mis-selling 4.9 2012-15
Endowment mortgages mis-selling 1.9 2002-06
Mortgages 1.6 2002-19
Packaged bank account mis-selling 1.6 2014-18
Consumer Credit Act breaches 1.0 2013-15
Investment products and advice mis-selling 0.9 2003-15
Pensions mis-selling 0.6 2000-02
Unfair unauthorised overdraft charges 0.6 2006-07
ID theft and card protection insurance mis-selling 0.5 2014-15
Other issues / miscellaneous 5.4 2000-16
Total 67.4 2000-17

Source: New City Agenda

and Innovative Finance Isas. Many LCF investors
wrongly assumed their mini-bond investments
carried some degree of regulatory protection.
While LCF was regulated by the FCA, mini-bonds
are not, meaning they are not typically covered
by the Financial Services Compensation Scheme
(FSCS) unless people have invested through offi-
cial advice. However, correspondence previously
seen by the FT showed that even the FSCS did
not spell out this nuance correctly to some bond-
holders, who are trying to claim compensation
after being told they were protected by the guar-
antee scheme to the tune of £50,000. The FCA has
also been highly critical of the ways Innovative
Finance Isas, backed by peer-to-peer investments,
have been marketed to those with cash Isas. It is
now considering placing restrictions on which
products unadvised retail investors can buy over
the internet. The litigation partner says he also
has concerns that many banking customers had
paid high fees for the promise of actively man-
aged stocks and shares Isas which carried on
charging high fees when they moved to more pas-
sive investment strategies. “I think a lot of the
future claims will have different characteristics
to PPI,” he adds. “With products like investments,

the volumes will be less, but the quantum of each
claim could be much higher.”

Pensions and business banking

Some of the most valuable mis-selling claims
of all are likely to come from the largest invest-
ments — namely, pensions. The pension freedoms
of 2015 were designed to give those approaching
retirement more choice, but the changes have
opened up a number of mis-selling opportunities.
“If you have a really good defined benefit pension,
it’s incredibly valuable. Consumers often don’t
understand just how valuable it is to have guar-
anteed income for the rest of their life,” says the
FCA’s Mr Davidson. In July, the FCA warned that
much pension advice was “not of an acceptable
standard”, and outlined plans to ban a type of
“contingent charging” that incentivises advisers
to encourage as many customers as possible to
transfer their pensions, and then charge them a
high premium for doing so. The regulator is also
in the early stages of probing banks’ treatment
of small business customers. Some companies
are already fighting high-profile complaints from
individual customers; CYBG, Lloyds and Danske
Bank were all targeted by hunger strikers this
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Box 2.3 After PPI, what could be the next banking mis-selling scandal? (continued)

week complaining about issues including mis-
sold loans. However, a probe by the FCA could
raise more fundamental questions about the area
of small business lending. The regulator has so
far committed only to “exploratory work” on
the sector, but has raised concerns about trends
such as high transaction charges on business cur-
rent accounts and other services such as foreign
exchange. Ranked in order of size, the mis-selling
of interest rate swaps to business banking cus-
tomers is the second-biggest scandal after PPI,
albeit a fraction of the size at just under £5bn.
Other scandals in business banking to have
emerged since the financial crisis include a major
fraud at HBOS’s Reading branch, and the exploi-
tation of struggling businesses placed in Royal
Bank of Scotland’s disgraced Global Restructur-
ing Group.

A new kind of mis-selling: customer data

While the FCA’s Mr Davidson mentions both
SMEs and pensions as key areas of concern, he
predicts the biggest problem could come from
a new type of mis-selling. “The next big ques-
tion is about data. It is incredibly valuable, and
it is our intent that customers benefit from the
value,” he says. Established banks and technol-
ogy specialists from start-ups to giants such as
Amazon have spoken about their desire to use
advanced data analysis to create new, more per-
sonalised types of financial products at lower
costs. But a recent report from the Bank for
International Settlements — the central bank
for central banks — warned that firms could use
the same information to exploit customers. For
example, studying customer data could allow
lenders to overcharge by working out the max-
imum rate a borrower would be willing to pay for

a loan, rather than competing to give them the
cheapest available deal. Data-driven banking is
in its early stages, but regulators are not alone
in keeping a close eye on developments. The liti-
gation partner adds: “This is very much a space
that we are keeping an eye on.” He says that pre-
vious breaches of data rules had generally been
dealt with through firm-level fines rather than
by compensating individual customers, but pre-
dicts that in time “this will probably change”.
The idea that the regulator could retroactively
“move the goalposts” to allow customers to com-
plain about old products was the biggest source
of criticism from banks during the PPI scandal.
A former executive who worked at several banks
that sold large volumes of PPI argues: “At that
time, when customers bought something they
were thought to be responsible for knowing
what they were doing. That responsibility has
dramatically shifted now, but by the standards
of the time, no one was deliberately ripping peo-
ple off.” The FCA, however, is unmoved by such
criticism. Al-influenced products and services
are a new area, meaning that many boundaries
on acceptable practice have yet to be agreed, and
questions over how banks can use customer data
are part of a broader debate on the ethics of new
technology. But Mr Davidson warns companies
against looking to take advantage of this ambi-
guity and make a quick buck before formal rules
are agreed. “If your purpose or your intent is to
use that data to give [customers] a better deal,
then you’ll hear nothing but praise for your inno-
vation from me,” he says. “If you use that data
to make more money out of [them], then it’s not
going to be a healthy relationship. And you might
not be breaching some rules [right now], but that
will only be [the case] for a while.”

Source: Megaw, N. (2019) ‘After PPI, what could be the next banking mis-selling scandal?’, Financial Times, 30 August.

2.5
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Banks and the FinTech revolution

Financial technology (FinTech) has been one of the leading forces of changes affecting the
financial industry in the past decade, and it holds great promise for the provision of financial
services, from lower transaction costs to increased access to financial services.
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Nevertheless, FinTech might affect market structure, competition and financial stability.
For these reasons, technology-driven innovation in financial services is attracting increased
supervisory scrutiny (BIS, 2018). The challenge for policy makers is to maximise the benefits
of FinTech while minimising potential risks for the financial system (BIS, 2020). Achiev-
ing this balance is crucial to ensure that innovation can benefit society and foster economic
growth without compromising systemic stability.

Generally speaking, FinTech can be defined as the use of innovative technology in financial
services. The Financial Stability Board (FSB) defines FinTech as ‘technologically enabled finan-
cial innovation that could result in new business models, applications, processes or products with
an associated material effect on financial markets and institutions and the provision of financial
services’.! This is a broad definition, but it is useful in that it takes into account the fast-paced
changes in the sector. The key drivers of change of FinTech innovations are technology, regu-
lation and evolving customer preferences.

Several factors affect both the supply and the demand side of financial services (FSB,
2019). On the supply side, technology and regulatory changes are the key drivers of changes.
On the demand side, a generation of digital natives is changing consumer behaviours and
expectations at a faster than ever pace.

The Bank for international settlements (BIS, 2020a) offers an attempt to classify these
innovations. Building on the works of global standard-setting bodies, the BIS proposed a
conceptual framework to analyse policy responses to FinTech, referred to as the FinTech tree
(see Figure 2.11). The FinTech tree distinguishes three categories: FinTech activities, ena-
bling technologies and policy enablers. FinTech activities (for example, digital banking or
robo-advice) can take various forms and may be performed in different sectors of the finan-
cial industry. Enabling technologies (for example, cloud computing or artificial intelligence)
are those that make innovation possible in the provision of financial services and, as such,
form the backbone of FinTech activities. Policy enablers refer to public policy measures and
initiatives (e.g. digital ID systems) that support the development of FinTech activities and
the use of enabling technologies.

The main innovations in different market sectors are summarised in Figure 2.12. The high-
est number of new FinTech service providers are in the payment space, followed by credit,
deposits and capital-raising services.

Technology is also helping the unbundling of financial services, and the use of data
will become increasingly important. Up to now, FinTech firms have specialised in specific
markets, and their relationship with banks has been mostly complementary. FinTech start-
ups have so far lacked the capital and the scale to compete with large financial institu-
tions. They have therefore tended to co-operate in niche market segments (for example,
in the peer-to-peer lending platform space). This dynamic might change with the entry
of larger and established technology companies, the so-called Big Tech (Google, Apple,
Amazon, Facebook, but also Alibaba, Baidu, and Tencent). These companies can leverage
their access to client data to acquire market share and are becoming increasingly active in
several areas, particularly in mobile payments. For example, AliPay is the largest mobile
payment platform in China, and M-Pesa in Kenya provides a considerable part of local
banking services.

I See www.fsb.org/what-we-do/policy-development/additional-policy-areas/monitoring-of-fintech/
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Figure 2.11 The FinTech tree
Source: Adapted from Bank for International Settlements (2020a).
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Figure 2.12 FinTech innovations by sector
Source: Adapted from Bank for International Settlements (2020a).
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2.5.1

What will be the impact of the FinTech revolution on the banking
industry?

A recent Basel Committee on Banking Supervision survey considered five different scenarios,
ranging from a better banking industry, where incumbent institutions overcome their legacy
infrastructure to disintermediation, with FinTech and Big Tech offering all financial services
(BCBS, 2018a). We’ll revise these five scenarios below.

® Better bank —under this scenario, incumbent banks modernise their infrastructure, digitise
their provision, and retain customer relationships. Banks continue offering core financial
services and adopt new technologies (from Al to DLT) to change their business models and
achieve cost reductions. There are early signs that incumbent banks are investing heavily
in technology, and some are increasingly innovative. There are, however, legacy issues for
many banks and whether most institutions will manage to leverage technology to remain
competitive remains to be seen.

® New bank (or neo bank) — the emergence of a new type of digital bank (also known as
challenger banks) may point to a scenario whereby incumbents do not survive the tech-
nological disruption, and neo banks, built on digital platforms, emerge as key players.
Examples of new banks include Monzo and Revolut in the UK, N26 in Germany, WeBank
in China and similar institutions in many countries. While we have seen a large number
of neo banks emerging in recent years, many still lack the scale to pose a serious threat to
incumbents.

e Distributed bank — under this scenario, financial services become increasingly specialised
and modularised, with a large number of new businesses emerging to provide ‘plug and
play’ services on digital interfaces. In this scenario, banks and FinTechs compete for cus-
tomers but also co-operate, in niche markets. Elements of this scenario are currently play-
ing out, for example, in the payment space. Innovative payment services are emerging as a
result of joint ventures, fostered by the use of APIs. For example, Apple Pay, Samsung Pay
and Android Pay are examples of this distributed scenario as Bigtech payments solutions
layer existing card networks.

@ Relegated bank — in this scenario, incumbent banks will leverage their banking licence
to provide deposit and lending services and other regulated financial services, but tech
companies manage the customer relationship. In this scenario, cloud computing and Al are
fully exploited by front-end platforms that make innovative and extensive use of connec-
tivity and data to improve the customer experience. Banks are relegated to being provid-
ers of services to the platforms, and the latter manage customer relationships. Although
this scenario might appear unlikely, there are already examples of modularised financial
services, particularly in the payment industry. Other examples include online lending
platforms. Social media platforms can leverage customer data to offer its customers tai-
lored financial products and services from third parties, including banks. An example is
the instant messaging application WeChat in China.

e Disintermediated bank — in this final scenario, banks are no longer significant players
because the need for balance sheet intermediation or a trusted third party is removed.
Banks are displaced from customer financial transactions by more agile platforms and
technologies, which ensure a direct matching of final consumers depending on their finan-
cial needs. Some elements of this scenario can be seen, for example, in P2P lending plat-
forms and cryptocurrencies (for example, Bitcoin).



2.6 Conclusions

In sum, the future of the banking industry may depend on incumbent banks’ ability to
adapt and innovate. It is also important to note that while the emergence of new technologies
offers many benefits to consumers, there are also potential risks, from cyber risk to data secu-
rity, that might warrant an expansion of the regulatory perimeter. Thakor (2020) provides a
good discussion of these issues, together with a review of the academic literature in this area.

2.6 Conclusions

The nature of the banking business has changed dramatically. From traditional lending
institutions, thanks to deregulation nowadays banks can offer a wide variety of financial
services and products. This means that they now compete with non-bank financial institu-
tions and operate as universal banks offering non-banking products such as insurance and
asset management. Similarly, there has been a considerable evolution in financial technology
(FinTech), which promises to revolutionise the banking sector. In recent years we have seen
important changes in the payment systems, mainly as a result of technological advancements
and innovations and a change in demand of consumers. Not surprisingly, cheques usage has
dropped sharply in most countries while the relative importance of mobile banking services
has increased. In this chapter, we have discussed banks’ core activities and the key products
and services they offer, with a focus on the impact of technological innovation. We have
reviewed different future scenarios, ranging from a positive one where banks will leverage
the technological advances to innovate and offer better customer experiences, to a negative
one where banks become irrelevant as the need for balance sheet intermediation is removed.
The likelihood of each of these scenarios will depend on the interplay of many factors, includ-
ing banks themselves, but also regulators, customers and key players in other industries.
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What is a deposit-taking institution?

Why is the ability to collect retail deposits such
an important feature?

Define universal banking. Discuss the advan-
tages and disadvantages of a universal bank-
ing system. Has the 2007-2009 financial crisis
exposed the weaknesses of the universal bank
business model?

Discuss the main services offered by banks.
How has the use of technology changed the
retail banking industry?

Discuss the key innovations in retail payments
and how these have changed the way we pay.

2.7 Discuss the pros and cons of a cashless society.

2.8 What will be the impact of FinTech on the future
of the banking industry?

2.9 P2P lending platforms clearly cut out the ‘middle
man’ by effectively disintermediating the banks.
Discuss the following questions:

(@) What are the benefits and risks of the P2P
lending process?
(b) In what way(s) is it different from traditional
banking?
(c) Could this system potentially produce a bet-
ter outcome for all parties involved?
2.10 Should FinTech activities be regulated?
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FinTech: a selected glossary

Term Explanation

Application A set of rules and specifications followed by software programmes to communicate with

programming interface each other, and an interface between different software programmes that facilitates their

(API) interaction.

Artificial intelligence IT systems that perform functions requiring human capabilities. Al can ask questions, dis-

(Al) cover and test hypotheses, and make decisions automatically based on advanced analytics
operating on extensive data sets. Machine learning (see below) is one subcategory of Al.

Big data Designates the large volume of data that can be generated, analysed and increasingly used
by digital tools and information systems. This capability is driven by the increased avail-
ability of structured data, the ability to process unstructured data, increased data storage
capabilities and advances in computing power.

Bigtech Large, globally active technology firms with a relative advantage in digital technology. The

Cloud computing

Crowdfunding

Cryptoassets
Cyber-crime
Cyber resilience

Cyber-risk

Digital banks

Digital ID system

Digital payment
services

Digital currency

GAFA acronym refers specifically to a set of the largest technology companies, namely
Google, Amazon, Facebook and Apple (the GAFAA acronym is also used to include Alibaba,
the largest Chinese technology company).

The use of an online network (‘cloud’) of hosting processors to increase the scale and flex-
ibility of computing capacity. This model enables convenient on-demand network access to
a shared pool of configurable computing resources (e.g. networks, servers, storage facilities,
applications and services) that can be rapidly released with minimal management effort or
service provider interaction.

The practice of funding a project or venture by raising monetary contributions from a large
number of people. It is often performed today via internet-mediated registries that facilitate
money collection for the borrower (lending) or issuer (equity).

A type of private asset that depends primarily on cryptography and distributed ledger or simi-
lar technology as part of its perceived or inherent value.

When a computer system or component is the object of the crime (hacking, phishing, spam-
ming) or is the facilitator of a crime (such as theft of information or money).

A financial market infrastructure’s ability to anticipate, withstand, contain and rapidly recover
from a cyber attack.

The combination of the probability of an event occurring within the realm of an organisation’s
information assets, computer and communication resources and the consequences of that
event for the given organisation.

Deposit-taking institutions that are members of a deposit insurance scheme and deliver
banking services primarily through electronic channels instead of physical branches.

A system that covers the process of identity proofing/enrolment and authentication. Identity
proofing and enrolment can be either digital or physical (documentary), or a combination, but
binding, credentialing, authentication, and portability/federation must be digital.

Digital payment service providers make use of technology to facilitate payment transactions
by transferring money, clearing or settling balances digitally, without the use of physical
money.

An asset that only exists electronically and that can be used as a currency (means of pay-
ment, store of value, unit of account) although it is not legal tender. Digital currencies are
often underpinned by distributed ledger technology (DLT) to record and verify transactions
made using the digital currency. These can include private currencies and digital versions of
national bank currencies. Because of the use of cryptography techniques, a (large) subset of
digital currencies are referred to as ‘cryptocurrencies’.
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Appendix 2.1 continued

Term Explanation

Distributed ledger Technologies, such as blockchain, that are a means of recording information through

technology (DLT) a distributed ledger, i.e. a repeated digital copy of data at multiple locations. These
technologies enable nodes in a network to securely propose, validate and record state
changes (or updates) to a synchronised ledger that is distributed across the network’s nodes.

E-money Money issued or stored electronically, for example, on a device such as a chip card (e.g.

E-money services

Equity crowdfunding

FinTech

Innovation accelerator

Insurtech business
models

Internet of Things (loT)

Machine learning (ML)

Mobile wallets

Neo-banks

Online lending
platforms

Open banking

Regtech (regulatory
technology)
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payment cards), a hard drive in a personal computer or a server — with the purpose of replac-
ing physical money in payment transactions.

Issuance of debt-like instruments for the purpose of facilitating payment transactions.

An activity where investors provide funding to private companies in the form of equity. The
FinTech platform matches investors with companies they want to invest in, enabling them to
participate in the early capital-raising activities of startups and other companies.

Technologically enabled financial innovation that could result in new business models,
applications, processes or products with an associated material effect on financial markets
and institutions and the provision of financial services.

A partnership arrangement between FinTech providers and central banks/supervisory
agencies to develop cases that may involve funding support and/or authorities’ endorsement/
approval for future use in central banking operations or in the conduct of supervisory tasks.

Technology-driven innovative business models that are emerging in two major areas of insur-
ance: (i) distribution, such as comparison portals and digital brokers; and (ii) underwriting,
such as mobile, on-demand, usage-based or technology-enabled peer-to-peer and paramet-
ric insurance.

The networking of physical devices, vehicles, buildings, and other items embedded with
electronics, software, sensors, actuators, and network connectivity that enable these objects
to (a) collect and exchange data and (b) send, receive and execute commands.

A method of designing problem-solving rules that improve automatically through experience.
Machine-learning algorithms give computers the ability to learn without specifying all the
knowledge a computer would need to perform the desired task, as well as study and build
algorithms that can learn from and make predictions based on data and experience.

Replicate a physical wallet in a digital interface on a mobile phone. Customers can add credit
and debit cards, as well as prepaid cards, gift cards and rewards cards to be stored and car-
ried. This use case not only replaces physical plastic cards, but also allows those cards to be
enhanced by additional services.

New entrants that make extensive use of technology (e.g. API, big data, artificial intelligence,
blockchain) in order to offer retail banking services predominantly through smartphone apps
and internet-based platforms. Neo-banks target individuals, entrepreneurs and small to
medium-sized enterprises.

Platforms that intermediate loans online, and may be operated by banks or non-banks. Some
online lenders keep all or some of the loans they originate, while others sell or securitise
them. Funding for loans may come from traditional sources, such as deposits, if the lender is
a bank, securitisations, private investors and capital raisings, and loans from banks. Addition-
ally, funding may come from ‘peer-to-peer’ arrangements that directly match lenders with
borrowers via online platforms. Together with non-loan forms of finance such as invoice trad-
ing, these models make up the ‘FinTech credit’ category.

The sharing and leveraging of customer-permissioned data from banks with third-party
developers and firms to build applications and services that provide real-time payments,
greater financial transparency options for account holders, marketing, etc.

Any range of FinTech applications for regulatory reporting and compliance purposes by
regulated financial institutions. This can also refer to firms that offer such applications.
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Appendix 2.1 continued

Term

Explanation

Regulatory sandbox

Robo-advisors

Security biometric
services

Smart contracts

SupTech (supervisory
technology)

A controlled testing environment, sometimes featuring regulatory forbearance and allevia-
tion through the use of legally provided discretions by the supervisory agency. The testing
environment may involve limits or parameters within which the firms must operate (e.g.
restrictions on the time a firm may operate in the sandbox).

Applications that combine digital interfaces and algorithms, and can also include machine
learning, in order to provide services ranging from automated financial recommendations to
contract brokering to portfolio management to their clients, with limited human intervention or
none. Such advisors may be standalone firms and platforms, or can be the in-house applica-
tions of incumbent financial institutions.

A security mechanism used to identify, authenticate and provide access to a facility or system
based on the automatic and instant verification of an individual’s physical characteristics,
such as fingerprints, retina patterns etc.

Programmable applications that, in financial transactions, can trigger financial flows or
changes of ownership if specific events occur. Some smart contracts are able to self-verify
their own conditions and self-execute by releasing payments and/or carrying out others’
instructions.

The use of technologically enabled innovation by supervisory authorities.

Source: Adapted from Basel Committee on Banking Supervision (2018) and Ehrentraud et al. (2020).
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3.1

Types of banking

Learning objectives

e To distinguish between traditional and modern banking

e To understand the differences between commercial and investment banking
® To describe the main features of mutuality

e To understand the differences between private and corporate banking

Introduction

This chapter outlines the main types of firms that undertake modern banking business and
describes the key features of commercial and investment banking. The first part of the chap-
ter describes the trend towards the development of financial service conglomerates and the
widespread acceptance of the universal banking model (as opposed to specialist banking)
during the 1990s and early to mid-2000s. We then go on to outline the main types of banks
and also focus on the products and services offered to personal (including private banking)
and corporate banking customers. Discussion on corporate banking services is split between
services offered to small companies and corporate and investment banking products offered
to mid-sized and large companies.

A major theme throughout the chapter is the blurring of distinctions between particular
areas of banking and financial services provision, the focus on customer relationships and
meeting the increasingly complex and diverse needs of clients. Post crisis, however, finan-
cial reforms (for example, the Dodd-Frank Act in the US and the UK Independent Commis-
sion on Banking, chaired by Sir John Vickers) recommended once again the separation — to
some extent — of investment and retail banking activities (the so-called ring-fencing of retail
banking).
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3.2 Traditional versus modern banking

Traditional versus modern banking

The banking business has experienced substantial change over the last 30 years or so as banks
have transformed their operations from relatively narrow activities to full service financial
firms. Traditional banking business consisted of taking deposits and making loans and the
majority of their income was derived from lending business. Net interest margins (the dif-
ference between interest revenues from lending minus the interest cost on deposits) was the
main driver of bank profitability. In such an environment banks sought to maximise interest
margins and control operating costs (staff and other costs) in order to boost profits. Banks
strategically focused on lending and deposit gathering as their main objectives.

Up until the 1990s many banking markets were highly regulated, and competition was
restricted. In the UK banks were restricted from carrying out various securities and invest-
ment banking business up until 1986, when various reforms allowed commercial banks to
acquire stockbroking firms. In continental Europe, branching restrictions were in place in
Spain and Italy until 1992 and banks were also limited in terms of the types of business they
could conduct. The implementation of the EU’s Second Banking Directive in 1992 estab-
lished a formal definition of what constituted banking business throughout Europe and this
introduced the so-called universal banking model. Under the universal banking model, the
banking business is broadly defined to include all aspects of financial service activity — includ-
ing securities operations, insurance, pensions, leasing and so on. This meant that from 1992
onwards banks throughout the European Union could undertake a broad range of financial
services activity.

A similar trend has also occurred in the United States. For example, there were nationwide
branching restrictions in place until the passing of the Riegle—Neal Interstate Banking and
Branching Efficiency Act in 1994, which allowed national banks to operate branches across
state lines after 1 June 1997. Also, the Gramm-Leach-Bliley Act in November 1999 allowed
commercial banks to undertake securities and insurance business, thus establishing the pos-
sibility of universal banking activity for US banks. Similar legislation was also enacted in
Japan in 1999.

The type of business banks can undertake, therefore, has expanded dramatically. As
detailed in Chapter 2, in addition to deregulation various other factors have also had an
impact on banking business globally. Capital restrictions that limited the free flow of funds
across national boundaries gradually disappeared throughout the 1980s facilitating the
growth of international operations. The role of state-owned banks in Europe and elsewhere
declined as a result of privatisation and various balance sheet restrictions (known as portfolio
restrictions) were lowered or abolished, allowing banks greater freedom in the financial man-
agement of their activities. These global trends have also been complemented by advances in
technology that have revolutionised back-office processing and front-office delivery of finan-
cial services to customers. The general improvements in communication technology and the
subsequent decline in costs allowed dissemination of information throughout a widespread
organisation, making it practical to operate in geographically diversified markets. Lower com-
munication costs also increased the role of competitive forces, as physically distant financial
service providers became increasingly relevant as competitors.

Technology has also continued to blur the lines of specialisation among financial inter-
mediaries. Advances in computing power also allowed investment banks and other financial
service firms to offer accounts with characteristics similar to bank accounts. Technological
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Table 3.1 Traditional versus modern banking

Traditional banking Modern banking
Products and services: LIMITED Products and services: UNIVERSAL
e Loans e Loans
® Deposits ® Deposits
® Insurance
® Securities/investment banking
e Pensions
o Other financial services
Income sources: Income sources:
@ Net interest income o Net interest income

® Fee and commission income

Competitive environment: Competitive environment:
o Restricted e High competition
Strategic focus: Strategic focus:

® Assets size and growth ® Returns to shareholders

o Creating shareholder value (generating
return-on-equity (ROE) greater than the cost

of capital)
Customer focus: Customer focus:
e Supply led e Demand led

o Creating value for customers

developments, therefore, have generally facilitated growth in the range of financial services
available and heightened the competitive environment. It can be seen that banking busi-
ness has changed dramatically from an activity characterised by limited competition and a
relatively restricted product offering to a much more competitive and diverse activity. These
differences are highlighted in Table 3.1.

Table 3.1 shows that the nature of the banking business has changed from being relatively
restricted and uncompetitive to a much more dynamic activity. Banks are now regarded as
full service financial firms — and many banks have even dropped the word ‘bank’ from their
name in their promotional material, such as ‘Barclays’ in Britain and JPMorgan Chase in the
United States. The transformation of banks into full service financial institutions has been
motivated by the strategic objective of banks to be able to meet as broad a range of customer
financial service demands as possible. The increase in products and services that can be sold
to customers helps strengthen client relationships and (as long as customers value the ser-
vices being provided) should boost returns to the bank over the longer term.

In an increasingly competitive environment banks have sought to diversify their earnings —
complementing interest revenues from lending activity with fee and commission income from
selling non-traditional banking products such as insurance. The greater emphasis on build-
ing client relationships means that banks have had to become much more demand-oriented,
focusing on meeting the needs of a more diverse and financially sophisticated client base.

Banks have also had to pay much greater attention to the performance of their operations
and in particular to rewarding their owners (shareholders). Traditionally, when banking mar-
kets were relatively restricted and uncompetitive there was less pressure on banks to generate
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high profits in order to boost their stock prices and keep shareholders happy. Typically, banks
focused on strategies based on asset growth — in other words they sought to become larger as
this was viewed as the main indicator of commercial success. Banks have strategically focused
on creating value for shareholders (the bank’s owners) and strategies based solely on asset
growth were no longer deemed appropriate. The main reason for this shift in emphasis was
because demands from shareholders increased as had banks’ demand for capital. In bank-
ing, capital is a resource available to the bank to protect itself against potential losses and to
finance acquisition or expansion. Regulators set minimum capital requirements (e.g. Basel
ratios) so banks should have sufficient resources to bear losses incurred from bad loans or
from other activities. As such, banks need to generate sufficient performance for their equity
to increase in value in order to attract new shareholders as well as keeping established share-
holders. Senior managers therefore prioritised strategies that seek to increase the overall
value of the bank (reflected in the share value of the bank and its overall market capitalisa-
tion). Prior to the 2007-2009 crisis, strategies expected to boost banks stock prices were
therefore prioritised. Post crisis, banks’ approach has had to be realigned with the demand for
tighter regulation in financial services and greater focus on the risks associated with banks’
business has increased sharply.

Following the 2007-2009 financial crisis, there have also been calls to narrow the scope of
large financial institutions, which would require the reintroduction of firewalls such as those
imposed by the Glass—Steagall Act, to limit the risks that deposits are exposed to. In a similar
vein, the notion of increased systemic risk — arising from the broadened scope of banking
activities — has been gaining ground in both theoretical debates and empirical contributions.
However, constraining the degree of product diversification of financial institutions does not
eliminate the risk of future systemic crises. An important issue for policy makers is to under-
stand the distinction between types of bank diversification that add value for shareholders
without adding to systemic risk, and those that might pose a threat to financial stability
irrespective of the possible benefit to the individual firms’ shareholders.

In sum, the banking business has evolved from a narrow activity to full financial services
firms. There are several drivers for this transformation:

deregulation (and re-regulation);
technological change;

internationalisation and globalisation;

increased competition.

In the post-crisis period, the banking business has undergone another transformation,
mainly driven by increased regulatory constraints and fast-paced technological advances.
In addition, banks have increasingly faced competition from new entrants and from non-
bank financial institutions offering some type of banking services. Finally, banks’ also have
to regain customers’ trust.

Types of banking

We can distinguish between different types of banking services provided to households and
firms, as illustrated in Figure 3.1. While these classifications are not set in stone and the
boundaries between different types of banking services can vary among different providers,
it is helpful to discuss these to paint a fuller picture of the banking industry.
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Figure 3.1 Types of banking

Retail or personal banking relates to financial services provided to consumers and is
usually small-scale in nature. Typically, transactions are large volume, low value and custom-
ers are individuals, households and small and medium-size enterprises (SMEs). The focus
of retail banking is mostly domestic. Meanwhile, wholesale or corporate banking relates
to banking services provided to companies, although typically the term refers to services
provided to relatively large firms with an international focus. Private banking concerns the
high-quality provision of a range of financial and related services to wealthy clients, princi-
pally individuals and their families. Typically, the services on offer combine retail banking
products such as payment and account facilities plus a wide range of up-market investment-
related services. Investment banks (or merchant banks in the UK) were historically precluded
from engaging in commercial activities. They mainly deal with companies and other large
institutions and they typically do not deal with retail customers — apart from the provision
of upmarket private banking services. Typically, their activities cover the following areas:

financial advisory (M&A advice);
underwriting of securities issues;

trading and investing in securities on behalf of the bank or for clients;

asset management and securities services.

In the remainder of this chapter we are going to discuss the different types of banking as
well as the products and services offered.

Retail or personal banking

Typically, all large banks offer a broad range of personal banking services including pay-
ments services (current account with cheque facilities, credit transfers, standing orders,
direct debits and plastic cards), savings, loans, mortgages, insurance, pensions and other
services (these services have been reviewed in Section 2.4).
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3.5 Private banking

A variety of different types of banks offer personal banking services, including:

commercial banks;
savings banks;
co-operative banks;
building societies;

credit unions;

finance houses.

There are various, often country-specific, ways of classifying different types of banks
depending on their ownership, the type of business, their functions and the competent regu-
latory authority. We’ll review some of these types of financial institutions in Section 3.8.

Private banking

So far we have discussed personal banking business, outlining the various services on offer
and the main types of financial institutions undertaking such activity. Another area of bank-
ing closely related to personal banking that has grown substantially over the last decade or
so is known as private banking.

Private banking concerns the high-quality provision of a range of financial and related
services to wealthy clients, principally individuals and their families. Typically, the services
on offer combine retail banking products such as payment and account facilities plus a wide
range of up-market investment-related services. Market segmentation and the offering of
high-quality service provision form the essence of private banking. Key components include:

tailoring services to individual client requirements;

anticipation of client needs;

°
°
e long-term relationship orientation;
e personal contact;

°

discretion.

High net worth individuals (HNWIs) are defined as those with $1 million or more in
investable assets (that is, assets at their disposal for investing, excluding primary residence,
collectibles, consumables and consumer durables).! An important feature of the private
banking market relates to client segmentation. The bottom end of the market is referred to
as the ‘mass affluent’ segment — typically individuals with $100,000 to $1,000,000 in invest-
able assets. The top end of the market are often referred to as ‘ultra HNWIs’, with over $30
million in investable assets, and in between lie HNWIs (investable assets of $1 million or
more) and mid-tier millionaires, who are HNWIs having $5 million to $30 million. Figure 3.2
illustrates this classification. The level of service and the range of products on offer increase
with the wealth of the respective client. Looking at the HNWI population by country, the
highest percentage of wealthy individuals can be found in the US, followed by Japan,

1Capgemini (2020).
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Figure 3.2 High net worth individuals by wealth band

Source: World Wealth Report (2019) © Capgemini. Used with permission. retrieved from: https://
worldwealthreport.com/wp-content/uploads/sites/7/2021/06/World-Wealth-Report-2019.pdf.

Germany and China (these four countries represent 61 per cent of the total global HNWI
population).

The market for private banking services has been targeted by many large banks because
of the growing wealth of individuals and the relative profitability of private banking busi-
ness. The wealth management industry is performing relatively well in spite of growing
regulatory pressure and economic instability. However, the costs associated with assets
under management are increasing, reflecting the changing global regulatory framework.
Trends related to shifting client demographics, evolving client expectations, technology
and increased competition are posing new challenges for wealth managers and private
bankers —but also creating new opportunities. Wealth managers and private bankers offer
a variety of services to private clients, tailor-made to individual needs, typically aiming
to protect and maintain their assets. These services include traditional banking as well as
investment management, trust and estate planning, and tax management. High net worth
clients tend to have more complex financial needs than most retail consumers and are
therefore typically assigned a dedicated private banker, who manages most of the interac-
tions with the bank. In terms of asset allocation, equities and cash and cash equivalents
are the largest asset classes, followed by fixed income, real estate and alternative invest-
ments. Table 3.2 shows a listing of the major private banks ranking and how the league
table changed in the period 2012-2018. It is worth noting that six of the top ten firms in
the private banking industry are from the US — with Goldman Sachs saying in 2012 that it
planned to expand in private banking and reach the top ten by 2018. However, the costs
associated with assets under management are increasing, reflecting the changing global
regulatory framework. The industry is also facing new challenges, including increased
geo-political uncertainty, both in the US and in Europe, as well as fast-paced technological
change (see Box 3.1).
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Table 3.2 Top ten global private banks by assets under management

AuM AuM
Rank Institution ($bn, 2012) Institution ($bn, 2018)
1 Bank of America 1,671.00 uBs 2,403.75
2 uBsS 1,554.53 Morgan Stanley 2,223.10
3 Wells Fargo 1,300.00 Bank of America 2,203.06
4 Morgan Stanley 1,219.00 Wells Fargo 1,899.30
5 Credit Suisse 843.32 Royal Bank of Canada 987.88
6 Royal Bank of Canada 573.32 Credit Suisse 792.02
7 HSBC 377.00 Citi 529.90
8 Deutsche Bank 348.60 JPMorgan 526.00
9 BNP Paribas 316.20 Goldman Sachs 458.00
10 JPMorgan 291.00 BNP Paribas 436.75
Source: Scorpio (2012, 2018).
T

BOX 3.1 RECENT TRENDS IN WEA
PRIVATE BANKING -

After several years of continuous growth, HNWIs’
wealth declined by 3 per cent in 2018, mostly due
to a decrease of 0.3 per cent in wealth in the Asia-
Pacific region (see Figure 3.3). This region, and
China in particular has been largely driving previous
growth. Capgemini (2019) reports that this decline
has resulted in a loss of 2 trillion USD worldwide.
China alone was responsible for more than half

(53 per cent) of Asia-Pacific and more than 25 per
cent of global HNWI wealth loss. Ultra-HNWIs were
the most affected and accounted for 75 per cent
of the overall HNWI wealth decline. The ultra-HNWI
population declined by 4 per cent, and their wealth
declined by around 6 per cent. This accounted for 75
per cent of the total global wealth decrease. In 2018
HNWIs wealth declined in most other regions, with
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Figure 3.3 HNWI financial wealth by region (US$tn), 2011-2018

Source: World Wealth Report (2019) © Capgemini. Used with permission. retrieved from: https://worldwealthreport.com/
wp-content/uploads/sites/7/2021/06/World-Wealth-Report-2019.pdf.
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Figure 3.4 Breakdown of HNWI financial assets, Q1 2019 (global and regions)

Source: World Wealth Report (2019) © Capgemini. Used with permission. retrieved from: https://worldwealthreport.com/
wp-content/uploads/sites/7/2021/06/World-Wealth-Report-2019.pdf.

only the Middle East bucking the trend and generat-
ing 4 per cent growth in HNWI wealth. Asset alloca-
tions shifted significantly in 2018, as cash replaced
equities to become the most held asset class in Q1
2019, representing 28 per cent of HNWI financial
wealth, while equities slipped to the second posi-
tion at nearly 26 per cent (a decline of 5 percentage
points) (see Figure 3.4). Volatile equity market condi-
tions spurred a slight increase in allocation towards
alternative investments to 13 per cent, a 4 percent-
age point increase from the previous year.

As the wealth industry evolves and HNWI expecta-
tions shift, key opportunities exist for wealth manage-
ment firms to better meet rising client expectations
regarding personalised offerings, service quality and

3.6 Corporate banking

fee transparency. According to Capgemini (2019),
investment in next-generation technologies will be
critical in order to enhance the client experience.
While there is consensus among firm executives and
wealth managers that artificial intelligence (Al) is a
key game-changer, and emerging technologies are
critical, preparation for the upcoming transformative
and completely open financial services environment
may require firms to realign their overall strategy and
service-delivery models. Wealth management firms
and wealth managers are expected to face disruptive
challenges, such as increased acceptance of new
technologies, the entry of BigTechs, and pressure of
fee structures over the next few years.

Source: Adapted from Capgemini (2019).

Corporate banking relates to banking services provided to companies, although typically the
term refers to services provided to relatively large firms. For example, HSBC refers to its activ-
ities with firms as ‘business banking’ and distinguishes between three size categories — firms
with turnover up to £2 million (Business Banking), £2 million to £30 million (Commercial
Banking) and greater than £30 million (Corporate Banking). Services offered to the latter,
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3.6 Corporate banking

namely the largest firms, are referred to as corporate and structured banking services. Note
that this distinction is not clear-cut and some banks do not explicitly distinguish between
‘business banking’ and ‘corporate banking’ although one should be aware that the term ‘cor-
porate banking’ is used mainly to refer to services provided to relatively large firms whereas
business banking may relate to a wide range of activity ranging from financial services offered
to small start-up firms as well as larger companies.

Banking services provided to small and medium-sized firms are in many respects similar to
personal banking services and the range of financial products and services on offer increases
and grows in complexity the larger the company. Below we highlight the main banking ser-
vices used by different sizes of firms.

Banking services used by small firms
There are four main types of banking service on offer to small firms:

1 Payment services.
2 Debt finance.
3 Equity finance.

4 Special financing.

3.6.1.1 Payment services

As noted in Chapter 2, banks play a pivotal role in the payments system. They provide clear-
ing services to businesses and individuals making sure that current account transactions are
processed smoothly, issue credit and debit cards that enable customers to make payments,
and offer instant access to cash through their automated teller machines (ATMs) and branch
networks. In many respects the payments services on offer to small firms are similar to retail
customers’. The former are provided with business current accounts that give firms access
to current accounts that provide a broad range of payment services. In the United Kingdom
these include the following:

e Cash and cheque deposit facilities.
® Cheque writing facilities.

® Access to the CCCL (Cheque and Credit Clearing Company Limited), which is used for
cheques, bank drafts, warrants, travellers’ cheques, government payable orders and postal
orders. Since October 2017, cheques now clear through an image-based cheque clearing
system, which speeds up cheque processing significantly for customers across the UK. This
has replaced the paper-based clearing system.

® Access to the UK’s retail payments operations, Pay.UK, which includes Bacs, Faster Pay-
ments, Paym and cheques.? Pay.UK enables £19.2 billion in payments every single day.
Bacs is the bulk system for high-volume, regular retail payments. Faster Payments is the
UK’s 24/7 real-time system. Paym is the UK’s mobile payments service.

® Access to CHAPS, the UK’s Real Time Gross Settlement scheme and one of the largest
high-value payment systems in the world, providing efficient, settlement risk-free and

20n 1 May 2018, Bacs Payment Schemes Limited became a wholly owned subsidiary of the new home for UK
retail payments, Pay.UK.
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irrevocable payments. Responsibility for the CHAPS system transferred to the Bank of Eng-
land in November 2017. Direct participants in CHAPS include the traditional high street
banks and a number of international and custody banks. Many more financial institutions
access the system indirectly and make their payments via direct participants. This is known
as agency or correspondent banking. CHAPS payments have several main uses:

e financial institutions and some of the largest businesses use CHAPS to settle money
market and foreign exchange transactions;

e corporates use CHAPS for high-value and time-sensitive payments such as to suppliers
or for payment of taxes;

® CHAPS is commonly used by solicitors and conveyancers to complete housing and other
property transactions;

e individuals may use CHAPS to buy high-value items such as a car or pay a deposit for a
house.

Figure 3.5 illustrates the six payment schemes in use in the UK. It is worth noting that the
payment industry has undergone remarkable changes and innovation in recent years. One
of the critical features of the payment schemes relates to small firm access to cash and the
ability to make payments in cash and cheque form. Like retail customers, small firms use
their business current accounts via the branch network to make cash and cheque payments
into their current accounts. They also use the ATM network to obtain cash. In terms of the
types of payments made by small firms in the UK, cheques and automated transactions such
as direct debits and standing orders still predominate.
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Source: Adapted from Bank of England (2017), ‘An introduction to the UK’s interbank
payment schemes’.
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3.6.1.2 Debt finance for small firms

The access to external finance is a critical success ingredient in the development of any busi-
ness and to this extent small firms are no different from their larger counterparts. Traditional
bank loans and overdraft finance are the main sources of external finance for small firms,
although one should bear in mind that many small firms rely on internal funding to finance
their operations. With regards to lending to small firms, features can obviously vary from
country to country — in the United Kingdom, for instance, bank loans still account for the
biggest single share of the total supply. In 2017 gross new bank loans averaged at around
£58 billion a year — or about 71 per cent of total supply (Finance UK). Interestingly, even
though overall bank lending increased between 2011 and 2017, the market share of banks
fell (from 77 per cent in 2008-2010 to 71 per cent in 2015-2017 according to Finance UK).
In addition, high street banks no longer account for the bulk of this gross new lending and a
much wider group of banks — including new entrants and challenger banks — also contributed
to SME lending. In addition, in recent years, other sources of funding have also increased
compared to bank funding. Nonetheless, a 2019 survey carried out by the British Business
Bank found that just 36 per cent of smaller businesses now use external finance compared
to 44 per cent in 2012 and more than 7 in 10 firms say they would rather forgo growth than
take on external finance (British Business Bank, 2019).
The other main sources of external finance include:

e Asset-based finance - this includes both hire purchase and leasing. These two types of
financial services are generally grouped together but they are two distinct types of prod-
uct. Hire purchase agreements result in the purchaser of the goods building up owner-
ship over a pre-determined period. On final payment, the goods belong to the individual
or firm making the payments. Leasing products are similar, but the legal ownership of
the good remains with the lessor. For example, a lease is an agreement where the owner
(lessor) conveys to the user (lessee) the right to use equipment (e.g. vehicles) in return
for a number of specified payments over an agreed period of time. Unlike a bank loan,
a lease is an asset-based financing product with the equipment leased usually the only
collateral for the transaction. Typically, a firm will be offered a leasing agreement that
covers not only the equipment costs but also the delivery, installation, servicing and
insurance.

e Factoring and invoice discounting — factoring is the purchase by the factor and sale by
the company of its book debts on a continuing basis, usually for immediate cash. The factor
then manages the sales ledger and the collection of accounts under terms agreed by the
seller. The factor may assume the credit risk for accounts (the likelihood that sales invoices
will not be paid) within agreed limits (this is known as non-recourse factoring), or this risk
may remain with the seller (factoring with recourse). (It is best to think of a factoring firm
as a company’s debt collector. The factor takes on responsibility for recovering payments
on sales made). Invoice discounting services are similar to factoring but here the sales
accounting functions are retained by the seller.

® Shareholders and partners —these are individuals who provide their own personal finance
to the firm and this confers ownership rights.

® Trade credit — credit given to firms by trading partners, allowing the former to delay
payment.
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e Venture capital —long-term external equity provided by venture capital firms. The venture
capitalist is an equity partner who places greater emphasis on the final capital gain
(dependent on the market value of the company). According to the British Private Equity
& Venture Capital Association (BVCA) investments typically last for three to seven years.3
In addition to finance, the venture capital firm (or individual) will provide expertise, expe-
rience and contacts to help develop the business.

@ Other sources — this category includes a broad variety of alternative finance sources
that ranges from credit card borrowing, loans from private individuals conferring no
ownership (e.g. a loan from a member of a family), various government grants for small
business and so on.

3.6.1.3 Equity finance for small firms

Most small firms rely on bank- and asset-based financing for their external financing and few
access either public or private equity finance. Nonetheless, equity finance is an important
source of funding for businesses that have the potential for rapid growth (high growth firms —
HGFs), and for new businesses and start-ups that are unable to secure debt finance (for
example, due to their risk profile, lack of collateral or unstable cash flows). Established busi-
nesses looking to scale up by expanding or entering new markets may also consider equity
finance. Nevertheless, only a small proportion of SMEs are currently using equity finance
(around 2 per cent) (British Business Bank, 2019).

Equity finance for SMEs can come from a variety of different types of equity investor
including: business angels, venture capitalists, crowdfunding platforms, private inves-
tors and government-backed funds.

Private equity finance can be distinguished according to two main types: formal and
informal. Formal equity finance is available from various sources including banks, special
investment schemes, private equity and venture capital firms. The informal market refers
to private financing by so-called ‘business angels’ — wealthy individuals who invest in small
unquoted companies. As pointed out by the British Private Equity & Venture Capital Associa-
tion, the terms ‘private equity’ and ‘venture capital’ can be used to refer to different stages in
the investments. For example, in Europe the term ‘venture capital’ is often used to cover the
private equity industry as a whole, i.e. encompassing both venture capital and management
buy-outs and buy-ins. In the US venture capital refers only to investments in early stage and
expanding companies.

All the main UK banks offer a range of equity products to small firms although there
are differences in their willingness to undertake direct equity investments. In addition
to bank equity finance and that provided by business angels, Britain has the largest for-
mal venture capital market in the world outside the United States. According to Invest
Europe* (the association representing Europe’s private equity, venture capital and infra-
structure sectors, as well as their investors), since 2007, private equity and venture capi-
tal firms have invested €350 billion in around 28,000 European companies, which employ
up to 8 million people.®

3See www.bvca.co.uk
4Previously known as the European Venture Capital Association (EVCA).
5See www.investeurope.eu
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However, one should not forget that there are a number of public equity markets that pro-
vide funding for small firms with strong growth potential. In the United Kingdom, the main
public equity market is the Official List of the London Stock Exchange. Smaller firms are
categorised in the FTSE Small Cap (consisting of companies outside of the FTSE 350 Index)
or FTSE Fledgling (UK companies listed on the main market of the London Stock Exchange
that are too small to be included in the FTSE All-Share) indices. While access to the Official
List is (in most cases) limited to medium-sized firms, fast-growth firms seeking a UK stock
market listing are most likely to access the Alternative Investment Market (AIM). This is the
second tier of the stock market and it has less onerous admission and trading requirements
than the Official List.

In addition to all the above-mentioned means of finance available to small firms, many
countries have a range of government initiatives that seek to promote entrepreneurship and
the development of the small firm sector. Britain is no exception, and there are a plethora of
various initiatives aimed at promoting the development of the small firm sector.

Such schemes in the UK include initiatives geared to:

e financing small businesses in economically deprived areas;
e financing technology-based small firms; and

e financing ethnic minority firms.

In addition to these the government also offers a wide range of fiscal advantages aimed at
stimulating small firm growth, and especially start-ups.

3.6.1.4 Crowdfunding platforms

Crowdfunding is a relatively new way of raising funds. Essentially, it is the process of raising
funding online, via a platform which brings together various individuals who commit money
to projects and companies they want to support. There are several hundred crowdfunding
platforms around the world, with fundraising reaching billions of dollars every year. It is a
growing market and is transforming how businesses raise capital.

There are several different categories of crowdfunding:

® Reward-based crowdfunding — where donations are sought in return for special rewards,
for example a free product or even a chance to be involved in designing the product or
service. An example is Kickstarter, a global crowdfunding platform that helps creative
projects, such as films, music, stage shows, etc.

® Donation-based crowdfunding — this model funds a project by asking a large number of con-
tributors to individually donate a small amount to it. It is typically used by social causes,
not-for-profit organisations and arts projects to raise money. An example is GoFundMe.

® Peer-to-peer lending (P2P) — crowdfunding platforms like Lending Club in the US enable
borrowers to get access to funds outside of traditional banking channels. Zopa was the first
peer-to-peer lending company in the UK and was set up in 2005.

® Equity crowdfunding — the online offering of private company securities to a group of peo-
ple and enables real investments in private companies. It is still a very small market, but
with a high growth potential. An example of equity crowdfunding is OurCrowd.

® Real estate crowdfunding — there are several different models, with some platforms crowd-
funding loans to buy properties and others funding, for example, solar energy projects. An
example of real estate crowdfunding is CrowdStreet.
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3.6.2

Banking services for mid-market and large (multinational)
corporate clients
The mid-market and multinational corporate sectors are served by a variety of financial ser-
vice firms including mainly commercial banks, investment banks and asset finance firms.
These firms offer a broad range of services at varying levels of sophistication. The core bank-
ing products and services typically focus on the following range of needs:

1 Cash management and transaction services.

2 Credit and other debt financing facilities — loans, overdrafts, syndicated loans, commer-
cial paper, bonds and other facilities.

3 Commitments and guarantees.
4 Foreign exchange and interest rate-related transactions.
5 Securities underwriting and fund management services.
At the bottom end of the middle-market sector, companies generally require the ser-

vices provided to the small firm sector but as they become larger they increasingly require a
broader array of more sophisticated products.

3.6.2.1 Cash management and transaction services

An important area where larger companies banking services differ from small firms is in the
provision of cash management and transaction services. Cash management services have
grown mainly as a result of: (a) corporate recognition that excess cash balances result in a sig-
nificant opportunity cost due to lost or foregone interest, and (b) firms needing to know their
cash or working capital position on a real-time basis. These services include the following:

e Controlled disbursement accounts. These current accounts are debited early each day so
that firms get an up-to-date insight into their net cash positions.

@ Account reconciliation services. A current account feature that provides a record of the
firm’s cheques that have been paid by the bank.

@ Wholesale lockbox facilities whereby a centralised collection service for corporate pay-
ments is used to reduce the delay in cheque payment and receipt (i.e. clearing).

e Funds concentration. Redirects funds from accounts in a large number of different banks
or branches to a few centralised accounts at one bank.

e Electronic funds transfer. Includes overnight wholesale payments via a variety of different
mechanisms depending on the country in which the bank is based.

@ Cheque deposit services. Encoding, endorsing, microfilming and handling cheques for
customers.

e Electronic sending of letters of credit. Allows corporate clients to access bank computers
to initiate letters of credit.

e Computerised pension fund services.
@ Online corporate advisory and risk management services.

e Electronic data interchange (EDI). An advanced application of electronic messaging that
allows businesses to transfer and transact invoices, purchase orders, shipping notices and
so on automatically, using banks as clearing-houses.
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3.6.2.2 Credit and other debt financing facilities

Large companies often have to decide whether they are going to raise funds in the domestic
or foreign currency. For instance, they may raise finance in a foreign currency in order to
offset a net receivable position in that foreign currency. Consider a UK company that has
net receivables in euros. If it requires short-term finance, it can borrow euros and convert
them into pounds for which it needs funds. The net receivables in euros will then be used
to pay off the loan. In this particular example, foreign currency financing reduces the
company’s exposure to exchange rate fluctuations. This strategy, of course, is attractive if
the interest rate of the foreign currency loan is low. The main point to emphasise is that
both short- and longer-term borrowings, whether they relate to standard loan facilities or
the issue of short- or longer-term debt instruments, can be denominated in either local or
foreign currency.

Short-term financing

All companies have to raise short-term finance (for under one year) periodically and, in
most cases, this is usually provided by banks. Typically, small firms will arrange extended
overdraft facilities or negotiate term loans to meet short-term financing needs. In contrast
larger firms can negotiate credit lines with a number of banks so they are not dependent on
one sole supplier of funds. Bank credit, of one form or another, may be denominated in the
domestic currency of the firm or in a foreign currency. Large firms can also raise short-term
funds in the capital markets by issuing various types of short-term paper. The arrangement
of bank credit lines, overdraft facilities and the issue of short-term funding instruments are
the responsibilities of the Treasury function.

The prevailing form of commercial lending is via credit lines that are arrangements
through which customers may borrow and repay at will, subject to a maximum amount
granted. Firms pay a fee in exchange for the right to draw on funds when needed.

Commercial paper

Large firms have access to various markets for short-term finance through the issuance of
tradable instruments, for example the issuance of commercial paper (CP). Dealers issue
this paper without the backing of an underwriting syndicate, so a selling price is not guar-
anteed to the issuers. Maturities can be tailored to the investor’s preferences. Dealers make
a secondary market in commercial paper by offering to buy the paper before maturity. The
US commercial paper market is the largest in the world and is the main way (outside bank
credit) that large US firms raise short-term finance. Commercial paper issues denominated
in currency outside the country of issuance (such as a yen or dollar commercial paper issues
made in London) are known as Eurocommercial paper. (Note that this is not to be confused
with the European currency — a euro CP issue can be denominated in any currency as long
as the issue of the paper is made outside of the country or area of issue of the currency.)
Commercial paper issues are often preferred to bank credit especially when large firms have
better credit ratings than banks and this means that the former can borrow on cheaper terms.
As only a handful of international banks have the highest credit rating (for example, AAA
given by Standard & Poor’s credit rating agency) this means that many large firms — such as
General Motors and Coca-Cola — are perceived as being more creditworthy than the banks
with which they do business. As such these firms can issue short-term financial instruments
at finer terms than their relationship banks.
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Euronotes

Euronotes are another type of instrument that large firms can issue to raise short-term funds.
They are unsecured debt securities with interest rates based on interbank rates (mainly
LIBOR - the London Inter-bank Offered Rate — which is the rate banks charge for lending
wholesale funds to one another). These instruments typically have one-, three- or six-month
maturities, although they are often rolled-over as a form of medium-term financing. In the
case of Euronotes, commercial banks usually underwrite the issue of these instruments guar-
anteeing an issue price. Banks and other companies purchase these as part of their invest-
ment portfolios.

Repurchase agreements (repos)

In addition to the aforementioned types of short-term financing there are numerous other
types of techniques that companies can use to raise short-term finance. Many large firms
have developed their repo (repurchase agreement) activities. A repo deal involves pledging
collateral (usually government bonds or some low-risk instrument) in return for short-term
wholesale funds. At a set date, the funds will be re-paid and the collateral ‘released’. There
are various types of repurchase agreements that involve varying agreements concerning the
sale and buy-back of wholesale funds backed by various types of collateral agreements. A
main attraction of this type of business is that it allows companies to raise short-term funds
at wholesale rates by pledging longer-term financial assets. (It is a technique widely used by
banks to facilitate liquidity in the money market.)

Long-term financing

Companies also have to raise long-term finance (for over one year) in order to finance long-
term investments. Large companies have access to a broad array of credit facilities including
overdraft and both secured and unsecured lending facilities. For large lending requirements
companies can borrow via the syndicated lending market. In addition, the largest companies
can also issue bonds — either domestic or Eurobonds.

Debt finance via bond issuance

In addition to the credit facilities mentioned above, large companies can also raise funds in
the capital markets by issuing debt instruments known as bonds.® Bonds are simply contracts
between a lender and borrower by which the borrower promises to repay a loan with interest.
Typically, bonds are traded in the market after issue so their price and yields vary. Bonds can
take on various features and a classification of bond types depends on the issuer, priority,
coupon rate and redemption features as shown in Figure 3.6.

Large companies as well as governments and international organisations all issue bonds
to raise medium- to long-term finance. The most important feature relating to a bond is the
credit quality of the issuer — typically governments (especially in the developed world) are
believed to be lower risk than firms and so their bonds pay lower interest than that of com-
mercial concerns. Of course, some of the world’s largest companies have better credit ratings
than some fragile economies so this means that the former can raise bond finance cheaper
than the latter. Nearly all bond issuers have to be credit rated so as to assess their ability to

6For an introduction to bonds and bond markets, see Appendix Al.
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Figure 3.6 Bond features

make interest (and ultimately principal) payments for their bond financing. The credit rating
process is the same as that outlined for syndicated credits and shown in Table 4.4. There are
many types of corporate bonds that a firm can issue; bond finance can be used to raise funds
in the home market (and currency) by issuing domestic bonds, or a company may wish to
issue an international bond.

Eurobonds are defined as securities that are issued, and largely sold, outside the domes-
tic market of the currency in which they are denominated. Eurobonds are similar in many
respects to domestic corporate bonds consisting of largely fixed-rate, floating-rate and equity-
related debt (convertibles) with maturities usually around 10-15 years. Unlike domestic cor-
porate bonds (that are denominated in the home currency and issued in the home market),
the Eurobond market is subject to lower regulation and is instead effectively self-regulated by
the Association of International Bond Dealers. The ‘Euro’ prefix in the term Eurobond simply
indicates that the bonds are sold outside the countries in whose currencies they are denomi-
nated. Eurobonds are issued by multinational firms, large domestic companies, sovereign
governments, state firms and other international institutions. These are not to be confused
with the proposals to create eurobonds (also called e-bonds or European sovereign bonds),
that is for all eurozone governments to jointly guarantee each others’ debts, in the form of
common bonds.

Syndicated lending

Syndicated loans are a special category of loans in which an arranger, or group of arrangers,
forms a group of creditors on the basis of a mandate to finance the company (or government)
borrower. The main corporate borrowers in the syndicated loan market tend to be the larg-
est multinational firms. Large firms typically chose this type of loan primarily because the
required loan size is too great to be obtained from one bank (see also Section 4.7.3).

3.6.2.3 Commitments and guarantees

Commitments relate to services where a bank commits to provide funds to a company at a
later date for which it receives a fee. Such services include unused overdraft facilities and the
provision of credit lines. Banks also provide facilities that enable companies to raise funds
by issuing marketable short-term instruments such as commercial paper, Euronotes and
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(for longer maturities) medium-term notes. In the United States many large companies issue
commercial paper to raise short-term funds and these facilities are almost always backed-up
by a line of credit from a bank. In other words, the bank has a commitment to provide credit
in case the issuance of commercial paper is not successful.

Guarantees relate to a bank underwriting the obligations of a third party and thereby
assuming the risk of the transaction. Default by a counterparty on whose behalf a guarantee
has been written may cause an immediate loss to the bank. Examples include such things
as a standby letter of credit. This is an obligation on behalf of the bank to provide credit if
needed under certain legally pre-arranged circumstances. Commercial letters of credit are
widely used in financing international trade. This is a letter of credit guaranteeing payment
by a bank in favour of an exporter against presentation of shipping and other trade docu-
ments (see also Section 4.7.2.1). In other words, it is a guarantee from the importers’ bank
ensuring that payment for the goods can be made.

3.6.2.4 Foreign exchange and interest rate-related transactions

Banks can offer their corporate clients a variety of tools to manage their foreign exchange and
interest rate risk. These instruments, broadly referred to as derivatives, involve transactions
such as the following:

® Forward foreign exchange transactions — these are contracts to pay and receive specified
amounts of one currency for another at a future date at a pre-determined exchange rate.
Default by one party before maturity exposes the other to an exchange risk.

® Currency futures —these are contracts traded on exchanges for the delivery of a standard-
ised amount of foreign currency at some future date. The price for the contract is agreed
on the purchase or selling date. As with forward contracts, gains or losses are incurred as
a result of subsequent currency fluctuations.

@ Currency options —these allow the holder of the contract to exchange (or equally to choose
not to exchange) a specific amount of one currency for another at a predetermined rate
during some period in the future. For a company buying an option, the risk lies in the abil-
ity of the counterparty not to default on the agreement (credit risk). For the bank writing
the option the risk lies in its exposure to movements in the exchange rate between the two
currencies (a market risk).

® Interest rate options — these are similar to currency options. The buyer has the right (but
not the obligation) to lock into a pre-determined interest rate during some period in the
future. The writer of the option (typically a bank) is exposed to interest rate movements,
the buyer to counterparty default.

® Interest rate caps and collars —a bank (or other lender) guarantees the maximum rate (cap)
or maximum and minimum rate (collar) on variable rate loans.

e Interest rate and currency swaps — in a currency swap two parties contract to exchange cash
flows (of equal net present value) of specific assets or liabilities that are expressed in dif-
ferent currencies. In the so-called ‘plain vanilla’ interest rate swap two parties contract to
exchange interest service payments (and sometimes principal service payments) on the
same amount of indebtedness of the same maturity and with the same payment dates. One
party provides fixed interest rate payments in return for variable rate payments from the
other, and vice versa.
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Note that many companies engage in risk management with the use of such financial
instruments provided via their banks. Companies can also go direct to the market to hedge
various interest rate and exchange rate positions. Companies engaged in substantial interna-
tional trade have greater need to hedge their foreign currency positions and therefore make
wider use of currency-related options, futures and forward transactions.

3.6.2.5 Securities underwriting and fund management services

As companies become larger they increasingly seek funding direct from the capital market
and as such they require banks to arrange and underwrite equity and bond issues. Secu-
rities underwriting had traditionally been the preserve of investment banks (or so-called
merchant banks in the United Kingdom) but during the 1990s universal banking became
the ‘norm’ and now nearly all large commercial banks have an investment banking operation
that underwrites issues.

In the case of securities underwriting, the underwriter undertakes to take up the whole or
a pre-agreed part of a capital market issue (equity or bonds) at a pre-determined price. The
main risk is that the underwriter will be unable to place the paper at the issue price.

Banks also can provide their corporate clients with asset management services, not only
to manage a company’s own investments but also to manage the pension funds of the firm’s
employees. The main investment banks are leaders in institutional fund management — this
refers to the management of pension, insurance, corporate and other large-scale investments.

A major attraction for banks to provide services like commitments, guarantees, foreign
exchange and interest rate-related transactions, securities underwriting and fund manage-
ment services is that they are all fee-based and off balance sheet. All the services listed above
earn banks commissions and fees. In addition, they do not relate to any asset (e.g. a loan or
investment) that has to be booked on the bank’s balance sheet — hence the term ‘off balance
sheet’.

As the above suggests, the range of products and services offered has grown rapidly over
the last 20 years or so. This increase in products can partially be explained by the growing
overlap of commercial and investment banking services on offer to medium-sized and larger
companies.

Investment banking

The previous sections provide an overview of the main banking services offered to compa-
nies — some of which are similar to those provided to retail customers but on a larger scale.
However, we have also briefly discussed a range of services — such as securities underwriting
(including the issue of commercial paper, Eurobonds and other securities) — that may be
less familiar. These activities have traditionally been undertaken by investment banks (or
the investment bank subsidiaries of commercial banks) and relate generally to large-scale or
wholesale financing activities. Investment banks mainly deal with companies and other large
institutions and traditionally they did not use to deal with retail customers — apart from the
provision of upmarket private banking services as noted earlier.

While we have already briefly outlined various investment banking products and ser-
vices available to the corporate sector, it is best at this stage to explain the main features of
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investment banking activity to show how it differs from commercial banking, and to highlight
the changes resulting from the 2007-2009 financial crisis.

The main role of investment banks is to help companies and governments raise funds
in the capital market either through the issue of stock (otherwise referred to as equity or
shares) or debt (bonds). Their primary business relates to issuing new debt and equity that
they arrange on behalf of clients as well as providing corporate advisory services on mergers
and acquisitions (M&As) and other types of corporate restructuring. Typically, their activi-
ties cover the following areas:

@ Provision of financial advisory services — advice on M&As and other financial transactions.

® Asset management — managing wholesale investments (such as pension funds for corporate
clients) as well as providing investment advisory services to wealthy individuals (private
banking) and institutions.

@ Other securities services — brokerage, financing services and securities lending.

Investment banks represent important trading intermediaries for clients as they help raise
funds on the capital markets, manage investment portfolios and carry out strategic plan-
ning. They are involved in virtually all large financial transactions and produces research
and develop opinions on markets and securities. The investment banking business includes
trading and investing in securities (i.e. issue, buy, sell) with their own capital (this is known
as proprietary trading) or for their clients. This activity consists of trading and investments
in a wide range of financial instruments including bonds, equities and derivatives products.
Note that sometimes financial advisory and underwriting is referred to as investment banking
to distinguish this from trading and other securities-related business. It is also important to
remember that investment banks did not use to hold retail deposits and their liabilities were
mainly securities and short-term wholesale financing. The situation has changed, particularly
after the US financial giants (and so-called ‘pure play’ investment banks) Bear Sterns, Lehman
Brothers and Merrill Lynch either filed for bankruptcy protection or were rescued through
large government bailouts. In September 2008 the US Federal Reserve accepted the request
of the two largest free-standing investment banks, Goldman Sachs and Morgan Stanley, to
change their status into bank holding companies to qualify for government assistance, as
described in Box 3.2. This has been defined as the ‘end of an era’ for Wall Street investment
banks (see Table 3.3). Since September 2008, the similarities with commercial banks have
increased as US investment firms are now allowed to expand their funding through deposits
and are subject to higher capital reserves, more disclosure and less risk-taking.

Table 3.3 The end of an era for US investment banks

Investment banks Outcome Date

Bear Sterns Sold to JPMorgan Mar-08
Lehman Brothers Filed for bankruptcy Sep-08
Merrill Lynch Sold to Bank of America Sep-08
Goldman Sachs Converted to BHC Sep-08
Morgan Stanley Converted to BHC Sep-08




3.7 Investment banking

In the past, investment banking used to be in sharp contrast to commercial banking
that was licensed only for the traditional banking business i.e. accepting retail deposits
and granting loans. The deregulation carried out over the 1990s reduced the differences
across these two types of banks, by allowing commercial banks to offer investment
banking services. Large banking conglomerates took advantage of this opportunity as
they were aiming to transform in ‘one-stop shops’. Similarly, investment banks devel-
oped as large full-service institutions and enjoyed at least three decades of prosperity,
until the financial crisis began in the summer 2007, and intensified in September 2008,
as described by John Gapper in the Financial Times (2008):

[...] Investment banks went on to enjoy 30 years of prosperity. They grew rapidly, taking
on thousands of employees and expanding around the world. The big Wall Street firms
swept through the City of London in the 1990s, picking up smaller merchant banks, such
as Warburg and Schroders, on their way. Under the surface, however, they were ratcheting
up their risk-taking. It was increasingly hard to sustain themselves by selling securities
— the traditional core of their business — because commissions had shrunk to fractions
of a percentage point per trade. So they were forced to look elsewhere for their profits.
They started to gamble more with their own (and later others’) capital. Salomon Brothers
pioneered the idea of having a proprietary trading desk that bet its own money on move-
ments in markets at the same time as the bank bought and sold securities on behalf of its
customers. Banks insisted that their safeguards to stop inside information from their cus-
tomers leaking to their proprietary traders were strong. But there was no doubt that being
‘in the flow’ gave investment banks’ trading desks an edge. Goldman Sachs’ trading profits
came to be envied by rivals. Investment banks also expanded into the underwriting and
selling of complex financial securities, such as Collateralised Debt Obligations (CDOs).
They were aided by the Federal Reserve’s decision to cut US interest rates sharply after
September 11, 2001. That set off a boom in housing and in mortgage-related securities.
The catch was that investment banks were taking what turned out to be life-threatening
gambles. They did not have sufficient capital to cope with a severe setback in the housing
market or markets generally. When it occurred, three (so far) of the five biggest banks
ended up short of capital and confidence [...]

(Gapper, 2008)

The US financial turmoil has resulted in what many have described as ‘the end of Wall
Street investment banks’ as regulatory consent was given in autumn 2008 to investment
houses (as well as credit card companies) to convert their status into bank holding com-
panies (BHCs).2 Goldman Sachs and Morgan Stanley were the first two large investment
banks to announce that they would become BHCs. This is how the Chairperson and
CEO of Goldman Sachs, Lloyd C. Blankfein, commented on the move in September 2008:

When Goldman Sachs was a private partnership, we made the decision to become a public
company, recognizing the need for permanent capital to meet the demands of scale. While
accelerated by market sentiment, our decision to be regulated by the Federal Reserve is
based on the recognition that such regulation provides its members with full prudential
supervision and access to permanent liquidity and funding. We believe that Goldman
Sachs, under Federal Reserve supervision, will be regarded as an even more secure institu-
tion with an exceptionally clean balance sheet and a greater diversity of funding sources.

(Goldman Sachs, 2008)
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Box 3.2 The end of an era: US investment banks and the conversion into
BHCs (continued)

There is no doubt that by converting to BHCs the investment banks wanted to give a
strong signal to investors and to the financial community in general about their com-
mitment to a safer and sounder banking business. These banks have had to accept
increased regulation, supervision and monitoring, including strict limits in the level of
risk that they can take, as well as capital and management requirements. In exchange
they obtained several advantages, including the access to protection and funding from
the Fed (i.e. the federal deposit insurance scheme, discount window and TARP - the
Troubled Assets Relief Program. Besides, by converting into BHCs the investment
banks can better diversify their sources of financing by strengthening the retail busi-
ness and thus making money from borrowing from depositors.

25% or more of the voting stock in a bank or controlling a majority of its directors.
Source: Gapper, J. (2008) ‘After 73 years: the last gasp of the broker dealer’, Financial Times,
15 September. © The Financial Times Limited 2008. All Rights Reserved; Goldman Sachs (2008).

Note: @ Under the Bank Holding Company Act of 1956 (BHCA) these are defined as companies owning

Figure 3.7 shows the top global investment banks based on revenue for 2021. US invest-
ment banks dominate although one should be aware that traditionally the main US investment
banks (who tended to dominate global investment banking) were the so-called ‘bulge bracket’
firms including — Goldman Sachs, Merrill Lynch and Morgan Stanley. Because legislation

(.

N
Fees Changes in Fees| % of fees collected by product First Quarter 2021

Top 10 Banks ($m) vs. Prev Period*| M&A Equity Bonds Loans
Goldman Sachs & Co 3,021.03 +100.09%

JP Morgan 3,019.46 +59.92% | WE 33 26 22

Morgan Stanley 2,385.57 +100.52% | A 53 19 7

citi 2,250.54 +68.82%

Bofa Securities Inc 2,096.91 +42.85% | MER<Y) 29 20

Credit Suisse 1,621.62 +113.54% | ER 23 17

Barclays 1,280.38 +50.76%
Deutsche Bank 1,030.66 +94.88% | WP =Y/ 37 14

Jefferies LLC 953.58 - | 1B 65 8 |11

Total 37,942.33 +44.48% | BE] 39 28 14
Data from Jan 1 2021-Mar 30 2021 and Jan 1 2020 - Mar 30 2020 Data as of Mar 30 2021

J

Figure 3.7 Largest investment banks by revenue, 2021

Source: League Tables, Investment Banking, Financial Times, https://markets.ft.com/data/league-tables/
tables-and-trends
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(Glass—Steagall Act of 1933) prohibited commercial banks from doing investment banking busi-
ness the market was dominated by the specialist investment banks. However, since 1999 and the
abandonment of Glass—Steagall, US commercial banks acquired investment banks. This means
that banks such as Citi, JPMorgan Chase and Bank of America Merrill Lynch, offer both com-
mercial and investment banking services, as do Goldman Sachs and Morgan Stanley now that
they have converted into BHCs. As explained earlier, intermediaries that undertake a wide range
of financial services business (such as commercial and investment banking, insurance, pensions
and so on) are referred to as universal banks. Universal banking is common practice in Europe
and one can also see from Figure 3.7 that a variety of European commercial banks do substantial
investment banking business. Structural differences among investment banks are apparent, with
Goldman Sachs and Morgan Stanley barely competing in the loans market and earning the major-
ity of their fees from traditional investment banking activities such as M&As and advisory services.

Banks such as Barclays or Deutsche Bank are commonly referred to as commercial banks
because their main business is deposit- and lending-related — although they both have substan-
tial investment banking operations. In terms of services offered to large companies, commercial
banks typically provide cash management, payments and credit facilities whereas investment
banks arrange other types of financing through the issue of equity and debt to finance company
expansion. They also offer an extensive array of other securities-related services including risk
management products (such as interest rate and foreign exchange derivatives) and also advice on
company M&A activity as well as other company restructuring. These distinctions have become
blurred as large commercial banks have either acquired or expanded their investment banking
services to meet the increasing demands of corporate clients. In addition, the growth in global
stock market activity has encouraged many commercial banks to develop asset management and
private banking operations to deal with the growing demand for securities-related services from
both institutional investors and wealthy private clients. In the years after the 2007-2009 financial
crisis, the investment banking industry has changed substantially, with most institutions’ market
value shrinking considerably and some banks withdrawing from some business segments.

Ten years on from the financial crisis, investment banking is facing turbulent times: low
interest rates, weak trading volumes and automation have led to an exceptionally difficult
mix for global investment banks, which have shed tens of thousands of jobs, particularly
on trading desks (see Box 3.3). A decade of cost cutting and restructuring did not yield the
expected results and the industry overall is facing diminishing returns.

Adair Turner, the former City regulator, once intimated that investment bankers were
“socially useless” (he actually applied the phrase to activities in “fixed income secu-
rities, derivatives and share trading” but given that, for many, that is basically a job
description, he clearly did not rate the profession too highly, either). News that 30,000
are now being involuntarily released back into society — through a spate of job cuts —
therefore poses the question: what might they usefully do? Apart from going into poli-
tics? For the younger bankers let go by HSBC, Barclays, Société Générale, Citigroup
and Deutsche Bank since April 2019, the answer may simply be: wait. According to one
vice-president of a US investment bank, writing anonymously for the website eFinan-
cialCareers: “I've seen richer juniors travel the world, come back and do a Masters and
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3.8.1

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

then go back into banking once some of their idealism has disappeared.” Society might
not have a use for an older and more cynical investment banker with an MBA and a
suntan, but evidently the City or Wall Street might. Cyclical hiring patterns certainly
suggest this was an option in the past. A BBC analysis of the Deutsche job cuts noted
they marked the latest of regular 10-year troughs: 1987-89; 1999-2000; 2009; 2019. And
a Federal Reserve Bank of St Louis analysis of US labour statistics has shown how
the peaks are typically regained: in 2008, 55,000 people worked in investment banking
and securities dealing in New York, and while it fell post-crisis to 44,000, it was back to
52,000 by spring 2019. For some of the 30,000 caught in this round of cuts, the good news
is that one reason for them does look cyclical. But the bad news is, two others do not.

Low interest rates, which could yet fall further in the US and UK, make it hard for
investment banks to make a profit without cutting costs. However, this cycle must
eventually turn, and low rates are not solely an investment bank problem — many of
Deutsche’s headline-grabbing job losses will be in retail and commercial operations,
too. Regulation is only heading in one direction, though. Under Europe’s Mifid II rules,
investment bank research must be paid for separately, cutting clients’ spending by
20-30 per cent, according to the current City regulator. Trading profits will also be hit
by a need to hold more capital under new Basel IV rules. Automated trading is also a
significant structural change that is unlikely to be reversed. Algorithms can now trade
faster and more efficiently than human investment bankers and do not charge fees to
cover big bonuses. Little wonder banks’ fixed income, currency and commodities trad-
ing revenues have fallen to 2006 levels, according to research firm Coalition. If they do
not come back, nor will many of the 30,000 jobs. What will their former incumbents do?
“I’ve seen people open restaurants” wrote that anonymous bank VP. Socially useful,
perhaps, but hardly something London or New York needs more of.

FT Source: Vincent, M. (2019) ‘For today’s investment bankers, job cuts are a one-way street’ Financial
Times, 12 August.
© The Financial Times Limited 2019. All Rights Reserved.

Types of banks

Commercial banks

Commercial banks are the major financial intermediary in any economy. They are the main
providers of credit to the household and corporate sector and operate the payments mecha-
nism. Commercial banks are typically joint stock companies and may be either publicly listed on
the stock exchange or privately owned. Commercial banks deal with both retail and corporate
customers, have well-diversified deposit and lending books and generally offer a full range of
financial services. The largest banks in most countries are commercial banks and they include
household names such as Citibank, HSBC, Deutsche Bank and Barclays. Table 3.4 illustrates the
ranking of the top 15 commercial banks in the world, as per December 2018, ranked by Tier 1
Capital and Total Assets. In recent years, Chinese commercial banks have expanded substan-
tially, often capitalising on the problems of European banks. Indeed, with the exception of HSBC,
no European bank is ranked in the top ten. Figure 3.8 illustrates the increase in total assets of
Chinese banks over the past five years, contrasted with the position of their main competitors.
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Table 3.4 Top 15 commercial banks (by Tier 1 capital)

Tier 1 capital Total assets

Rank (2018) Company Country ($mil) ($mil)
1 ICBC China 337,539.12 4,043,728.47
2 China Construction Bank China 287,461.31 3,390,174.16
& Agricultural Bank of China China 242,895.33 3,300,652.70
4 Bank of China China 229,969.78 3,104,711.68
5 JPMorgan Chase & Co us 209,093.00 2,622,532.00
6 Bank of America us 189,038.00 2,354,980.00
7 Wells Fargo & Co us 167,866.00 1,895,883.00
8 Citigroup us 158,122.00 1,917,383.00
9 HSBC Holdings UK 147,142.00 2,558,124.00
10 Mitsubishi UFRJ Financial Group Japan 146,739.09 2,805,074.86
11 Bank of Communications China 101,435.33 1,391,411.82
12 Credit Agricole France 100,887.36 2,131,911.49
13 BNP Paribas France 97,604.60 2,345,788.51
14 Sumitomo Mitsui Financial Group Japan 96,712.04 1,836,090.39
15 Banco Santander Spain 89,328.39 1,677,322.90

Source: Adapted from: The Banker Database, available at www.thebankerdatabase.com/
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Figure 3.8 Top commercial banks (total assets, $mil), 2012-2018

Source: Adapted from: The Banker Database, available at www.thebankerdatabase.com/
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While commercial banking refers to institutions whose main business is deposit-taking
and lending, it should always be remembered that the largest commercial banks also engage
in investment banking, insurance and other financial services areas. They are also the key
operators in most countries’ retail banking markets.

Savings banks

Savings banks are similar in many respects to commercial banks although their main dif-
ference (typically) relates to their ownership features — savings banks have traditionally
had mutual ownership, being owned by their ‘members’ or ‘shareholders’, who are the
depositors or borrowers. The main types of savings banks in the United States are the so-
called Savings and Loans Association (S&Ls or thrifts), which traditionally were mainly
financed by household deposits and lent retail mortgages. Their business is more diversified
nowadays as they offer a wider range of small firm corporate loans, credit cards and other
facilities. Originally the US S&Ls were mainly mutual in ownership but now many have
become listed. They represent the second largest deposit-taking group of financial institu-
tions in the United States, although numbers have been steadily decreasing since the early
1990s (see Figure 3.9): there were 681 saving institutions in March 2019 with assets of
over $1,183 million.”

Savings banks are also important in various other countries, particularly in Europe. In
Germany, for instance, they form an important feature of the country’s banking assets. Unlike
in other European countries, German Sparkassen also hold direct links with local political
communities. Sparkassen are non-commercial public-sector entities, whose controlling ‘own-
ers’ (Trager) are municipalities and/or counties, even though these local governments hold
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Figure 3.9 The decline of US savings banks, 1990-2019

Source: Authors’ elaborations. Data from www.fdic.gov/bank/statistical/stats/

7www.fdic.gov/bank/statistical/stats/
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no liability for Sparkassen losses as has been established by EU competition policy jurispru-
dence. All Sparkassen, however, are members of elaborate formal risk-sharing frameworks at
the state and federal level, including a shared deposit insurance scheme and an institutional
protection scheme. As per 2018, there were around 400 Sparkassen, forming a network that
represents about 15 per cent of the country’s domestic banking assets for a total of around
€1.2 trillion, not counting other public-sector banks (such as the regional banks or Landes-
banken), with which the Sparkassen also have structural links. Markgraf and Veron (2018)
focused on the Sparkassen’s structural links and relationships with elected politicians, and
found that: (i) most Sparkassen are chaired by elected politicians; (ii) most county heads
are involved in Sparkassen; and (iii) many politicians derive a tenth or more of their per-
sonal income from a Sparkasse position. They conclude that this is a peculiar feature of the
German banking system and not found - to the same extent — anywhere else in Europe. It
should be noted that savings banks (in Europe and elsewhere) adhere to the principle of
mutuality and pursue objectives relating to the social and economic development of the
region or locality in which they operate. Unlike commercial banks they may pursue stra-
tegic objectives other than maximising shareholder wealth or profits. Typically, their busi-
ness focuses on retail customers and small businesses, but as some have become very large
(especially in Germany and Spain) they closely resemble commercial banks in their service
and product offering.

Co-operative banks

Another type of institution similar in many respects to savings banks are the co-operative
banks. These originally had mutual ownership and typically offered retail and small busi-
ness banking services. Co-operative banks are an important part of the financial sector in
Germany, Austria, Italy, France, The Netherlands, Spain and Finland. A trend has been for
large numbers of small co-operative banks to group (or consolidate) to form a much larger
institution — examples of which include Rabobank in the Netherlands and Credit Agricole
in France — both of these are now listed and have publicly traded stock. However, after the
2007-20009 crisis, the virtues of banking consolidation are undergoing a drastic reassessment
and the emphasis on demutualisation seems to have been contributing to the instability in the
financial sector. Various commentators are now calling for more diversity in types of banks,
with different banking models suiting different types of customers, and therefore supporting
the real economy, contributing to systemic stability and promoting inclusion (see Ayadiet al.,
2009, 2010).

Building societies

Another type of financial institution offering personal banking services prevalent in the
United Kingdom and various other countries (such as Australia and South Africa) are known
as building societies. These are very similar to savings and co-operative banks as they have
mutual ownership and focus primarily on retail deposit-taking and mortgage lending.
There are around 43 building societies in the UK at the time of writing (2021) with total
assets of £415 million. Building societies employ approximately 42,500 full- and part-time
staff and operate through approximately 1,470 branches. Statistics show that the number of
these institutions fell substantially during the 1990s as the largest converted from mutual to
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publicly listed companies and therefore became banks. More detail on the UK building society
sector can be found in Chapter 13.

Credit unions

Credit unions are another type of mutual deposit institution that is growing in importance
in a number of countries. These are non-profit co-operative institutions that are owned by
their members who pool their savings and lend to each other. Many staff are part-time and
they are usually regulated differently from banks. As illustrated in Table 3.5, the number of
credit unions worldwide varies remarkably across regions.

The total number of credit unions worldwide in 2018 was approximately 89,000 (see Table
3.5) serving over 260 million members. In the United States there were 5,684 as of December
2018, with over 112 million members with deposits exceeding $1.7 trillion in total assets and
loans of over $850 billion.®

Finance houses

Finance companies provide finance to individuals (and also companies) by making con-
sumer, commercial and other types of loans. They differ from banks because they typically
do not take deposits and raise funds by issuing money market (such as commercial paper)
and capital market instruments (stocks and bonds). In the UK these are sometimes referred
to as hire purchase firms, although their main types of business are retail lending and (in
the UK and continental Europe) leasing activity. All major retail firms and motor companies
have their own finance house subsidiaries — for example, General Motors’ finance house
used to fund car purchase is known as GMAC Financial Services. A distinction is usually
made between sales finance institutions (loans made by a retailer or car firm to fund pur-
chases); personal credit institutions (that make loans to ‘non-prime’ or high-risk customers

Table 3.5 Credit unions in the world, 2018

No. of credit No. of Total assets (US$  Penetration rate

Regions unions members mil) (%)

Africa 37,607 29,610,773 91,689 9.25
Asia 37,246 50,843,858 170,408 3.15
Caribbean 377 3,440,345 17,321 30.06
Europe 3,553 9,287,644 35,311 3.11
Latin America 2,987 39,291,611 87,565 11.03
North America 6,251 122,911,564 1,706,250 51.74
Oceania 1,005 4,778,947 88,994 18.41
World 89,026 260,164,742 2,115,016 9.09

Notes: Penetration rate is calculated by dividing the total number of reported credit union members by the
economically active population age 15-64 years old.

Source: WOCCU (World Council of Credit Unions) Statistical Reports and authors calculations. Data available at Data
available at www.woccu.org/publications/statreport

8 Credit Unions Worldwide, Statistical Reports, available at www.woccu.org/publications/statreport
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who usually cannot obtain bank credit) and business credit finance houses that use factoring
(purchasing accounts receivables) and leasing to finance business activity.

The largest finance houses in the UK are subsidiaries of the major banks and they are
significant operators in the unsecured consumer loan business. For instance, in 2018, finance
and leasing association (FLA) members provided £104 billion of consumer credit to support
purchases ranging from cars to household goods, accounting for over a third of total new
consumer credit written in the UK.’

i, Y o

Ten years on from the financial crisis, the global banking system is still addressing a set of
legacy issues, as well as facing new and diverse challenges. Legacy issues play an impor-
tant role in the European banking landscape, with many large players still grappling with
non-performing loans, low capitalisation and stagnant profitability. Despite some positive
trends, weak economic growth has compounded banks’ problems in many countries. The
average European bank has generated a return on equity of only 6 per cent in 2018, with
banks in some Southern European countries posting significant losses. The cost of capital
has remained high, which hampers banks’ ability to raise new equity. Some of Europe’s
largest banks are facing a litany of problems, from failing IT infrastructure to regulatory fines
and sanctions. Significantly, European banks are no longer among the top global players and
have lost customers and market segment to US competitors, but also to emerging players
from Asia. On the regulatory side, European banks have been faced with additional chal-
lenges compared with their international counterparties, including the creation of the Bank-
ing Union and of the SSM as a single supervisor. The new regulatory framework, however,
is far from complete and it is likely to impose further costs on banks going forward. The next
challenge for European banks comes from technology: obsolete IT infrastructure and the
need to invest heavily in new systems is also weighting heavily on banks’ balance sheets. To
survive the digital transformation, European banks will need to rethink strategies and busi-
ness models. The 2018 Bank Business Models Monitor presents an insightful analysis of the
European banking landscape. The detailed analysis provides updated identification of bank
business models for a very large and representative sample of banks and banking groups in
the European Economic Area (EEA) and Switzerland. The evaluation includes the analysis of
changes in business models and how different business models respond to the new regula-
tion and resolution regimes. The findings provide new evidence about the role of different
business models, in terms of performance, efficiency and contribution to the real economy.

On the basis of a cluster analysis, the 2018 Bank Business Models Monitor substan-
tiates the co-existence of different business models, which they identify as follows (see
Figure 3.10): (i) focused retail, i.e. banks that use customer deposits as the primary means
for funding loans and maintain relatively high levels of loss-absorbing capital; these institu-
tions follow the traditional financial intermediation model; (ii) diversified-retalil, i.e. banks that
are still retail-oriented, and yet more diversified with respect to focused retail banks, either
on the asset side (type 1) or on the liability side (type 2). More specifically, type 1 groups
retail-oriented banks, whose asset side, along with loans, also presents more trading assets
than focused retail banks; type 2 includes banks that have significantly more trading assets

9See the consumer finance section of the UK’s Finance and Leasing Association website at www.fla.org.uk
for more details.
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Box 3.4 Diversity in the banking ecosystem (continued)
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Figure 3.10 Bank business models in Europe
Source: Adapted from Ayadi et al. (2021).

than focused retail banks, also are more reliant on debt and short-term market funding; (iii)
wholesale, which groups together banks that are heavily wholesale oriented and largely
active in the interbank markets; and (iv) investment, banks that have substantial trading
activities — this includes large universal banks with a significant investment banking division
as well as pure investment banks.

Most European banks adopt a retail-oriented business model, with various degrees of
diversification. Specialised wholesale and investment banking models are instead less popular
in terms of numbers, but large in terms of size. The analysis also reveals that different business
models co-exist among banks with different ownership structures. While business models
are relatively stable over time, the report illustrates that a number of banks change business
model, which is in line with the profound changes in the banking industry. A concern relates
to the concentration of banks in a particular business model, as the diversity of the financial
ecosystem is one of the key drivers of financial stability. The authors report a shift towards a
diversified retail banking model and away from wholesale and investment banking models.
These latter are on average more profitable but also riskier in terms of their individual contri-
bution to systemic risk. In addition, wholesale and investment banks seem also less resilient
to shocks. In this context, the migrations towards more retailed oriented business models
seem to be a positive development in the European banking industry: retail-oriented banks
are less risky from a systemic point of view; are better capitalised and have a more stable
financial performance. In addition, they provide a positive contribution to the real economy.
While these changes are welcome news for policy makers, attention should be paid to long-
standing issues, such as the culture (of risk), the governance and in particular the diversity not
only among business models but among banks’ senior managers and board of directors. The
ability to manage change is extremely positive in the context of the current macro-economic
scenarios and the emerging geo-political shifts in Europe will require banks to remain agile.

Source: Adapted from Ayadi et al. (2019, 2021)
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3.9 Conclusions

This chapter outlines the main types of banking business undertaken globally. The focus has
been on commercial, private and investment banking activities. Prior to the 2007-2009 cri-
sis the trend towards the development of financial service conglomerates and the universal
banking model had been encouraged by favourable regulation (and mostly by deregulation).
A major feature has been the blurring distinction between different types of banking business
and the emergence of full financial service conglomerates that offer an extensive array of
retail, corporate and investment banking products. Many banks also offer insurance, pensions
and other non-banking financial services.

Over the 1990s and early 2000s this change in the features of the banking business simply
reflected the desire of banks to meet the ever increasing and divergent needs of their cus-
tomers — both personal and corporate. It also reflected the trend to diversify earnings sup-
plementing traditional commercial banking interest income with fee- and commission-based
revenues from other sources. The ultimate aim was to offer clients a spectrum of products
and services that strengthen customer relationships and provide services that clients value.
Nowadays the trend towards universal banking is under question as large banks are ‘delev-
eraging’ and selling ‘non-core’ activities.
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In what ways does traditional banking differ from
modern banking?

What are the benefits of universal banking com-
pared to specialist banking?

Explain the main characteristics of the different
types of banks that offer personal (retail) banking
services.

Discuss the emergence of crowdfunding
platforms.

What are the primary features of private
banking?

3.6

3.7

3.8

3.9

3.10

What are the main features of corporate
banking?

What are the typical services offered by banks to
the large (multinational) corporate sector? Distin-
guish between short- and long-term financing.
What services do investment banks typically
offer to customers?

Discuss the outlook for the investment banking
industry.

What are venture capitalists? To what extent are
they similar to private equity finance?
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International banking

Learning objectives

To outline the main features of international banking

To describe the history of international banking

To understand the reasons for the growth of international banking

To understand the main theories on the rationale for international banking
To describe the most common international banking products and services
To introduce the loan syndication market

To understand the impact of the global financial crisis on international banking
activity

Introduction

The growth in foreign bank activity and international banking in general has been a major
factor of financial system development. This chapter provides an insight into the main char-
acteristics of international banking and highlights its diverse and dynamic features. The first
part of the chapter defines international banking, provides a brief history and then discusses
the range of products and services offered by international banks. Here the focus is on bank-
ing services provided to large corporations — namely treasury management services, credit,
debt and equity financing as well as trade finance and various risk management products.
More detailed attention will be given to the loan syndication market. The chapter concludes
by discussing the growing presence of foreign bank activity and the impact of the global
financial crisis on international bank activity.

What is international banking?

International banking refers to business undertaken by banks across national borders and/
or activities that involve the use of different currencies. A more precise definition of inter-
national banking is provided by Lewis and Davis (1987), who classify international banking
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into two main types of activity — traditional foreign banking and Eurocurrency banking. Tra-
ditional foreign banking involves transactions with non-residents in domestic currency that
facilitates trade finance and other international transactions. Eurocurrency banking involves
banks undertaking wholesale (large-scale) foreign exchange transactions (loans and depos-
its) with both residents and non-residents. The definition above suggests that international
banks are involved with financing trade, transacting foreign exchange business and making

wholesale (large) short-term Eurocurrency loans and deposits.

While banks engaged in international banking are typically involved in these types of
activities, the definition is rather broad and does not really take account of the fact that
many banks have operations in various countries. Traditional foreign banking and Eurocur-
rency banking, for instance, do not require that banks have a physical presence in a foreign
country — such activity can be conducted within a single country. For example, UK banks can
undertake domestic currency transactions with customers in Hong Kong without any physical
presence in the latter. Similarly, wholesale Eurodollar loans (wholesale loans denominated in
US dollars) can be made between banks based in London without any of these banks needing

a physical presence in the US.

In order to account for the fact that many banks have physical operations in various countries
adistinction is made between multinational banking and international banking. Multinational
banking refers to banks having some element of ownership and control of banking operations
outside their home market. The main feature of multinational banking is that it requires some
form of foreign direct investment (FDI) by banks in overseas markets reflecting a physical pres-

ence (this definition comes from the literature on multinational enterprises and FDI).

If a bank were to follow a multinational banking model, it would operate sizeable foreign
branches and subsidiaries in multiple jurisdictions and, in its extreme form, funds those posi-
tions locally in the host countries. In contrast, the international bank model refers to banks
which operate out of the home country or in a (major) financial centre and conduct mostly cross-

border business. The 2008 crisis put these two models to the test, as summarised in Box 4.1.

» \/ 4 » |
» . \ h_z‘

After the 1980s’ Latin American debt crisis inflicted
losses on cross-border loans, banks shifted towards
the multinational model. Establishing or acquiring a
local bank in order to borrow and lend locally avoided
transfer risk, if not country risk. As a result, the share
of local currency claims in foreign claims on emerg-
ing market economies rose from 7 per cent in 1983
to 25-30 per cent in the 1990s. After the Asian finan-
cial crisis of 1997-1998, the local currency share of
claims globally was even higher. The shift to local
banking slowed in the 2000s. In emerging markets,
bank flows across borders resumed in the mid-2000s
in response to higher yields and US dollar deprecia-
tion. Elsewhere, the introduction of the euro, spur-
ring an area-wide interbank market, and European
banks’ heavy investment in US asset-backed securi-
ties had a similar effect. However, if factors promoting

cross-border lending are transitory, then local claims
as a share of foreign claims may rise. This may occur
even in the absence of any regulatory changes that
might favour multinational over international banking.

The global financial crisis of 2007-2009 reinforced
the previous trend towards local and multinational
banking, especially in emerging markets. With the
drying-up of the international interbank market,
claims on unaffiliated banks shrank. Cross-border
claims and locally booked foreign currency claims
(often funded cross-border) dropped more abruptly
than local currency claims. The same pattern on the
liabilities side suggests that local funding proved
more resilient during the crisis. Developments by
currency differed slightly, reflecting the greater dislo-
cation in dollar funding markets and the high cost of
dollars in foreign exchange swap markets.
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Box 4.1 From international to multinational banking? (continued)

According to the BIS banking statistics, cross-
border interbank lending fell from $22.7 trillion in
2008 to $17.0 trillion in 2013. However, what appears
to be a global shrinkage of international banking is
actually confined to European banks, which uniquely
responded to credit losses after 2007 by shedding
assets abroad — in particular, reducing lending - to
restore capital ratios. The relative importance of
cross-border bank assets has declined from a peak
near 60 per cent of global GDP in 2007 to less than
40 per cent by 2017.

Other banking systems’ global footprint, notably
those of Japanese, Canadian and even US banks,
has expanded since 2007. Overall global cross-bor-
der banking claims are expanding, but at a slower
pace compared to the pre-crisis years. By the end
of 2018 they rose to $29 trillion. This expansion was
driven mainly by cross-border claims on non-banks,
especially non-bank financial institutions (NBFIs),
which grew by 8 per cent per year.

Source: McCauley et al. (2010, 2017); Bank for International
Settlements (2014, 2017a, 2019a).

We should note that ‘international banking’ and ‘multinational banking’ are terms that
are used interchangeably to refer to banks that have global activities. For the purpose of this
chapter we will use international banking as it is a more commonly used term, although one
needs to be aware that the following sections discuss international activities of banks in their
broadest sense. Box 4.2 provides some additional definitions.

Multinational banking

A multinational corporation is a corporation that manages production or offers products and
services in more than one country. By extension, a multinational bank is a bank with a physi-
cal presence in more than one country. Generally, it refers to banks having some element of
ownership and control of banking operations outside their home market.

International banking

Global banks are institutions with the widest reach — either through subsidiaries or branches
they provide services in several world countries and have a presence in all continents.

International banks are institutions that provide cross-border services, but operate in too few
countries, or are relatively too small, to be defined global.

Local banks are institutions providing services only in the country where they are headquar-
tered (also called domestic banks).
A bank is international if:
@ it has branches and/or subsidiaries overseas;
@ it conducts business in a foreign currency irrespective of its location;

@ it has international customers.

Cross-border banking
Cross-border banking is defined as the level of inward banking at the country level.

Cross-border penetration is defined as the percentage of a country’s banking system assets
coming from other countries.

Cross-border lending is defined as direct lending to non-affiliated entities abroad.
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Brief history of international banking

The origins of international banking date back over 4,000 years when various civilisations
used letters of credit and bills of exchange issued across sovereign boundaries to finance
trade. The history of banks having a physical presence outside their home country is more
recent, widely acknowledged as starting in the 15th century when Florentine bankers (nota-
bly the Medici family) established subsidiaries or foreign branches in other jurisdictions to
help finance trade, scientific, military, artistic and other endeavours. From the 14th to 16th
century, Florence was regarded as the scientific and cultural capital of the Western world and
the city gave birth to the Renaissance and modern European art. It has been argued that
commercial and artistic developments were inextricably linked by a change in social attitudes
that emphasised the creation of wealth and conspicuous consumption. This not only
prompted the development of regional banking business but also encouraged international
activity because financing requirements could not be met locally.!

The modern era of international banking can be viewed as occurring in two distinct
phases. The first phase commenced with the rise of colonialism during the 19th century,
which continued into the 20th century. The second phase of international bank expansion
was linked to the growth of US multinational firms and the changing financial regulatory
landscape from the late 1950s and early 1960s onward:

e Colonial banking — British banks opened branches in their Australian, Caribbean and
North American colonies in the 1830s. Further expansion took place starting from the
1850s onward and by the end of the century British banks had operations in South Africa,
Latin America, India and parts of Asia as well as in the Middle East and some European
countries. Other colonial powers also expanded their banking activities in the latter part of
the 19th century, particularly Belgian, French and German banks that set up operations in
Latin America, Africa and China as well as in London. One noticeable difference between
the British banks and their European counterparts was that the former established ‘colo-
nial banks’, otherwise known as ‘British overseas banks’ or ‘Anglo foreign banks’, that
only provided services outside the UK. In contrast, the European banks undertook both
domestic and foreign activity, often via the acquisition of banks or through the establish-
ment of subsidiaries. In other words, European bank expansion overseas was more similar
to the type of activity conducted nowadays — domestic banks acquiring foreign operations
or setting up subsidiaries through which business could be undertaken, whereas British
banks were specifically set up to do banking only in the colonies. Various Japanese and
Canadian banks also developed international activities in the latter part of the 19th and
early 20th century.

e Modern international banking — the expansion of banks overseas during the first half of
the 20th century was somewhat limited due to the decline of the British and other colo-
nial empires, economic uncertainty brought about by the World Wars, and the changing
political landscape in many countries that sought to establish their own banking systems

1Banca Monte dei Paschi di Siena, the oldest bank in the world, was founded in 1472. Also see Parks (2005)
for an excellent insight into the role of the Medici family in banking, art and other matters in 15th century
Florence.
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by restricting (even nationalising) foreign banks. It was not until the emergence of the
US as a major economic power and the growth of their multinational companies that the
second wave of international banking activity took place. This occurred from the late
1950s and early 1960s onward, when US banks began to expand overseas to meet the
financial requirements of multinational firms but also to take advantage of cheaper financ-
ing outside the home market. US banks were subject to limits on how much interest they
could pay on deposits (known as Regulation Q) and also had to maintain onerous reserve
requirements. They found that by establishing subsidiaries outside the US (typically in
London) these operations were not subject to home regulations — so US banks could pay
more interest on dollar deposits and could do more dollar lending at finer terms via their
overseas subsidiaries as these were not subject to the home regulations. US banks were
attracted to London because substantial dollar deposits were located there — some say
that this was because the anti-communist sentiment in the US (characterised by the so-
called ‘McCarthy witch hunts’ from 1947 to 1954) encouraged the Russian, Chinese and
other governments to move large-scale dollar funds out of New York to London as they
thought these may be frozen. In any event, US banks flocked to London and, to a lesser
extent, other major financial centres (e.g. Paris) during the 1960s. This was the birth
of the Eurocurrency markets — markets where wholesale foreign currency deposits and
lending takes place. US banks continued to dominate international banking during the
1970s, although from the late 1970s and throughout the 1980s Japanese banks replaced
them as the major international lenders (reflecting the growth of Japanese multinational
companies over the period). The 1990s witnessed a decline in the relative importance of
Japanese banks on the international scene due to problems in their home market, and their
position was replaced by European banks that expanded their international operations as
a result of various factors (including the creation of the European Union’s single market).

Next, we look at some fundamental issues for the understanding of the international bank-
ing business. First, we focus on the main theories and strategic motives that make banks
expand abroad. We then present the different types of entry in foreign markets and we discuss
the advantages and disadvantages of international banking. Finally, we present the products
and services offered by international banks.

Why do banks go overseas?

An extensive body of literature has examined the rationale for the expansion of companies
overseas. This literature spans the economic literature on the determinants of foreign direct
investment (FDI), studies on the strategic behaviour of firms as well as empirical evidence on
the performance and efficiency advantages of international companies. Many of the theories
applicable to the overseas expansion of non-financial firms can be applied to banks.

The main theories describing the motives for overseas expansion relate to:

e factor price differentials and trade barriers;
e arbitrage and the cost of capital;

e ownership advantages;
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e diversification of earnings;
® excess managerial capacity;

e location and the cycle.

These theories are briefly discussed below.

Factor prices and trade barrier theories

The theoretical and empirical literature on the determinants of foreign direct investment
(FDI) focuses on two main motives for overseas expansion — factor price differentials and
trade barriers that inhibit exports. The former, known as vertical FDI, suggests that overseas
activity occurs so that firms can take advantage of international factor price differences.
Headquarter services require substantial physical and human capital inputs whereas pro-
duction is mainly manual labour intensive. Companies become multinational when they
establish production in lower manual labour cost countries and headquarters where skilled
labour costs are low. The alternative motivation for the existence of multinationals relates to
trade barriers that make exporting costly. Where trade costs are high the firm establishes in
countries to access markets and this is referred to as horizontal FDI.

One can see that these two main motives for FDI derive from study of the real sector. In the
case of banking, evidence would seem to suggest that horizontal FDI is likely to be a much
more important motive for cross-border activity than vertical FDI. For instance, the strategic
reasons for banks to establish multinational operations are most likely to be based on advan-
tages associated with ‘internalising’ informational advantages as opposed to trading at arm’s
length. Because it is difficult to find efficient markets for long-distance transactions in some
areas of banking (such as retail banking, lending to small firms, specific credits to companies
operating in different regulatory and economic environments) investment overseas is likely
to be an important feature of the industry.

Regulations governing many areas of business are also country-specific and act as substan-
tial trade barriers. This means that in many areas of business (and particularly in banking) it
may be difficult to undertake cross-border activity without a physical presence within a coun-
try. For example, differences in tax treatments, consumer protection legislation, marketing
rules, definition of products and so on, mean that the cross-border selling of many financial
services products and services is problematic unless the bank has a physical presence in the
market where it wishes to sell its products. Box 4.3 highlights how trade barriers impact on
banks’ decisions to locate overseas.

Arbitrage and the cost of capital

One of the main theories explaining the overseas investment decision of firms relates to the
arbitrage activities of firms in that companies that raise their finance in strong currency
markets can borrow relatively cheaply and they can invest their proceeds in markets where
currencies are weak and firms can be acquired relatively cheaply. For a simple example, the
substantial 20-30 per cent depreciation of the US dollar against the euro and British ster-
ling during 2003 meant that European investors could acquire US banks for 20-30 per cent
cheaper than they could do previously. All other things being equal, this means that overseas
banks can be purchased cheaper due to currency depreciation and the overall returns from
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| BOX 4.3 TRADE BARRIERS

Many jurisdictions prohibit the sale of financial services without establishment — a bank must
have a physical presence before it can enter the market. These barriers may be less onerous
when banks operate in areas that have a more international dimension such as investment
and international banking, although it is noticeable that even the world’s largest investment
banks typically have extensive physical market presence in many countries.

In general, domestic regulations dictate that banks must have a physical presence in the
country before they can access various markets - this, therefore, acts as a substantial trade
barrier facilitating both cross-border establishment as well as M&A activity. Bringing together
informational advantages associated with having a market presence plus the barriers brought
about by domestic financial services regulation means that cross-border activity in banking
can mainly be characterised by horizontal FDI.

the acquired firm will be boosted — as return on capital will obviously be higher. (The theo-
retical argument is the same as the reason why European holidaymakers flock to destinations
with relatively weak currencies and may be deterred from visiting destinations with strong
currencies.)

More formally, the cost of capital argument focuses on the cost of raising finance. At any
one time, some currencies are relatively strong whereas others are weak. Investors require a
lower return or interest rate for securities issued in the stronger currency. As such, firms that
issue securities in strong currencies require a lower cost of capital (it is cheaper for them to
borrow via the issue of equity or debt instruments). Subsequently, these firms can acquire
overseas assets at higher prices than local firms who issue securities in local currencies, and
still appear to be buying foreign firm relatively cheaply. So if the euro is strong compared
with the dollar, European firms can raise funds for acquisition more cheaply than their US
counterparts, and therefore can acquire stakes or outbid them to make purchases, say in the
US market.

While cost of capital arguments have been put forward as the main reason for the acqui-
sition of US banks by their UK and European counterparts from the late 1990s to the mid-
2000s, this theory cannot really explain the following:

@ why some firms invest overseas in markets which have the same currency (for example,
within the eurozone);

® why there is cross-investment, for instance, why UK firms invest in the US and why US
firms invest in the UK;

e why firms incur substantial costs in setting up operations overseas instead of just making
an acquisition.

As a consequence, various other theories have been proposed to explain overseas expan-
sion of banks (and other firms).

Ownership advantages

Given the limitations of the cost of capital argument, attention has been placed on identifying
why foreign banks seek to operate overseas when they seem to have various disadvantages
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compared to domestic/indigenous banks. Typically, the main disadvantages for foreign banks
entering overseas markets can be identified as follows:

e Indigenous banks are likely to be better informed regarding the demand features of the
local markets as well as the legal and institutional framework under which business is
conducted. Foreign banks, therefore, can only acquire this expertise at a cost.

e Foreign banks have to incur costs associated with operating at a distance and these include
such things as management, regulatory and other costs.

Given that these disadvantages are likely to be evident, the argument goes that banks
that locate overseas must have some type of compensating advantages that enable them to
compete with indigenous firms on equal terms — these are in general referred to as ‘owner-
ship advantages’.

These so-called ‘ownership advantages’, which may be related to technological expertise,
marketing know-how, production efficiency, managerial expertise, innovative product capa-
bility and so on, must be easily transferable within the bank and the skills and other ‘owner-
ship advantages’ diffused effectively throughout the organisation.

The concept of ‘ownership advantages’ is a rather broad concept. It is by no means clear
how long it takes banks to build such advantages, whether such advantages relate mainly
to innovative products and services, or whether they emanate mainly through the opera-
tion of more efficient organisational or production processes. There is also little evidence
on the costs associated with developing such advantages. However, the fact that banks do
expand into markets where they at first appear to have an inherent disadvantage compared
with incumbent firms, means that they must have some form of advantage compared with
domestic operators.

Diversification of earnings

An obvious motive for foreign expansion relates to the aim of management to diversify busi-
ness activity. This theory states that the investment decisions of banks stem from a conscious
effort by managers to diversify earnings and therefore reduce risk. By expanding into differ-
ent markets, banks expose their operations to the risk and return profile of specific business
areas. If a German bank believes the prospects for retail banking in the US are more attractive
than retail banking in its home market then it makes sense to consider expansion in the US.
This will diversify earnings and make the German bank less exposed to its home market.

Diversification of bank earnings and risk reduction can be brought about by expansion
into foreign markets and risk will be reduced the less correlated earnings in the foreign
country are to those in the home market. You should be aware that finance theory tells us
that investors wish to construct diversified portfolios of shares so that all their investments
are not exposed to the same adverse shocks — hence they construct portfolios by choosing an
array of investments looking for low correlations between the price movements of the stock
so as to maximise diversification benefits to yield a given expected return and risk. This prin-
ciple is the same for banks (and other firms) when they consider expanding overseas. Also
remember that banks can diversify by doing similar business activity in different countries
(geographical diversification) and also by expanding into new areas (such as insurance,
mutual funds, investment management, investment banking and so on) both at home and
abroad (product diversification).
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Theory of excess managerial capacity

Another theory of foreign investment relates to the desire of companies to use up excess
managerial capacity. A bank may require the use of certain managerial and other resources
that can be only fully utilised when they achieve a certain size. For instance, if a firm has
a highly specialised management team it may not get the best use of this team if it only
focuses on business in one particular geographical market. Companies can extend their scale
of operations by expanding overseas and into new markets and these managerial resources
will be more efficiently utilised.

Location and the product life cycle

In addition to the theories mentioned above, another school of thought focuses on loca-
tion theories that are linked to the product life cycle. Here the focus is on the nature of the
product (or services) produced and the changing demand and production cost features of
the product in different markets.

The product life cycle has three main stages (see Figure 4.1):

1 Innovative or new product.
2 Maturing product.
3 Standardised product.

The innovative (or new product) stage is when a good or service is produced to meet a
new consumer demand or when a new technology enables the creation of innovative goods.
Typically, these new demands are first met by banks located in mature and well established
markets — also generally those with higher GDP per capita income. In the first instance, the
product may not be standardised and communication between the production process and
selling arm of the company needs to be close and frequent as the product establishes a market
presence. As the communication costs increase with distance the new product is likely to be
produced and sold in the home market before any international expansion is considered.

Low-cost
countries
High-income
c | countries
]
©
3
— [Home
country
New/ Mature Standardised
innovative product product
product
Product life cycle ——————
\ J

Figure 4.1 The product life cycle
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As the bank gains from ‘learning by doing’ and the most efficient forms of production, dis-
tribution and selling are identified, the product becomes more standardised. This is known as
the mature product stage. Customers are more aware of the products features and also are
likely to become more price-sensitive (demand for the product in the home market becomes
more elastic). As the market expands, the producer is likely to benefit from scale economies
so production costs fall. When the product or service reaches maturity and foreign custom-
ers become aware of the new good then demand is likely to grow (especially from those in
relatively more prosperous overseas markets). Usually, investment is first likely to take place
in high income countries that have demand features similar to the home market although
where the costs of producing and operating locally exceed those of exporting. This pattern of
production diffusion, whereby innovative products are first produced and sold in prosperous
economies then trickled down to (relatively) less wealthy markets, characterises overseas
expansion in the mature product stage. This feature is common to many retail financial ser-
vices, such as credit cards, that originated in the US in the 1960s, spread to Europe in the
1970s and 1980s and in the 1990s became commonplace in many developing countries.

The final stage of the product life cycle is that of the standardised product where the
product is uniform and undifferentiated and competition between producers is based solely
on price. In this case knowledge about foreign markets is not important and the main issue
for the producer is to find the lowest cost of production. In this stage of the product life cycle
production is transferred to the lowest cost country so the firm can maintain competitive
advantage.

Other theories on the rationale for international banking

While there are a host of theories explaining why international banking exists, no one theory
seems to adequately explain all types of foreign expansion. Banks may wish to simultane-
ously diversify their income streams and also find the lowest cost production base. Many
banks and other financial firms have developed services with strong brand images through
effective differentiation strategies but they still may wish to charge relatively high prices and
also produce at the lowest cost.

In fact, if one reviews the literature on the motives for foreign expansion, it can be seen
that all the theories come up with some form of explanation that tries to determine why
banks seek to produce and sell their own products and services through foreign operations
rather than exporting from the home market. Other theories concerning the rationale for
international banking relate to the following:

e Firm-specific advantages — some banks have advantages (whether financial, based on
distribution and production expertise, selling experience etc.) that make foreign expan-
sion more amenable. Size often confers such advantages as large banks typically have a
wide array of financing sources, may benefit from scale and scope economies and have
more expert management and systems that make foreign expansion easier. They also
are more likely to have the relevant financial resources to undertake large-scale overseas
activity.

e Location advantages — there may be a variety of attractions associated with overseas
location that the aforementioned theories do not cover. We mentioned a couple of loca-
tion advantages when we talked about the product life cycle above, but other location
benefits relate to a variety of production, distribution and selling attributes of the product
or service in question. For instance, banks like to group together in financial centres (as in
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London, New York and Tokyo) to benefit from the close proximity of the foreign exchange
market and other Eurocurrency activities. The liquidity of London’s foreign exchange
market (the largest in the world) attracts foreign banks and other service firms (such as
accountants, lawyers, consulting firms and so on) because of the business available.

Overall, one has a broad range of theories to choose from in explaining the rationale for
foreign bank expansion. In reality one can probably pick a variety of different theories to
explain the motives for foreign expansion and the choice of explanations are likely to vary
on a case-by-case basis.

Practice of bank expansion in foreign markets

Complementing the theories noted above one can identify a host of strategic reasons why
banks may wish to establish foreign operations. These are outlined as follows:

® Customer-seeking strategies — banks seek to undertake overseas expansion in order to
obtain new customers or to follow established clients. The reason why banks are more
likely to seek new customers through foreign establishment (either through M&A activ-
ity or establishing new operations themselves) relates to the barriers associated with the
cross-border selling of products and services without a physical presence. Typically, this
view suggests that the decision to invest overseas is associated with the higher costs associ-
ated with meeting clients’ needs from a distance as opposed to investment in the foreign
market. The rush of banks into the Chinese market (with a customer base equivalent to
18.5 per cent of the world’s population in 2018) is a good example of how the world’s
largest firms have been motivated by the commercial opportunities afforded by an under-
developed retail and commercial banking market.

® Obtaining a foothold strategy — foreign expansion can be motivated by the desire to estab-
lish a presence so as to test the market. Information can be obtained by making experimen-
tal foreign investment and over time banks can decide on whether to expand or contract
their activities. For instance, various US and European investment banks have made rela-
tively modest acquisitions of securities firms in the Japanese market in order to see if they
can develop their private banking business.

® Follow-the-leader strategy — when a large bank undertakes investment in a foreign market
it may well encourage others to follow. There is anecdotal evidence that various multi-
national firms (including large banks) emulate their competitors’ cross-border strategies
regarding investment decisions in major markets. Some form of herd instinct seems appar-
ent vis-a-vis the rush of many banks and other large firms into the Chinese and other Asian
economies. The move of commercial and investment banks acquiring asset management
firms across Europe and the US, as well as Spanish bank expansion in Latin America, are
two examples of the herd instinct in international banking activity.

e Customer-following strategies — it has been argued that banks in their home markets have
information advantages associated with their ongoing client relationships. The nature
of these relationships puts these firms in a privileged position to follow their customers
abroad. If a bank’s major corporate customer enters a new market, it may wish to obtain
its banking services locally and this is likely to encourage foreign expansion. Customer-
follower strategies are common in banking — big firms need big banks so they can meet
their growing financing needs. The capital markets, of course, can meet certain financing
requirements of large firms — especially when markets are buoyant. When capital markets
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become less accommodating then companies turn to their banks. In other words, when
companies become larger and industries more concentrated, the banking industry will
follow suit.

® Performance and efficiency advantages — the most obvious reason justifying foreign expan-
sion is that it adds to overall firm performance and shareholder value. That is, returns
generated from cross-border operations will add to group returns, boosting profits and
ultimately increasing the bank stock price for its shareholders. Given that a major strategic
objective of banks is to generate sufficient risk-adjusted returns to their owners, one would
expect that there is evidence to suggest that foreign operations add value in some way.
Cross-border expansion can therefore be expected to add value to the bank by improving
operating costs and/or increasing market power in setting prices.

® Managerial motives — international banking activity may, of course, be motivated by man-
agerial motives rather than the objective of maximising profits and shareholder value.
Entrenched managers may make international investment decisions based on their own
preferences for pay, power, job security, risk aversion and so on. In general, international
expansion may either strengthen or weaken the hands of entrenched managers directly
by affecting the market for corporate control or governance, or indirectly by changing the
market power of the firm. Put simply, managers may seek to expand internationally so they
control larger firms — salaries and benefits being higher in bigger firms/banks. Managers
may wish to expand in order to make their companies less prone to hostile takeovers, or
they may believe that geographical diversification helps improve their own managerial

prospects but this may not necessarily be the same as increasing the share price or profits
of the bank.

e Government motives — it could be argued that a major factor that has motivated the growth
of international banking activity has been deregulation aimed at fostering a more com-
petitive, innovative and open markets. The deregulation of many over-protected banking
markets has had the effect of encouraging foreign bank entry and this, in theory at least,
should boost competition and encourage domestic banks to become more efficient. For
example, one of the main objectives of the EU’s Single Market Programme has been to
reduce barriers to trade in banking and financial services across all member countries in
order to encourage foreign bank expansion.

To summarise, an extensive body of literature has examined the rationale for the expan-
sion of companies overseas. Theories consider the determinants of FDIs, the strategic
behaviour of firms, as well as evidence on the performance and efficiency advantages of
international companies. We have also identified a host of strategic reasons why banks may
want to establish foreign operations. The next question we need to address is how banks
enter foreign markets.

Types of bank entry into foreign markets

When undertaking business in foreign markets banks have a number of choices with regards
to the structure of their activities. The choice of structure depends on a broad range of con-
siderations including the amount of investment the bank wishes to undertake, the level of
market experience, the volume of international business, tax and other factors and the bank’s
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overall strategic plans. There are five main types of structure that banks can choose when
they undertake business in foreign markets:

correspondent banking;

representative office;

agency;

branch;

subsidiary.

Correspondent banking

The lowest level of exposure to the foreign market can be achieved through a correspond-
ent banking relationship. This simply involves using a bank located in the overseas market
to provide services to a foreign bank. Typically, banks will use correspondent banks to do
business in markets where they have no physical presence and as such these types of services
are widely used by smaller banks.

There are various definitions of correspondent banking. In general terms, correspondent
banking can be defined as ‘an arrangement under which one bank (correspondent) holds
deposits owned by other banks (respondents) and provides payment and other services to
those respondent banks’ (Bank for International Settlements).? Correspondent banking is an
essential component of the global payment system, especially for cross-border transactions.
Through correspondent banking relationships, banks can access financial services in different
jurisdictions and provide cross-border payment services to their customers, supporting inter-
national trade. Until recently, banks have maintained a broad network of correspondent
relationships, but there are growing indications that this situation might be changing. In
particular, some banks providing these services are cutting back the number of relationships
they maintain due to the rising costs of regulatory compliance, specifically in light of the
anti-money laundering (AML); counter-terrorism financing (CTF) and know your custom-
ers (KYC) rules, and possible reputational damage deriving from regulatory sanctions and
fines (see Box 4.4).

Representative office

Banks can obtain slightly greater exposure to a foreign market via a representative office.
Representative offices are usually small and they cannot provide banking business — that is,
they cannot take deposits or make loans. Representative offices are used to prospect for new
business and they usually only act as marketing offices for parent banks. Typically a bank
will set up a representative office in risky markets as the cost of running such small offices is
negligible and they can easily be closed if commercial prospects are not good.

Agency

The term agency mainly refers to a separately incorporated branch of a foreign bank inside
the United States. Agencies are similar to branches in that they form an integral part of the
parent bank. They lie somewhere between branches and representative offices as they can

2BIS, ‘Glossary of terms used in payments and settlement systems’, www.bis.org/cpmi/publ/d00b.htm
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The correspondent banking model operates via an international network of financial institu-
tions, which have bilateral account relationships with each other. A bank that obtains corre-
spondent banking services from another bank holds a so-called Nostro (Italian: ‘ours’) account
with the provider bank, i.e. ‘our account with you’ — where the account is denominated in a
foreign currency. From the provider bank’s side this same account is called Vostro (ltalian:
‘yours’) account, i.e. ‘your account with us’. Furthermore, there is a third account called Loro
(Italian: ‘theirs’), which refers to ‘their account with them’, or in other words an account held
by a third-party bank. In the absence of the sending bank holding a direct account relation-
ship with the receiving bank, the sending bank can transact via its correspondent bank, where
that latter holds an account with the beneficiary bank. This tightly woven network of financial
institutions, in which trust plays a central role, has developed to global dimensions over the
last centuries. Despite the distributed nature of correspondent banking, the fact that banks
are holding balances with each other and extend credit lines to each other exposes them to
each other’s vulnerabilities and operational failures. This can potentially create systemic risk.
In addition to the systemic risk dimension, the correspondent banking cross-border payments
business is also exposed to the following risks:

market risk;
foreign exchange (FX) risk;
credit and counterparty risk;

technology and operational risk;

regulatory risk.

An important challenge for the industry, as well as for regulators, is the continued decrease
in correspondent banking relationships which results in lengthening of payment chains and
increasing reliance on fewer correspondent banks (Financial Stability Board, 2017). In addition,
it may affect a country’s or jurisdiction’s ability to send and receive international payments.
This, in turn could drive some payment flows into the unregulated sector, with potential nega-
tive consequences for international trade, growth, financial inclusion, as well as for financial
stability.

This process, often described as ‘de-risking’, has many causes, but regulatory compliance
is certainly playing a role. Because of increasingly tightening regulatory requirements (AML and
CTF, as well as regulatory sanctions requirements that bring with them the risk of regulatory
fines) by key jurisdictions, such as the US and Europe, 75 per cent of global bank provid-
ers have reduced their correspondent banking relationships (International Monetary Fund,
2017c) or withdrawn from this business altogether. As a consequence, the market has seen an
increasing concentration trend, where almost half of the banks that took part in the Financial
Stability Board (FSB) survey in 2017 reported reliance on no more than two correspondents
for the majority of their cross-border wire payments traffic (Financial Stability Board, 2017).

Source: Adapted from Wandhéfer and Casu (2018).

do less than the former and more than the latter. Agency banks cannot make
loans or take deposits in their own name; rather, they do so on behalf of the
parent bank in the foreign country.
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Just as a clarification, an agent bank is a bank that acts in some capacity on behalf of
another bank.
It can refer to:

e the bankin a loan syndicate that advises other participating banks of advances taken and
changes in interest rates for a foreign or domestic borrower;

e abank that participates in the credit card program of another bank by issuing credit cards;

e asexplained above, a foreign bank doing business in the US on behalf of its parent bank.

Branch office

Establishing a branch usually indicates a higher level of commitment to the foreign market
compared with the representative office. A branch is a key part of the parent bank and acts
as alegal and functional part of the parent’s head office. In many respects a foreign branch is
similar to a domestic branch although the former is likely to have more autonomy in making
commercial decisions tailored to the specific features of the foreign market. Branches can
perform all the functions that are allowed by the banking authorities of the host country,
namely taking loans and making deposits, as well as selling other types of products and
services.

Branches are the most common form of foreign bank expansion as the costs are less than
establishing a wholly owned subsidiary and they enable banks to conduct a full range of
business activity.

Subsidiary

A subsidiary is a separate legal entity from the parent bank, has its own capital and is
organised and regulated according to the laws of the host country. Where branches and
agencies expose the whole capital of the parent bank to risk from overseas activity, the
risk exposure of a subsidiary is limited by its own capital exposure. (Of course, if a foreign
bank subsidiary faced difficulties the regulators would expect the parent bank to provide
support — although legally they do not have to do this given that subsidiaries have separate
corporate identities).

Subsidiaries may be the result of acquisition or organic start-ups (greenfield) — they also
tend to be costly as the business has to be capitalised separately from the parent. One main
advantage of having a subsidiary is that it generally signals a stronger commitment to do
business in a country compared with other forms of entry and reflects the foreign compa-
nies more positive assessment of future prospects for the market. In addition, subsidiaries
are usually allowed to undertake a broad range of banking business subject to the rules
and regulations of the host country. For example, prior to 1999 US commercial banks were
prohibited from undertaking full scale investment banking business in their home market
so many of the largest banks established subsidiaries overseas where they could undertake
this type of business.

Table 4.1 summarises the main advantages and disadvantages of the different types of
entry in foreign markets.

Despite a clear legal distinction between branches and subsidiaries, however, they may
in practice sometimes be operated and managed in a similar fashion. In some countries,
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Table 4.1 Type of entry in foreign markets

Type of entry Advantages Disadvantages
Correspondent ® Low cost market entry e Customers might be given low priority
banking e Minimal staff expense e Some forms of credit not allowed
® Local banking opportunities
o Network of local contracts
Representative e Low cost e Difficult to recruit and train qualified staff
office e Attracts additional business and e Limited ability to expand foreign
maintains existing business markets operations
Branch o Greater control over foreign operations e Expensive
o Better customer relationship e Difficult to recruit and train qualified
Greater ability to offer products and staff
services
Subsidiary Separate legal entity e Expensive
No legal obligation to support if in ® Decentralised management functions
distress with possible duplication of roles
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branches work effectively as independent entities. In others, subsidiaries may function simi-
larly to branches, subject to centralised risk management and funding decisions. Practices
such as group-wide guarantees and supervisory ring-fencing often blur the distinctions
between branches and subsidiaries.

Branches vs. subsidiaries

Both branch and subsidiary structures have certain features that make them attractive for
cross-border banks, regardless of their business model (see Fiechter et al., 2011, p. 14):

e For the banking group as a whole, costs of doing business may be lower under the branch
structure than under the subsidiary structure.

e The subsidiary structure may, in principle, be better for containing losses in the event of
distress (or failure) of an affiliate.

e All else equal, one could expect global retail banks to have a preference for subsidiarisa-
tion, while global universal banks for branching.

e In practice, when choosing a legal form of incorporation in foreign jurisdictions, bank-
ing groups also take into account a range of home/host country characteristics that may
outweigh the business model considerations.

Actual practice is often complex, with cross-border banking groups choosing to branch
into some jurisdictions and incorporate as subsidiaries in others. For example, a banking
group might prefer branching when local financial markets are less developed and less able
to support a subsidiary; the entry to local markets targets credit extension and provision of
risk management services to existing clients; political risks are high; and tax and regulatory
treatments of branches are more favourable. In the case of advanced host countries, banking
groups may prefer branching into countries that host major money centres (e.g. US or UK
markets) or into markets for wholesale deposit sourcing (e.g. Germany).
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4.6 Advantages and disadvantages of international and cross-border banking

Integrated cross-border banking groups may achieve efficiency gains arising from the
scale and diversification of their operations, but their failure can also generate spillovers
that threaten financial stability in countries in which they operate. Cross-border expansion
by banking groups through integrated branch networks appears be less costly and, in some
cases, more efficient than establishing a series of legally independent subsidiaries. In the
event of failure of a banking group, however, it appears that a subsidiary structure would
generally be less costly to resolve. A key consideration for policy makers, then, is whether the
trade-off between efficiency and financial stability argues for policies that reflect a preference
for certain cross-border banking structures.

Advantages and disadvantages of international and cross-
border banking

The international banking landscape has been transformed in the past decades, as increasing
globalisation and technological innovations have driven changes in the way banks operate.
There are many reasons to welcome this transformation, as international banks can promote
economic development as they bring capital, liquidity, expertise and new technologies to
the host countries. Foreign banks may also be more efficient and have more advanced risk-
management systems, which might benefit domestic banks as they learn best practice. For-
eign banks might be able to offer products and services to corporates that are not available
domestically, thereby increasing funding and growth opportunism of domestic companies.
Foreign bank entry can also increase competition in domestic banking markets and promote
a better allocation of resources.

As previously discussed, one key benefit of cross-border banking relates to risk diversi-
fication as the assets of cross-border banks will be less exposed to country-specific shocks.
In addition, the presence of foreign banks in a country can be a stabilising force in times of
trouble. As foreign banks are less exposed to domestic shocks, they can substitute domestic
banks in the lending market and therefore minimise the impact of the shock. In this context,
cross-border banking can have a stabilising effect.

Despite the benefits, there are also some concerns and potential sources of risk. In a crisis
situation foreign banks might simply decide to cut their losses and leave the host country.
Foreign banks might also be destabilising for host countries as they might act as a transmit-
ter of shocks from their home country. As banks expand cross-border, they also increase in
size, complexity and interconnectedness. Cross-border banks are therefore more likely to
be systemically important compared to domestic banks and their failure may thus impose
significantly higher costs on economies than the failure of a purely domestic bank.

In sum, cross-border banking brings both challenges and opportunities for banks. It allows
banks to diversify, both geographically and in terms of products. Through cross-border expan-
sion, banks can exploit new market and arbitrage opportunities, either seek new customers
or retain their existing customers. Cross-border asset growth also enables banks to benefit
from economies of scale and scope. However, this asset growth might lead to a number of
challenges. For example, banks’ regulatory burden will increase, as they will have to deal
with different and sometimes conflicting regulation. Expansion in some markets might not
be profitable and might expose banks to losses which will require the parent’s support. In
addition, as banks expand in new markets, they might also be exposed to reputational risk
deriving from breaches of international regulation regarding AML and CTF.
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Table 4.2 Opportunities and challenges of cross-border banking

Opportunities Challenges

For banks o Diversification ® Increased regulatory burden
® Economies of scale and scope @ Risk of marginal portfolios
® Market opportunities ® Over-expansion
® Customer retention ® Need for parental support
e Arbitrage e Reputational risk

For supervisors e Financial deepening ® Increased demand on supervisors
® Increased competition ® Increased market volatility
@ Innovation e Regulatory arbitrage
o Knowledge spillovers o Risk spillovers and contagion
® Increased products/services availability e Capital flights

Cross-border banking also poses additional challenges for supervisors and regulators.
Some of the key issues in supervising banks with cross-border operations relate to the loca-
tion of the home supervisor, the establishment of affiliates abroad and their licensing, and
the cross-border compliance with prudential standards. More generally, the key challenge
is to ensure that no activity of cross-border banks escapes effective supervision, and this
entails coordinated action by regulators in different jurisdictions. In addition, a high level of
cross-border banking might limit the capacity of national authorities to manage the stability
of their domestic financial system because of risk spillovers and contagion. Finally, foreign
banks might impact on the effectiveness of monetary policy. Table 4.2 summarises these
challenges and opportunities.

International banking services

Banks can offer a wide range of different types of banking and financial services via their
international operations. One of the difficulties in describing types of international banking
activity relates to its diversity. Traditionally the role of banks in providing services to multi-
national companies has been emphasised as the main feature of international banking, but as
many banks have expanded overseas their customers now span the full spectrum of services
ranging from niche retail banking products to wholesale investment and commercial banking
activity. Bearing this in mind, the following sections focus on banking products and services
provided to international business.

Products and services to international business

All international businesses are served by a variety of financial service firms including mainly
commercial banks, investment banks and asset finance firms. The core banking products
and services are similar (but not exclusively) to those offered to large corporate clients (See
Section 3.6.2). These typically focus on the following range of needs:
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(A) Trade finance

e Letters of credit
e Forfaiting
e Countertrade

(B) Commercial banking services

Money transmission and cash management

Credit facilities — loans, overdrafts, standby lines of credit and other facilities
Commitments and guarantees

Foreign exchange and interest rate services

Risk management and information management services

Debt finance, including asset-backed financing

Syndicated loans

(C) Investment banking services

e Debt finance via bond issuance (only available to large companies and multinational
firms)

e Other debt finance including asset-backed financing

e Domestic and international equity (the latter typically only available to large compa-
nies and multinational firms)

e Securities underwriting and fund management services

Risk management and information management services

e Syndicated loans

Trade finance

Trade finance relates to financial activities designed to support and facilitate commerce and
international trade. In essence, trade finance works by reconciling the divergent needs of
exporters and importers. An exporter would prefer the importer to pay upfront for an export
shipment to avoid the risk that the importer takes the shipment but refuses to pay for the
goods. However, if the importer pays the exporter upfront, the exporter may accept the pay-
ment but refuse to ship the goods. Trade finance is of vital importance to the global economy;
the World Trade Organization (WTO) estimates that 80 per cent to 90 per cent of global
trade relies on this financing method. The key role of banks in trade finance is that of trusted
intermediaries between importers and exporters (see Figure 4.2).

Firms involved in international trading activity, either as importers or exporters, can rely
on the banking system to provide various forms of trade finance that help facilitate the import
and export of goods. Examples of trade finance are discussed below.

4.7.2.1 Letters of credit

A letter of credit (LOC) is a legal banking agreement that allows importers to offer secure
terms to exporters. Letters of credit have been used for centuries in international trading
transactions. A letter of credit from a bank guarantees the seller that, if various documents
are presented, the bank will pay the seller the amount due. It is simply an undertaking given
by the issuing bank on behalf of the buyer to pay the seller a specific amount of money on
presentation of specified documents representing the supply of goods within certain time
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1. The bank promises

the exporter/seller to
pay on behalf of the
importer/buyer

Importer/Buyer

3. The importer/buyer pays the bank.
The bank pays the exporter/seller

Exporter/Seller

2. The exporter/seller trusts the bank’s
promise and agrees to ship the goods to
the buyer/importer

. J
Figure 4.2 The role of banks in international trade

limits. These documents must conform to terms and conditions set out in the letter of credit
and documents must be presented at a specified place.

Such an agreement offers security to the seller, as it is an assurance of payment from an
international bank, on the condition that the terms of the letter of credit are complied with.
In addition, the seller can also raise extra finance using the letter of credit as collateral if need
be. The attraction from the buyer’s perspective is that they do not have to pay cash up front
to a foreign country before receiving the documents of title to the goods purchased. This, of
course, is helpful when the buyer is unfamiliar with suppliers overseas. In addition, a letter of
credit protects the buyer’s interest as the bank will only pay the supplier if specific documents
are presented. Payment will be given if these documents comply with the terms and condi-
tions set out in the letter of credit. The buyer can also include safeguards into the letter of
credit such as inspection of the goods, quality control and set production and delivery times.
Table 4.3 sets out the main features of a standard letter of credit agreement.

An irrevocable letter of credit provides a guarantee by the issuing bank in the event that
all terms and conditions are met by the buyer. A revocable letter of credit, in contrast, can be
cancelled or altered by the issuing bank. A bank might decide to revoke a letter of credit under
specific circumstances, for example, political tension, war, natural disasters, etc., because of
which the bank is incapable of honouring the terms of the letter of credit. These are, however,
rare circumstances.

4.7.2.2 Forfaiting

In a forfaiting transaction, the exporter agrees to surrender the rights to claim for pay-
ment of goods or services delivered to an importer under a contract of sale, in return for a
cash payment from a forfaiting bank. The forfaiting bank takes over the exporter’s debt and
assumes the full risk of payment by the importer. The exporter is thereby freed from any
financial risk in the transaction and is liable only for the quality and reliability of the goods
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Table 4.3 Letters of credit

Step 1 Buyer and seller agree terms, including means of transport, period of credit offered,
latest date of shipment and other relevant terms to be used.

Step 2 Then the buyer applies to the bank for a letter of credit to be issued.

Step 3 After evaluating the buyer’s credit rating, the bank will issue a letter of credit. The bank

may require a cash cover and/or a reduction of other lending limits. The LOC will be
sent to the seller’s bank.

Step 4 The issuing bank will issue a letter of credit. This will be sent to the advising bank.

Step 5 The advising bank will establish authenticity of the letter of credit using signature
books or test codes, then inform the (beneficiary).

Step 6 The advising bank may confirm the letter of credit, i.e. add its own payment
undertaking.

Step 7 The seller should check that the letter of credit matches the commercial agreement,
and that the terms and conditions can be satisfied in good time.

Step 8 If there is anything that may cause a problem, an amendment should be requested.

Step 9 The seller ships the goods and gathers together all the documents asked for in the
letter of credit such as the invoice, transport document.

Step 10 Before presenting the documents to the bank, the seller should check them for
discrepancies against the letter of credit, and correct the documents where necessary.

Step 11 The documents are presented to a bank, often the advising bank.

Step 12 The advising bank checks the documents against the letter of credit. If the documents
are compliant, the bank pays the seller and forwards the documents to the issuing
bank.

Step 13 The issuing bank will also check the documents. If they are in order the issuing bank

will reimburse the seller’s bank immediately.

Step 14 The issuing bank debits the buyer and releases the documents (including transport
document), so that the buyer can claim the goods from the carrier.

Notes: (1) The letter of credit refers to documents representing the goods — not the goods themselves. (2) Banks

are not in the business of examining goods on behalf of their customers. (3) Typically the documents requested will
include a commercial invoice, a transport document such as a bill of lading or airway bill, an insurance document and
many others.

and services provided. The buyer’s obligation is usually supported by a local bank guarantee
and can in certain cases be guaranteed by the government. As in the case of letters of credit,
the documentation requirements are relatively straightforward. This requires evidence of
the underlying transaction, copies of shipping documents and confirmations from the bank
guaranteeing the transaction. Forfaiting transactions can be on a fixed or floating interest
rate basis. The exporter will receive the funds upon presentation of all the relevant docu-
ments, shortly after shipment of goods, and payment will usually be made in the form of a
letter of credit.

4.7.2.3 Countertrade

Countertrade is a general term used to cover a variety of commercial mechanisms for recip-
rocal trade. Simple barter is probably the oldest and best-known example; however, other
techniques such as switch-trading, buy-back, counter-purchase and offset have developed
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to meet the requirements of a more integrated global world economy. The main types of
countertrade include the following:

e Simple barter — direct exchange of physical goods between two parties.

e Switch-trading — involves transferring use of bilateral balances from one country to
another. For instance, an export from the US to Libya will be paid for with a dollar amount
paid into an account at a bank in Libya. This in turn can only be used to buy goods from
Libya. The original US exporter may buy unrelated goods from Libya or may sell the dollars
at a discount to a ‘switch trader’ who buys Libyan goods for sale elsewhere.

® Buy-back - this is an agreement where the exporter of plant or equipment agrees to take
payment in the form of future production from the plant.

e Counter-purchase — involves an initial export whereby the exporter receives ‘payment’ in
goods unrelated to what the exporter manufactures.

o Offset —refers to the requirement of importing countries that their purchase price be offset
in some way by the seller; this can include requirements to source production locally, to
transfer technology or to increase imports from the importing country.

There is a wide range of countertrade mechanisms that aim to facilitate trade in goods.
This type of activity is usually more prevalent in countries that limit FDI and are subject to
greater political risk.

Syndicated lending

Syndicated lending is when a lead bank persuades a number of other banks to contribute to
aloan. Normally a syndicate of banks will provide very large loans to finance projects such as
infrastructure or sovereign loans to developing/emerging countries. While syndicates have
many variations, the basic structure involves a lead manager (the agent bank) that will rep-
resent, and operate on behalf of, the lending group (the participating banks) as illustrated in
Figure 4.3. Although there is only a single loan agreement contract, every syndicate member
has a separate claim on the borrower. Typically, access to the syndicated loans market is
restricted to only the largest firms as the smallest loans on average exceed $50 million.

At the most basic level, arrangers serve the role of raising finance for a borrower in need
of capital. The borrower pays the arranger a fee for this service, and this fee increases with

Types
Borrower /
Pricing

/
Loan contract ), — - Repayment schedule

Bank ~_
(Mandated lead arranger) \

/ \ Covenants

Bank A Bank B Bank C
Syndicate member| |Syndicate member| |Syndicate member

Figure 4.3 Syndicated lending - basic structure
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the complexity and riskiness of the loan. Usually each participant funds the loan at identical
conditions and is responsible for its particular share of the loan. Overall, syndicated loans lie
somewhere between relationship loans and public debt, where the lead bank may have some
form of relationship with the borrower — although this is less likely to be the case for banks
participating in the syndicate at a more junior level.

Developments in the syndicated loan market have made a clearer distinction between
syndicated loans and bilateral bank loans. One significant change is the growth in the regu-
lated and standardised secondary market during the 1990s, which has supplied significant
amounts of liquidity to the syndicated loan market. Another major factor has been the rising
number of syndicated loans rated by independent rating agencies. As a result of stronger
secondary market activity, combined with independently rated syndicated loans, there has
been a greater recognition of these assets by institutional investors as an alternative invest-
ment to bonds (Altunbas et al., 2010). Changes in the syndicated loan market — including
its volume, its capacity to provide sizable medium and long-term funding and increased
transparency — have shifted it closer to the corporate bond market and further away from
bilateral bank lending.

These developments have, in turn, led the market to grow exponentially. Currently, syn-
dicated loans are the only alternative to bond financing for large firms on account of the size
and maturity of the funds that can be provided. The syndicated loan market is, therefore, a
hybrid of the commercial banking and investment banking worlds. It is globally one of the
largest and most flexible sources of capital. The syndicated lending market has become one
of dominant ways for large corporate and sovereign borrowers to raise funds.

Syndicated loans have become an important source of corporate funds as they represent
an alternative form of debt financing to traditional bilateral lending or corporate bonds.
Access to the syndicated loan market provides benefits to borrowers and lenders. Lenders’
incentives for engaging in syndicated lending include the ability to earn fees and the ability
to gain exposure to certain markets and borrowers that might not be possible on a bilateral
basis, while at the same time limiting their risk exposure. Borrowers benefit from increased
access to capital and lower financial transaction costs than would be achievable through
bilateral loans with the individual lenders.

The main advantages of this form of borrowing are:

e arranging a syndicated loan is less costly, in terms of set-up fees, compared with a bond
issuance;

@ borrowers can achieve lower spreads than they might have to pay to individual banks if
they intended to borrow through a series of bilateral bank borrowing;

e syndication can also provide a more flexible funding structure which guarantees the avail-
ability of funds in the currency of their choice;

e it widens a company’s circle of lenders through syndicates that include foreign banks;

e a syndication provides the borrower with a stable source of funds which is of particu-
lar value in the event that other capital markets (like the bond market) are subject to
disruption;

e syndication allows borrowers to raise larger sums than they would be able to obtain
through either the bond or equity markets under a time constraint;

e the facilities can be arranged quickly and discreetly which may be of value for certain
transactions such as takeovers; and
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e commitments to lend can be cancelled relatively easily compared to borrowing via securi-
ties markets where such actions could have an adverse impact on investor confidence.

The syndicated loan market has developed also its own lexicon: Appendix 4.1 presents a
selected glossary to explain the participants and functions and their sometimes odd names.

4.7.3.1 Types of syndication
Standard & Poor’s (2011) A Guide to the Loan Market identifies three main types of syndication:

@ Underwritten deal: this is one for which the arrangers guarantee the entire commitment,
and then syndicate the loan to other banks and institutional investors. If they cannot fully
subscribe the loan, they absorb the difference and may later try again to sell to investors.

e Best-efforts syndication: this is one for which the arranger group commits to underwrite
less than the entire amount of the loan, leaving the credit to the market. Traditionally,
best-effort syndications have been used for risky borrowers or for complex transactions.

@ Club deal: this is a loan syndicated by a small number of participating banks, which are not
entitled to transfer their portion of the loan to a third party. Smaller syndicates result in
lower restructuring and monitoring costs, and are thus preferred by lead arrangers when
default is more likely.

The relative reliance on these underwriting techniques can vary, depending on the cur-
rent market developments. For example, the underwriting approach is used more often in
an active deal-making environment, where there are frequent mergers and acquisitions.
Corporations are willing to pay the higher fees for the assurance of knowing that the entire
financing for such a transaction is committed. In a less active or nervous market environment,
the best-efforts approach tends to be the primary-distribution technique of choice: borrow-
ers may feel no need to pay the higher fees or lead banks may be more reluctant to assume
the higher risks of the firm-commitment underwriting. There are also regional differences.
For example, the European leveraged syndicated loan market almost exclusively consists of
underwritten deals, whereas the US market is mostly best-efforts. Club deals gained impor-
tance, indicating both growing bank risk aversion and higher credit risk at a time of economic
uncertainty. During the post 2007-2009 crisis period, club deals of more than €150 million
became common.

4.7.3.2 The syndication process

The syndication process3 can be broken down into (1) before, (2) during and (3) after the
syndication (see Figure 4.4):

1 Before awarding a mandate, a borrower (also known as the issuer) might solicit bids from
arrangers. The banks will outline their syndication strategy and qualifications, as well as their
view on the way the loan will price in market. This is also known as the underwriting phase.

2 Once the mandate is awarded, the syndication process starts. The arranger will prepare
an information memo (IM) describing the terms of the transactions. This is also known
as the sub-underwriting phase.

3 Amore in-depth description of the syndication process, as summarised in this section, can be found in Stand-
ard & Poor’s A Guide to the Loan Market (2011). Also, Standard & Poor’s A Guide To The European Loan Market
(2010).
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Figure 4.4 The syndication process

The IM or bank-book typically will include:

@ an executive summarys;
investment considerations;

a list of terms and conditions;
an industry overview;

a financial model.

The executive summary will include a description of the issuer, an overview of the
transaction and rationale, sources and uses, and key statistics on the financials. Invest-
ment considerations will be the management’s sales ‘pitch’ for the deal. The list of
terms and conditions will be a preliminary term sheet describing the pricing, structure,
collateral, covenants and other terms of the credit (covenants are usually negotiated
in detail after the arranger receives investor feedback). The industry overview will
be a description of the company’s industry and competitive position relative to its
industry peers. The financial model will be a detailed model of the issuer’s historical,
pro-forma and projected financials including management’s high, low and base case
for the issuer.

Because loans are not securities, this will be a confidential offering made only to quali-
fied banks and accredited investors. As the IM (or ‘bank book’) is being prepared, the syn-
dicate desk will solicit informal feedback from potential investors on what their appetite
for the deal will be and at what price they are willing to invest. Once this intelligence has
been gathered, the agent will formally market the deal to potential investors.

Most new loans are kicked off at a bank meeting at which potential lenders hear bank
management and the sponsor group (if there is one) describe what the terms of the loan
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are and what transaction it backs. Bank management will provide its vision for the trans-
action and, most importantly, tell why and how the lenders will be repaid on or ahead
of schedule. In addition, investors will be briefed regarding the multiple exit strategies,
including second ways out via asset sales. Once the loan is closed, the final terms are then
documented in detailed credit and security agreements. It is important to note that loans,
by their very nature, are flexible documents that can be revised and amended from time
to time (subject to different levels of approval). One or several lenders will typically act
as the lead arranger or lead manager, instructed by the borrower to bring together the
consortium of banks prepared to lend money at a given set of terms.

3 Once the mandate is awarded, the arranger is ready to start the syndication process.
This is called the primary-distribution phase of the loan. The syndication unfolds as a
multi-step process that is similar, in many ways, to the underwriting of a corporate bond
or stock issue.

4.7.3.3 Investors in the syndicated loans market

There are three primary investors in the syndicated loan market: (i) banks, (ii) finance com-
panies and (iii) institutional investors.

A bank investor can be a commercial bank, a savings bank or a securities firm which pro-
vides investment-grade loans. Additionally, private equity funds, hedge funds, high-yield
bond funds, pension funds, insurance companies and other proprietary investors do partici-
pate opportunistically in loans. Finance companies tend to participate in smaller deals ($25
million to $200 million) and often seek asset-based loans that carry wide spreads.

Institutional investors in the loan market are principally structured vehicles known as
collateralised loan obligations (CLOs) that are a type of collateralised debt obligations
(CDOs). CLOs are special-purpose vehicles (SPV) set up to hold and manage pools of lever-
aged loans. The special-purpose vehicle is financed with several tranches of debt (typically an
AAA-rated tranche, a AA tranche, a BBB tranche and a mezzanine tranche) that have rights
to the collateral and payment stream in descending order. CLOs are usually rated by two of
the three ratings agencies. Table 4.4 reports the credit risk ratings of Moody’s and Standard
& Poor’s.

Table 4.4 Credit risk ratings — Moody’s and Standard & Poor’s

Moody’s S&P Quality of issue

Aaa AAA Highest quality. Very small risk of default.

Aa AA High quality. Small risk of default.

A A High-medium quality. Strong attributes, but potentially vulnerable.
Baa BBB Medium quality. Currently adequate, but potentially unreliable.
Ba BB Some speculative element. Long-run prospects questionable.
B B Able to pay currently, but at risk of default in the future.

Caa CCC Poor quality. Clear danger of default.

Ca CC High speculative quality. May be in default.

C C Lowest rated. Poor prospects of repayment.

D — In default.
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4.7.3.4 Syndicated loans facilities

There are various types of syndicated loan facilities:

@ Aterm loan — where the loan amount is specified for a set time. A term loan is simply an
instalment loan, similar to a personal loan one would use to buy a car or a mortgage. The
borrower may draw on the loan during a short commitment period and repays it based
on either a scheduled series of repayments or a one-time lump-sum payment at maturity
(bullet payment).

® Arevolving credit facility — where part of the loan can be drawn down, repaid and then
redrawn depending on the borrower’s discretion.

® Letters of credit (LOC) — guarantees provided by the syndicate group to pay off debt or
obligations if the borrower cannot. There are several different types of LOC. The most
common — a fee for standby or financial LOCs — guarantees that lenders will support vari-
ous corporate activities (see Section 4.7.2.1 for more details on LOCs).

@ Acquisitions (or equipment) lines — (a delayed-draw term loan) are credits that may
be drawn down for a given period to purchase specified assets or equipment or to make
acquisitions.

@ Bridge loans —loans provided to offer short-term financing to ‘bridge’ financial needs (for
example before bond/equity issuances).

4.7.3.5 Pricing of a syndicate loan

Pricing a loan requires arrangers to evaluate the risk inherent in the loan and to gauge inves-
tor appetite for that risk. There are various factors driving the pricing of a syndicated loan,
including: market liquidity, relative yield of other loans and other asset classes, creditor qual-
ity, sector, size of the deal, etc.

The market is divided, roughly, into two segments: investment grade (loans rated BBB
or higher) and leveraged (borrowers rated BB+ or lower) as discussed in Box 4.5. Pricing of
the loan is set at a margin above the interbank rate (usually LIBOR or Euribor, depending on
the currency) according to the perceived credit risk of the borrower and fees are also paid
by the borrower to the syndicate for arranging the loan. The fees increase in line with the
complexity and riskiness of a loan. While large investment-grade borrowers would typically
pay little or no fees, a leveraged borrower would normally pay somewhere in the region of
1-5 per cent of the total loan commitment depending on: the complexity of the transaction;
market conditions and whether the loan is underwritten.

Higher credit risk (i.e. customers with high probability of default) pay larger margins
above LIBOR (or Euribor) for their syndicated loans. Pricing also varies according to the type
of borrower, purpose of loan, whether the loan is secured or not and other factors. Pricing on
many loans is tied to performance grids, which adjust pricing by one or more financial criteria.

The pricing mechanism of a syndicated loan differs between the US and Europe. In the
US, the pricing of a syndicated loan is a complex capital market negotiation that balances the
needs and interests of the different players in the market at the given time. Pricing loans in
Europe is a simpler (but less efficient) process because pricing is not as flexible and market-
driven as it is in the US. However, Europe has moved closer to the US practice of using market
flex language to adapt pricing during general syndication to market conditions.
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A leveraged loan is a commercial loan provided by a
group of lenders. It is first structured, arranged, and
administered by one or several commercial or investment
banks, known as arrangers. It is then sold (or syndicated)
to other banks or institutional investors. Leveraged loans
can also be referred to as senior secured credits.

How to defined “leveraged”?

There is little agreement in the industry of what quali-
fies as a leveraged loan. Some people use a spread
cut-off. For example, any loan with a spread of at
least LIBOR +125, or maybe LIBOR +150, would
qualify as leveraged. Others use rating criteria. In this
instance, any loan rated BB+ or lower would be con-
sidered leveraged. However, not all loans are rated.
The Standard & Poor (2019) LDC Loan primer uses
the following definition. A loan is leveraged if:

® it is rated BB+ or lower, or

@ it is not rated or rated BBB— or higher but has:

1 aspread of LIBOR +125 or higher, and
2 s secured by a first or second lien.

The leveraged loan market has been booming in
recent years and has recovered from the post-finan-
cial crisis low of 2010. For riskier borrowers, raising
funds on the leveraged loans market is less expensive
and more efficient to administer than traditional bilat-
eral credit lines. For lenders, leveraged loans can be
very lucrative: a new loan can carry an arranger fee of
1% to 5% of the total loan commitment, depending
on the complexity of the transaction; on how strong
market conditions are at the time and on whether the
loan is underwritten.

The global leveraged loan market has grown dra-
matically in the last two decades and reached $1.6 tril-
lion mark at year end 2020 (see Figure 4.5). To put
these figures into context, the US residential mortgage
market has around $10.6 trillion in loans outstanding
and the broader fixed income markets have $50.9 tril-
lion in securities outstanding, at the end of 2020.

The European leveraged loan market also grew
to record size at the end of 2020, totalling €240 bil-
lion (see Figure 4.6), driven largely by CLO issuance.
This is comparable in scale to issuances on primary
corporate bond market: Euro area non-financial
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Source: Authors’ elaboration, data from S&P Global Market Intelligence.
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BOX 4.5 Leveraged loans (continued)
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Figure 4.6 European leveraged loans outstanding
Source: Authors’ elaboration, data from www.afme.eu

corporations had gross corporate bond issuance of Europe saw leveraged loan issuance return to rela-
€650 billion in 2017 (EuropeanCommission, 2019). tively healthy levels by year end.

After a volatile start in 2020 due to the COVID-19

Source: Standard & Poor’s Global Market Intelligence; sifma.org

pandemic, leveraged finance markets in the US and  and afme.eu

For many years, the European market had a well-established pricing ‘standard’ where
most deals started out. The pro-rata tranches usually began general syndication at
Euribor + 225 bps. During the credit crunch of 2008-2009, opening spreads increased to
between Euribor + 400-500 bps across the different terms, in response to the higher return
requirements of investors.

In addition to the spread over LIBOR, the borrower also has to pay a variety of fees. The
arranger and other members of the lead management team generally earn some upfront fee
for putting the deal together — this is known as a praecipium or arrangement fee. The under-
writers similarly earn an underwriting fee for guaranteeing the availability of funds. Other
participants (those on at least the manager or co-manager level) may also expect to receive
a participation fee for agreeing to join the facility. The actual size of the fee generally varies
with the size of the commitment. The most junior syndicate members typically only earn the
spread over LIBOR or over a comparable market reference rate.

Once the credit is established, and as long as it is not drawn, the syndicate members often
receive a commitment fee (or facility fee) (to compensate for the cost of regulatory capital
that needs to be set aside against the commitment) again proportional to the size of the com-
mitments. As soon as the facility is drawn, the borrower may have to pay an utilisation fee.
This is paid, for instance, if the company draws more than a pre-agreed proportion of the
facility - for example, it may be agreed that if the borrower draws more than 50 per cent of
a facility it will have to pay its lenders an additional five basis points utilisation fee on top of

109


http://www.afme.eu
sifma.org
afme.eu

Chapter 4 International banking

110

the margin. The agent bank typically earns an agency fee, usually payable annually to
cover the costs of administering the loan. Loans sometimes also include penalty clauses
whereby the borrower agrees to pay a prepayment fee or otherwise compensate lenders in
the event that it reimburses its debt prior to the specified term.

Finally, market flex language is included in legal document as additional protection for
the bank. Market flex language may include price flex (which allows for a change in pricing
of aloan) or a structural flex (which allows for a shift of amounts between various tranches
of aloan). In addition, loan documentation normally incorporates a number of clauses that
are in place to protect lenders against a deterioration in a borrower’s financial/operational
performance, changing market conditions and various other occurrences and take the form
of covenants, mandatory prepayments and collateral.

4.7.3.6 Recent trends in the syndicated loan market

Like many other credit markets, syndicated loan markets grew rapidly in the run-up to the
2007-2009 financial crisis. Nonetheless, following the Lehman bankruptcy, syndicated loan
markets collapsed. The crisis of 2007-2009 was also associated with a substantial widening
of syndicated loan spreads. Following a period of low spreads in the mid-2000s, average pri-
mary market spreads of both investment-grade and leveraged syndicated loans rose sharply
in late 2008, although by less than those on similarly rated corporate bonds. Towards the
end of 2008, BBB-rated syndicated loan spreads reached 400 bps, compared with about 750
bps on corporate bonds with the same rating. However, while corporate bond spreads have
fallen significantly since early 2009, syndicated loan spreads have remained above the pre-
crisis levels for longer.

In terms of size, the US remains the largest syndicated loans market (it accounts for almost
50 per cent of loan issuance volume), followed by Japan. In Europe, the largest and most
international syndicated loan market is the UK. The UK has the highest exposure to foreign
borrowers, lenders and currencies among the top five syndicated markets. However, Berg et al.
(2021) document a 23 per cent decline in loan issuances in the UK syndicated loan market
after the Brexit vote relative to a set of comparable loan markets both globally and in the EU.

The growing corporate emphasis on capital market financing is also driving the develop-
ment of a wider range of ‘new’ credit products. For instance, corporate debt is widely traded
in the US, either as bonds, syndicated loans or securitised assets — loans that are bundled
together and sold as a security in the market. In the US a broad array of loans are being secu-
ritised, including corporate loans, mortgages, credit card receivables, computer leases and
so on. The growth in credit derivatives business has also helped boost the market for tradable
corporate credit products. Credit derivatives are tradable instruments that can be used to
manage credit risk — the likelihood of default. The growth of such business means that nowa-
days around 50-60 per cent of all credits to US firms are tradable. This contrasts with the
situation in Europe, where around 20 per cent of credits are tradable. More recently, market
growth has been driven by the growth in leveraged loans, causing regulators and industry
commentators to worry about the levels of debts (see Figure 4.7 and Box 4.6).

The market has also witnessed a flurry of innovation and applications of the latest technol-
ogy (see Box 4.7) in a drive to make transactions faster and less costly.



Wall Street’s debt machine is being powered by a
familiar engine: securitisation.

As scrutiny of the $1.2tn leveraged loan mar-
ket has increased, focus has turned to the mar-
ket’s main source of support: collateralised loan
obligations.

CLOs are vehicles which take a group of risky
loans and then use them to back a series of bonds
of varying degrees of safety. Investors in the most
perilous, lowest-rated “tranches”, as they are
known, are rewarded with higher returns but are
hit first if the underlying loans — issued to low-
rated or heavily indebted companies across the
US — begin to default.

As such, CLOs resemble other structures that
rocked the financial system a decade ago, such
as CDOs, which issued debt backed by bundles of
(what turned out to be) junk mortgage bonds. But
both investors and CLLO managers say this time
is different.

“[CLOs] begin with a ‘C’ and end with an ‘O’,”
says one investor, adding that parallels should
end there. “Overall, the asset class has proved
resilient across several market cycles.”

The record is certainly encouraging. Of the 4,322
CLO tranches that were rated by S&P Global

4.7 International banking services

Ratings before 2008, only 38 tranches across 22
CLOs have defaulted, notes LCD, a division of
S&P Global Market Intelligence. And there has
never been a default of a triple A-rated tranche.

But the market has grown a lot since then (see
Figure 4.7). The value of outstanding CLOs has
doubled since 2007 to more than $600bn at the
end of 2018, consistently representing around 50
per cent of the investor base for leveraged loans,
according to data from Citi.

Some protections have increased, too. On average,
a CLO would have to experience losses in excess
of 35 per cent before triple A investors would
lose money, according to Fitch Ratings. That is
up from an average of around 25 per cent before
the financial crisis — the result of rating agen-
cies changing their recovery assumptions for the
underlying loans, while setting a higher bar for
CLO managers to reach that triple A rating.

“We wanted to make sure that the triple-A rated
notes are protected,” says Kevin Kendra, head of
US structured credit at Fitch.

Those structural changes mean that CLOs con-
centrate the risk of losses in the hands of a small
group of hedge funds and other investors with a
high tolerance for big swings in performance. In
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Figure 4.7 Collateralised loan obligations outstanding ($bn)
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Box 4.6 Designers of CLOs say that structures are much safer than crisis-era cousins

(continued)

the fourth quarter last year, for example, lever-
aged loan prices tumbled but most CLO tranches
still ended the year with positive returns for debt
investors. Triple A tranches returned an average
of 2.7 per cent for 2018, according to Citi.

The investors who lost out were investors in the
riskiest “equity” tranches, who ended the year
with losses of 11.4 per cent.

“When the market falls and you have to mark
down your portfolio 10 per cent that hurts but it
doesn’t create forced sellers,” says Chris Acito,
chief executive of Gapstow Capital Partners,
which invests in CLO equity. “This market is not
held by weak hands.”

But that does not mean the product carries no
dangers.

Already, strong demand from CLOs has helped to
shred many of the investor protections that were
once routinely embedded in loan documents.
Financial maintenance covenants — contractual
agreements that would limit the amount of lever-
age a company could take on, or mandate thresh-
olds for the amount of cash they needed on hand
to pay interest on their loans — have been eroded.

That means that when a downturn comes and
borrowers start to hit trouble, losses for loan
holders could be greater than they had imagined.
That filters through to CLOs, as managers have
less cash to pass through to investors. “I do think

credit quality has deteriorated,” says Jeanne
Manischewitz, a partner at hedge fund York Capi-
tal Management. “Part of that was fuelled by CLO
formation.”

Another unsettling development for investors:
CLO managers have given themselves more flex-
ibility over what they can invest in, such as the
ability to fill their vehicles with more second-lien
loans, which sit lower down in the capital struc-
ture of a company than more senior, first-lien
loans.

“We do see some weaker CLO docs in 2018,” says
Maggie Wang, a CLO analyst at Citi. “It mirrors
the weaker documents in the leveraged loan
market.”

Regulatory standards have weakened, too. At the
end of 2016, CLO managers became bound by a
requirement that they must hold 5 per cent of the
economic interest in each new deal they sell, in a
bid to align their interests with those of investors.

But after less than two years, the Loan Syndica-
tions and Trading Association, the main industry
group, managed to get the rule repealed.

Still, there is little danger of a big blow-up, says
Stephen Ketchum, founder of hedge fund and
CLO manager Sound Point Capital. “I think the
presence of CLOs in the loan market is over-
whelmingly a good thing,” he says.

Source: Rennison, J. (2019) ‘CLOs: the specialist loan vehicles luring yield-hungry investors', Financial Times, 28 January.
© The Financial Times Limited 2019. All Rights Reserved.

The technology can slash transaction times in the $4.6tn-a-year market

Spain’s BBVA and two partner banks have com-
pleted the first syndicated loan on the blockchain,
providing a working example of how transactions
in the $4.6tn-a-year market can be simplified and
made faster using technology that underpins
cryptocurrencies.
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Syndicated loans were identified early on as a
key use for blockchain in financial services, since
banks rely on outdated and inefficient processes
including faxes to share information between
different parties who are structuring complex
agreements.
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Box 4.7 Banks complete first syndicated loan on blockchain (continued)

Combining shared databases and cryptography,
blockchain technology is the basis for cryptocur-
rencies such as bitcoin. Banks have seized on the
technology, which allows multiple parties to have
simultaneous access to a constantly updated digi-
tal ledger that cannot be altered, as a way to cut
costs and speed up many activities.

On Tuesday, BBVA used a private blockchain
network to arrange a $150m syndicated loan for
Red Electrica, the Spanish grid operator, with
co-lenders MUFG of Japan and BNP Paribas of
France. Legal advisers Linklaters and Herbert
Smith Freehills also had access to the system
which allowed all parties to exchange informa-
tion instantly.

The information was time-stamped, to show
exactly when each event occurred, and the net-
work was secured with user codes. Once the con-
tract was signed, it was given a unique identifier
that was recorded on the Ethereum blockchain,
preserving its authenticity.

BBVA says the blockchain technology, which is
being rolled out on a pilot basis, simplifies and
speeds up the process of completing syndicated
loans from about two weeks to a day or two. Loan
signing and documentation processing, which tra-
ditionally takes a few hours, can be done in minutes.

As well as the saving time, moving syndicated
loans to the blockchain will also deliver a “huge

reduction in internal costs” for clients, Ricardo
Laiseca, BBVA’'s head of global finance, told
the FT. He said: “Everything is automatically
recorded by the system, in terms of back office
and operational costs.”

Mr Laiseca said that BBVA had a pipeline of “five
or six” other syndicated loans that would be done
over the blockchain in the coming months as the
pilot continues.

“We are offering these technologies for collabo-
ration with any other banks...This is not just for
BBVA, we feel that as a second stage (we are)
working on a new markets infrastructure which
will be good for everyone.”

Another platform built by fintech group Finastra
and pioneered by the UK’s NatWest is offering
syndicated loan servicing over blockchain, using
the Corda distributed ledger technology which
is due to go live on November 17. In the broader
lending space, BBVA earlier this year issued the
world’s first corporate loan by blockchain.

The banking industry’s single largest blockchain
project remains the Interbank Information Net-
work, where more than 75 banks led by JPMor-
gan, Royal Bank of Canada and ANZ are using
distributed ledger technology for some interbank
payments.

Source: Noonan, L. (2018) ‘Banks complete first syndicated loan on blockchain’, Financial Times, 6 November.
© The Financial Times Limited 2019. All Rights Reserved.

4.8 Conclusions

This chapter provides an insight to the reasons as to why banks undertake international busi-
ness and highlights the evolution of foreign bank activity. It can be seen that a major feature
of international banking is to provide commercial and investment banking and other services
to global companies as well as to undertake a range of commercial banking and other activi-
ties in overseas markets. In terms of the products and services offered to large international
companies, banks provide payments and treasury management services and also facilitate
access to international financing either short-term via the Eurocurrency markets or longer
term via bond, equity and syndicated lending markets.
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International banks and corporations have benefited substantially from the growth in
securitisation activity and structured credit products that have enabled them to raise funds
and restructure their credit books. Access to credit ballooned up until the onset of the credit
crisis in mid-2007. The securitisation of credits, international lending, syndicated lending
and bond financing has dramatically fallen since then and has yet to reach the previous heady
heights. We have also noted that foreign bank presence has grown markedly and can take
various forms. The range of services on offer can vary substantially from bank to bank. It is
important to remember that international banking activity nowadays spans the full spectrum
of the financial services industry and incorporates a wide range of players. Foreign banks are
present in nearly every country and their importance has generally increased up to the start
of the credit crisis.

Since 2008, many major banks have sought to boost their capital positions and therefore
have been looking at ways to raise large amounts of cash quickly. As a consequence they have
considered divesting some of their ‘non-essential’ international activities. This is a common
feature of banking crises in general — when the Japanese banking industry suffered losses in
the 1990s they divested foreign assets to concentrate on domestic business (as did US banks
in the mid-1980s savings and loans crisis). It is highly likely that many international banks
will seek to raise capital via this route and it is likely to stem the foreign expansion of US and

European institutions in the near future.
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4.1

In what ways does traditional foreign banking

4.6 In what way(s) can the banking sector provide

differ from Eurocurrency banking?
4.2 Why do banks go overseas? What are the

trade finance that helps facilitate the import and
export of goods for firms involved in international

main theories on the rationale for international trading?

banking? 4.7 Explain why banks engage in syndicated
4.3 Explain the main strategic reasons why banks lending.

may wish to establish foreign operations. 4.8 Discuss the different stages of a syndicated
4.4 Discuss the key developments in international lending process.

banking since the global financial crisis. 4.9 How do borrowers benefit from accessing the
4.5 What do correspondent banking relationships syndicated loans market?

involve? 4.10 Discuss the growth of the CLOs market and its

potential implications for financial stability.
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'Syndic';ated lending: a selected glossary

Term

Explanation

Administrative
fee

Agency fee

Agent

Arranging bank

Availability period

AXE sheet

Bank book

Basis point (bp)

Best effort

Bracket

Break price

Bookrunner

Bullet

Clear market

Club Deal

Collateral

Collateralised Loan
Obligations (CLOs)
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The annual fee paid to administer the loan (including to distribute interest payments to the syndi-
cation group, to update lender lists, and to manage borrowings).

An annual fee, calculated as a lump sum or per bank per annum, payable by the borrower to com-
pensate the agent for the mechanical and operational work performed by that bank under the loan
agreement.

The agent (or agent bank) acts as a conduit between the borrower and the lenders and it is tradi-
tionally the main point of contact for the borrower. Investment banks often act as agent banks in

syndicated transactions. The agent bank will facilitate the terms of the loan and it is paid a fee for
its deal management services.

A bank or other financial institution responsible for originating and syndicating a transaction. The
arranger always has a senior role. Often the arranger is also the agent and, if required, usually under-
writes all or part of the facility as well as participating, although not always at the most senior level.

The period of time between the signing of a loan agreement and the expiry of the lender’s commit-
ment to lend, during which the borrower is permitted to draw down advances, provided all condi-
tions are satisfied.

An axe sheet is a list of secondary bids and offers for loans that dealers send to accounts. It
includes key details of a syndicated transaction, covering name of borrower, type of facility, term
of facility and pricing details.

A document describing the terms of the transactions. The IM typically will include an executive
summary, investment considerations, a list of terms and conditions, an industry overview, and a
financial model.

It refers to a common unit of measure for interest rates and other percentages in finance. One
basis point is equal to 1/100 of one percent (0.01%) or 0.0001. The relationship between percent-
age changes and basis points can be summarized as follows: 1% change = 100 basis points. It is
the unit of measurement used to describe fees or spreads in most loan transactions.

The arranger group commits to underwrite less than the entire amount of the loan, leaving the rest
to investors demand. If the loan is undersubscribed, the deal may not close, or it might need major
restructuring to clear the market. Traditionally, best-efforts syndications were used for riskier bor-
rowers or for complex transactions.

A level of commitment and related title offered to banks and other investors invited into a syndi-
cated loan agreement.

The price at which loans or bonds are initially traded into the secondary market after they close and
allocate. It is called the break price because that is where the facility breaks into the secondary market.

The bank(s) appointed to run the books during the execution phase of syndication with responsi-
bility for issuing invitations, disseminating information to interested banks and informing both the
borrower and the management group of underwriters of daily progress. It is a high-profile role, and
it is generally considered the most desirable syndication task.

A facility where the repayment is in one amount on the final maturity date of the syndicated
agreement.

An agreement by a borrower at the mandate stage of a syndicated loan not to engage in other
public financings which could compete with the syndicated loan being arranged.

A loan where a group of lenders agree to take and hold an asset at the outset of the transaction
with no intention of reducing their commitments through subsequent syndication. It is traditionally
a smaller loan that is pre-marketed to a group of lenders.

The particular assets of a borrower which are pledged to secure a loan(s) provided to it.
CLOs are special-purpose vehicles set up to hold and manage pools of leveraged loans.
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Appendix 4.1 continued

Term

Explanation

Commitment fee
Covenants

Extension fee
Facility fee

Front end fee

General
syndication

Grace period

Haircut

Information
Memo (IM)

Intercreditor
agreement

Investment grade

Jumbo

Know Your
Customer (KYC)

Loan Credit
Default Swaps
(LCDS)

Lead Manager
Leveraged Loan

Loss Given
Default (LGD)

Mandated Lead
Arranger (MLA)

Margin
Market flex
Material Adverse

Change (MAC)
Middle market

On the break

A commitment fee is a fee paid to lenders on undrawn amounts under a revolving credit or a term
loan prior to draw-down. On term loans, this fee is usually referred to as a “ticking” fee.

A series of restrictions that dictate, to varying degrees, how borrowers can operate and carry
themselves financially.

The fee charged when an existing committed facility is extended beyond the original maturity date.

An annual percentage fee, payable by the borrower, pro-rata to banks providing a credit facility to
that borrower. It is calculated on the full amount of the facility, whether or not the facility is utilised.

A fee, calculated as a percentage of the principal amount, which is payable once, generally at
signing of the loan agreement or shortly thereafter.

The syndication stage following the underwriting of a facility leading to the final distribution of
amounts among the lenders participating in the primary stage of a syndicated loan.

The period between signing the loan agreement and the first repayment of principal. Also, the
period during which a borrower may be allowed to remedy an event of default.

A situation where a borrower has fallen into financial difficulties and lenders have agreed to accept a
reduction in interest and or fees, or, on occasions, principal itself, to help prevent the borrower fall-
ing into bankruptcy. Also a situation where a borrower has fallen into financial difficulty and a lender
has decided to sell its exposure in the secondary market at a significant discount to its par value.

Also known as the “bank book”.

A document which sets out the agreement between various financiers providing loans or credits
to a borrower and reconciles their different interests. It deals with the commercial behaviour of the
parties and also the ranking of their debt and security, particularly on insolvency, by subordinating
junior lenders and regulating the rights of lenders.

A borrower, or the specific debt instrument or class of debt of a borrower, given a rating from one
of the major rating agencies of Baa3 / BBB- or higher

A very large syndicated loan, usually defined as a loan in excess of €5 billion or US$ 5 billion or equivalent.
A standard in the investment industry that ensures investment advisors know detailed information
about their clients’ risk tolerance, investment knowledge, and financial position. Various checks and
investigations required of your customers as part of the procedures to prevent money laundering.

A product which is similar to CDS but referenced against loans. This is a relatively new product
and steps to standardise processes are being considered by market players. Note: there are differ-
ing contracts for European and US LCDS.

A bank committing to a senior level of participation.

Various institutions may define a leveraged loan in different ways, although it is reasonably com-
mon to be determined against a bank loan rating (i.e. Ba1l / BB+ or lower from one or more of the
major rating agencies), or, for non-rated borrowers, a margin of around 125 to 150 bp pa or more.

A measure of how much creditors lose when an issuer defaults. The loss will vary depending on
creditor class, the value of the collateral and the franchise value of the business when it defaults.

A mandated bank at the highest level. The MLA, or at least one MLA in cases when there is more
than one MLA, will act as the bookrunner.

The extra percentage rate of interest charged by lenders over the relevant basis rate reflecting the
credit quality of the borrower.

Underwriters’ right to revise the structure and conditions of a mandate if the syndication of a loan
fails to raise the required level of commitment from participants.

A reference to a clause sometimes included in loan agreements seeking to provide lenders with a
degree of protection against adverse change in a borrower’s circumstances.

The loan market can be roughly divided into two segments: large corporate and middle market.
There are many ways to define middle market. For the leveraged loan market, Standard & Poor’s
uses the $50 million threshold in its reports and statistics.

The point in time when a syndicated loan becomes free to trade.
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Appendix 4.1 continued

Term Explanation
Out of the box The pricing on a facility as notified to the market at the start of primary syndication.
Participation A single lender’s share of the overall loan facility.

Participation fee
Pricing grid
Private
placement
Spread
Syndicated Loan

Ratchet
Recovery

Revolving credit
facilities
Snooze you lose

Tranches

Transfer fee

Underwriter
Underwriting fee
Underwriting
syndicate

Underwritten
deal

Usage fee

Yank the Bank

YTD

A credit-related fee; normally paid on or within 30 days of signing, calculated on each bank’s final
allocated commitment. Also commonly known as a front-end fee.
A grid used to determine the applicable margin of a loan as determined by a performance measure-

ment such as the credit rating of the borrower (or the loans) or the borrower’s leverage ratio at a given
point in time. Pricing grids may also be used to determine commitment fees for revolving loans.

A group of lenders who agree to take and hold an asset at the outset of the transaction. There is
no intention of reducing the amount of the commitment to lend through subsequent syndication.
In a loan market context this is often referred to as a “take-and hold” strategy or a “club loan”.

The margin above the base rate paid by borrowers under the loan arrangements. The spread is
typically expressed in basis points.

A syndicated loan is financing offered by a group of lenders (typically large international banks
known as a syndicate) who to provide funds for a single borrower.

The movement from one pricing level to another on the pricing grid.

Recovery is the opposite of loss-given-default—it is the amount a creditor recovers, rather than
loses, in a given default.

A revolving credit line allows borrowers to draw down, repay, and reborrow.

A borrower-friendly clause in a syndicated facility agreement which gives the borrower protection
against lenders failing to respond in a reasonable time frame to a request for an amendment,
consent or waiver under that facility agreement.

Tranche is a French word meaning slice. In structured finance, it refers to segments created from
a pool of assets (for example loans or mortgages) that are divided to produces securities with
different risk, maturity and other characteristics.

The fee charged by an agent bank for transferring a portion of a loan from one lender of record to
another lender of record

A lender which commits in advance of drawdown to take on a portion of the overall facility.
The fee charged by an underwriter. It is calculated on the basis of the amount committed.

A temporary group of investment banks and broker-dealers who come together to sell new
offerings of equity or debt securities to investors. The underwriter syndicate is formed and led by
the lead underwriter.

In an underwritten deal the arrangers guarantee the entire amount committed, then syndicate the
loan. If the arrangers cannot get investors to fully subscribe the loan, they are forced to absorb the
difference, which they may later try to sell if market conditions improve.

A usage fee is a fee paid when the utilization of a revolving credit is above, or more often, falls
below a certain minimum.

A clause in a loan agreement that gives the borrower the right to replace a single member of the
lending syndicate with a new lender in limited circumstances.

Year to date.

Source: Compiled by the authors from several sources, including S&P Global Market Intelligence, Leveraged Loan Primer (https://
www.spglobal.com/marketintelligence/en/pages/toc-primer/lcd-primer#sec1) and Loan Market Association (https://www.Ima.eu.com).
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5.1

Islamic banking

Learning objectives

To understand the main differences between Islamic and conventional banking
To understand the role of profit sharing and agency agreements

°
°
@ To understand the performance features of Islamic banks
® To be aware of the industry structure and main players

°

To be familiar with the range of services offered to clients

Introduction

Islamic banking and finance is financial activity undertaken that is consistent with Islamic
law (Sharia). It is carried out in accordance with the rules of Sharia, known as figh muamalat
(Islamic rules on transactions). A key feature of Islamic banking is that it does not allow for
the payment or receipt of interest (riba) and also aims to promote a greater degree of fairness
and equity in the conduct of financial business. To reward depositors an Islamic bank will pay
investment account holders a return based on the performance of the bank. Previous years’
returns are given as an indication of future returns, but the return on an investment account
can never be guaranteed (because then it is the same as interest). In order to earn income an
Islamic bank structures its loan repayments on a profit and loss sharing (PLS) or cost-plus
non-profit and loss sharing (NPLS) basis.

Islamic banks are not allowed to undertake business activity in areas prohibited (haram)
under Islamic law and this includes dealing with firms linked to alcohol, gambling and gam-
ing activities, conventional financial services (because they pay and receive interest), pork
and pork products, and pornography. What started as a small rural banking experiment in
the remote villages of Egypt has now reached a level where many international banks are
offering Islamic banking products via subsidiaries — such as Citibank Islamic Investment Bank
and HSBC Amanah — or through Islamic windows (branches that just undertake Islamic busi-
ness). The practice of Islamic banking during the last 30 years has spread to all corners of the
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globe. An industry that amounted to a few hundred thousand dollars in 1975 reached $2.8
trillion by the end of 2019.1

We should also mention that there are Islamic bonds (sukuk), where returns are paid
based on the financial performance of a specific project (real estate development, energy
production and so on) for which the sukuk have been issued (in fact they financed part of
the London ‘Shard’ and Olympic Stadium development). After banks, sukuk are the next
most important Islamic financial area (amounting to $318 billion in assets) followed by the
mutual fund business ($56 billion) and takaful (Islamic insurance). These will be discussed
in detail in the remainder of this chapter.

A brief history

Although various credit societies and co-operatives operated on an interest-free basis in sev-
eral Muslim countries during colonial times, the birth of modern-day Islamic banking started
in 1963 with the emergence of Mit-Ghamr savings bank in Egypt. Deriving inspiration from
the idea of German savings banks, Mit-Ghamr mobilised small savings from the rural sector
largely through savings accounts. No interest was paid to account holders. However, as an
incentive they were eligible for small short-term interest-free loans for productive purposes.
They were allowed to withdraw their deposits on demand. In addition, investment accounts
on the basis of profit sharing were also introduced. The funds so mobilised were invested on
the basis of profit-sharing with entrepreneurs.

According to Hassan and Aliyu (2018), at about the same time an Islamic investment
company, Lembaga Tabung Hajj (Pilgrim Fund Board), started operations in Malaysia. The
fund obtained deposits and provided services to those engaged in Islamic pilgrimages. The
first interest-free institution with ‘bank’ in its name, Nasser Social Bank, was also established
in Egyptin 1971. This was the first time that a government in a Muslim country had showed
an interest in incorporating an interest-free institution.

Even though the objectives of the Nasser Social Bank were mainly social, such as provid-
ing interest-free loans to the poor and needy, scholarships to students, and micro-credits to
small projects on a profit-sharing basis, the involvement of a public authority in interest-free
banking sent important signals to Muslim businessmen having surplus funds. A group of such
businessmen established the Dubai Islamic Bank in 1975 in Dubai, United Arab Emirates
(UAE), which was the first Islamic bank established on private initiative. However, official
support was crucial, with the governments of UAE and Kuwait contributing respectively 20
per cent and 10 per cent of the initial capital.

Another important development in the history of Islamic banking took place with the
establishment of the Islamic Development Bank (IDB) in 1975. Igbal and Molyneux (2005)
note that the IDB was established as an international financial institution following a declara-
tion made by a conference of finance ministers of Islamic countries held in Jeddah, Saudi

I The size of the Islamic banking sector at $1.8 trillion is under 3 per cent of global banking sector assets. To
put this into perspective, the world’s largest bank in 2018 was the Industrial and Commercial Bank of China
with assets of over $4 trillion, and the seventh biggest bank (HSBC) had assets of $2.6 trillion (see Table 3.4).
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Arabia in December 1973. The declaration was signed by representatives of member coun-
tries of the Organization of Islamic Cooperation (OIC) .2 A second conference of finance min-
isters held in Jeddah in August 1974 adopted the Articles of Agreement establishing the
Islamic Development Bank. The inaugural meeting of the Board of Governors of the IDB took
place in Riyadh, Saudi Arabia, in July 1975 and the bank started fully functioning in October
1975.

The main aim of the IDB is to foster sustainable development (economic growth and social
well-being) in its 57 member countries by financing a wide range of projects through Islamic
means — the IDB is the world’s largest issuer of sukuk and it has the highest AAA credit rat-
ing, making it one of the safest debt issuers. Funds raised via sukuk issuance are used to fund
a wide array of areas — spanning infrastructure development to financing clean water and
property developments.

During the 1980s a number of governments (Iran, Sudan and Pakistan) declared that
they would move their banking and financial systems to an Islamic model and Islamic banks
emerged in a variety of countries including Bangladesh, Luxembourg, Malaysia, Mauritania
and Saudi Arabia. The first Islamic standards setter, the Accounting and Auditing Organiza-
tion for Islamic Financial Institutions (AAOIFI), was established in Bahrain in 1991, followed
by the Islamic Financial Services Board (IFSB) (based in Kuala Lumpur, Malaysia) and the
International Islamic Financial Market (IIFM) in 2002 (Bahrain). These bodies seek to set
standards for Islamic banking and finance practices and operations, making sure they are
consistent with Sharia principles. The period between 1990 and 2000 saw the development
of Islamic capital markets products (such as the growth of Islamic funds and sukuk issuance)
as well as the development of more advanced treasury services, money market instruments
and other product innovations (such as Islamic credit cards).

According to Hassan and Aliyu (2018) the current development of Islamic banking has
the following features:

e early Islamic commercial banks were more socially oriented than profit motivated — now
the industry has moved much more towards the latter;

e the penetration and acceptance of Islamic banking goes beyond Muslim majority countries;

e fostering economic growth and social well-being is the aim of multinational Islamic finan-
cial institutions (such as the IDB);

e the internationalisation of Islamic banking and financial standards have been recognised
by the International Monetary Fund (IMF);

e [slamic financial standards are still undergoing modifications, such as development and
harmonisation with other international standards;

e the practice of Islamic banks is skewed towards cost-plus sales and lease-based finance
(NPLS) rather than towards rewards and risk-sharing contracts (PLS).

2The Organization of Islamic Cooperation (OIC) is the second largest inter-governmental organisation after
the United Nations. At the signing of the declaration in 1973 the OIC had 23 member states — by mid-2018 it
had 57 member states across four continents. ‘The Organization is the collective voice of the Muslim world. It
endeavors to safeguard and protect the interests of the Muslim world in the spirit of promoting international
peace and harmony among various people of the world’. (www.oic-oci.org).
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Figure 5.1 illustrates a timeline of the development
of Islamic banking since its early days in the 1940s
to today’s industry, worth almost $3 trillion in assets.

Early Developments (1940-1960)

Starting from the 1940s, a critique of interest from
an Islamic began. Muslim economists began offering
ideas of interest-free banking possibilities and non-
bank applications of interest-free finance started.

Profit sharing and interest-free banking
defined (1960-1970)

During this period, the first profit-sharing models of
interest-free banking were defined. The first experi-
ments of bank-like institutions, such as the Mit Ghamr
experience in Egypt, were undertaken. The first trade-
based modes of Islamic finance were developed.

First Islamic commercial bank established
(1970-1980)

In 1975, the first Islamic commercial bank (Dubai
Islamic Bank) was established. In addition, the first
Islamic international multilateral development finance
institution (IDB) was established in Jeddah. During this
time, new modes of Islamic finance were developed.

On the 1st of January 1980, Pakistan declared its
resolve to Islamise entire financial system.

Rapid growth of Islamic banking
(1980-1990)

The 1980s and 1990s saw a rapid growth of Islamic
banking, which passes $100 billion mark for the first
time. Two more countries (Iran and Sudan) declare
Islamising their entire financial systems and Islamic
banks are launched in countries such as Malaysia,
Bangladesh, Qatar, Mauritania, Saudi Arabia, and
Luxembourg. In addition, conventional banks start
including major international banks start Islamic
products and windows.

During this time, the development of Islamic
finance continued, and the first Islamic investment
funds was launched. These developments attracted
the interest of the IMF and the World Bank, who
started getting involved. Similarly, academic institu-
tions around the world start Islamic finance teaching.

Accounting standards for Islamic banks
introduced (1990-2000)

The Accounting and Auditing Organization for Islamic
Financial Institutions (AAOIFI) was founded in 1991 (the
first Islamic finance standards-setter) based in Bahrain
and the accounting standards for Islamic banks start.

During this periods, the Islamic investment funds
show phenomenal growth, and the Dow Jones
announces Islamic indices. New Islamic banks are

2000s-2020s
Development of
Islamic financial
architecture
continues

1980s-1990s
Rapid growth of
Islamic banking

1960s-1970s
Profit sharing and

interest-free
banking defined

1940s-1960s
Early developments

1970s-1980s 1990s-2000s

First Islamic Accounting standards
commercial bank for Islamic Banks
established introduced

Figure 5.1 A timeline of Islamic banking
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Box 5.1 Timeline of the Development of the Islamic Banking and Finance

(continued)

established, and new asset-based Islamic
financial products are developed. The Islamic
secondary markets start, and several support
institutions established.

Development of the Islamic financial
architecture continues (2000-2020)

In 2002, the Islamic Financial Services
Board (IFSB) and the International Islamic
Finance Market (IIFM) were established. The
IFSB is a standard setter for Islamic bank-
ing and finance regulatory and supervisory
agencies. It is headquartered in Kuala Lum-
pur, Malaysia. The IIFM is also a standard
setting body that focuses on the stand-
ardization of Islamic financial contracts and
products linked to both capital and money
market instruments as well as other corpo-
rate finance and trade finance areas. IIFM is
based in Bahrain.

During the early 2000s, accounting,
regulatory and control issues gather steam,
and the first Islamic Rating Agency was
established.

Public sector resource mobilisation
through Islamic modes gained momentum,
predominantly via the issue of sukuk (Islamic
bonds).

During more recent years, Islamic banks
have expanded globally — London hosts
more than any other Western country — these
include Bank of London and the Middle East,
Al Rayan Bank, Gatehouse, QIB (UK) and
ADIB (UK).

More recently, the rise in Islamic FinTech’s
popularity is also prompting a surge in Fin-
Tech-focused investment funds.

Nowadays, the Islamic banking indus-
try has grown to $2 trillion in assets (end of
2019).

How an Islamic bank operates

As mentioned in Section 5.1, Islamic banking and finance is financial activity undertaken that
is consistent with Islamic law (Sharia), where transactions are carried out in accordance with
the rules of Sharia, known as figh muamalat (Islamic rules on transactions). It does not allow
the paying and receiving of riba (interest) and aims to promote a greater degree of fairness
and equity in the conduct of financial business. As noted earlier, Islamic banking has existed
for over 50 years. Islamic finance has evolved on the basis of Islamic rules on transactions
and can mainly be categorised as follows:

e Debt-based financing — the bank purchases or has the underlying assets constructed or
purchased and then this is sold to the client. The sale would be on a deferred-payment
basis with one or several instalments and the bank earns a return based on mark-up over
the asset purchase price.

e Lease-based financing — the bank purchases or has the underlying assets constructed or
purchased and then rents it to the client. At the end of the rental period (or proportionate
to the rentals) ownership would be transferred wholly or partially to the client.

® Profit and loss-sharing financing — the bank is the partner of the client and the return to the
bank from a loan is based on a profit-sharing agreement. Realised profits or losses made
by the borrower would be shared according to pre-agreed proportions.
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The first two Islamic finance methods are collectively known as non-profit and loss shar-
ing (NPLS) services. Besides restrictions on the payment of interest, Sharia has various other
prohibitions that should be taken into account. For instance, according to the Sharia all con-
tracts should be free from excessive uncertainty (Gharar), hence Islamic financial institutions
face some restrictions on the application of financial derivatives and other types of contracts
(including various forms of insurance policies). Box 5.2 highlights the main features of how
an Islamic bank works.

The most commonly used method of lending is known as a Murabahah (mark-up financ-
ing) contract. Here the buyer of a product (say a car) approaches the bank to acquire the
vehicle. In turn, the bank purchases the car from a third party (a supplier) and then resells
the car to the borrower at an agreed mark-up for immediate or deferred payment. The seller
informs the buyer of the cost of acquiring the specified product and the profit margin is nego-
tiated between them. The total cost is usually paid in instalments. This is the most common
form of NPLS contract.

For PLS-type arrangements the two most widely used contracts are known as Mudara-
bah and Musharakah. In the case of Mudarabah the lender supplies the funds needed to
finance a project while the entrepreneur offers labour and expertise. Profits are shared
between them at a certain fixed ratio, whereas financial losses are exclusively borne by the
lender. The liability of the entrepreneur is limited only to their time and effort. Musharakah
is where a bank enters into an equity partnership agreement (joint venture) with one or
more partners to jointly finance an investment project. Profits are distributed according
to predetermined ratios, and losses are shared strictly in relation to the respective capital
contributions.

Table 5.1 shows the main products, services and key concepts used in Islamic banking
and finance.

An Islamic bank is a deposit-taking banking institution whose scope of activities includes all
currently known banking activities, excluding borrowing and lending on the basis of interest.
On the liabilities side, it mobilises funds on the basis of a Mudarabah or Wakalah (agency)
contract. It can also accept demand deposits, which are treated as interest-free loans from
the clients to the bank and which are guaranteed. On the assets side, it advances funds on a
profit and loss sharing or a debt-creating basis, in accordance with the principles of the Sharia.

The Islamic bank plays the role of an investment manager for the owners of time deposits,
usually called investment deposits. In addition, equity holding as well as commodity and asset
trading constitute an integral part of Islamic banking operations. An Islamic bank shares its
net earnings with its depositors in a way that depends on the size and date-to-maturity of
each deposit. Depositors must be informed beforehand of the formula used for sharing the
net earnings with the bank.

The return to depositors is never guaranteed as this would then be just like paying inter-
est — which is not allowed. Usually the bank will note the returns investment deposits have
earned in the past as an indication of potential future returns.
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Table 5.1 Key instruments and concepts in Islamic banking and finance

Key Instruments

Key Concepts

Commodity Murabahah

ljarah

Islamic window

Istisna (deferred pay-
ment or delivery)

Mudarabah

Murabahah
(mark-up financing)

Musharakah
(equity participation)

Qard (benevolent loan)

Salam (prepayment,
deferred delivery)

Sharia

Sharia non-compliance
risk

Sukuk (Islamic bond)

Takaful (Islamic
insurance)

Tawarruq

A Murabahah or Tawarruq transaction is based on the purchase of a commodity from a
seller or a broker and its resale to the customer on the basis of deferred Murabahah, fol-
lowed by the sale of the commodity by the customer for a spot price to a third party for the
purpose of obtaining liquidity, provided that there are no links between the two contracts.

A party leases a particular product for a specific sum and a specific time period. In the
case of a lease purchase, each payment includes a portion that goes toward the final pur-
chase and transfer of ownership of the producer.

The part of a conventional financial institution (which may be a branch or a dedicated unit)
that provides both fund management (investment accounts) and financing and investments
that are Sharia-compliant, with separate funds. It could also provide takaful (insurance) or
retakaful (reinsurance) services.

A manufacturer (contractor) agrees to produce (build) and to deliver a certain good (or
premise) at a given price on a given date in the future. The price does not have to be paid
in advance (in contrast to Salam). It may be paid in instalments or part may be paid in
advance with the balance to be paid later on, based on the preferences of the parties.

An investment which represents the ownership of units of equal value in the equity of the
Mudarabah. The provider of capital supplies the funds needed to finance a project while
the entrepreneur offers labour and expertise. Profits are shared between them at a certain
fixed ratio, whereas financial losses are exclusively borne by the capital’s owner. The liabil-
ity of the entrepreneur is limited only to their time and effort.

A widely used sale transaction between customers and banks. The buyer approaches the
bank to acquire goods. In turn, the bank purchases them from a third party (a supplier) and
then resells them to the borrower at an agreed mark-up for immediate or deferred payment.
The seller informs the buyer of the cost of acquiring the specified product and the profit
margin is negotiated between them. The total cost is usually paid in instalments.

Musharakah (Sharikat al-’Aqd) is an investment that represents ownership of partnership
equity. The bank enters into an equity partnership agreement (joint venture) with one or more
partners to jointly finance an investment project. Profits are distributed according to predeter-
mined ratios, and losses are shared strictly in relation to the respective capital contributions.

These are zero-return loans that the Quran encourages Muslims to make to the needy.
Banks are allowed to charge borrowers a service fee to cover the administrative expenses
of handling the loan. The fee should not be related to the loan amount or maturity.

The sale of a specified commodity that is of a known type, quantity and attributes for a known
price paid at the time of signing the contract for its delivery in the future in one or several batches.

The practical divine law deduced from its legitimate sources: the Quran, Sunnah, consen-
sus (ijma), analogy (giyas) and other approved sources of the Sharia.

An operational risk resulting from non-compliance of the institution with the rules and prin-
ciples of Sharia in its products and services.

Certificates that represent a proportional undivided ownership right in tangible assets, or a
pool of tangible assets and other types of assets. These assets could be in a specific pro-
ject or specific investment activity that is Sharia-compliant.

A mutual guarantee in return for the commitment to donate an amount in the form of a
specified contribution to the participants’ risk fund, whereby a group of participants agree
among themselves to support one another jointly for the losses arising from specified risks.

A multi-step transaction heavily used for interbank financing and liquidity management,
often based on commodities traded on the London Metal Exchange (LME). The Accounting
and Auditing Organization for Islamic Financial Institutions (AAOIFI) (2006, p. 525) defines
Tawarruq as ‘the process of purchasing a commodity for a deferred price determined
through Musawama (bargaining) or Murabahah (mark-up sale) and selling it to a third party
for a spot price so as to obtain cash’. Tawarruq is often not accepted by Sharia scholars
when the borrower sells the commodity back to the original seller.
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Table 5.1 continued

Key Instruments Key Concepts

Wakalah

One party (either the bank or client) acts as an agent to the other party to undertake
transactions on their behalf. For example, the bank invests funds on behalf of a client or
the bank appoints the client as an agent to buy the needed merchandise in a Murabahah
transaction.

Wagf A property that produces income and that may have been deeded to benefit a community.
Wadiah (demand Deposits held at the bank as a trustee for safekeeping purposes. They are guaranteed in
deposits) capital value and earn no return.

Zakah (Zakat)

A financial obligation that shall be disbursed through specific channels imposed on those
whose wealth has reached a certain threshold (nisab) one year after it has been acquired.

Source: Adapted from International Monetary Fund (2017a,b), Table 1, pp. 5-6; Islamic Financial Stability Board (2017), Glossary.
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5.3.1

The role of the Sharia committee

Islamic banks need to ensure that their operations comply with the principles of Sharia law.
Each bank (or other type of Islamic financial institution) is required to establish a Sharia
committee to provide advice on Sharia issues and to ensure that its operations and activities
comply with Sharia principles. In the case of Malaysia, the Sharia Advisory Council estab-
lished at the Bank Negara Malaysia (BNM) is the highest Sharia authority set up to provide
advice on Sharia matters pertaining to Islamic banking and insurance in Malaysia. Other
countries have similar councils.

1 How do Islamic banks reward depositors as interest payments are not allowed?

Sharia allows profit-sharing arrangements between the bank and the depositor. Profits from
Islamic banking activities will be shared between the bank and the depositor based on an
agreed profit-sharing ratio and paid in the form of dividends. The amount of dividend payout
depends on the profits generated from the bank’s operation. Sharia also allows the bank to
give hibah (gifts) to depositors based on its discretion.

2 |s it possible for an Islamic bank to transfer balances of a customer’s Islamic account to
a conventional account, or vice versa?

Yes. An Islamic bank may transfer funds from an Islamic account to a conventional account.
However, only the principal amount can be transferred from a conventional account to an
Islamic account. No element of interest is allowed to be transferred.

3 How does an Islamic bank make money if it cannot charge interest on its loans?

Although the charging (or payment) of interest is prohibited, the bank can act as an agent
to facilitate transactions — so buying goods and services required by the borrower and
then selling these on at a mark-up is allowed, and repayment may be over time or in one
instalment. Alternatively, the bank may lend to a business on a specific project and will
take a share of profits if the project is a success. Depending on the contract entered into,
the bank may take all the risk and bear losses, or these may be apportioned between



5.4 Industry features

Box 5.3 Frequently asked questions about Islamic banking (continued)

the bank and borrower. In practice, the bulk of Islamic banking contracts are done on a
mark-up basis.

4 Do Islamic banks compete with conventional banks?
Yes. In virtually all the countries where Islamic banks operate they have to compete with
conventional banks — the only exceptions are in Iran and Sudan, where the banking system
is entirely Islamic. As such, Islamic banks typically price their loans and pay returns on
deposits in a similar fashion to conventional banks — the costs of banking services are not
dramatically different between the two types of banks.

Industry features

As discussed in Section 5.1, the size of the Islamic banking and finance industry stood at $2.7
trillion by 2020. Banking constituted nearly $1.7 trillion so it is by far the most important
part of the Islamic financial sector. Islamic bonds (sukuk) $544 billion, mutual funds ($103
billion) and insurance (takaful) ($28 billion) make up the rest of the industry. Table 5.2
provides a geographical breakdown and shows that the GCC (Gulf Cooperation Council coun-
tries) has the largest Islamic banking sector — some $854 billion in assets followed by MENA
(Middle East and North Africa) at $584 billion and then Asia ($241 billion).

Figure 5.2 shows that global Islamic banking assets have more than doubled since 2008.
Only two countries have full Islamic banking systems — Iran and Sudan — and as we have

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

Sukuk Assets of Takaful
Banking (Islamic Islamic (Islamic
Region Assets Bonds) Funds Insurance) Total
us$ us $ us $ us $ us$
billion % billion % billion % billion % billion %
GCC 854 48 205 38 36 G5 12 43 1228 50
Middle East and
North Africa
(MENA) 584 33 19 3 17 17 11 39 684 28
South-East Asia 241 14 303 56 27 26 3 11 670 27
Africa 34 2 2 0 2 2 1 4 43 2
Others 653 3 15 3 21 20 1 4 116 5
Total 1766 100 544 100 103 100 28 100 2741 112

Notes: Sukuk (Islamic bonds) = value of issues outstanding; Takaful (Islamic insurance) = premiums.

GCC is the Gulf Cooperation Council countries, comprising Bahrain, Kuwait, Kingdom of Saudi Arabia, Kuwait, Oman
and Qatar.

Authors’ elaborations. Data from the from Islamic Financial Services Stability Report (2020), published by the Islamic
Financial Services Board (www.ifsb.org)

Source: Islamic Financial Services Board (2020) Islamic Financial Services Industry Stability Report. www.ifsb.org/
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Figure 5.2 Growth in Islamic Banking Assets 2008 to 2019 (US $bn)

Notes: GCC is the Gulf Cooperation Council countries, comprising Bahrain, Kuwait, Kingdom of Saudi Arabia,
Kuwait, Oman and Qatar.

Source: Authors’ elaborations. Data from the from Islamic Financial Services Stability Report (2020), published by
the Islamic Financial Stability Board (www.ifsb.org)
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Figure 5.3 Islamic Banking Share in Total Banking Assets by Country 2019 (%)

Source: Authors’ elaborations. Data from the from Islamic Financial Services Stability Report (2020), published by the
Islamic Financial Services Board (www.ifsb.org)

already noted, in most cases Islamic banks compete with conventional banks. Figure 5.3 illus-
trates that 70 per cent of the banking system in Saudi Arabia is dedicated to Islamic banking
(and 40 per cent in Kuwait). Surprisingly, Pakistan, whose population is primarily Muslim,
only has a small Islamic banking sector — only 15 per cent of total banking sector assets.
Other interesting features of global Islamic banking are highlighted in Figures 5.4
and 5.5. Figure 5.4 shows the share of global Islamic banking assets on a country-by-
country basis. Iran accounts for 29 per cent of global Islamic banking assets, followed by
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Source: Authors’ elaborations. Data from the from Islamic Financial Services Stability Report (2020), published by the
Islamic Financial Services Board (www.ifsb.org)

Saudi Arabia at 25 per cent, Malaysia (11 per cent) and the United Arab Emirates (UAE)
(9 per cent).

Figure 5.5 shows the US$ assets size of each Islamic banking sector for individual countries
together with its market share of the domestic banking system. Figure 5.5 also shows that
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Table 5.3 Top Islamic banks by assets size (US$mil), 2018

Total assets World rank by
Bank Name Country (US$mil) assets size
1 Al Rajhi Bank Public Joint Stock Company SA 91,498 259
2 Bank Melli Iran IR 59,712 365
3 Kuwait Finance House KW 57,496 377
4 Bank Mellat IR 56,909 380
5 Dubai Islamic Bank PJSC AE 56,457 388
6 Maybank Islamic Berhad MY 49,851 443
7 Bank Saderat Iran IR 45,788 474
8 Qatar Islamic Bank SAQ QA 41,312 521
9 Bank Maskan IR 37,395 n.a.
10 Bank Tejarat IR 34,737 591
11 Abu Dhabi Islamic Bank — Public Joint Stock Co. AE 33,568 611
12 Alinma Bank Public joint stock company SA 30,668 651
13 Bank Sepah IR 28,564 686
14 Masraf Al Rayan (Q.S.C.) QA 28,283 697
15 Bank Kerjasama Rakyat Malaysia Berhad MY 25,961 739
16 Albaraka Banking Group B.S.C. BH 25,453 751
17 Bank Keshavarzi-Agricultural Bank of Iran IR 23,585 800
18 Parsian Bank IR 22,400 830
19 CIMB Islamic Bank Berhad MY 20,994 876
20 Bank Pasargad IR 20,918 882
21 Bank AlJazira JSC SA 18,210 980
22 Bank AlBilad SA 16,855 1038
23 Emirates Islamic Bank PJSC AE 16,850 1039
24 BIMB Holdings Berhad MY 16,195 1067
25 Refah Kargaran Bank-Bank Refah IR 15,140 1104

Notes: SA = Saudi Arabia; IR = Iran; KW = Kuwait; AE = United Arab Emirates; MY = Malaysia; QA = Qatar; BH = Bahrain.
Source: Data from Orbis Bank Focus, Bureau van Dijk.
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only Iran, Sudan, Saudi Arabia, Kuwait and Brunei have banking systems where Islamic banks
have more than 30 per cent of the domestic market. Clearly Islamic banks are the minority and
operate together with conventional banks in most countries. Table 5.3 shows the latest data
on the size of the largest Islamic banks. The biggest bank is the Al Rajhi Bank based in Saudi
Arabia, followed by Bank Melli (Iran), Kuwait Finance House, Bank Mellat (Iran) and Dubai
Islamic Bank. The largest Islamic bank — Al Rahji — is ranked 259th in the world by assets size.

Balance sheet and income statement features

The balance sheet and income statement characteristics of Islamic banks are generally simi-
lar to those of conventional banks, with a few obvious exceptions: there is no reference to
interest cost or revenue in the income statement. Reference to loans or lending is generally



5.5 Balance sheet and income statement features

Table 5.4 Dubai Islamic Bank PJSC balance sheet

Assets AED’000

Cash and balance with central banks 27,885,248
Due from banks and financial institutions 4,676,652
Islamic financing and investing assets, net 133,334,227
Investments in Islamic sukuk measured at amortised cost 24,022,680
Other investments measured at fair value 1,961,733
Investments in associates and joint ventures 2,135,931
Properties held for development and sale 1,274,406
Investment properties 3,570,154
Receivables and other assets 7,339,199
Property and equipment 1,136,479
Total assets 207,337,009
Liabilities and equity AED’000
Customers’ deposits 147,180,951
Due to banks and financial institutions 14,877, 554
Sukuk issued 8,658,707
Payables and other liabilities 7,458,907
Zakat payable 280,372
Total liabilities 178,456,491
Share capital 4,942,189
Tier 1 sukuk 7,346,000
Other reserves and treasury shares 7,785,557
Investments fair value reserve —615,389
Exchange translation reserve —484,615
Retained earnings 6,964,089
Equity attributable to owners of the bank 25,937,831
Non-controlling interests 2,942,687
Income from properties held for development and sale, net 196,629
Income from investment properties 118,637
Share of profit from associates and joint ventures 122,050
Total equity 28,880,518
Total liabilities and equity 207,337,009

Source: Dubai Islamic Bank PJSC (2017) Annual Report.

referred to as financing assets or investment assets. Table 5.4 provides a snapshot of the Dubai
Islamic Bank’s balance sheet for 2017. The largest item is ‘Islamic financing and investment
assets, net’, which primarily refers to their lending activities. The second-largest item refers
to their investments in sukuk (bonds). One can also see that on the liabilities side of the bal-
ance sheet they are heavily dependent on customers’ deposits, reflecting the retail nature of
the Bank’s activities — wholesale deposits are just over 8 per cent of total liabilities. It is also
noticeable that Dubai Islamic Bank is relatively highly capitalised, with an equity to assets
ratio sitting at a respectable near 14 per cent — this compares with 12.75 per cent for HSBC
and under 12 per cent for Citigroup.
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Table 5.5 Dubai Islamic Bank PJSC profit and loss statement

Net income AED’000
Income from Islamic financing and investing transactions 7,794,582
Commission, fees and foreign exchange income 1,406,507
Income from other investments measured at fair value, net 31,038
Other income 529,342
Total income 10,198,785
Less: depositors’ and sukuk holders’ share of profit —2,511,671
Net income 7,687,114
Operating expenses AED’000
Personnel expenses (1,568,090)
General and administrative expenses (602,378)
Depreciation of investment properties (45,723)
Depreciation of property and equipment (119,451)
Total operating expenses (2,335,642)
Net operating income before net impairment charges and 5,351,472
taxation

Impairment charges, net (823,453)
Profit for the year before income tax expense 4,528,019
Income tax expense (24,439)
Net profit for the year 4,503,580
Attributable to: owners of the bank 4,322,195
Attributable to: non-controlling interests 181,385
Basic and diluted earnings per share (AED per share) 0.78

Source: Dubai Islamic Bank PJSC Annual Report 2017. AED is the United Arab Emirates Dirham.

Table 5.5 shows the Bank’s income statement. The two main income sources are as follows:

1 Income from Islamic financing and investment transactions — this is revenue from lending
and investments (and is broadly equivalent to interest income at a conventional bank).

2 Commission, fees and foreign exchange income - this is called non-interest income in
conventional banks.

You can also see that income from profit sharing is small, reflecting the low level of PLS
undertaken by the bank compared to NPLS business.

Regulating Islamic banks

The way Islamic banks are regulated varies from country to country, as does the legislation
that governs their operations. In some countries Islamic and conventional banks operate
under the same legal framework and have the same licensing requirements. Elsewhere there
may be different laws and other requirements for Islamic compared to conventional banks.
Different jurisdictions have moved at varying pace to implement international rules and regu-
lations. Recent work from the IMF (see Box 5.4) highlights Bahrain and Malaysia as the two



In mid-2017 the IMF produced a report entitled
‘Multi-country report: Ensuring financial stability in
countries with Islamic banking — case studies’, which
aimed to review experiences with and the progress
made in adapting prudential, safety nets and reso-
lution frameworks to the specifics of Islamic banks.
Detailed case studies were undertaken on the follow-
ing countries where Islamic banks operate to varying
degrees: Bahrain, Djibouti, Indonesia, Kenya, Kuwait,
Malaysia, Nigeria, Pakistan, Sudan, Turkey and the
United Kingdom. The study sought to investigate the
main approaches to the regulation of Islamic banks
and highlight areas for future development. Here we
summarise the main findings of these case studies.

The case studies highlight important, but une-
ven, progress in adapting the legal, regulatory
and supervisory frameworks to the specificities of
Islamic banks (IBs). Significant advances have been
made in putting in place legislation that allow the
establishment of IBs and the use of specific Islamic
financial contracts. Sharia governance frameworks
have been established in most countries and there
has been an increase in the number of countries
adopting centralised Sharia boards — who provide
national standards, albeit from a low base. The indus-
try has been growing rapidly and, in most countries,
the balance sheets of IBs exhibit substantial differ-
ences from those of conventional banks, as a result
of which IBs entail some unique risks. Meanwhile,
progress in adapting the prudential, consumer pro-
tection, liquidity management, safety nets and reso-
lution frameworks remains uneven across countries.
Bahrain and Malaysia have made the most advances
in systematically adapting their policy frameworks in
line with standards issued by the Islamic Financial
Services Board (IFSB) and Accounting and Audit-
ing Organization for Islamic Financial Institutions
(AAQIFI).

Based on the selected country experiences, a
number of important lessons and policy options can
be drawn that have implications for the stable and
sound development of IBs. These include:

An enabling regulatory and institutional frame-
work and a level playing field for conventional and
Islamic banks is critical for the sound and stable
growth of the IB industry. The country experiences

5.6 Regulating Islamic banks

underscore the importance of providing an enabling
framework while letting market forces determine the
size of the industry. For example, in Indonesia, Kuwait
and Djibouti, Islamic banks which had been in exist-
ence for many years grew rapidly after legal and regu-
latory frameworks were put in place and disincentives
to Islamic banking reduced. The UK’s experience also
points to the importance of a ‘no favour, no obstacle’
policy with respect to taxation and central banking
operations.

Flexibility in approaches to Islamic banking has
also fostered greater acceptance of Islamic bank-
ing principles and their benefits. Selected countries
(Turkey, Nigeria) have branded the industry with neu-
tral terms and this has facilitated industry growth. In
Turkey, Islamic banking is branded as ‘participation
banking’, and in Nigeria it has been branded as ‘inter-
est-free banking’.

Licensing requirements have not been effectively
used as a tool for ensuring that licensed Islamic
banks have in place key structures that support
supervision. In four of the countries (Djibouti, Kenya,
Nigeria and UK), Islamic banks are licensed based
on a standard banking licence that applies the crite-
ria for conventional banks. In addition, at least four
countries (Djibouti, Kenya, Turkey and the UK) do
not require conventional banks to maintain Islamic
deposit accounts (demand deposit, unrestricted
investment accounts — URIAs, etc.) separately from
other funds under the control of the conventional
bank. While many of the licensing criteria for conven-
tional banks have the key elements to ensure finan-
cial stability, it is important that the approval process
for IBs is also conditioned upon proof of ex-ante and
ex-post robust Sharia governance frameworks and
internal controls tailored to address risks specific to
IB operations. Conventional banks that offer Islamic
products through windows should also be required
to provide proof of systems and procedures that
separate IB activities from conventional ones. Fit
and proper requirements for Sharia board members
or advisors within IBs should include an appropriate
level of knowledge of IB.

Jurisdictions continue to take different
approaches to the application of capital adequacy
requirements, which undermines the comparability
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Box 5.4 Ensuring financial stability in countries with Islamic banking — country case

studies - overall findings (continued)

of solvency risks. Some countries (Bahrain, Malaysia
and Sudan) have adopted relevant Islamic Financial
Services Board standards; others still apply the
capital regime for conventional banks and some
(Pakistan) are in the process of changing. Greater
consistency is needed in the approaches to the appli-
cation of capital adequacy requirements with respect
to the loss-absorbency of profit-sharing investment
accounts (PSIA), the eligibility of profit equalisation
reserves (PER) and investment risk reserve (IRR) in
the regulatory capital, and the risk-weights for assets.

Other prudential regulations, including those
related to classification and provisioning, large expo-
sures, investment in properties and liquidity, are
mostly identical for conventional and Islamic banks.
For instance, the regulations do not fully take into
account the differential credit risk and provision-
ing requirements between debt-based products
(Mudarababh, ljarah) and risk-sharing products (Mush-
arakah and Mudarabah). There is, therefore, a need to
better take into account the differential characteristics
of IB products while ensuring a level playing field for
Islamic and conventional banks.

Centralised Sharia boards that help standardise
industry practices and improve consumer percep-
tions have been established in only a limited number
of countries. Further strengthening Sharia govern-
ance frameworks towards centralised Sharia boards
could help ensure consistency in Sharia rulings within
jurisdictions. There is also a need for better integra-
tion of the Sharia audit function in the enforcement
process.

Supervisory reporting and processes should be
enhanced to allow adequate monitoring of Islamic
banking risks. Manuals should include guidelines for
supervisors on how to effectively undertake on-site
and off-site supervision, and rating systems should
include parameters that capture Islamic banking-
specific risks, including Sharia compliance risk.

Liquidity management frameworks need further
strengthening. In order to provide Islamic banks with
instruments and markets comparable to the ones
existing for conventional banks, more work is needed
to develop Sharia-compliant capital and interbank
markets, and to adapt central bank monetary opera-
tions, including the lender of last resort (LoLR) frame-
work. Regular sovereign issuance of tradable Sukuk
with different maturities would also help to provide a
benchmark pricing curve and to increase the provi-
sion of high-quality liquid assets (HQLAS).

Efforts to develop resolution frameworks and
Sharia-compliant deposit insurance schemes
(SCDIS) are also needed to facilitate orderly resolu-
tion of IBs, if and when stresses emerge. Special res-
olution frameworks for Islamic banks are needed that
also provide legal clarity on the treatment of invest-
ment accounts in resolution. Resolvability of large
and complex Islamic financial institutions (IFls) should
also be enhanced through recovery and resolution
planning. Strengthening SCDIS and other safety nets
should help promote financial stability in the jurisdic-
tions where IBs operate.

Source: Adapted from International Monetary Fund (2017b),
pp. 9-11.

jurisdictions that have gone furthest to implement international regulatory standards. The
same IMF report highlights the ‘uneven progress’ of countries in adapting their legal, regula-
tory and supervisory frameworks for Islamic banks and also notes that more work needs to
be done to develop more capital and liquidity instruments for Islamic banks. The IMF also
notes that there is a need to strengthen deposit insurance schemes to more strongly protect
depositors. Box 5.4 outlines the key regulatory issues facing Islamic banks and provides vari-
ous country examples.
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5.7 Comparing Islamic and conventional banks

Comparing Islamic and conventional banks

There has been a substantial literature aimed at investigating features of Islamic and
conventional banks. Abedifar et al. 2015 survey the literature and note that early empirical
work focuses on the efficiency and production technology features of banks (El-Gamal and
Inanoglu, 2005), whereas more recent studies examine areas including:

competition (Chong and Liu, 2009; Weill, 2011);

asset quality (Beck et al., 2013);

stability (Cihak and Hesse, 2010; Abedifar et al., 2013);

other risk dimensions including loan default rates (Baele et al., 2014).

Abedifar et al. (2013) investigate the risk and stability features of Islamic banking using a
sample of 553 banks from 24 countries between 1999 and 2009. They find that small Islamic
banks that are leveraged and based in countries with predominantly Muslim populations
have lower credit risk than conventional banks. Also, in terms of insolvency risk, small Islamic
banks appear more stable. Interestingly, they also find that income and expenses, as well
as the loan quality of Islamic banks, are less responsive to domestic interest rates changes
compared to conventional banks. A study by Mollah et al. (2016) used information from 14
countries, consisting of 52 Islamic banks and 104 conventional banks, to investigate whether
governance structures influence risk-taking and performance of Islamic banks vis-a-vis con-
ventional banks. They conclude that the governance structure of Islamic banks allows them
to take higher risks and achieve better performance because of product complexities and
transaction mechanisms. Narayhan and Phan (2018) review over 40 recent studies that com-
pare the financial features of Islamic and conventional banks. They have four main findings:

1 Onbank efficiency, there is mixed evidence with some studies finding Islamic banks to be
more efficient than conventional banks while others find not much difference between the
two types of banks.

2 Generally, relatively small Islamic banks tend to be more stable and are able to mitigate
risks better.

3 Islamic banks are characterised by better asset quality and are found to be less at risk of
failure compared to conventional banks.

4 TIslamic banks are more inclined toward funding SMEs.

Another detailed survey by Hassan and Aliyu (2018) confirms to a certain extent the ear-
lier review by Abedifar et al. (2015) that, apart from some notable exceptions, the empirical
literature generally suggests no major differences between Islamic and conventional banks
in terms of their efficiency, competition and risk features. The authors are also somewhat
skeptical about the operations of Islamic banks, suggesting that they have moved away from
PLS activity and are not really as resilient as earlier studies thought.
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5.8

Conclusion

Islamic banking and finance is a relatively new but growing part of the global financial indus-
try. Although Islamic banking and finance assets only account for less than 3 per cent of total
global financial assets, it has generated strong interest in recent years. Business is driven by
the desire to have financial services provided in a manner consistent with Muslim belief.
There remain substantial growth opportunities if one considers that around 24 per cent of
the world’s population in 2016 were Muslim and this is expected to grow to 27 per cent by
2030. Islamic banking and finance activity, while strongly linked to the countries of the GCC,
MENA and various Asian countries, is gradually expanding. London is competing, along with
New York, Dubai, Bahrain and Kuala Lumpur to position itself as the major Islamic finance
centre — even some major infrastructure projects like London’s Olympic Village and The Shard
were part-funded by sukuk issuance. Despite its differences to conventional interest-based
banking, the emergence of Islamic banking now provides consumers with a real choice. The
growth prospects for the Islamic banking and finance business remain promising.

Key terms

Debt-based financing Lease-based Non-profit and loss  Sharia
Figh muamalat financing sharing (NPLS) Sukuk
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REVISION QUESTIONS AND PROBLEN

5.1

5.2

5.3

5.4

5.5

How do Islamic banks reward depositors if the
payment of interest is prohibited?

How can Islamic banks earn revenue if they can-
not charge interest on their loans?

Only in two countries do Islamic banks have 100
per cent of the domestic banking market. What
are their key characteristics?

What region of the world is the leader (in terms
of assets size) in Islamic banking and finance?
What is financing revenue?

5.6

5.7
5.8

5.9
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5.8 Conclusion

Explain the difference between PLS and NPLS
activity in an Islamic bank.

What are takafuk and sukuk?

Discuss the main differences between Mudara-
bah, Murabahah and Musharakah.

Can you transfer funds from a conventional to an
Islamic bank?

What are gharar and haram in Islamic banking
and finance?
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6.1

Central banking

Learning objectives

To understand the role of central banks in the financial sector
To describe the main functions of a central bank

°
°

@ To understand the monetary policy functions of central banks

e To discuss the arguments for and against an independent central bank
°

To understand the relevance of central banks during crises

Introduction

The core functions of central banks in any countries are to manage monetary policy with the
aim of achieving price stability; to prevent liquidity crises, situations of money market disor-
ders and financial crises; and to ensure the smooth functioning of the payments system. This
chapter explores these issues and focuses in particular on the conduct of monetary policy,
distinguishing between instruments, targets and goals. Furthermore, it examines some basic
concepts as they relate to central banking theory. Specifically, the chapter investigates the
following fundamental areas:

@ What are the monetary policy functions of a central bank?
® Why do banks need a central bank?

o Should central banks be independent from government?

It is important to note that, in addition to monetary policy objectives, the majority of cen-
tral banks operate under the presumption that they have a policy responsibility for financial
stability. For example, the Bank of England’s primary functions are to maintain monetary
stability and oversee financial stability of the UK financial system. In addition, the Bank of
England acts as the lender of last resort and as the custodian of the official gold reserves in
the United Kingdom. The focus of this chapter is on the monetary policy function of central
banks. Issues relating to financial stability will be discussed in Chapter 8.
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What are the main functions of a central bank?

A central bank can generally be defined as a financial institution responsible for overseeing
the monetary system for a nation, or a group of nations, with the goal of fostering economic
growth without inflation. The main functions of a central bank can be listed as follows:

1 The central bank controls the issue of notes and coins (legal tender). Usually, the central
bank will have a monopoly of the issue, although this is not essential as long as the central
bank has power to restrict the amount of private issues of notes and coins.

2 It has the power to control the amount of credit-money created by banks. In other words,
it has the power to control, by either direct or indirect means, the money supply.

3 A central bank should also have some control over non-bank financial intermediaries that
provide credit.

4 Encompassing both points 2 and 3, the central bank should effectively use the relevant
tools and instruments of monetary policy in order to control:

e credit expansion;
e liquidity; and
e the money supply of an economy.

5 The central bank should oversee the financial sector in order to prevent crises and act as
a lender of last resort (LOLR) in order to protect depositors, prevent widespread panic
withdrawals and otherwise prevent the damage to the economy caused by the collapse of
financial institutions.

6 A central bank acts as the government’s banker. It holds the government’s bank account
and performs certain traditional banking operations for the government, such as deposits
and lending. In its capacity as banker to the government it can manage and administer the
country’s national debt.

7 The central bank also acts as the official agent to the government in dealing with all its gold
and foreign exchange matters. The government’s reserves of gold and foreign exchange
are held at the central bank. A central bank, at times, intervenes in the foreign exchange
markets at the behest of the government in order to influence the exchange value of the
domestic currency.

The first central banks were created in the 17th century (the Amsterdamse Wisselbank,
the Swedish Riksbank and the Bank of England). However, the dawn of central banks was in
the 19th century, as shown in Figure 6.1.

Central banks differ from country to country in their organisation and structure as well
as in the specific tasks carried out; their main tasks nowadays is to carry out a country’s
monetary policy function. Central banks usually also have important financial stability func-
tions, which become more prominent during times of financial turmoil. As central banks’
mandates in the economy expanded in the aftermath of the financial crisis, new challenges
arose in particular with respect to the balance between their accountability and independ-
ence as well as the increased risk of politicisation. Section 6.3 briefly introduces monetary
policy objectives.
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Figure 6.1 Dates of establishment of central banks
Source: Adapted from Bossu and Rossi (2019).

How does monetary policy work?

There are five major forms of economic policy (or, more strictly macroeconomic policy)
conducted by governments that are of relevance. These are monetary policy, fiscal policy,
exchange rate policy, prices and incomes policy, and national debt management policy.

@ Monetary policy is concerned with the actions taken by central banks to influence the
availability and cost of money and credit by controlling some measure (or measures) of
the money supply and/or the level and structure of interest rates.’

e Fiscal policy relates to changes in the level and structure of government spending and tax-
ation designed to influence the economy. As all government expenditure must be financed,
these decisions also, by definition, determine the extent of public sector borrowing or debt
repayment. An expansionary fiscal policy means higher government spending relative
to taxation. The effect of these policies would be to encourage more spending and boost
the economy. Conversely, a contractionary fiscal policy means raising taxes and cutting
spending.

e Exchange rate policy involves the targeting of a particular value of a country’s currency
exchange rate thereby influencing the flows within the balance of payments. In some
countries it may be used in conjunction with other measures such as exchange controls,
import tariffs and quotas.?

!See also Appendix A1.
2Note that exchange controls, tariffs and quotas are restricted or forbidden under a number of trade agree-
ments (such as those implemented by the EU and the World Trade Organization).
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e Aprices and incomes policy is intended to influence the inflation rate by means of either
statutory or voluntary restrictions upon increases in wages, dividends and/or prices.

e National debt management policy is concerned with the manipulation of the outstand-
ing stock of government debt instruments held by the domestic private sector with the
objective of influencing the level and structure of interest rates and/or the availability of
reserve assets to the banking system.

In this section we focus on what monetary policy involves. However, it must be remem-
bered that any one policy mentioned above will normally form part of a policy package, and
that the way in which that policy is employed will be dependent upon the other components
of that package. Box 6.1 provides essential background reading for this section on the concept

and functions of money.

In general, money is represented by the coins and
notes that we use in our daily lives; it is the commod-
ity readily acceptable by all people wishing to under-
take transactions. It is also a means of expressing a
value for any kind of goods or service. For econo-
mists, money is referred to as ‘money supply’ and
includes anything that is accepted in payment for
goods and services or in the repayment of debts. In
an economic system money serves four main func-
tions: (1) medium of exchange; (2) unit of account; (3)
store of value; and (4) standard of deferred payment.

1 Medium of exchange is probably the main func-
tion of money. If barter were the only type of trade
possible, there would be many situations in which
people would not be able to obtain the goods and
services that they wanted most. The advantage of
the use of money is that it provides the owner with
generalised purchasing power. The use of money
gives the owner flexibility over the type and
quantities of goods they buy, the time and place
of their purchases, and the parties with whom
they choose to deal. A critical characteristic of a
medium of exchange is that it be acceptable as
such. It must be readily exchangeable for other
things. It is usual for the government to designate
certain coins or paper currency as the medium of
exchange.

2 If money is acceptable as a medium of exchange
it almost certainly comes to act as a unit of
account by which the prices of all commodi-
ties can be defined and then compared. This, of
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course, simplifies the task of deciding how we
wish to divide our income between widely dispa-
rate items. For this reason, it is sometimes said
that money acts as a measure of value, and this
is true if value is taken to mean both price and
worth, the latter being a much more subjective
concept.

Money is also a liquid store of value in that it pro-
vides individuals with a means of holding and
accumulating their wealth in a form which can, at
any time, be converted immediately into goods
and services. When a person holds money as a
store of value they are effectively treating it as a
substitute to holding alternative forms of financial
assets such as bonds or deposit accounts. The
holder of money therefore foregoes the payment
of an explicit yield.

Money can also act as a standard of deferred
payment. Due to this function it is possible to
undertake a number of transactions in the pre-
sent and actually settle the account (or bill) at
some time in the future, e.g. buy now and pay
later. The sale and production of goods are made
easier by money performing this function since
goods and services can be acquired prior to
payment being made. Because money acts as a
standard of deferred payment the acquisition of
labour, raw materials and other goods and ser-
vices can be acquired, and the various parties
involved will know the sums involved and pay-
ments to be made at a future date. Although this
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Box 6.1 The concept and functions of money and monetary aggregates (continued)

particular function of money is not essential for
lending, borrowing and production to take place,
it certainly makes such activities easier. Money’s
function as a standard for deferred payment may
be questioned in times of high inflation where the
real value of money declines rapidly. In such situ-
ations the debtor would benefit from a deferred
payment. However, the meaning of the function
of money as a standard for deferred payment is
that it permits commercial lending to take place.
A borrower can agree that if a lender supplies
them with ten units of money today, they will pay
back eleven units in (say) three months’ time. The
charging of interest has become possible.

The formal definition of what constitutes money is
summarised by central banks’ definitions of what they
call monetary aggregates.

Bank of England

In the UK, for example, official estimates of the money
supply have been published since 1966. The earli-
est definition of the money supply was a broad one
covering notes and coin held by UK non-banks and
deposits (in both sterling and foreign currency) held
by UK residents with banks in the UK. From 1970
onwards, this definition has been amended and
supplemented on a number of occasions, reflect-
ing developments in the financial system and policy.
Common practice among central banks is to con-
struct monetary aggregates from a list of monetary
assets by adding together those that are considered
to be likely sources of monetary services. The mon-
etary aggregates play a role in the formulation of
the monetary policy. In the UK, MO is the narrowest
measure of money stock and M4 the broadest.

MO = sterling notes and coins

+ banks’ operational deposits with the

Bank of England
M4 = UK private sector other than MFls

holdings of:

+ sterling notes and coins

+ sterling deposits, including certificates of
deposit

+ commercial paper, bonds, floating rate
notes (FRNs) and other instruments up to
and including five years’ original maturity
issued by UK MFls

+ claims on UK MFIs arising from repos
+ estimated holdings of sterling bank bills

+ 35 per cent of the sterling inter-MFI
difference

Note that MFls comprise the central bank (i.e.
banking department and issue department of the
Bank of England), other banks and building societies
(see also Section 2.3). The inter-MFI difference is the
difference between MFIs’ liabilities attributed to other
MFIs and MFIs’ assets attributed to other MFlIs. In
theory, these items should be equal but in practice
small reporting errors cause a difference. Deposits
include sight deposits that are funds that can be
converted immediately and without restrictions into
cash; and time deposits, that are funds invested at
a bank for a fixed period of time and that the inves-
tor cannot access until the end of an agreed period
(e.g. 30- and 60-day savings accounts). Certificates
of deposit (CD) are negotiable certificates confirming
that a (usually large) deposit has been made for a
specified period of time with a bank.

M4 can be analysed either in terms of its compo-
nents — cash and deposits — or of its asset counter-
parts, which represent the other side of the banks’
and building societies’ balance sheets (and must,
as an accounting identity, sum to the same). These
counterparts include banks’ and building societies’
lending to the private sector and their transactions
with the public sector and with overseas residents.

European Central Bank

The European Central Bank’s definition of monetary
aggregates is slightly different from the Bank of Eng-
land’s detailed above. In line with international prac-
tice, the euro-system has defined a narrow aggregate
(M1), an ‘intermediate’ aggregate (M2) and a broad
aggregate (M3). These aggregates differ with regard
to the degree of ‘moneyness’ of the assets included.
These are defined as:

® Narrow money (M1) includes currency (i.e. bank
notes and coins), as well as balances which can
immediately be converted into currency or used
for cashless payments (i.e. overnight deposits).

® Intermediate money (M2) comprises narrow
money (M1) and deposits with a maturity of up
to two years and deposits redeemable at a period
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of notice of up to three months. The definition
of M2 reflects the particular interest in analys-
ing and monitoring a monetary aggregate that, in
addition to currency, consists of deposits which
are liquid.

Broad money (M3) comprises M2 and marketable
instruments issued by the MFI sector. Certain
money market instruments, in particular money

market fund (MMF) shares/units and repurchase
agreements are included in this aggregate. A high
degree of liquidity and price certainty make these
instruments close substitutes for deposits. As a
result of their inclusion, M3 is less affected by sub-
stitution between various liquid asset categories
than narrower definitions of money and is there-
fore more stable.

Monetary policy relates to the control of some measure (or measures) of the money supply
and/or the level and structure of interest rates. Much greater emphasis nowadays is placed
on monetary policy within a government’s policy package. This is because a broad consensus
has emerged that suggests that price stability is an essential pre-condition for achieving the
central economic objective of high and stable levels of growth and employment. Monetary
policy is viewed as the preferred policy choice for influencing prices.

Although traditionally the choice of monetary policy over fiscal policy as the main policy
tool was viewed as a matter of ideological choice, nowadays it is seen more as a pragmatic
solution. As it is widely recognised that high and variable inflation harms long-term growth
and employment, policy makers have tended to focus on those policies that appear to be most
successful in dampening inflationary pressures. Price stability, therefore, has become a key
element of economic strategy, and monetary policy is widely accepted as the most appropri-
ate type of policy to influence prices and price expectations.

The preference for using monetary policy over other types of policy relates to two main
factors — the role of the monetary authorities (central banks) as sole issuers of banknotes
and bank reserves (known as the monetary base) and the long-run neutrality of money (see
below).

The central bank is the monopoly supplier of the monetary base and as a consequence can
determine the conditions at which banks borrow from the central bank. The central bank can
influence liquidity in the short-term money markets and so can determine the conditions
at which banks buy and sell short-term wholesale funds. By influencing short-term money
market rates, the central bank influences the price of liquidity in the financial system and this
ultimately can impact on various economic variables such as output or prices.

In the long run a change in the quantity of money in the economy will be reflected in a
change in the general level of prices but it will have no permanent influence on real variables
such as the level of (real) output or unemployment. This is known as the long-run neutrality of
money. The argument goes that real income, or the level of employment is, in the long term,
determined solely by real factors, such as technology, population growth or the preferences
of economic agents. Inflation is therefore solely a monetary phenomenon.

As a consequence, in the long run:

e acentral bank can only contribute to raising the growth potential of the economy by main-
taining an environment of stable prices;

@ economic growth cannot be increased through monetary expansion (increased money
supply) or by keeping short-term interest rates at levels inconsistent with price stability.



6.4 Monetary policy functions of a central bank

In the past it has been noted that long periods of high inflation are usually related to
high monetary growth. While various other factors (such as variations in aggregate demand,
technological changes or commodity price shocks) can influence price developments over
the short period, over time these influences can be offset by a change in monetary policy.

6.4 Monetary policy functions of a central bank

The most important function of any central bank is to undertake monetary control operations.
Typically, these operations aim to administer the amount of money (money supply) in the
economy and differ according to the monetary policy objectives they intend to achieve. These
latter are determined by the government’s overall macroeconomic policies (see Box 6.2).

]

Monetary policy is one of the main policy tools used
to influence interest rates, inflation and credit avail-
ability through changes in the supply of money (or
liquidity) available in the economy. It is important to
recognise that monetary policy constitutes only one
element of an economic policy package and can be
combined with a variety of other types of policy (e.g.
fiscal policy) to achieve stated economic objectives.
Historically, monetary policy has, to a certain extent,
been subservient to fiscal and other policies involved
in managing the macro economy, but nowadays it can
be regarded as the main policy tool used to achieve
various stated economic policy objectives (or goals).
These vary across central banks. The main objectives
of economic (and monetary) policy include:

® High employment - often cited as a major goal
of economic policy. Having a high level of unem-
ployment results in the economy having idle
resources that result in lower levels of production
and income, lower growth and possible social
unrest. However, this does not necessarily mean
that zero unemployment is a preferred policy goal.
A certain level of unemployment is often felt to be
necessary for the efficient operation of a dynamic
economy. It will take people a period of time to
switch between jobs, or retrain for new jobs, and
so on — so even near full employment there may
be people switching jobs who are temporarily out
of work. This is known as frictional unemploy-
ment. In addition, unemployment may be a con-
sequence of mismatch in skills between workers

and what employers want — known as structural
unemployment. (Typically, although structural
unemployment is undesirable monetary policy
cannot alleviate this type of unemployment). The
goal of high employment, therefore, does not aim
to achieve zero unemployment but seeks to obtain
a level above zero that is consistent with match-
ing the demand and supply of labour. This level
is known as the natural rate of unemployment.
Milton Friedman (1968) defined the natural rate
of unemployment as the level of unemployment
which resulted from real economic forces, the long
run level of which could not be altered by mon-
etary policy. There is a large economic literature
on measuring the natural rate of unemployment,
although with little consensus on a measure, as
shifts in local labour market conditions, changes in
both labour supply and labour demand can influ-
ence the natural rate of unemployment.

Price stability — considered an essential objective
of economic policy, given the general wish to avoid
the costs associated with inflation. Price stability
is viewed as desirable because rising price levels
create uncertainty in the economy, and this can
adversely affect economic growth. Many econo-
mists (but by no means all) argue that low inflation
is a necessary prerequisite for achieving sustain-
able economic growth. Some central banks (e.g.
the European Central Bank) list price stability as a
primary objective. A formal adoption of an inflation
target is one way to control the general rise in the
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price level. For more information on how inflation
targeting works, see e.g. Hammond (2012).

Stable economic growth — provides for the
increases over time in the living standards of
the population. The goal of steady economic
growth is closely related to that of high employ-
ment because firms are more likely to invest when
unemployment is low — when unemployment
is high, and firms have idle production they are
unlikely to want to invest in building more plants
and factories. The rate of economic growth should
be at least comparable to the rates experienced by
similar nations.

Financial market stability — also an important
objective of public policy and one major concern
of central banks. A collapse of financial markets
can have major adverse effects on an economy.
The crisis that hit the global financial system in
2007-2009 caused a sharp contraction in output,
weakened the effectiveness of the transmission
mechanism and contributed to inefficient capital
allocation. A similar crisis occurred in 1929, when
the US Wall Street Crash resulted in a fall of manu-
facturing output by 50 per cent and an increase
in unemployment to 25 to 30 per cent of the US
workforce by 1932. (Over 11,000 banks closed
over this period.) Such major crises may be rare,
but they do highlight the serious consequences of
financial crises. A less dramatic example of how
policy makers view the adverse effects of a cri-
sis in financial markets relates to the case of the
US-based hedge fund Long-Term Capital Manage-
ment. In September 1998 the US Federal Reserve
organised a rescue of Long-Term Capital Manage-
ment, a very large and prominent hedge fund on

the brink of failure. The monetary authorities inter-
vened because they were concerned about the
serious consequences for world financial markets
if they allowed the hedge fund to fail. Note that
financial market stability is influenced by stabil-
ity of interest rates because increases in interest
rates can lead to a decrease in the value of bonds
and other investments resulting in losses in the
holders of such securities. In early 2020, the fast
spread of Covid-19 delivered an unprecedented
macro-economic shock, bringing international
uncertainty and pushing the world economy into
a recession much faster than any previous crisis.
The shutdown of the bulk of economic activity
has placed the financial system under strain, so
prompt actions have been taken by the authorities
to monitor financial stability risks.

Stability in foreign exchange markets — has
become a policy goal of increasing importance
especially in the light of greater international trade
in goods, services and capital. A rise in the value
of a currency makes exports more expensive (an
increase in the value of sterling relative to the
dollar means that consumers in the US have to
pay more for UK goods), whereas a decline in the
value of a currency leads to domestic inflation (if
sterling declines relative to the dollar, US goods
sold in the UK become more expensive). Extreme
adverse movements in a currency can therefore
have a severe impact on exporting industries and
can also have serious inflationary consequences if
the economy is open and relatively dependent on
imported goods. Ensuring the stability of foreign
exchange markets is therefore seen as an appro-
priate goal of economic policy.

At first glance it may appear that all these policy objectives are consistent with one
another, but conflicts do arise. The objective of price stability can conflict with the objec-
tives of interest rate stability and full employment (at least in the short run) because as an
economy grows and unemployment declines, this may result in inflationary pressures forcing
up interest rates. If the monetary authorities do not let interest rates increase this could fuel
inflationary pressures, yet if they do increase rates then unemployment may occur. These
sorts of conflicts create difficulties for the authorities in conducting monetary and other
macroeconomic policy.

Typically, the most important long-term monetary target of a central bank is price sta-
bility that implies low and stable inflation levels. As shown in Figure 6.2 such a long-term
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Figure 6.2 Monetary policy instruments, targets and goals

goal can only be attained by setting short-term operating targets. Operating targets are usu-
ally necessary to achieve a particular level of interest rates, commercial banks’ reserves or
exchange rates. Often, they are complemented by intermediate targets such as a certain level
of long-term interest rates or broad money growth (monetary aggregates). In choosing the
intermediate targets, policy makers should take into account the stability of money demand
and the controllability of the monetary aggregate. The chosen target should also be a good
indicator of the effect of the monetary policy decision on the price stability target. Broad
aggregates normally show higher stability and display better indicator properties than nar-
row aggregates. In contrast, in the short term narrow aggregates are easier to control via
official interest rates than broad aggregates. Although central banks cannot use monetary
policy instruments directly to affect intermediate targets, they can use them to affect operat-
ing targets, such as reserve money and short-term interest rates, which influence movements
in intermediate variables.

Let us now focus on the tools or instruments of monetary policy. In the past, it was com-
mon for central banks to exercise direct controls on bank operations by setting limits either to
the quantity of deposits and credits (e.g. ceilings on the growth of bank deposits and loans),
or to their prices (by setting maximum bank lending or deposit rates). As a result of the sig-
nificant financial liberalisation process aimed at achieving an efficient allocation of financial
resources in the economy, there has been a movement away from direct monetary controls
towards indirect ones (Gray and Talbot, 2006).

Indirect instruments influence the behaviour of financial institutions by affecting initially
the central banks’ own balance sheet. In particular the central bank will control the price or
volume of the supply of its own liabilities (reserve money) that in turn may affect interest
rates more widely and the quantity of money and credit in the whole banking system.

To understand how a central bank can direct and control the money supply through indi-
rect instruments it is essential to first evaluate the role and importance that the different
classes of assets and liabilities detailed in its balance sheet have for monetary policy.

As any other bank, the central bank has to produce a financial statement each year (for
more details on banks’ accounts see Chapter 9) and the items contained in its balance sheet
do not differ substantially from those of commercial banks. Table 6.1 illustrates a simplified
central bank balance sheet.

The asset side of the balance sheet of any central bank includes two asset types: net foreign
reserves and domestic claims. These are typically represented by loans and advances (to
banks and other institutions) and debt securities. On the liability side, it is possible to identify
the so-called ‘high powered’ money or monetary base (currency and reserves), other deposits
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Table 6.1 A simplified central bank balance sheet

Assets Liabilities

Foreign assets Reserve money

Domestic assets Currency in circulation

Claims on government and public enterprises Reserves of commercial banks
Claims on the private sector Foreign liabilities

Claims on domestic money banks Other deposits of commercial banks
Claims on other financial sector entities Central bank securities

Government deposits
Others
Equity capital
Total Total
Source: Adapted from Filardo and Yetman (2011), Table 1.

of banks and other institutions (e.g. the government), the central bank’s own securities and
equity capital. This latter includes accumulated profits/losses and transfers of resources from
the government.

Central banks’ balance sheets have expanded markedly. Financial crises and economic
downturns have resulted in unusual and/or extraordinary measures that are reflected in sub-
stantial changes in both the structure and size of central banks’ balance sheets. In the UK, the
money market reforms of 18 May 2006 and the measures implemented after the 2007-2009
crisis had a substantial effect on the Bank of England’s balance sheet. ‘Unprecedented’ expan-
sion trends in central banks’ balances sheets are found both in the US and eurozone and in
Asia Pacific, with China leading the trend. In most cases changes have been driven by the
growth in net foreign assets, particularly US$ denominated bonds. Table 6.2 reports selected
balance sheet data for the Bank of England (as published on 29 February 2019).

If we focus on the asset side, it is possible to see that the item ‘other loans and advances’
represents the most significant asset of the Bank of England (73.97 per cent) while on the
liability side, deposits from banks and other financial institutions are the largest proportion
(82.95 per cent). These latter are the reserve balances, i.e. current account balances held by
commercial banks at the Bank of England.

As discussed in Box 6.3, currently commercial banks earn an interest on their reserves that
is equal to the Bank official rate and this represents a key part in the implementation of the
UK’s monetary policy (Hauser, 2019). Since March 2009 there has been a sharp increase in
reserves balances and this reflects the fact that asset purchases under the Monetary Policy
Committee (MPC)’s policy of quantitative easing (QE) have been financed by increasing
reserves balances (see Section 6.4.5 for a specific discussion of unconventional monetary
policy tools). To steer the quantity towards the required target, the Bank of England uses its
open market operations.

The indirect instruments used by central banks in monetary operations are generally clas-
sified into:

e open market operations (OMOs);

e discount window (also known as standing facilities); and

@ reserve requirements.
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Table 6.2 Balance sheet, Bank of England

(Em)

Assets
Cash and balances with other central banks 698
Loans and advances to banks and other financial 136,222
institutions
Other loans and advances 445,002
Securities held at fair value through profit and loss 6,064
Derivative financial instruments 156
Available for sale securities =
Securities held at amortised cost =
Securities held at fair value through other comprehensive 10,302
income 1,249
Inventories 5
Property, plant and equipment 412
Intangible assets 47
Retirement benefit assets 927
Other assets 499

Total assets (100%) 601,583
Liabilities
Deposits from central banks 9,922
Deposits from banks and other financial institutions 495,406
Deposits from banks — cash ratios deposits 7,884
Other deposits 76,799
Foreign currency bonds in issue 6,042
Derivative financial instruments 111
Current tax liabilities -
Deferred tax liabilities 289
Retirement benefit liabilities 207
Other liabilities 573

Total liabilities (100%) 597,233
Equity
Capital 15
Retained earnings 3,076
Other reserves 1,259

Total equity attributable to 4,350

shareholder

Total liabilities and equity 601,583

Source: Bank of England (2019) Annual Report and Accounts.
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The MPC has responsibility within the Bank of Eng-
land for formulating monetary policy. The MPC
announces the interest rate decision the first Thurs-
day of every month at 12 noon, reviewing the short-
term official bank rate (also referred to as ‘policy
rate’ or ‘base rate’) in response to economic condi-
tions. In the United Kingdom, the bank rate (0.1 per
cent since 19 March 2020) is the overnight interest
rate at which the Bank of England lends to financial
institutions. In setting this key rate, the Bank con-
siders the amount at which banks borrow from each
other overnight.

The official bank rate replaces the repo rate that
was used prior to the May 2006 reforms to the Bank’s
framework for its operations in the sterling money
market. These changes allow banks and building
societies that hold cash ratio deposits (CRDs) at the
Bank of England to place additional deposits over-
night in an account at the central bank.? These assets
are called reserve balances and they represent claims
on the central bank. Their role includes the follow-
ing: (1) they are the most liquid risk-free assets in the
economic system, together with banknotes; (2) they
are the ultimate assets for settling payments between
customers of different banks; and (3) they facilitate
banks’ liquidity management that derives from typi-
cal lending and borrowing bank activities. In recent
years, as a result of the quantitative easing, the hold-
ing of reserves has increased significantly. The Bank
invests the CRDs in interest-yielding assets, generat-
ing income to fund its policy functions. Any gains or
losses will be recognised in the Bank’s capital.

Since 2009 the Bank of England pays reserves
balances an interest that is typically the bank rate.
By doing so the Bank keeps market interest rates
in line with the bank rate and establishes an impor-
tant benchmark short-term risk-free rate. Banks can
decide to change their holdings of reserves daily to
meet day to day liquidity needs. The bank rate will
affect the rates banks are willing to charge or pay
on short-term loans or borrowing in the money mar-
ket. In the longer term, money markets rates will be
influenced by expectations about future bank rates.
Consumer and business demand (i.e. the aggregate
spending) will be affected by changes in the bank
rate through several channels in the transmission
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mechanism of monetary policy, namely by changes in
(1) the deposit and lending rates charged by commer-
cial banks and building societies, (2) financial assets
prices (e.g. bonds and equities) and (3) exchange
rates (for more details, see Box 6.5).

In the context of the monetary framework opera-
tions of the Bank of England, operational standing
facilities (OSFs) have two roles: (1) to provide an
arbitrage mechanism in normal market conditions to
prevent money market rates moving far away from
the Bank rate (and therefore they are a vital part of
implementing monetary policy) and (2) to provide a
means for participating banks to manage unexpected
payment shocks which may arise due to technical
problems in banks’ own systems or in the market-
wide payments and settlements infrastructure.

The OSFs allow participating institutions to
deposit reserves with or borrow reserves directly
from the Bank on a bilateral basis throughout each
business day. The operational standing lending facil-
ity takes the form of an overnight repo transaction
against high-quality, highly liquid collateral. The oper-
ational standing deposit facility takes the form of an
unsecured deposit with the Bank. On those terms,
the OSFs are available in unlimited size. Commercial
banks borrowing from the lending facility are required
to pay a premium over bank rate, while those placing
reserves in the deposit facility are remunerated at a
rate below bank rate. Commercial banks will typically
be unwilling to deal in the market on worse terms than
those available at the Bank — for example, if market
rates are above the lending facility rate, banks will
tend to borrow from the Bank in preference to the
market. So the OSF rates establish a corridor around
bank rate and help limit volatility in overnight market
interest rates while incentivising banks to manage
their liquidity prudently.

Note: # Cash ratio deposits (CRDs) are non-interest bearing
deposits lodged with the Bank of England by eligible institutions
(i.e. banks and building societies), who have reported average
eligible liabilities (ELs) of over £600 million over a calculation
period. The level of each institution’s CRD is currently calculated
twice-yearly (currently in May and November) at 0.30 per cent
(up from 0.18 per cent in the previous period) of average ELs,
over the previous six end-calendar months, in excess of £600mn.
The value bands and ratios were specified by HM Treasury in

the Cash Ratio Deposits (Value Bands and Ratios) Order 2018
No 633.
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6.4 Monetary policy functions of a central bank

Open market operations are by far the most common means of implementing conven-
tional monetary policy and they are used by central banks all over the world. By injecting
(or absorbing) liquidity in (or from) the banking sector central banks manipulate the short-
term interest rate and the money supply in the economy. However, there are variations in the
way central banks use these instruments and conduct these operations across countries. For
useful summary tables comparing frameworks across countries see Bank for International
Settlements (2019Db).

Debt securities and open market operations

Debt securities are mainly represented by Treasury securities (i.e. government debt) that
central banks use in open market operations. These operations are the most important tools
by which central banks can influence the amount of money in the economy.

Although the practical features of open market operations may vary from country to coun-
try, the principles are the same: the central bank operates in the market and purchases or
sells government debt to the non-bank private sector. In general, if the central bank sells gov-
ernment debt the money supply falls (all other things being equal) because money is taken
out of bank accounts and other sources to purchase government securities. This leads to an
increase in short-term interest rates. If the government purchases (buys-back) government
debt this results in an injection of money into the system and short-term interest rates fall.
As a result, the central bank can influence the portfolio of assets held by the private sector.
This will influence the level of liquidity within the financial system and will also affect the
level and structure of interest rates (see Figure 6.3).

The main attractions of using open market operations to influence short-term interest
rates are as follows:

e they are initiated by the monetary authorities who have complete control over the volume
of transactions;

e open market operations are flexible and precise — they can be used for major or minor
changes to the amount of liquidity in the system;

o they can easily be reversed;
@ open market operations can be undertaken quickly.

Open market operations are the most commonly used indirect instruments of monetary
policy in developed economies. One of the main reasons for the widespread use of open

If the central bank sells
Instruments or > government securities the
tools of monetary money supply decreases
policy

If the central bank buys
1) OMOs —>-| government securities the
money supply increases

Figure 6.3 Open market operations: outright
purchases of government securities
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market operations relates to their flexibility in terms of both the frequency of use and scale
(i.e. quantity) of activity. These factors are viewed as essential if the central bank wishes to
fine-tune its monetary policy. In addition, OMOs have the advantage of not imposing a tax
on the banking system.

In the United Kingdom, the Bank of England uses open-market operations (outright buy-
ing and selling of securities) to supply, in aggregate, the reserves that banks need to meet
their collected targets. However, the amount of reserves that it aims to supply is affected by
the banks’ reserves targets as well as the expected impact of other factors that may influence
the supply, such as an increase in the demand for banknotes (Bank of England, 2012b). The
Bank of England may also supply banks with funds temporarily by using ‘repo’ agreements,
i.e. sale and repurchase agreements relating to financial assets. For example, it may engage
in gilt repo transactions, whereby the Bank purchases gilt-edged securities from private
sector counterparties with a legally binding commitment that the securities will be repur-
chased by the counterparties at a pre-determined price and date. Gilt repos are, in effect,
cash loans with the gilt-edged securities used as collateral. While the stance of monetary
policy is expressed as the level of the Bank Rate (see Box 6.3), under the current operational
framework two types of open market operations can be used to supply reserves: short-term
and long-term. The former are aimed to ensure that the Bank of England rate does not diverge
from the interbank rate and to steer the quantity of reserves to the amount necessary for the
banking system as a whole to meet its targets. The latter have been introduced to provide a
sort of liquidity insurance as the Bank of England offers to lend reserves for longer periods
against a broad range of collateral (Clews et al., 2010).

Loans to banks and the discount window

The second most important monetary policy tool of a central bank is the so-called discount
window (in the United Kingdom this tool is often referred to as ‘standing facilities’). It is an
instrument that allows eligible banking institutions to borrow money from the central bank,
usually to meet short-term liquidity needs. By changing the discount rate, that is, the interest
rate that monetary authorities are prepared to lend to the banking system, the central bank
can control the supply of money in the system. If, for example, the central bank is increasing
the discount rate, it will be more expensive for banks to borrow from the central bank so
they will borrow less thereby causing the money supply to decline. Vice versa, if the central
bank is decreasing the discount rate, it will be cheaper for banks to borrow from it so they
will borrow more money (Figure 6.4).

The higher the discount rate,
Instrumentsor > the lower the amount of funds
tools of monetary that banks will decide to borrow

policy

. . The lower the discount rate,
2) Discount window |-»-|the higher the amount of funds
that banks will decide to borrow

Figure 6.4 Discount window
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Manipulation of the discount rate can therefore influence short-term rates in the market.
For instance, the eurozone’s discount rate is known as a ‘marginal lending facility’, which
offers overnight credit to banks from the euro system. Table 6.3 summarises the Eurosystem
monetary policy operations.

In the United States, when the Federal Reserve System was established in 1913, lending
reserve funds through the discount window was intended to be the most important instru-
ment of central banking operations but it was soon replaced by open market operations.
Indeed, today banks are discouraged from using this type of borrowing.? Direct lending to
banks can also occur through the central bank’s lender of last resort (LOLR) function. By act-
ing as a lender of last resort the central bank provides liquidity support directly to individual
financial institutions if they cannot obtain finance from other sources. Therefore, it can help
to prevent financial panics. Some drawbacks of this function are discussed in Section 6.5.1.

Table 6.3 Eurosystem monetary policy operation

Monetary policy

Types of instruments

operations Liquidity providing Liquidity absorbing Maturity Frequency Procedure
Open market operations
Main refinancing ® Reverse 1 week Weekly Standard
operations transactions Tenders
Longer-term refi- ® Reverse 3 months Monthly Standard
nancing operations transactions Tenders
Fine tuning o Reverse Reverse Non-standardised Non-regular Quick tenders
operations transactions transactions
e Foreign exchange Collection of fixed- Bilateral
swaps term deposits procedures
Foreign exchange
swaps
Structural ® Reverse Issuance of debt Standardised/ Regularand Standard
operations transactions certificates non-standardised non-regular tenders
e Outright Outright sales Non-regular Bilateral
purchases procedures
Standing facilities
Marginal lending Reverse transactions Overnight Access at the discretion of
facility counterparties
Deposit facility Deposits Overnight Access at the discretion of

counterparties

Minimum reserves*

The Eurosystem requires credit institutions to hold minimum reserves on accounts with the national central banks.
Until January 2012 the reserve ratio was a minimum of 2 per cent for the majority of the items for which the reserve
base applies (deposits, debt securities and money market paper). Since then, the ratio has been lowered to 1 per cent.
Reserve holdings are remunerated at the Eurosystem’s rate on its main refinancing operations.

Source: www.ecb.europa.eu/mopo/implement/html/index.en.html See also The Governing Council of the European Central Bank
(2018). Published on the Official Journal of the European Union (L 95/123 of 13/04/2018).
Note: “Regulation (EC) No. 1745/2003 of the European Central Bank of 12 September 2003 on the application of minimum reserves
(ECB/2003/9) (OJ L 250, 2.10.2003, pp. 10-16).

3For more details, see www.frbdiscountwindow.org
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Reserve requirements

Banks need to hold a quantity of reserve assets for prudential purposes. If a bank falls to its
minimum desired level of reserve assets it will have to turn away requests for loans or else
seek to acquire additional reserve assets from which to expand its lending. The result in either
case will generally be a rise in interest rates that will serve to reduce the demand for loans.

The purpose of any officially imposed reserve requirements is effectively to duplicate this
process. If the authorities impose a reserve requirement in excess of the institutions’ own
desired level of reserves (or else reduce the availability of reserve assets) the consequence
will be that the institutions involved will have to curtail their lending and/or acquire addi-
tional reserve assets. This will result in higher interest rates and a reduced demand for loans
that, in turn, will curb the rate of growth of the money supply.

By changing the fraction of deposits that banks are obliged to keep as reserves, the central
bank can control the money supply. This fraction is generally expressed in percentage terms
and thus is called the required reserve ratio: the higher the required reserve ratio, the lower
the amount of funds available to the banks. Vice versa, the lower the reserve ratio required by
the monetary authorities, the higher the amount of funds available to the banks for alterna-
tive investments (see Figure 6.5).

The advantage of reserve requirements as a monetary policy tool is that they affect all
banks equally and can have a strong influence on the money supply. However, the latter can
also be a disadvantage, as it is difficult for the authorities to make small changes in money
supply using this tool. Another drawback is that a call for greater reserves can cause liquidity
problems for banks that do not have excess reserves.* If the authorities regularly make deci-
sions about changing reserve requirements it can cause problems for the liquidity manage-
ment of banks. In general, an increase in reserve requirements affects banks’ ability to make
loans and reduces potential bank profits because the central bank pays no interest on reserves.

In some countries, such as in the United States, Japan and eurozone, central banks use
reserve requirements now and again as a monetary policy tool. However, in reality they are
rarely used compared with OMOs and the discount window. In fact, various central banks
(such as those in Canada, Mexico, Sweden and the UK) have eliminated them entirely.® The
main reason for this is that the application of reserve ratios discriminates against banks (as
other financial firms do not have to hold reserves at the central bank). Also, many banks may
have internal resources well in excess of minimum reserve requirements and so any call to

The higher the required reserve

Instruments or —>-| ratio, the lower the amount of
tools of monetary funds available to the banks
policy

The lower the required reserve
3) Reserve requirements |—>-| ratio, the higher the amount of
funds available to the banks

Figure 6.5 Reserve requirements

“4“Excess reserves’ can be defined as additional reserves that banks decide to hold over the present mandatory

requirements.
5 (Data correct as of September 2019).
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increase reserves from the authorities can easily be achieved without affecting bank behav-
iour in a significant fashion.

In the United Kingdom, compulsory reserve requirements were used during most of the
post-war period but were abandoned as a monetary policy tool in the late 1970s especially
as a result of the processes of deregulation and innovation. There are, however, compulsory
cash ratio deposits (CRD) — not used for monetary policy purposes — determined by the Bank
of England that are non-interest bearing deposits of eligible institutions (i.e. banks and build-
ing societies) that have reported average liabilities greater than £600m over a calculation
period. The level of CRD is calculated twice-yearly (currently in May and November) at 0.30
per cent of average eligible liabilities (see Box 6.4).

Reserve requirements are often referred to as instruments of portfolio constraint. It
means that they may be imposed by the authorities on the portfolio structure of financial
institutions, with the purpose of influencing credit creation and, possibly, the type of lending
taking place. Other instruments of portfolio constraint that are potentially available for use
include: special deposits, moral suasion and direct controls.

Other instruments of portfolio constraint

6.4.4.1 Special deposits

In the United Kingdom, special deposits are deposits that the Bank of England may require
from certain banking institutions. These deposits, equal to a specified proportion of cer-
tain elements of bank’s deposit liabilities, are then ‘frozen’ at the Bank of England and
may not be used as part of the reserve asset base for lending purposes. While they are
particularly discriminatory as regards the institutions to which they apply, they do have a
very rapid impact upon the ability of these institutions to create credit and are useful for
drawing off any excess reserve assets within the system. At present, they are not used for
monetary policy purposes. During the 1970s the Bank of England used a scheme known
as ‘supplementary special deposits’. These were deposits that banking institutions had to
make at the Bank of England if the growth rate of some interest-bearing deposit liabilities
exceeded an upper limit set by the Bank. The Bank of England operated this mechanism,
referred to as the ‘corset’, on a periodic basis between 1973 and 1980. Institutions exceed-
ing the specified growth rate for liabilities were required to make supplementary special
deposits with the Bank on a scale dependent upon the extent of the overshoot. Supple-
mentary special deposits could not be used as part of the reserve asset base by banks, and
they attracted no interest payment. The main objective of special deposits is to remove
excess liquidity from the system if bank deposit growth (and therefore loan growth) is
increasing too rapidly.

6.4.4.2 Moral suasion

Moral suasion refers to the range of informal requests and pressure that the authorities may
exert over banking institutions. The extent to which this is a real power of the authorities
relative to direct controls is open to question, since much of the pressure that the authorities
would exert involves the institutions having to take actions that might not be in the banks’
commercial interests. However, the position and potential power of the authorities prob-
ably provides them with some scope to use moral suasion, which may perhaps be utilised
most effectively in the context of establishing lending priorities rather than absolute limits
to credit creation.
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6.4.4.3 Direct controls

Direct controls involve the authorities issuing directives in order to attain particular interme-
diate targets. For example, the monetary authorities might impose controls on interest rates
payable on deposits, may limit the volume of credit creation or direct banks to prioritise lend-
ing according to various types of customer. Although these direct controls have the benefits
of speed of implementation and precision, they are discriminating towards the institutions
involved and are likely to lead to disintermediation as both potential borrowers and potential
lenders seek to pursue their own commercial interests. Their use, therefore, is perhaps best
reserved for short-term requirements not least since their effectiveness will tend to decline
the longer they are applied. Such controls, however, are widely used in many developing
countries where the authorities may force banks to (say) lend a certain percentage of loan-
book to ‘priority sectors’.

6.4.4.4 The decline in use of portfolio constraints

In contrast to market intervention instruments (OMOs and standing facilities), instruments
of portfolio constraint tend to have a narrow and therefore distorting impact. Although in
principle they could be applied to a wide range of financial institutions, in the past in the
UK and in the United States they have been applied only to banking institutions. The result
of this is that banks have, in effect, been discriminated against. It should also be noted that
disintermediation has often occurred as potential borrowers have sought alternative sources
of funds, from outside of the monetary control regime.

As we noted in the case of reserve requirements, there has generally been a decline in
the use of portfolio constraints as a tool of monetary policy in the world’s largest economies
(although they are still prevalent in many developing countries).

Portfolio constraints are less widely used in the developed world for the following reasons:

e Deregulation and increasing competition in the provision of financial services and prod-
ucts traditionally offered by banks have broadened considerably the number and type
of institutions that would need to be brought within the control regime. Defining and
implementing effective portfolio constraints would be difficult and open to controversy.

e Disintermediation, primarily involving large companies, has undermined portfolio con-
straints. By contrast, the use of market intervention allows the authorities to influence
all relevant parts of the financial system, with monetary control coming via the price of
credit.

e Throughout the 1950s, 1960s and 1970s, when portfolio constraints were used exten-
sively, most countries maintained a system of foreign currency exchange control. This
restriction on the movement of funds to and from abroad prevented borrowers from seek-
ing finance from overseas when domestic monetary policy was restrictive. These exchange
controls had the effect of supporting the portfolio constraints but (for many countries)
they now no longer exist, with the result that domestic borrowers have much greater scope
to seek funds from overseas.

e Portfolio constraints are regarded as inimical to competition because they place restric-
tions, of one kind or another, on the business freedom and growth of banks and other
intermediaries falling within the constraints. Also, markets are distorted and economic
efficiency tends to be undermined.
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6.4.4.5 Monetary policy: transmission mechanism, fixed rules and discretion
How does the monetary transmission mechanism work?

The monetary transmission mechanism consists of the several channels through which
policy-induced changes in money supply and interest rates influence real economic activ-
ity and in particular the price level. Understanding the channels through which monetary
policy actions and strategies impact output and inflation and the time needed for a policy
action to be effective is crucial for the design and implementation of sound monetary policy
strategies (Figure 6.6).

The transmission mechanism of monetary policy includes several different channels. Fig-
ure 6.7 shows that changes in the official interest rates first alter money market rates and the
public’s expectations. These in turn affect bank rates, asset prices, the availability of bank
loans and the foreign exchange rate.

Specifically:

1 The first indirect effect of a change in official bank rate is on the cost of borrowing.
Changes in retail banks’ rates for conventional financial products like mortgages, loans
and deposits rates have an impact on consumption and investment.

2 Another channel is through prices of financial and other assets. This is also known as
wealth channel because higher interest rates depress bond, stock and real estate prices,
thereby decreasing households’ wealth.

3 Athird channel is money and credit availability as higher interest rates increase borrow-
ers’ default risk so households and businesses may be subject to credit rationing, thus
reducing their consumption and investments.

4 Finally, in an open market changes in the official policy rate affect foreign exchange
markets. For example, in the UK, an increase in interest rates relative to rates in other
countries makes the pound stronger and more attractive to investors while British prod-
ucts become more expensive so their demand drops.

Figure 6.7 also shows that eventually changes in policy rate influence the overall spend-
ing in the economy i.e. the aggregate demand (AD). This is the sum of consumers’ spend-
ing (C), firms investments (I), government spending (G) and net exports (NX) so that
AD = C + I + G + NX. The general price levels are affected by the relationship between
AD and the ability of the economy to supply them (aggregate supply, or AS). If AD > AS
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Figure 6.6 The key issues in monetary policy transmission
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Figure 6.7 Channels of monetary policy transmission

then prices will increase so the monetary authorities may intervene to raise the policy rate
to reduce growth and avoid that inflation goes above the government target (currently 2 per
cent in the UK). Vice versa, if AD < AS monetary authorities may be inclined to ease mon-
etary policy to stimulate spending and keep inflation from falling below the target. To sum
up changes in monetary policy ultimately alter the propensity and the ability to consume
and invest of households, businesses, the government and foreign economic agents and shift
aggregate demand and supply. How long it takes for monetary policy actions to impact out-
put and price levels depends on a number of factors, including (1) public expectations on
long-term interest rates and inflation and (2) the extent to which markets have been able to
anticipate monetary policy actions and factor in future price increases.

While changes in policy rates affect relatively quickly bank rates, asset prices and exchange
rates, the impact of monetary policy actions on output can take anything from three months
to two years; and on inflation from one to three years or more (Figure 6.8). This is why the
central banks’ decisions typically have to be made with a view to the future, taking into
account associated uncertainty.

How is monetary policy implemented?

Monetary authorities operate with almost complete discretion in the conduct of monetary
policy. This means that although they are expected to achieve various goals in terms of sus-
tainable economic growth, employment and price stability, current institutional settings
enable them to freely weigh and pursue these goals using their own judgement.

For example, the committee in charge of setting the US monetary policy (the Federal Open
Market Committee, or FOMC) meets regularly eight times a year to evaluate the current state
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Figure 6.8 Transmission lags of monetary policy
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of the economy and assess the forecast of future economic and financial conditions. Based
on these considerations, the FOMC sets the Federal fund rate and then the Fed adjusts the
money supply to reach that interest rate target.

Some economists advocate that monetary policy made by a precise, legislated rule would
be more successful in ensuring a stable macroeconomic environment than using discretion-
ary powers. A classical example of a tight, fixed rule is Friedman’s constant money (k%)
growth rule.® As pointed out by Bernanke and Reinhart (2004), although they have never
been implemented, ‘rule-like’ monetary policy arrangements have existed in the real world,
such as the international gold-standard.

Although it is not in the remit of this textbook to go into the details of the rules vs. discre-
tion debate over monetary policy, it is useful to summarise some of their most important pros
and cons (Table 6.4).

The time inconsistency problem viz. ‘eat your soup or no TV’

One of the most important problems of discretion is the time inconsistency that was analysed
first by economics Nobel prize winners Finn Kydland and Edward Prescott in the article ‘Rules
rather than discretion: The inconsistency of optimal plans’, published in the Journal of Political
Economy in 1977. Time inconsistency of policy occurs when monetary authorities decide to
announce ex ante the policy they want to pursue to influence the expectations of private eco-
nomic agents. However, ex post, i.e. when these latter have acted based on their expectations,
monetary authorities may be tempted to revoke their decision. The outcome of this situation
is that when private economic agents realise that monetary authorities’ may be inconsistent
over time, they lose their trust in policy makers’ announcements. In order to gain credibility
for their announcements, policy makers may find it optimal to commit to a fixed policy rule.
Examples of time inconsistencies can be found in different scenarios, even in relation to
parenting, where the parent (policy maker) announces a punishment for bad behaviour for
a child (the economic agent), e.g. ‘eat your soup or no TV’. The purpose of the threat is to

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

Discretion Fixed rule-based policy

Pros

Cons

o Flexible and adaptable to changing economic e Transparent and predictable

conditions ® Removes the active role of the policy maker

Active approach that works without rules ® Leave less room for policy makers’ mistakes

Policy makers can respond quickly to events

e Time inconsistency ‘trap' and trend to ® Too mechanical and unpractical
forbearance especially during downturn Passive approach that lacks flexibility in case of
e® Long lags between problem observation and unexpected shock
policy implementation e If too strict it cannot accommodate special
® Unclear what monetary authority should do in circumstances and it may become inapplicable
case of unexpected shock e Requires a high degree of confidence that the
Works only if the public trust the policy maker variables will perform as expected
Requires accurate knowledge and measure o Need ‘escape clause’ in case of exceptional
of current and future economic conditions events (such as a war) and thus could be liable
(forecast) to abuse

Friedman (1968). There are other well-known rules such as the Taylor rule and the McCallum rule. For more
details Bernanke and Reinhart (2004) and Mishkin (2011).
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affect the expectations of the child and therefore their behaviour. Although there is a clear
threat, the parent may have incentives to give concessions to the child. However, the parent
will be better off sticking to the behavioural rule of ‘no TV’ as the best outcome for the parent
is to never relent to avoid undermining their credibility and prevent time inconsistency. The
corollary is that policy makers can better achieve their goals by having the discretion taken
away from them. In the monetary policy practice, one way of approximating this outcome
might be to give the policy maker (central bank) a simple rule which is a reasonable approxi-
mation to the optimal rule. In this way if the central bank wants to deviate from this rule by
more than some pre-specified amount, it is allowed to do so, but at the cost that it must
explainits rationale (e.g. Athey et al., 2005). Referring back to Table 6.4, it is clear that there
are a number of pros and cons of the two extreme cases of pure discretion and fixed rules.
This is why many countries have adopted hybrid regimes of ‘constrained discretion’ in mon-
etary policy that combine elements of both fixed rules and discretion.”

A classic example is inflation targeting that involves ‘a strong, credible commitment by the
central bank to stabilise inflation in the long run, often at an explicit numerical level, but also
allows for the central bank to pursue policies to stabilise output around its natural rate level
in the short run.” (Mishkin, 2011). The key requirements for sound inflation targeting policies
are that central banks (1) have some degree of independence and (2) are committed (and
allowed) not to target other indicators (e.g. employment or exchange rates). In the case of
inflation targeting, the ‘constrained discretion’ framework combines two distinct elements: a
precise numerical target for inflation in the medium term and a response to economic shocks
in the short term. For more information on inflation targeting, see e.g. Jahan (2017).

m N

The first experiment of quantitative easing was pioneered in Japan in the first half of the
2000s following what has been defined as a ‘lost decade’ of economic stagnation. Japan’s
problems started in the 1980s when the economy experienced an unsustainable boom - a
‘bubble economy’ — accompanied by several ‘mistakes’ in the monetary policy decisions. (For
a thorough discussion of the Bank of Japan’s monetary policy options during the asset price
bubble see Ito and Mishkin (2004).) During the boom period banks expanded considerably
their lending activity to riskier costumers in different industrial sectors, including real estate
and construction, and small and medium businesses. Banks’ lending decisions were typically
based on collateral requirements and, unsurprisingly, a high proportion of these collateral were
real estate (Kanaya and Woo, 2000).

When the bubble burst in the early 1990s, non-performing loans had reached alarming
levels and Japan entered a period of virtually zero growth and high deflationary pressures. The
highly overvalued stock and real estate markets fell dramatically, and bad loans, capital ero-
sion and a slow policy response resulted first in the failure of small- to medium-size financial
institutions in the first half of the 1990s, then a major banking crisis in 1997-1998, that saw
the collapse of several large Japanese banks. Monetary authorities resorted to unconventional

7Most countries’ Central Banks provide illustrations of the transmission mechanism of monetary policy. These
documents are often available from the Central Banks’ websites. For example, see Bank of England (‘The
transmission mechanism of monetary policy’, www.bankofengland.co.uk/markets/bank-of-england-
market-operations-guide/our-objectives; European Central Bank (‘Transmission mechanism of monetary
policy’, www.ecb.europa.eu/mopo/intro/transmission/html/index.en.html) and Bank of Canada (‘How
monetary policy works: The transmission of monetary policy’, www.bankofcanada.ca/core-functions/
monetary-policy/).
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http://www.bankofcanada.ca/core-functions/monetary-policy/
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6.4 Monetary policy functions of a central bank

Box 6.4 Quantitative easing in Japan (continued)

monetary policies when the Bank of Japan official rate (the ‘uncollaterised call rate’) was low-
ered to virtually zero in 2001 and yet failed to reverse the process.

The Bank of Japan changed its main operating target for money market operations from
the uncollaterised call rate to the current account (reserves) balances held by commercial
banks, in excess of the required reserves. Initially the target amount of current account was
set at 5 trillion yen, while the required reserves were about 4 trillion yen. By January 2004 the
target amount has been raised in several steps to a range of 30-35 trillion yen and remained
unchanged until the quantitative easing policy was terminated in March 2006. The Bank
also expanded the amount of monthly outright purchase of long-term Japanese government
bonds, from 400 billion yen to 600 billion yen in August 2001, and in several steps to 1,200
billion yen in October 2002. In addition, purchases of some of private debts, including asset-
backed securities (ABS), as well as stocks held by financial institutions, have been introduced
(Ilto and Mishkin, 2004; Shiratsuka, 2010).

Although back in 2001 the Bank of Japan committed to maintain these policies until the
core inflation stopped declining, many economists reckon that quantitative easing did not
provide a sufficient stimulus to aggregate demand to overcome the risk of persistent consumer
price deflation. In contrast, some analysts (Bowman et al., 2011) argue that quantitative eas-
ing policies have had some (albeit small) positive effects on Japan’s economy but this was
weakened by various factors, not least severe weaknesses in the banking sector.

Unconventional tools of monetary policy and the ‘zero-bound’

In ‘normal’ times, monetary policy aims at setting a target for the overnight interest rate in the
money market and adjusting the supply of central bank money to that target through open
market operations. In doing so, the central bank controls the liquidity levels in the market
without having to lend to the private sector or the government. But what if interest rate and
money supply, i.e. the ‘conventional’ monetary policy tools, are not effective in providing
monetary stimulus to the economy and in limiting inflationary forces? What if interest rates
reach zero or near zero levels and although the economy is struggling the monetary authori-
ties cannot cut interest rates any further?

If a central bank reaches the ‘zero-bound’ i.e. cannot cut policy rates any further, then
‘unconventional’ or ‘non-standard’ policies may be used to try to spur lending and spending
in the economy. In general terms this can be achieved by (1) providing assurance to financial
investors that short rates will be lower in the future than they currently expect; (2) changing
the relative supplies of securities (such as Treasury notes and bonds) in the marketplace by
shifting the composition of the central bank’s balance sheet; and (3) increasing the size of
the central bank’s balance sheet beyond the level needed to set the short-term policy rate at
zero (‘quantitative easing’).8

Quantitative easing can be defined as an unconventional monetary stimulus designed to
inject money directly into the economy to counterbalance a sharp fall in aggregate demand
as spending has declined. In practical terms, the central bank purchases assets (mainly gov-
ernment bonds) from private business using new money created electronically. The insti-
tutions selling those bonds (such as commercial banks, other financial intermediaries and

8 See Bernanke and Reinhart (2004).
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non-financial firms) will have new money in their account that is expected to stimulate the
money supply.

In the United Kingdom the MPC introduced quantitative easing for the first time in his-
tory in March 2009, when the bank rate was reduced to 0.5 per cent. The series of asset
purchases undertaken between March 2009 and February 2012 injected money directly into
the system with the aim of boosting nominal demand and giving a monetary stimulus to
the economy. Similarly, in an emergency meeting in March 2020, at the peak of the Covid-
19 crisis, the bank rate dropped to its all-time low of 0.1 per cent and revived QE with the
announcement of £200 billion of bonds emergency purchases, bringing the total to £645
billion. Table 6.5 summarises the purchases of government debt (‘gilts’) as well as corporate
bonds authorised by the MPC since 2009 as part of the quantitative easing programme to
date (December 2012). The Bank of England purchases gilts from private investors (typically
non-bank financial intermediaries) that have an interest in selling low yielding assets i.e.
gilts, so that they can purchase other assets like corporate bonds and shares. This process
should lower longer-term borrowing costs and encourage the issuance of new equities and
bonds thus improving the functioning of corporate credit market (Joyce et al., 2011). While
both the Japanese and UK’s quantitative easing experience has implied the use of both sides
of the central bank balance sheet, the US Federal Reserve bank policy appears to focus more
on the asset side, a fact that explains why it is sometimes referred to as credit (rather than
quantitative) easing. The US Federal Fund rate was lowered to near zero levels in December
2008, amid the financial crisis and economic slowdown. At that time, the Federal Reserve
started the first programme of large scale asset purchases, which ended in March 2009 and
reached $1.75 trillion (see Table 6.5).

In theory, a narrow definition of quantitative easing implies an increase in the size of
the central bank balance sheet without changing its composition. Conversely credit easing
(narrowly defined) corresponds to changes in the composition of the balance sheet without
changing its size, i.e. by replacing conventional assets with unconventional ones. Shiratsuka
(2010) argues that, in practice, to be an effective non-standard policy, both sides (assets and
liabilities) of the balance sheet should interact and the two elements of the balance sheet
(size and composition) should be combined.

Table 6.5 UK and US asset purchase programmes (in figures)

Month/year UK us

December 2008 $1.75 trillion
November 2009 £200 billion

November 2010 $600 billion
October 2011 £75 billion

February 2012 £50 billion

July 2012 £50 billion

September 2012 $85 billion/month
August 2016 £60 billion

October 2019 $60 billion/month
March 2020 £210 billion $700 billion

Note: In September 2011 and until December 2012 the US Fed launched the so-called ‘operation twist’ or maturity
extension programme, aimed at amplifying the effects of QE on longer-term interest rates.

Source: Central banks’ websites.
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Generally speaking, the ECB’s actions in the aftermath of the 2007-2009 global finan-
cial crisis were similar to those implemented by the BoE and the Fed as they were primar-
ily aimed at extending the range of available facilities and designing novel mechanisms to
ensure that banks could easily access the liquidity they needed. Since August 2007 the ECB
has engaged in exceptional monetary policy measures known as enhanced credit support
to stimulate the economy of the eurozone states (ECB, 2010b). The ECB’s main objectives
have been to increase liquidity and to improve the functioning of money markets in the euro
area. Importantly, the ECB has broadened the scope of its standard refinancing operation
by using ‘fixed rate full allotment’ provisions (rather than variable rate tender procedures)
with a longer maturity of maximum one year. With these operations, the interest rate is set
in advance and the ECB provides as much liquidity as the banks require provided they offer
suitable collateral.

However, with the sovereign debt crisis that developed in late 2009 (see Chapter 14 for
more details of the eurozone crisis) the ECB took a different approach to the Fed’s and BoE’s
easing programmes and implemented first a Securities Markets Programme (SMP) in spring
2010 and then a set of longer-term refinancing operations (LTROs) in December 2011. In
addition, the ECB introduced two programmes in 2009 and 2011 to purchase covered bonds
(covered bond purchase programme, or CBPP) for a total of €100bn. Covered bonds are debt
obligations secured by a cover pool of high- quality collateral (mortgage loans or public sector
debt) that the issuer is required to maintain on balance sheet, as opposed to asset-backed
securities where the credit risk can be transferred and the assets are taken off balance sheet
(ECB, 2008a). The aims of the covered bond purchase programme are (1) to ease funding
conditions for banks and firms and (2) to stimulate bank lending.

In mid-2014, the ECB initiated an asset purchase programme (APP) to support the mon-
etary transmission mechanism and provide the amount of policy accommodation needed to
ensure price stability. It included the purchase programmes of the corporate sector (CSPP),
public sector (PSPP), asset-backed securities (ABSPP) and the covered bonds (third round,
CBPP3). In addition, due to Covid-19 the ECB also initiated on 26 March 2020 a temporary
pandemic emergency purchase programme (PEPP) with an overall envelope of €750 billion.
All asset categories eligible under the existing APP described above are eligible for the PEPP.
The total cumulative net purchases at the end of April 2020 was €2,822 billion with most of
the stock (over 80 per cent) in PSPP.

Figure 6.9 reports the exceptional growth in central banks’ balance sheet over the period
1999-2019 (panel a). It also shows that interest rates fell sharply both in nominal terms and
became negative in real terms, with negative-yielding government and corporate bonds peak-
ing at around $17 trillion or 20 per cent of world GDP (panel b). Borio (2019) argues that
this is the result of central banks’ strenuous efforts to push a stubbornly low inflation back
towards the 2 per cent targets. Finally, panel (c) shows that both private and public debt is
now significantly higher as a ratio of GDP than pre-crisis.

Other forms of unconventional monetary policy in addition to quantitative easing are
forward guidance and negative interest rate policies. Forward guidance is when the central
bank communicates its future monetary policy intentions based on its assessment of the
outlook for price stability. In practice, the central bank makes a public statement about the
future path of interest rates, hence influencing market expectations and reducing uncer-
tainty. There are three types of forward guidance that have been used by central banks
in recent years (Ehrmann et al., 2019). The first type, open-ended forward guidance, is a
purely qualitative statement about the policy path. An example is the ECB’s statement used
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between July 2013 and January 2016 that ‘we expect the key ECB interest rates to remain
at present or lower levels for an extended period of time’. The second type, data-based
forward guidance, outlines a policy path conditional on economic outcomes. An example
is when the ECB stated that policy rates will remain unchanged ‘for as long as necessary to
ensure the continued sustained convergence of inflation to levels that are below, but close
to, 2% over the medium term’. Finally, calendar-based forward guidance is a policy path
with an explicit reference to a calendar date. An example is the current guidance by the
ECB that key policy rates are expected to remain at their present levels ‘at least through

the first half of 2020’.

Negative interest rates have been implemented by the ECB and Bank of Japan by charging,
rather than paying, interest rates on the reserves that commercial banks hold at the central
bank. The expected effect is that banks will lower their excess reserves by increasing lend-
ing and purchasing other financial assets. The policy objective is to reduce lending rates,
increase credit supply and boost prices across financial markets. For a detailed discussion of
the non-standard monetary policy measures in practice in the eurozone, UK and Japan, see

Dell’Ariccia et al. (2018).
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6.5 Why do banks need a central bank?

Why do banks need a central bank?

The banking sectors of most countries have a pyramid structure where a central bank is at
the apex and the ordinary banking institutions are at the base of the pyramid. An interesting
theoretical explanation for the existence of central banks is given by Goodhart (1987). He
highlights three possible reasons that might lead banks to prefer to form interbank organi-
sations (a banking club) to which to delegate certain functions. First, the transaction and
monitoring costs for interbank loans would be reduced if the central bank arranged them
centrally. Second, banks would be obliged to hold a sort of ‘socially optimum’ amount of
reserves that most probably would not keep otherwise. Finally, they would mitigate potential
negative externalities derived by bank contagion effects.

In Goodhart’s view central banks are needed for two main reasons. First, because banks
provide two essential functions: they operate the payment systems and undertake portfo-
lio management services. These are considered to be ‘public goods’ and hence need to be
preserved; meanwhile, bankers themselves have an economic interest in protecting the
reputation of the banking sector as a whole and in keeping the confidence of investors.
A central bank aims to prevent the collapse of the banking sector that could arise from
information problems, abuses by bankers and excessive risk taking. However, Goodhart’s
argument challenges the conventional view that the joint provision of payments’ services
together with portfolio management functions of banks exposes the monetary system to
contagious failure, which a central bank should prevent. Instead, the author maintains
that it is the special nature of banks’ assets, largely non-marketable, fixed nominal-value
loans of uncertain true worth that makes them more vulnerable than other non-banking
firms.

Central banks can also be thought of as ‘super-banks’, at the centre of the financial sys-
tem, responsible for both ‘macro’ functions, such as monetary policy decisions, and ‘micro’
functions, including the lender of last resort assistance of the banking sector. Over time the
role and functions of central banks have developed and evolved, as has the environment in
which banks operate. The presence of a central bank acting as a ‘super-bank’ has been inves-
tigated by the so-called ‘free-banking school’. Free banking theorists argue that regulation
should be left to the market. Therefore, they object to a single central bank being given the
‘privilege’ — or monopoly — in issuing banknotes (Dowd, 1996).

Liberalisation, financial innovation and technology have contributed to major changes
in the operating environment. Many banks have converted their status to private
institutions — that by definition are demand or customer-driven — while the global riskiness
and uncertainty of the sector has significantly increased. The next section focuses on the
LOLR function of central banks and how this has changed following the 2007-2009 finan-
cial crisis. While there is debate about the merits and demerits of central banks it is a fact
that there is a central bank in virtually every country in the world. One of the key issues is
whether central banks should be given independence from governments and, if so, to what
extent. These issues are covered in Section 6.6.
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6.5.1

The lender of last resort function of the central bank

The lender of last resort function of a central bank is often subject to controversial debates
and criticisms because it implies direct intervention of the monetary authorities in the bank-
ing markets.

Initsrole as a LOLR, the central bank will provide reserves to a bank (or banks) experienc-
ing serious financial problems due to either a sudden withdrawal of funds by depositors or to a
situation where the bank has embarked on highly risky operations and thus cannot find liquid-
ity anywhere else (i.e. no other institutions will lend to a bank considered near collapse).
Technically, this important function of central banks derives from the discount window tool
that, as illustrated in Section 6.4.2, is one of the instruments used to influence reserves and
money supply in the banking sector. However, central banks operate under different frame-
works in conducting the LOLR activities. These differences can reflect various country-specific
factors such as public policy objectives, historical experience or other elements.

A central bank will extend credit to an illiquid bank to prevent its failure only in excep-
tional circumstances and in doing so it also carries out a ‘macro’ function by preventing
potential financial panics. However, the central bank cannot guarantee the solvency of every
banking institution in a country. (On the relationship between liquidity and solvency see
Box 6.5.) This is because it would encourage bankers to undertake undue risk and operate
imprudently, especially if banks knew that they would always be bailed out (by taxpayers’
money) were they to become insolvent. In other words, the security of the LOLR function

could induce or increase moral hazard in banks’ behaviour.

BOX 6.5 RELATIC
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As we noted earlier, the liquidity of a bank relates to
its ability to meet short-term obligations (expected
and unexpected) when they fall due. For example,
banks can predict with a certain degree of accuracy
how much cash they need to hold to meet such things
as payment of utility bills (electricity, water bills), rent
on buildings and (under normal market conditions)
deposit withdrawals. In addition to these expected
calls on liquidity, banks also have to hold a cush-
ion above this amount to meet unexpected liquidity
requirements and this is why liquidity risk manage-
ment is a key feature of banking business.

Solvency is the ability of a bank ultimately to meet
all its obligations. This means that the value of assets
has to be greater than liabilities — the difference
between the two being the bank’s capital. If some
assets go bad (e.g. loans are not repaid) then the
bank must make charges against the loan portfolio
(loan loss provisions) that are paid for from retained
profits. As long as profits are sufficient to cover these
provisions, the level of bank capital and its capital
adequacy ratio (the Basel risk-weighted capital-asset
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ratio) remain unchanged. However, when profits do
not cover provisions, then losses will have to be writ-
ten out of capital (the amount of capital the bank has
declines) or alternatively, shareholders will be asked
to provide additional capital to restore the capital ratio
to the required level.

The liquidity and solvency position of a bank are
related because a severe liquidity shortfall can ulti-
mately result in a solvency problem. For example, a
continuous liquidity shortage could lead a bank to
tighten its lending policy, for instance, by not renewing
short-term revolving lines of credit. This would force
borrowers to repay their loans earlier than expected
and those unable to do so will default on their loan
payments. In turn, the quality of the loan portfolio will
deteriorate, requiring additional loan loss provisions.
If the bank does not have sufficient provisions then
the losses will be written out of capital resources thus
reducing the solvency of the bank. In general, if a
bank is unable to meet its liquidity requirements it
will first attempt to obtain support through the LOLR
facility by borrowing from the central bank. However,
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Box 6.5 Relationship between liquidity and solvency (continued)

if this option is not available then the bank will have to
consider bearing the losses from its capital resources
thus reducing the bank’s capital position.

A liquidity crisis can quickly change into a solvency
crisis. For example, if a bank has actual (or even per-
ceived) liquidity difficulties, and this becomes known
to other banks, then the latter will withdraw their
wholesale interbank deposits from the illiquid bank,
leading to a wholesale deposit run, which may then
spread to retail deposit withdrawals. In this case the
bank will not be able to meet its short-term obliga-
tions and will have to resort to using capital resources
to bear any losses. Ultimately the bank may not have
sufficient capital resources to meet these losses,
resulting in insolvency.

In the case of an individual bank failure, the deci-
sion as to whether a bank is illiquid or insolvent is a
critical judgement that the regulators have to make in
order to decide whether to support a troubled bank
or to let it fail. For example, if a small bank is fac-
ing financial difficulties the regulator has to decide
whether this is a result of a short-term liquidity prob-
lem or a longer-term solvency issue. If the authorities

decide the problems are caused by liquidity prob-
lems, they are more likely to offer support through the
lender of last resort facility (providing new liquidity to
the bank to help it get through its liquidity problem).
If the bank is deemed to have a solvency problem,
then the authorities are more likely to consider letting
the bank go bankrupt or organising some form of res-
cue. In theory regulators should consider supporting
banks with a liquidity problem but not with a solvency
problem — although we know in reality that this is not
always the case. Another point to note is that regula-
tors have a very difficult task in deciding whether a
bank that is in trouble is either illiquid or insolvent
as often a decision has to be made very quickly as
to whether liquidity support is to be provided or not.
Often regulators have to decide in a matter of days
the liquidity and solvency position of a troubled bank
and they will also have to take into consideration
whether a decision not to provide liquidity will result
in failure and serious systemic repercussions. In gen-
eral, the relationship between liquidity and solvency is
at the heart of bank regulation and is a critical feature
of the bank supervisory process.

One of the most famous examples of the direct support given by the Bank of England to
the banking sector was offered in 1973-1974 where the Bank organised help for 26 fringe (or
secondary) banks facing severe liquidity problems. In the United States, famous examples of
the Fed acting as a LOLR include the rescue effort of two troubled banks: Franklin National
in 1974 and Continental Illinois National Bank in 1984.

Since 2007, the Bank of England, the Fed and the European Central Bank have injected
substantial amounts of liquidity into their respective banking systems; these market interven-
tions placed their actions increasingly under the spotlight. In an unprecedented move, on 1
December 2010, the Federal Reserve released previously confidential information about its
function as LOLR during the 2007-2009 period, including the names of the financial institu-
tions and foreign central banks that received financial assistance, the amounts borrowed, the
dates credits were extended, the interest rates charged, information about collateral, and a
description and rationale of the credit terms under each Federal Reserve emergency facility.”

The release of data was as a consequence of Bloomberg’s request for the data under the Freedom of Infor-
mation Act. After a series of appeals, the Fed conceded the issue and in December 2010 it released detailed
information about individual credit and other transactions conducted during the financial crisis. In accord-
ance with the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, transaction-level details
for discount window loans and open market transactions will be made available on a quarterly basis and with
an approximately two-year lag. Information is available through the Federal Reserve Board’s website and the
Federal Reserve Bank of New York’s websites.

169



Chapter 6 Central banking

6.6

170

After Greek banks fell into arrears with the International Monetary Fund in 2015, the ECB
granted the Bank of Greece a loan through the Emergency Liquidity Assistance (ELA). This
is a last safety net provided by national central banks in the euro area for domestic banks
in difficulty. The ECB’s role within ELA is to check and monitor the national central banks’
LOLR activities.

The depth and length of the global financial crisis transformed the role of LOLR to what is
now discussed as a market maker of last resort (MMOLR) function. The traditional Bagehot
rule of central banking (LOLR activities should be limited to solvent but illiquid banks with
good collateral, to avoid moral hazard problems) has been stretched to the limit in order to
meet the liquidity needs of increasingly dysfunctional financial markets. Some commenta-
tors have welcomed this transition, as it reflects the evolution of the LOLR function to meet
the reality of modern financial systems but in stressed situations where there are no market
buyers, the central bank acts more like a ‘purchaser of last resort’. Others are more critical
of the explosion of central banks’ balance sheets, as well as of the collateral policies central
banks followed during and after the 2007-2009 crisis. Other concerns include the inflation-
ary consequences of this expansion of central bank credit and the lack of transparency of the
decision-making process. Some have criticised central banks for bailing out insolvent institu-
tions, and many have noted that quasi-fiscal support has been provided through generously
priced bank support packages (Moe, 2012).

Should central banks be independent?

There has been a significant trend towards central bank independence in many countries
and the issue has generated substantial debate all over the world. Theoretical studies seem
to suggest that central bank independence is important because it can help produce a better
monetary policy. For example, an extensive body of literature predicts that the more inde-
pendent a central bank, the lower the inflation rate in an economy.

Central bank independence can be defined as independence from political influence and
pressures in the conduct of its functions, in particular monetary policy. It is possible to dis-
tinguish two types of independence: goal independence, that is, the ability of the central
bank to set its own goals for monetary policy (e.g. low inflation, high production levels); and
instrument independence, that is, the ability of the central bank to independently set the
operational instruments of monetary policy to achieve these goals (Mishkin, 2000).

It is common for a central bank to have instrument independence without goal independ-
ence; however, it is rare to find a central bank that has goal independence without having
instrument independence. In the United Kingdom, for example, the Bank of England is cur-
rently granted instrument independence and practises what is known as inflation targeting.
This means that it is the government that decides to target the inflation rate (at the time
of writing — 2021 — set at 2 per cent) and the Bank of England is allowed to independently
choose the policies that will help to achieve that goal. Such a situation is only acceptable in
a democracy because the Bank of England is not elected and thus goals should only be set by
an elected government.

While central bank independence indicates autonomy from political influence and pres-
sures in the conduct of its functions (in particular monetary policy), dependence implies
subordination to the government. In this latter case, there is a risk that the government may
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There is no general answer to this question. It depends on the specific cases. For example, the
Bank of England is ‘wholly-owned by the UK government’. This means that the entire capital of
the Bank is held by the Treasury solicitor on behalf of HM Treasury. Current regulations provide
that the Bank is required to pay to HM ‘on every fifth day of April and October, a sum equal to
25% of the Bank’s post-tax profit for the previous financial year or such other sum as the Bank
and the Treasury may agree’. The overall effect is that the Bank and HM Treasury will normally
share post-tax profits equally (see the Bank of England Act 1946 and 1998 amendments).

While the Bank of England is owned by the British government, the ECB is owned by the
central banks of member states as clearly reported in its Statute. This means that member
central banks have voting powers as shareholders (article 10.3 on Governing Council) and
share the profits and losses of the ECB (article 33.1). But who owns the national member state
central banks then? The answer can be found in their own statutes: they are owned by the
major financial institutions in a country.

Another interesting example is that of the US Federal Reserve System. Who owns the
Fed? The Federal Reserve System is not ‘owned’ by anyone. The Federal Reserve was cre-
ated in 1913 by the Federal Reserve Act to serve as the nation’s central bank. The Board of
Governors in Washington, DC, is an agency of the federal government and reports to and is
directly accountable to the Congress. The Federal Reserve, like many other central banks, is
an independent government agency but also one that is ultimately accountable to the public
and the Congress.'® The 12 regional Federal Reserve Banks, which were established by the
Congress as the operating arms of the nation’s central banking system, are organised similarly
to private corporations — possibly leading to some confusion about ‘ownership’. For example,
the Reserve Banks issue shares of stock to member banks. However, owning Reserve Bank
stock is quite different from owning stock in a private company. The Reserve Banks are not
operated for profit, and ownership of a certain amount of stock is, by law, a condition of
membership in the System. The stock may not be sold, traded, or pledged as security for a
loan; dividends are, by law, 6 per cent per year. This means that the concept of ownership in
the case of member banks takes some unique connotations.

‘manipulate’ monetary policy for economic and political reasons. It should be noted, however,
that all independent central banks have their governors chosen by the government; this sug-
gests that to some extent central banks can never be entirely independent.

Since the financial crisis, the growing consensus on the positives of central bank inde-
pendence has come under increasing pressure. For example, after the collapse of Lehman
Brothers in 2008, the independence of the Fed has been under scrutiny. The Fed’s perfor-
mance during and after the 2007-2009 crisis has been severely criticised. As a consequence
of growing political pressure, the Dodd-Frank Act amended Section 13(3) to require the
Treasury’s approval for its exercise of LOLR activities. The ECB independence has also been
compromised by the adoption of the Outright Monetary Transactions (OMT) programme,
which entails a promise to purchase sovereign debt of individual euro member states. The
programme implies that purchases are conditional on the state meeting certain fiscal targets.
While the programme has helped recover market confidence, some see it as a ‘fiscalisation
of monetary policy’, as it allows government intervention and may lead to the loss of ECB’s
independence (Bullard, 2013).

10see www.federalreserve.gov/fags/about_14986.htm
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It is possible to distinguish between the case ‘for’ and the case ‘against’ independence. In
general terms there are mainly political and economic reasons in support of central bank
independence. Moreover, there is a principal-agent problem between the public (the princi-
pal) and the central bank and the government (the agents). The agents may have incentives
to act against the interest of the public. According to the supporters of central bank independ-
ence it is the government in particular that has a strong incentive to act in its own interest.
Only an independent central bank operating outside the day-to-day business of politics can
be considered a guarantor of long-term economic stability. Table 6.6 summarises the argu-
ments in favour and against central bank independence.

A survey on the future of central bank independence and inflation targeting conducted
in 2017 (Den Haan et al., 2017) emphasised the importance of measuring empirically cen-
tral bank independence using different indicators, including the rules of appointment and
dismissal of governors, the extent to which the government and tax authorities must be con-
sulted before monetary policy decisions and the bank’s financial autonomy. Central banks
are complex organisations whose mandate has expanded after the great financial crisis. As
discussed in this chapter, many have adopted unconventional monetary policies, acted with
a great deal of discretion and some were even given powers to go beyond their traditional
monetary policy mandate in macro- and micro-prudential supervision and crisis manage-
ment (see Chapter 7). In this context perhaps it is not a surprise that the debate over their
independence has intensified in recent years because of the rise of populism (Goodhart and
Lastra, 2018; Masciandaro and Passarelli, 2018) and many have emphasised the need for a
robust governance framework and adequate mechanisms to ‘guard the guardians’ (Cochrane
and Taylor, 2016; Bossu and Rossi, 2019).

Table 6.6 Central bank independence (CBI)

In favour Against

e As monetary policy works with lags, it is °
necessary to take a long-term view when
making decisions. CBI offers a safeguard
against short-term political interests.

Lack of democratic governance.

@ CBI can prevent governments from using cen- e Constraints of central banking (i.e. central
tral banks to finance government spending. banks may be too cautious for fear of political
Given the large public debt in many countries, interference and for fear of losing independ-
CBI should act as a safeguard against deficit ence and credibility).
increases.

e Political pressures can damage the credibility =~ ® Poor social outcomes (deflation).

of a central bank, and distort inflation expec-
tations, which goes against central banks’
ultimate goal to maintain price stability.

Many empirical studies have shown that
higher levels of CBlI result in economic growth
and price stability.

CBI also allows central banks to move

more swiftly and effectively in response to
macroeconomic shocks.

Source: Adapted from Toyoda (2013).
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6.7 Conclusion

Conclusion

A central bank’s main function is to undertake monetary control operations and thus to
administer the amount of money in the economy, given the specific monetary policy objec-
tives set by the government. Central banks tend to use indirect instruments, or tools, in the
conduct of their monetary policy and can generally choose between (1) open market oper-
ations, (2) the discount window and (3) reserve requirements. OMOs are popular instru-
ments used by central banks as they are tax-free (in that they do not place specific constraints
on banks’ operations) and flexible (in terms of their frequency of use and scale of activity). In
particular, the main attractions for using OMOs to influence short-term interest rates are as
follows: they are initiated by the monetary authorities who have complete control over the
volume of transactions; they are flexible and precise — they can be used for major or minor
changes in the amount of liquidity in the system; they can easily be reversed; and finally, they
can be undertaken quickly.

The financial crisis of 2007-2009 brought to the fore the key role of central banks in
responding to crises. In particular, unconventional policies such as quantitative and credit
easing have been key monetary policy tools in the aftermath of the global financial crisis.
While the role and core functions of central banks around the world keep evolving to adapt to
the transformations in the operating environment, recent debates have revolved around their
greater powers and discretion particularly in emergency times. So, if there has been a trend in
both developed and developing countries towards increased independence of central banks
from political pressure, central bank independence has come under renewed scrutiny post
financial crisis. Concerns have emerged in particular with respect to the balance between their
accountability, transparency and independence, as well as the increased risk of politicisation.
Hence the growth in the interest in central bank governance frameworks and in discussions
over whether and to what extent central banks should abide by rule-based policy in normal
times and then take a ‘what-it-takes’ approach with emergency powers in case of crises.
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tools, instruments and goals.

Why are OMOs the most popular monetary
policy tool?
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Explain the meaning and limitations of the
‘instruments of portfolio constraint’.

Discuss the key issues in the transmission of
monetary policy. Briefly explain the channels

6.8

6.9

6.10

6.11

6.12
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Focus on the time inconsistency problem.
Define the unconventional monetary policy tools.
What is quantitative easing?
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rate policies?

Explain the lender of last resort function. Why is
it controversial?

What are the arguments for and against an inde-
pendent central bank?
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7.1

Bank regulation and supervision

Learning objectives

To understand the rationale for financial regulation

To appreciate different types of regulation

To understand the elements of the financial safety net
To understand the limitation and costs of regulation
To understand the causes for regulatory reform

To understand bank capital regulation

To understand the increased importance of the international dimension

Introduction

The regulation of financial markets in general, and of banking institutions in particular, is
considered a controversial issue. The financial sector is one of the most heavily regulated sec-
tors in the economy and banking is by far the most heavily regulated industry. In Chapter 1,
we presented some of the reasons why banks are considered ‘special’, outlined the exist-
ence of market imperfections (such as information asymmetries, moral hazard and adverse
selection) and noted how the existence of banks can help minimise such problems. In this
chapter we note the pivotal role played by banks in the economy to understand the rationale
for regulation (Section 7.2). We will discuss the aims and objectives and the different types
of regulation in Section 7.3. Section 7.4 will discuss the elements of the financial safety net.
The limitations of regulation and the possible reasons behind regulatory failure are discussed
in Section 7.5. Section 7.6 reviews the causes of regulatory reform. International policy ini-
tiatives, such as the Basel Capital Adequacy Accords, are reviewed in Sections 7.7 to 7.12.
Before we discuss the rationale for regulation it is useful to introduce various terms that
are often used to describe the regulatory environment. Regulation relates to the setting of
specific rules of behaviour that firms have to abide by — these may be set through legisla-
tion (laws) or be stipulated by the relevant regulatory agency. Monitoring of these regula-
tions refers to the process whereby the relevant authority assesses financial firms to evaluate
whether these rules are being obeyed. Supervision is a broader term used to refer to the
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general oversight of the behaviour of financial firms. In practice, one should note that these
terms are often used interchangeably in general discussion of the regulatory environment.

7.2 The rationale for regulation

There is a vast body of financial regulation in existence. This is normally extended incremen-
tally, frequently to close a loophole that some earlier fraud has exposed. Financial regulation
is often (but not always) enacted in response to a crisis. For example, the Glass—Steagall Act
(1933) introduced the separation of bank types according to their business (commercial and
investment banking) and founded the Federal Deposit Insurance Corporation (FDIC) for
insuring bank deposits in response to widespread bank failures and massive losses to bank
customers. Figure 7.1 illustrates a broad timeline of some of the key milestones in financial
regulation over the last two centuries.

Financial systems are prone to periods of instability. A number of financial crises around
the world (South East Asia, Latin America and Russia) have brought about a large number
of bank failures. Further, the 2007-2009 crisis and the widespread financial turmoil that it
caused brought these issues to the fore once again. These occurrences, some argue, suggest
a case for more effective regulation and supervision. Others attribute many of these crises,
including the global financial crisis of 2007-2009, to the failure of regulation. Advocates of
the so-called ‘free banking’ argue that the financial sector would work better without regula-
tion, supervision and central banking.!

In the absence of government regulation, they argue, banks would have greater incen-
tives to prevent failures. However, the financial services industry is a politically sensitive
one and largely relies on public confidence. Because of the nature of their activities (illiquid
assets and short-term liabilities), banks are more prone to troubles than other firms. Further,
because of the interconnectedness of banks, the failure of one institution can immediately
affect others.

Great Depression Great Recession
L |
1850 1900 1930 1950 2000 2007 2020
Free banking Modern central Heavy Liberalization
era banks appear regulations of financial markets
and controls

EU 2nd Banking Dodd-Frank Act 2010
Directive 1992

Glass-Steagall Act 1933

Gramm-Leach-Bliley Act 1999

Figure 7.1 A timeline of financial regulation

See Chapter 6 for more discussion on free banking.
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This is known as bank contagion and may lead to bank runs. Banking systems are vul-
nerable to systemic risk, which is the risk that problems in one bank will spread through
the whole sector (bank failures and financial crises will be analysed in detail in Chapter 8).

Bank runs occur when a large number of depositors, fearing that their bank is unsound
and about to fail, try to withdraw their savings within a short period of time. A bank run
starts when the public begins to suspect that a bank may become insolvent. This creates a
problem because banks keep only a small fraction of deposits in cash — they lend out the
majority of deposits to borrowers or use the funds to purchase other interest-bearing assets.
When a bank is faced with a sudden increase in withdrawals, it needs to increase its liquidity
to meet depositors’ demands. Banks’ reserves may not be sufficient to cover the withdrawals
and banks may be forced to sell their assets. Banks’ assets (loans) are highly illiquid in the
absence of a secondary market and if banks have financial difficulties they may be forced to
sell loans at a loss (known as ‘fire-sale’ prices in the United States) in order to obtain liquidity.
However, excessive losses made on such loan sales can make the bank insolvent and bring
about bank failure.

Bank loans are highly illiquid because of information asymmetries: it is very difficult for a
potential buyer to evaluate customer-specific information on the basis of which the loan was
agreed. The very nature of banks’ contracts can turn an illiquidity problem (lack of short-term
cash) into insolvency (where a bank is unable to meet its obligations — or to put this differ-
ently — when the value of its assets is less than its liabilities).

In summary, regulation is needed to ensure consumers’ confidence in the financial sector.
The main reasons for financial sector regulation can be summarised as follows:

® to ensure systemic stability;
e to ensure the safety and soundness of individual financial institutions;

e to provide smaller, retail clients with protection, and to protect consumers against monop-
olistic exploitation.

Systemic stability is one of the main reasons for regulation, as the social costs of bank
failure are greater than the private costs. Financial stability has become a common term
since the 2007-2009 financial crisis. While definitions might differ, at the core, financial
stability implies that the financial system — which includes financial intermediaries, markets
and market infrastructures — is capable of withstanding shocks, whatever the origin of such
shocks, without major disruption to the real economy. The second concern is to maintain the
safety and soundness of individual financial institutions. This concern is at the core of micro-
prudential regulation, which relies on the view that if banks do not take excessive risks, the
financial system will be safe and the real economy will not suffer from a financial crisis. How-
ever, this approach failed during the global financial crisis because it ignored systemic risk.
The final concern relates to consumer protection. In financial markets caveat emptor (a Latin
phrase meaning ‘Let the buyer beware’) is not considered adequate, as financial contracts are
often complex and opaque. The costs of acquiring information are high, particularly for small,
retail customers. Consumer protection is a particularly sensitive issue if customers face the
loss of their lifetime savings. Finally, regulation serves the purpose of protecting consumers
against the abuse of monopoly power in product pricing. Table 7.1 illustrates the objectives,
the reasons, the economic rationale and the costs of financial regulation. The case for regula-
tion depends on various market imperfections and failures, which, in absence of regulation,
produce sub-optimal results and reduce consumer welfare. The purpose of regulation should
be limited to correcting for identified market imperfections and failures.
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Table 7.1 Bank regulation: key concepts

Objectives Reasons

Rationale

Costs

Sustain systemic
stability

Key position of banks
in the financial system

Maintain the safety and Consumer demand
soundness of financial
institutions

Protect consumer

Market failures and
imperfections

Potential systemic
problems

Monitoring of financial
firms

Ensuring consumers'
confidence

Moral hazard

Agency capture

Compliance costs
Costs of entry/exit

Control over products/
activities/prices

7.3 Types of regulation

It is possible to identify three different types of regulation:

e systemic (or macro-prudential) regulation;
e prudential (or micro-prudential) regulation;

e conduct of business regulation.

7.3.1 Systemic (macro-prudential) regulation

In response to the lessons of the global financial crisis, macro-prudential regulation is now
a key financial policy area. Macro-prudential regulation aims to mitigate risk to the financial
system as a whole and uses primarily prudential tools to limit systemic risk and to mitigate
its effects on the real economy.

The macro-prudential approach is ‘top-down’: common exposures among institutions
and correlations are important. More specifically, macro-prudential policies have two main
objectives:

e to strengthen the resilience of the financial system; and

@ to limit the build-up of systemic financial risks.

Macro-prudential policies focus on the interaction between the financial institutions, mar-
kets, infrastructure and the wider economy. In addition, macroprudential policies aim to
ensure that large, systemically important financial institutions (SIFIs) are subject to more
stringent prudential requirements and supervision than smaller players. This is because the
potential failure of such institutions would have more serious consequences to the finan-
cial system and the economy as a whole (see also Chapter 8). Prudential regulations target
individual institutions, regardless of the institution’s impact on the financial system as a
whole, and tend to apply uniformly across all institutions in the financial system, regardless
of the prevailing macroeconomic conditions at any given point in time: the micro-prudential
approach assumes that the sources of risk are exogenous and independent of the collective
impact of the interactions between individual institutions. Importantly, prudential guidelines
apply to regulated entities (i.e. banks) and do not often cover other financial institutions.
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7.3 Types of regulation

However, macro-prudential policies aim to address the system as a whole. In this context, a
macro-prudential policy framework would simultaneously consider both the cross-sectional
dimension (i.e. the concentration of risks in the financial system) as well as the time-dimen-
sion aspects (i.e. the build-up of risk over time).

Macro-prudential regulation has three key dimensions:

® Time dimension: relates to policies designed to prevent the excessive build-up of risk,
resulting from external factors and market failures, to smooth the financial cycle.

® Cross-sectional dimension: relates to policies designed to make the financial sector more
resilient and limit contagion effects.

e Structural dimension: relates to policies designed to encourage a system-wide perspective
in financial regulation to create the right set of incentives for market participants.

Macro-prudential supervision is concerned with the aggregate effect of individual banks’
actions. Because it aims to generate an overall picture of the functioning of the financial sec-
tor, macro-prudential supervision is also referred to as ‘top-down supervision’.

Under the heading of macro-prudential regulation, we also consider all public policy regu-
lation designed to minimise the risk of bank runs that goes under the name of the financial
safety net. In particular, the safety net encompasses two main features — deposit insurance
arrangements and the lender of last resort (LOLR) function:

e Deposit insurance is a guarantee that all or part of the amount deposited by savers in a
bank will be paid in the event that a bank fails.

@ The LOLR function is one of the main functions of a central bank. The central bank, or
other central institution, will provide funds to banks that are in financial difficulty and are
not able to access any other credit channel. A more detailed discussion of the functions of
central banks was presented in Chapter 6. Through the LOLR mechanism, the authorities
can provide liquidity to the banking sector at times of crises.

Prudential regulation

Prudential regulation is mainly concerned with consumer protection. It relates to the moni-
toring and supervision of financial institutions, with particular attention paid to asset qual-
ity and capital adequacy. The case for prudential regulation is that consumers are not
in a position to judge the safety and soundness of financial institutions due to imperfect
consumer information and agency problems associated with the nature of the intermedia-
tion business.

® Micro-prudential regulation — the objective of micro-prudential regulation is to limit the
distress of individual financial institutions. The micro-prudential regulatory approach is
‘bottom up’ — in this context correlations and common exposure across institutions are
of secondary importance. Micro-prudential supervision checks that individual financial
firms are complying with financial regulation and involves the collection and analysis of
information about the risks that the firms take, their systems and their personnel. Because
micro-prudential supervision uses firm-specific information to generate a picture of risk
and its management, it is also referred to as ‘bottom-up supervision’.
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® Conduct of business regulation — this focuses on how banks and other financial institu-
tions conduct their business. This kind of regulation relates to information disclosure,
fair business practices, competence, honesty and integrity of financial institutions and
their employees. Overall, it focuses on establishing rules and guidelines to reduce the
likelihood that:

consumers receive bad advice (possible agency problem);

supplying institutions become insolvent before contracts mature;

contracts turn out to be different from what the customer was anticipating;
fraud and misrepresentation take place;

employees of financial intermediaries and financial advisors act incompetently;
insider trading takes place;

money will be laundered.

7.3.3 Micro- and macro-prudential policies

Micro- and macro-prudential policies usually complement each other in pursuit of their
respective goals. For example, the safety and soundness of individual institutions is a nec-
essary, though not sufficient, condition for systemic stability. Similarly, a stable system
contributes to the health of individual institutions. However, conflict might occur because
of overlapping policy mandates and the way in which policies are applied. Both micro-
prudential and macro-prudential authorities might use the same policy instruments, but
they have different objectives. For example, both use buffers (capital and liquidity), but
micro-prudential policy adjusts capital based on individual institutions’ risks, while macro-
prudential policy adjusts overall levels of capital based on the financial cycle and systemic
relevance to guard against systemic risk build-up (Osinski et al., 2013). Table 7.2 summarises
the main policy toolKkits.

Table 7.2 Micro- and macro-prudential policy tools

Instrument Micro-prudential Macro-prudential
Capital risk weights Yes Yes
Pillar 2 capital requirements Yes Yes
Countercyclical capital buffer No Yes
Capital conservation buffer Yes No
Systemic capital surcharge No Yes
Dynamic provisioning Yes Yes
Leverage ratio Yes Yes
Large exposure limits Yes Yes
Loan-to-value limits Yes Yes
Debt-to-income limits Yes Yes
Foreign exchange limits Yes Yes
Liquidity requirements Yes Yes
Risk management standards Yes No
Licensing standards Yes No
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7.4 The financial safety net

The financial safety net

One of the consequences of the 2007-2009 global financial crisis is that more attention
is now being paid to financial regulation, and that holds true both regarding the protec-
tion of the stability of individual banks (micro-prudential regulation) as well as the syste