SEEH R



Shijé }(l‘,aij inglei | tH-£d I £ 2=
Shuangyu 2
Xilie Jinocai | B B 5 ##t

LNANADVNVIA
SINVHL

g NRHF O

e
EFERTHEEW



nE T

AHALEXEE, REERT ARBTLEEENRFERMELE, EENAERITSH
BOFM . MREE., RAEE., AREE, ERRR, AREE, ARKRESABENS. &
FBE MBI P SMEATE SRR A BT, BRI T E bR LRATREE BB IR
R, FEXAHETPRBTLHERIRMKESD S, £ BEMEARAR AL RGEEIRITER
FREISGEE, TR SRR A AR SR ML B %L 3EE ¥ T 6 .

BHERSE (CIP) ¥iE

WATEHE S JOUPORASGE . — M BB TR SR, 2007. 10
(21 B LIIUE R I )
ISBN 978-7-5623-2730-1

o I fhee I 7 - B - BRSO -2 IV. F830.2

T E A E 4358 CIP BE B+ (2007) % 151675 5

B R T FRET RN (TMNEILERE TR 17 S8, HR% 510640)
EHIEIE: 020 -87113487 87110964 87111048 (f5E)
E-mail; scutc13@ scut. edu. cn http .//www. scutpress. com. cn

HIEHE: ® »®

ED Rl & JCMTTRERE)

FF Z: 787mm x960mm 1/16 EN3K. 15.75 =¥ 327 F

R k. 2007 4210 A% 1 AR 2007 48 10 A% 1 WEDRI

M % 1~2000

TE #r. 28.00 J©

BB BiRB%E



“21 M ERIGERINEM” RESLH

F F: R &

BlEE: a4t AR K3

W OFE: (BEREEHRF)
FLE KES ERFE
RIME FEE WEM
3T A



PHEIRFEFEHZERE—NFRETE TOHWFR, 4l
i, FRALUEFERL, 268, NARBAL ATHE, I THH
‘i, FRRERE, BUFLAUFRL LI £, RERELH, X
BREHFLEEM L, REMEEIERIHBMESELIT, XBK
B R AR A

BFEMBFNRLZERRSF LR, LHHF, 2EEHEXRNA
%, E2RRFHRHUN, HABEREMRURRY, 2REeRBTHHKE
HuEE®, RARFIAELHY X, @R EMEMTETRLEHRA
#, ERENSBRERNIEE, HNBLBFIGARELR L HHT
Ak, SBARREMARA, F£ 100 £ F/HHFEKR, |7 KHHMH
WM EEREHT “HR” HEE, AW “HR” WX EAR,
MARKERHESHERREACRAATALREZF&RAZAL, A #
FEREZFEFHBANLREF — AL HE, TREREEF R “F
B WX TARZH, TAFERKNFARN. RER, EoRFE
MR, REFZLFREFTHEE, TRACEGHFEXEMEZ X REHK
M, UBFESERLAL

FREAER, ZHLREFRREAXEFNFHN, BRSITD
FARERTEEEZANFRFGHZ, RIXTHNEMTE, 2T
FHth. RERFIBMERFULEINL, EIRTHE, EAHFE. — £
EANFHAREL Y HM, BAFRTEN, BARATERFLEELER
WA TREAT, XARTRE FEHIMEAFAELRE L FEK
Fo —RANAERLE, KRFIBMEGESR, GHAH, BRKT LK
ARAUTEREFemBERMLTRENRHAR, XE6EK, £X
TREKHRENEFLBERPLIEAR, XATEHEMFARLAM,
EpmELGFNAINGE—, FTEFEEBPERE, 2R\ HAMLEAS
£, BMAKE, m (RTEEZE) (MEFFE) (PHEIEF5HER) (F



sty

e lirsCai
€2 - ces IMITAIEY oceo {

YRAGREE) &, ¥£-B¥E, LHTH, HEHFHNE, A
RERERANBRE I N RFEFEBERFLR, HELRHRET,
BRT RIIHMERE,

KMKEP, EEFLANEBRETENAK, EHBEHTHLE S,
MRS BNk, TRTH. BETENRERHM, BE—82
W, FAT—BTHh. RERFIBAMUMERERTLERGFHEEN,
MARRGXEMF 2&, MAEE A¥T. REFERRAL, #4
AERNBFHE, REBBRAEKRNEX SR AN SHBERE
%A

R &
2007 410 A



Chapter 1

Introduction to Banking «-ccc-ecececerttettiiiiiiitiiiiiiiiiiiiiiii ( 1 )

1.1
1.1.1 What Is a Bank? sseesss OO, bdthob - (1)
1.1.2 The Development of Banking «++++«+++ssseesseesresrurrsurnueseesneeneas (2)
1.2 The Role of Bank in the ECOnomy coeercecereertetiiiiiiiiiiiiiiiiiitiiiiiiiinaaaae, (3)
1.2.1 The Role of Commercial Banks in the Economy «+«+cseeeeeeenennnnnnnn. (3)
1.2.9 The Finictions of TR o assscussasims sasien s antin cne oo il oo imssn (5)
1.3 The Fundamental Forces of Change in Banking «cccoeceoererereeenaneniiniiii, (6)
1.3.1 Deregulation and Reregulation +««+++++s+sessseessseesreesiueenseessueesuenen (7)
1.3.2  Financial TORnoVALIOnN, «««-e-er crnnesenes ssssshnneedoseissosnsisheritsseessssaeis (8)
1.3. 3 SECUTIHZALGI veooeeoese biosbunis sunab evsiond vieids ovbod Monieds 515 dhn s umvsebin (10)
1.3. 4. GlobaliZatinn sessseuess fusbe) voshe e bt assmen sxsbl b ARG L 0 00 (10)
1.3.5 ~ Advance in Technology'+s«»isssssbunivaiuini ikt scbassbebsbdintillussss sies (12)
1.4 Organization Form of the Banking Industry ««-«-:ccoceecereereaeeiiiiiiii., ( 13)
1.4.1 Unit Banking Versus Branch Banking «++++++ssseesvememumnmucniencenennn. (13)
1.4.2 Financial Holding Companies +++++++ssessseessesssessussuenseeiseenean. (13)
1.5 Bank in China ccceeeccceresteetetetiiotttiiitttiettonsesassesssssesssssesssssssssseens (17)
1.5.1 Reform of Banking System ++++++ssesseeeeeeeeeeerueeumtmmmmmminnnnssanaanns (17)
'1.5.2  Recent Banking Reform «+++++sssseesssessesstersinesurinemssessanesueannins (19)
1.5.3 The Opening-up of the Banking System  «++++++ssssseemmmmmummnnnnneene (21)

Chapter 2

21 - Infrodigctipn s«ss s sseums vaies wonvs s kedbaninns e a5 R s Tt detich Sone (24)
2.2 Balance Sheet «ccecteeecestcectttttttatetastascsnsstsssonssssssssosssassssssassssasss (25)
2.2.1 Bank Assets: Uses of Funds sv=svsormenis ssssporsonissdyonsppsmnsasannsssinn (28)
2.2.2 Bank Liabilities and Equities: Sources of Funds «+-+-+seeeeeeereeninnns (32)
9.3 'The INCOME SAENIENE «#505555:58 5558 insisnsonaone oS ai g is A4 A FasH fooGain e dornr.glo b (35)

2.4  The Relationship Between the Balance Sheet and Income Statement «++«+++--- (42)



,2 ——————————————————————————————————————————————————————— see FMITEIEE w00 ‘

2.5 The Return on Equity Model —cccccceereeeeettiiiiiiiiiiiiiiiiiiiii e (44)
2.5.1 All-Equity and All-Debt Banks «+cc++++++sseeeessersrruururrereereeeessensss (44)
2.5.2 Bank Profitability Analysis ««««++-+«ssssssseseeeereieiiiiiiiieeieenennnnnnnnn, (47)
2.5.3 A Risk Index for Biliky —vevsmmsives e Sutto corsivive i st 2oess s tin (50)
Appendix 2. 1  The Uniform Bank Performance Report (UBPR)  ++esessevvne (53)

1 IEPOQUCHION ++++++vveteeesensrennrenrennsunersusesnesensensnnnnnnssnnnnnnemmnenns (56)
2 The Liability Structure of FDIC Insured Commercial Banks --+++«++++--seseeeee. (59)
3.2.1 Recent Trends in Bank Funding Source «:+-++eesseereererniiirrunennns. (59)
3.2.2  Characteristics of Retail-Type Deposits «++«++sceeeseeusserrnnrnniinnnne. (63)
3.2.3 Characteristics of Large Wholesale Liabilities ««+++sseseecercereenaennns (66)

3.3 Measuring the Cost of Funds «+:creessreeetretmmneeittinmnniiiiiieeeernnnnneeeens (74)
3.3.1 The Average Historical Cost of Funds «c«+sseeeereeserneeruninnrennnnes (75)
3.3.2  The Marginal Cost of Funds «««ecceeeeeeeesessemmsmisriruueeseereeeeeeeeens (76)
3.3.3  Costs of Independent Sources of Funds +++++++++sssvsrerevreeeeeeeeenaannn, (77)
3.3.4 Weighted Marginal Cost of Total Funds  ++++++sesereeeeneeruieunennnnnn. (80)
3.3.5 Marginal Cost Analysis: an Application «++cesesserernseeeruuaininnnn. (81)

3.4 Funding Sources and Banking Risk +«++t+oeeeeeeitiiiiiiiiiiiiiiiiiiiiinn.... (83)
3.4.1 Funding Sources: Liquidity Risk =+++++=sssseeeeeeereriiiiiiirereennnnnnnns (84)
3.4.2 Funding Sources: Interest Rate Risk ~ «++eveeseevereevinerrunniinniinnnn.. (86)
3.4.3 Funding Sources: Credit and Capital Risk ++ces-esrenesernnseannnrnsnn (86)

3.5  DepoSit INSUFANCE .+ + =+ v trreereneentanamnenmettiteerseneeneenerneensenesnssneenenns (87)
3.5.1 Federal Deposit Insurance ««-++++sssseseeseeses oy SR FE e AR s (87)
3.5.2 Deposit Insurance Around the World =~ «-++eeerevnrernarnnnnnniiniiinnnnn. (88)

4.1 Why We Worry About Bank Capital? -+coeeerererecinciincianiannn, sesesttiaanes (92)
4.2 Risk-based Capital Standards ««-=ssssreerrrmniiitittiimniiiiiiitresitiiiereraraas (93)
4.2.1 -Capital Adequacy - +==sssemereseenss nivtaydedopsssssissmapyssdesshupidesodenie (93)
4.2, 2 Basle Capital Aloeords: :srusswtescrssbiermessbussonres tedilinicd s abreatde o e (94)
4.2.3 Basle [ Framework - «-veswssesres sonsns sasnst e sepsiors e oo nismismboaskhves (94)

4.2.4 Risk-Adjusted Return on Capital -+ fo ot o vs i obloroitidatlonslEs oe (96)



P oee CONTENTS ©00 ~-mmmmmooooim e i

4.3 The Constituents of Capital -cccrerrereertiiiiiiii ittt (97)
4 3. 1 - Accounting: Capital vssee - 20y bkressesssomdvs ssidsnevs s saitoe spiapdesssio he (97)
4.3.2 Definition of Capital Included in the Capital Base ~+++ccveveeereuennnn (99)
4.3.3 Definition of Capital Included in China «+=«++eeereeenneinrenninininnn., (102)

4.4 What Is the Function of Bank Capital? +++++++++++++seeeeeeeeeerererrvisnmemnnnns (104)
4.4.1 Bank Capital Provides a Cushion to Absorb Losses «+-++essvessennse (105)
4.4.2 Bank Capital Provides Ready Access to Financial Markets «+-+++--- (106)
4.4.3 Capital Constrains Growth and Reduces Risk ++-++++eseeereereieuninen. (106)

4.5 Calculation and Measurement of Capital Adequacy Ratios «+«+---+cveseveseenns (107)

4.6 Economic Capital and the Assessment of Capital Adequacy «+-+-+++++-eveseress (112)
4.6.1 The Definition of Economics Capital «+++esreeereeuiiiiiiirininnaniin. (112)

4.6.2 Example: Economic Capital Allocation for Commercial Credit Risk -~ (114)

Chapter 5
5.1 Recent Trends in Loan Growth and Quality  ceccrrreeeeieniiii (119)
5.1.1 The Overview of Loan Development in U. S, «++eevereuriuniinnennennnn. (120)
5.1.2 The Overview of Loan Development in China «++++sceveseereeueennnnns (123)
5.2 The Credit ProCess «+««+«+++scteescesscacnenenaenruenennenssssesenseseesnsnreenanns (126)
5.2.1 Business Development and Credit Analysis +++++ssesseesseescnineeinnenn. (127)
5.2.2 Credit Execution and Administration ++«++s=seeeeereiiiiiniiniinninn. (129)
5.2.3  Credit REVIEW «+ececeerecererererrurtoraenrueneramncaseerncnsesencnsnssennens (130)
B3 Dot TYpes FTDRIS  ~o» womsmc comesononvysonss esasss snns e ssnmessmsahis (130)
5.3.1 The Characteristics of Different Types of Loans in U. S.  «eeeeeenees (130)
5.3.2 The Types of Loans in China «+++++sseeseeeeermmmuiineeeeeenunnnaeneennnns (134)
5.4  Asset Transfers and SeCUIHZALION -+« ««+++errrrseeresssecrcensaraencenrasnnnns (137)
5.4. 1 INtrOdUCHON ««+ere+eseerernrrsesentnensenenrnenereenssenessencsesnencnseennnns (137)
5.4.2 Mechanics of the Asset Securitization Process +++++++eeereeerurennnen. (138)

Chapter 6
VL) TOROAUCEION: - -~=in=vosvis s sseins swnsies £2s ssiomss S5msH ppanllectirs s silEosiants s Joce s Kt (141)
6.1.1 The History of Banks Owning Securities in U. S, «seeeveeceeienennnns (141)
6.1.2 The History of Bank Owning Securities in China = ++++++eseeeseeneenen. (143)

6.2 Dealer Operations and the Securities Trading Account =+« +«+«+«+csessesrecacuauns (145)



6.2.1 The Classification of Dealer Operation  +++++++++ssssseseeruunseernnnnens (145)
6.2.2 Accounting for Investment Securities +++++«++tssserrnrerriieiiunreinnnens (146)
6.3 Objectives of the Investment POrtfolio +«:««+++rsstereerersserreeceersnressnnsennes ( 147)
6.3.1 Safety or Preservation of Capital «+::s-eseservsrnnsssnsesersssssssananans (147)
6. 3.2. Liquidily .o ssensstimiimmens covoneopmyut seyinnoastaconss s asgesss ssinprppys (148)
01 3.3 Yield, svsseme ssuntiossions s sobise swme s aeriae ssimmsis gasisins 88555 5nks Sw b s o oimon (148)
6. 3.4 Diversify Credit Bidk .| s ronssneps oo covmns sawun s segpssssass sssanssats sessns (149)
6.3.5 Help Manage Interest Rate Risk Exposure «::-++ecceeeseerurneernnnnnne. (149)
6.3.6 Pledging Requirements, «::1-1++ssssssasassssesassasossssnssssanannsarnsoaye (149)
6.4 Composition of the Investment Portfolio «««::++tceeeveeserererriiiiicrerannnnnnns ( 150)
6.4.1 The Composition of the Investment Portfolio in U. S. Commercial
Bk, S6ts o5 sivien omnmwe snieniaip st te s smp i sais ¢ SRS H05 £ SH55 eiiram o o o (150)
6.4.2 The Securities Investment in China’s Commercial Bank «--+++++eeeees (152)
6.5 Establishing Investment Policy Guidelines +«+++++seteeeteeietainntininniiinnne. ( 1 52)
6.5.1 Return Objectives «++++++sessssorassscsvessassaseansesssossransanncncesnnerans (153)
6.5.2 Portfolic Composition «e+++++seemieatdiiiiliiiin il (153)
6.5.3 Liquidity Consideration «s+ssessceveseesascivernuereiiioneennnsenesanessns (153)
6.5.4 Credit Risk Consideration +«vvidds il il onitiomnentoeidi bone s (154)
Chapter 7
7.1 Cash Assets Management ++«++«++++sseserrerrueeruserusennerennesnernneesnnssns (155)
T 1.l ‘The TOrOAUCHON  =oes s venss snisonnasioss 565 15 556558 55 ne onton oraoroiss wols (155)
7.1.2  Objectives of Cash Assets Holding «++++++eeeeereereeereeriiiiurunnnnnne (156)
7.1.3 Cash Assets Versus Liquid Assets ««-+essseereensmierieiierienseeneennns (157)
7.2 Liquidity Planming «ccccccceeeeeeeteanniiiiiiiiiiiiiiiiiiiiiiiiiiiiiii i ieeaas ( 1 58)
7.2.1 The Development of Liquidity Strategies «++++-+ssseeeeeseensrruarannnnnn. (158)
7.2.2 The Trade-off Between Liquidity and Profitability «++-+ceeeeeeeeennnnn (161)
7.2.3 Liquidity Needs and Risks «++++sssesseeeeuseernieeemnnerunrerunnersnnnnns (162)
7.3 Measures of Liquidity - +++-++++=++tssseruereruierruuseerueensnsernuneennnesrsnns (165)
7.3.1 Asset Liquidity Measures ++++«seeeessssereranssssrrasssorsmnsioecsnnnanss (165)
7.3.2  Loan-to-Deposit Ratio «+++++eevssserrrrninremuriiiiiiinneeeeenisneennnnnns (166)
7.3.3 Liability Liquidity Measures +++++«c+sssseseeeessrruuiissesereennnnnennns (167)
7.3.4 Liquidity Analysis of Citibank «+«=++sssssseerurueeierinnnerernnnneerannnnns (171)
7.4 Projecting Liquidity Needs «+-++-++-+--- N ( 172)



P cee CONTENTS ees -----ocoomooooooooo- o S g

7.4.1 An Application ««+««ceeeeeeereeeeriniiiiiiniii s (172)
7.4.2 Considerations in Selecting Liquidity Sources ««+serseeereeceseieecenee. (175)
Chapter 8
8 1 Tnitroluotlonn svesvwses sevmss ssnse fessss 8 Fwsn AATauTAEESHSABEBSFAIR Er e SH o0 H B S (179)
8.1.1 Why Risk Matters? «-eeeeereessssnmmmmmmmimiiiiiiiiiiaa, (179)
8.1.2 The Basic Categories of Risk «+eeeeeeeeeeeereremmniininiiiiiiiiiiiiin (180)
8.1.3 Prerequisites for Risk Management «---+++seeeeessssumeeeeeesnninuneeen. (181)
8.2 Credit Risk Management  -««-ctoccreereersretsiiiiiiiiiiiiiiiiiii. ( 182)
8 M. 1 The Definition of Credit Rigk,  :esstesssastsuies sussns snws dsens sossds mie (182)
Q ' 9 Measiitement of 'Credit Risk: 55+ swiss cansia oo s it s55ais §a8553 a5amas 545 (183)
8.2.3 Techniques of Credit Risk Management «--+s+eseceeerereerenenennnn. (183)
8.3 Market Risk Management «-+-+--+ceseeeeeeemmmmmmmmmmminenineneneineiaa, (185)
8 3.1 ‘The Definition of Market Bk . «eiudsfsssseiEakbs st oot s urbRat b (185)
8.3.2 Market Risk Measurement: VaR --+cevsseeeseerncsrsnssceanseeanasaenncans (186)
8.3.3 Market Risk Management «+«+«++++-sssessurueseesemnniininininniniinnn, (187)
8.4 Operational Risk Management -+« cecccsecereeeessnetnintiiiiiiiiiii, ( 188)
8.4.1 The Definition of Operational Risk «++eeeeeeeeeesssnnmeeeeriiinininnnn (188)
8.4.2 Sound Practices of Operational Risk Management «+--seeeeeeeeesenee. (190)
Chapter 9 nd Internal Control System
0.1 IDErOQUCHOM ¢+ +++resrrssesennessaneasenseseneessassnssssssessensassnsensansnsnes (194)
9.1.1 The Foundations of Bank Corporate Governance «+«+«+=++sssseeeeeeeees (194)
9.1.2 The Bank Corporate Governance in China «++eseeeerererccininiieinne. (197)
9.2 Sound Corporate Governance Principles :-+++++++++++sseeeeeereeereeniiiniiiun (198)
9.2.1 Establishing Strategic Objectives and a Set of Corporate Values --- (198)
9.2.2 Enforcing Clear Lines of Responsibility and Accountability =~ «+«+----- (199)
9.2.3 Ensuring That Board Members Are Qualified for Their Positions --- (200)
9.2.4 Ensuring Appropriate Oversight Conducted by Senior Management ------ (202)
9.2.5 Effectively Utilizing the Work Conducted by Internal and
o L b e e O R N R R e e S H A e SRy (202)
9.2.6 Ensuring That Compensation Policies and Practices Are Consistent

with the Bank ceceeerreereeiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiciieneiaa (204)



! E,g ——————————————————————————————————————————————— see SRITEIEY oeo ‘

9.2.7 Conducting Corporate Governance in a Transparent Manner «------- (204)
9.2.8 Understanding of the Bank’s Operational Structure ««:««++=+ss+esseesss (205)
9.3 Introduction of Internal Control in Banking  -+++++++++++rseeeeeeeeeeseiiiisiunns (206)
9.3.1 Background «-sescssssvee o SEMINRPIG S be S B STRESI Dokins  Save s (206)
9.3.2 The Objectives and Role of Internal Control ««++++tseeerrearuaunnninns (208)
9.3.3 The Major Elements of an Internal Control Process — ++reeeeeeeeeceeen. (209)
9.4  Principles for the Assessment of Internal Control Systems  =+--++++-++essevusens (210)
9.4.1 Management Oversight and the Control Culture ««++++essveveeeeensennns (210)
9.4.2 Risk Recognition and ASSESSMEnt ««+«s+++esssereerrunereruunaeeeennnnns (211)
9.4.3 Control Activities and Segregation of Duties «++++++sceeseesrenerurenns (212)
9.4.4 Information and COMMUNICALION +++++++r+rsresenrsrnencnencncncnenenenenen (213)
9.4.5 Monitoring Activities and Correcting Deficiencies «++++essesseesennens (213)

9.4.6 Evaluation of Internal Control Systems by Supervisory Authorities -+ (213)

Chapter 10
10.1 Overview of International Banks «++++++++scesecacessessannsessesoonsensaosanen (215)
10. 1.1 The Development of International Banking —«+«ssreesereseenceennnnn. (215)
10. 1.2 Structuring the Overseas Operation — «+++++esseresrriiiiiiniiiinian. (217)
10. 1.3 Choosing an Organizational Structure — «:«+++sereerrrriiniiiiiiinn. (220)
10. 2 Services of Global Commercial Banks ««««----+s+seeeeeeeteersorsoeeaeereecesenns (221 )
10.2. 1 Credit 'Serviess {rrossiind T boribviivs ety de Sl ] (221)
10.2.2 Syndicuted Loan Facilities -« sewsscosses sovnnnovsasss snsoss suns ipvnss sason (222)
10.2.3 Project FINANee <o« revwrsrooss vonsas cunonsonavasenss osns s inosortnns st (224)
10.2. 4 Trade Finanee s coos sossns nnedon st Shsns eoibon shbnsssmnnn oomas osoues (226)
10.2.5 Commercial Paper and Note Issuance Facilities —+++++eeeeeeseeeeennn (226)
10.2.6 Currency Exchange «ccccceeceresnsunmirnninaninsionniiiiiiiiniinetunenn. (227)
10.3 Banking System Around the WOrld ««+«+++sssessessruerueuseuernenneneenesans (228)
3 B Fapilln, +3 <edss nsion Aashaormsecs cammod sens s surat £ Eases kusses B Lmmh Fk s 55 (228)
10.3.2 " United Kingdam - c5-3ues loniivinedTuton ebaven diviins sdbv s o osins cusins (231)
10:3. 3 'FLATGE © =-enressne coemensweimn sim e LIz EME LGS santea . 8o (233)
10.3. 4  Corman -osessees by ss s obns tetobs sooss Moonb tunis LR By % o (235)

Reference ................................................................................. ( 238 )



Bank managers must be increasingly aware of competitive opportunities that coincide
with change. The banking industry is consolidating and diversifying simultaneously. In
fact, the traditional definition of a bank has been blurred by the introduction of new
products and a wave of mergers, which has dramatically expanded the scope of activities
that banks engage in and where products and services are offered. This chapter presents an
introduction and overview of banking in United States and China. The primary function of
a bank is resource allocation. Banks act as intermediaries in the allocation of financial
resources. As financial market become more complete, direct finance tends to reduce the
importance of certain financial institutions and the process of indirect finance. This
phenomenon, driven in part by deregulation, financial innovation and technological
changes, has led to the decline of the business of funds loans with deposits-traditional
commercial banking. To survive in the financial industry, banks must adapt to this

changing environment.

3¢ 1.1 Introduction to Banking

____________________________________________________________________________ o

1.1.1 What Is a Bank?

When you think of a bank, what image comes to mind? Do you see a nearby building
where people deposit their paychecks? Maybe you visualize the automated teller machine
(ATM) where people use a card to get cash fast, or you recall the bank statements that
many people still get in the mail. Perhaps you see a tall tower with a logo or name you
recognize. If you're technologically savvy (li&, T f#), you may imagine someone
going over personal finances while on the Internet.

However you think of banks, and they include all these ideas and more, don’t lose
track of one basic idea. A bank is a business. Banks sell their services to earn money,
and they market and manage those services in a competitive field. In many ways, banks
are like other businesses that must earn a profit to survive. Understanding this fundamental
idea helps explain how banks work, and helps you understand many modern trends in

banking and finance.
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1.1.2 The Development of Banking

No one knows the precise moment that banking started. The world did not go to bed
one night and wake the next day to find bankers scurrying (2% H) to work. One of
the earliest references to the banking profession or to the practices conducted by bankers is
the Code of Hammurabi ( {347 H ). Drawn up by King Hammurabi, the founder
of the Babylonian Empire ( 1728 —1686 B.C. ), the Code contains around 150
paragraphs that pertain to loans, interest, pledges, and guarantees. Economic historians
surmise that bank operations by temples and great landowners had become prevalent
enough that King Hammurabi felt compelled to establish standard rules of procedure !

The next major development in the history of banking was the creation of money. The
Chinese probably invented money, but it was the Lydians in ancient Anatolia (/N1 4
M) (modern-day Turkey) who got the credit in the West. Being a trade-oriented people,
their idea was that a standardized unit of commerce would simplify transactions. Between
640 and 630 B. C. the Lydians began to mint the first coins, which were made from
electrum (£R4R), a naturally occurring mixture. of gold and silver. The use of coins soon
caught on, and the surrounding city-states and kingdoms followed suit.

According to historical regulatory definition, a commercial bank is a firm that both
accepts demand deposits and makes commercial loans. Although this has been the legal
definition, it is not fundamentally useful today. Banks can now own and operate securities
business, insurance companies, and other financial services firms and such firms can own
and operate banks. It is now more appropriate to refer to the banking industry as a
combination of traditional banks, represented by community and regional banks and
savings associations, and more complex financial services firms.

Exhibit 1 ~1 The legal definition of commercial bank in China
The “commercial banks" referred to those enterprise legal persons which are established to absorb public deposits, make loans,
arrange settlement of accounts and engage in other businesses in accordance with * Commercial Banks Law of the People’s Republic of

China” and the “Company Law of the People’s Republic of China”. (RARTT RIS IR IR (*%AE%ﬂ@ﬁﬂkﬁﬁﬂi) o (p
AR ATRE) LM ARTITR . R, RGNS A )

A commercial bank may have the following businesses in part or in whole:

1. Absorbing public deposits;

. Offering short-term, medium-term and long-term loans ;

2

3. Arranging settlement of both domestic and overseas accounts;
4. Handling acceptance and discount of negotiable instruments;
5

. Issuing financial bonds;
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A commercial bank may have the following businesses in part or in whole:

6. Issuing, cashing and undertaking the sale of government bonds as agents;
7. Buying and selling government bonds or financial bonds;

8. Undertaking inter-bank borrowing or lending;

9. Buying and selling foreign exchange by itself or as agents;

10. Engaging in bank card business;

11. Offering L/C services and guarantee ;

12. Handling receipts and payments and insurance business as agents;

13. Providing safe boxes services; and

14. Other businesses as approved by the banking regulatory organ of the State Council.

The business scope of a commercial bank shall be determined by the Articles of Association of the bank and
reported to the banking regulatory organ of the State Council for approval.

A commercial bank may undertake foreign exchange settlement and selling businesses after being approved by
the People’s Bank of China.

Banks and other financial institutions ‘i
play the critical role by performing services 4 ;

essential to the functioning of an economy.

Safeguarding, transferring, lending and
exchanging money in various forms, along
with  evaluating  creditworthiness  of
customers, are the main activities that
banks perform. Each of these roles has a

ripple effect in the economy at large that helps keep money moving.

1.2.1 The Role of Commercial Banks in the Economy

Commercial banks play an important role in facilitating economic growth. On a
macroeconomic level, they represent the primary conduit of central bank’s monetary
policy. Bank deposits represent the most liquid form of money such that the central bank’s
efforts to control the nation’s money supply and level of aggregate economic activity is
accomplished by changing the availability of credit at banks. On a microeconomic level ,

commercial banks represent the primary source of credit to most small businesses and many
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individuals. A community’s vitality typically reflects the strength of its major financial
institutions and the innovative character of its business leaders. While the economic role of
commercial banks has varied little over time, the nature of commercial banks and
competing financial institutions is constantly changing. In addition to banks, savings and
loans, credit unions, brokerage firms, insurance companies, and general retail stores now
offer products and services traditionally associated only with commercial banks. Hence,
the term bank today refers as much to the range of services traditionally offered by
depository institutions as to a specific type of institution.

Exhibit 1 -2 documents changes in the number of institutions and total assets
controlled by commercial banks, savings banks, and credit unions from 1970 through 2004
in United States. During the 35 years, commercial banks’ share of depository institution
assets varied from around 64 percent in the early 1980s to 79 percent during the 2000s.
This growth came at the expense of thrift institutions whose share had dropped from almost
32 percent to 15. 7 percent by 2004, while credit unions increased their share from just
over 2 percent to 6. 1 percent during this period. Note also the sharp drop in the number of
all institutions. This consolidation reflects the combined impact of relaxation of restrictions
on bank branching, failures, mergers, acquisitions, and consolidations. The banking
industry now comprises fewer, but larger, firms that control an increased share of loans

and deposits, with the number of competitors shrinking rapidly.

Exhibit 1 -2 Number and Total Assets of Various Depository Institutions, 1970 - 2004

Annual Annual Annual Annual
Monetary Amounts, Billions of Dollars Growth  Growth Growth Growth
Rate Rate Rate Rate
1970-  1980-  1990-  2000-
1980 1990 2000 2004

1970 1980 1990 2000 2004

Commercial

13,500 14,163 12,343 8,315 7,630 0.4 -1.4 -3.9 -2.1
Banks Number
Total Assets $517.4 $1,484.6 $3,389.5 $6,238.7 $8,413 11.1 8.6 6.3 7.8
(% of Total Assets)

66. 0 63.6 71.0 79.0 78.15
Savings
Institutional

5, 669 4,594 2,815 1,590 1,345 -2.1 -4.8 -5.6 -4.1
Number *
Total Assets $249.5 $783.6 $1,259.2 $1,222.6 $1,692 12.1 4.9 -0.3 8.5

(% of Total Assets)

31.8 33.6 26.4 15.5 15.7
Credit
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Annual Annual Annual Annual
Monetary Amounts, Billions of Dollars Growth  Growth Growth  Growth
Rate Rate Rate Rate
Unions Numbers 23,819 21,930 8,821 10,316 9,128 -0.82 -8.70 1.58 -3.01

Total Assets $17.6 $67.3  $126.7 $438.2 $660.0 14.35  6.53 13.21 10.78
(% of Total Assets) 2.2 2.9 2.7 5.5 6.1

* Include savings and loan associations and mutual savings banks.

Source: Graph Book at www. fdic. gov and NCUA annual report.

Although revealing, these figures disguise the fact that there has been a fundamental
shift in the structure of financial institutions since 1980. In particular, depository
institutions’ share of U.S. financial assets has systematically declined relative to assets

held by other financial intermediaries.

1.2.2 The Functions of Bank

The primary function of a bank is resource allocation. To accomplish this task, banks
perform six basic, or core functions:

(1) They clear and settle payments (a payments system ).

(2) They aggregate (pool) and disaggregate wealth and flows of funds so that both
large-scale and small-scale projects can be financed.

(3) They transfer economic resources over time, space, and industries.

(4) They accumulate, process, and disseminate information for decision-making
purposes.

(5) They provide ways for managing uncertainty and controlling risk.

(6) They provide ways for dealing with incentive and asymmetric-information
problems that arise in financial contracting.

Although banks come and go, these six core functions are relatively unchanging.
Moreover, as financial innovation and competition among institutions generate greater
efficiency in the performance of a financial system, non-bank financial institutions tends to
follow function. To see the importance of commercial banks to a financial system, consider
each of the six functions in the form of a question focusing on the importance of banks. For
example, do banks clear and settle payments? Do they pool funds? For commercial banks,
the answer to each of the six questions is: Yes! This is not to deny that other financial

institutions perform some of these functions also. The important point, however, is that



