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CHAPTER ONE

What Is a Bank?

1.1 Origin of the Bank

The word “bank” is derived from the Italian word “banca,” which is the German word
for “bench.” Moneylenders in Northern Italy originally did business in open areas or open
rooms where each lender worked from his own bench or table. The very first banks were
probably in religious temples of the ancient world. Charging interest on loans and paying
interest on deposits developed in ancient Rome.

Many people don’t know that banks probably predated the invention of money. The first
banks were probably the religious temples of the ancient world, established sometime during
the third millennium B.C. Deposits initially consisted of grain and later other goods including
cattle, agricultural implements, and eventually precious metals such as gold, in the form of
easy-to-carry compressed plates. Temples and palaces were the safest places to store gold as
they were constantly attended and well built. There are extant records of loans from the 18th
century B.C. in Babylon that were made by temple priests/ monks to merchants. Ancient
Greece holds further evidence of banking. Greek temples, as well as private and civic
entities, conducted financial transactions such as loans, deposits, currency exchange, and

validation of coinage.

1.2 The Nature of Financial Intermediation

A bank is a financial institution that provides banking services such as accepting deposits
and making loans. There are also financial institutions that provide certain banking services

without meeting the legal definition of a bank that are called non-banks. Nowadays banks
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also offer a wide range of additional services, but it is these functions that constitute banks’
distinguishing features. Because banks play such an important role in channeling 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.

To understand how banks work, it is necessary to understand the role of financial
intermediaries in an economy. This will help us to answer the question about why we need
banks. Financial intermediaries’ and financial markets’ main role is to provide a mechanism
by which funds are transferred and allocated to their most productive opportunities.

A bank is a financial intermediary whose core activity is to provide loans to borrowers
and to collect deposits from savers. In other words, they act as intermediaries between
borrowers and savers. By carrying out the intermediation function banks collect surplus funds
from savers and allocate them to those 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.

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: a) on
demand; b) after giving a stated period of notice; c) 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 claims and is said
to hold a financial asset. The issuer of the claim (borrower) is said to have a financial
liability.

Savers and borrowers do not need banks to intermediate their funds: In direct finance,
borrowers obtain funds directly from lenders in financial markets. However, two types of
barriers can be identified to the direct financing process: a) the difficulty and expense of
matching the complex needs of individual borrowers and lenders; b) 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.

Lenders’ requirements :

© The minimisation of risk. This includes the minimisation of the risk of default (the

borrower not meeting its repayment obligations) and the risk of the assets dropping in
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value.

OThe minimisation of cost. Lenders aim to minimise their costs.

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

Borrowers’ requirements:

OFunds at a particular specified date.

OFunds for a specific period of time; preferably long-term (e.g., 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).

OFunds 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 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 transactions costs and those
derived from information asymmetries.

Transactions costs relate to the costs of searching for a counterparty to a financial
transaction (the costs of running the economic system, usually measured in time and money
spent in carrying out 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.

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

The role of financial intermediation has now become more complex as intermediaries
perform additional roles, such as brokerage services (i.e., buying and selling stocks and
bonds for clients) and securitisation (i.e., the pooling and repackaging of illiquid financial
assets into marketable securities), thus creating an extra layer of intermediation. When
financial intermediaries hold claims issued by other financial intermediaries, then an extra
layer of financial intermediation is created. Nowadays, given the increased complexity of

credit flows, it is not uncommon to have more than two layers of intermediation.

1.3 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:
1.3.1 Size Transformation

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

any individual borrower.
1.3.2 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. On the other hand,
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
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“mismatch” their assets and liabilities. This mismatch can create problems in terms of

liquidity risk, which is the risk of not having enough liquid funds to meet one’s liabilities.
1.3.3 Risk Transformation

Individual borrowers carry a risk of default (known as credit risk) that is the risk that
they might not be able to repay the amount of money they borrowed. Savers, on the other
hand, 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.

1.4 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
intermediaries the transformation of primary securities issued by firms (deficit units) into
secondary securities that are more attractive to surplus units.

In this context, financial intermediation can be explained in terms of reduction of
transaction costs. Secondary securities will be less risky, more convenient and more liquid
than primary securities, because banks benefit from economies of scale in transaction
technologies and are able to carry out a rational diversification of risks. This allows them to
offer lower loan rates relative to direct financing. However, most bank assets are illiquid

(non-negotiable) and this can be explained by issues relating to asymmetric information.

1.5 Economies of Scale and Economies of Scope

Financial intermediaries reduce transaction, information and search costs mainly by
exploiting economies of scale. By increasing the volume of transactions, the cost per unit of
transaction decreases. Moreover, by focusing on growing in size, financial intermediaries are
able to draw standardised contracts and monitor customers so that they enforce these
contracts. They also train high-quality staff to assist in the process of finding and monitoring
suitable units in deficit. It would be very difficult, time-consuming and costly for an
individual to do so.

Financial intermediaries can reduce risks by “pooling” 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
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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.

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

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

bank. However, economies of scope are difficult to identify and measure.

1.6 Asymmetric Information

Information is at the heart of all financial transactions and contracts. Three problems are
relevant: a) not everyone has the same information; b) everyone has less than perfect
information, and c¢) some parties to a transaction have “inside” information which is not
made available to both sides of the transaction. Such “asymmetric” information can make it
difficult for two parties to do business together, and this is why regulations are introduced to
help reduce mismatches in information.

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

Information is at the centre of all financial transactions and contracts. Decisions are
made beforehand 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,
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parties have more information about themselves (including their intentions and abilities) than
do others. The problem arises because information is not a free good and the acquisition of
information is not a costless activity. If either were the case, there would never be a problem

of asymmetric information.

Exercises

1. Concept Check:

1) What is the role of financial intermediaries in an economy?

2) What is the core activity of a bank?

3) What are the barriers to the direct financing process?

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

5) Explain how banks can lower transaction costs.

6) What are the advantages of financial intermediation over direct finance?

7) Explain the relevance of information asymmetries in the intermediation process.
2. True/False Judgement:

1) Borrowers are generally referred to as surplus units and lenders are known
as deficit units.

2) The issue of the financial claim is said to have financial assets.

3) The lender of the funds holds the borrower’s financial claim and is said to
hold a financial asset.

4) Lenders prefer long-term lending to short-term.

5) As for information asymmetries, lender has better information about the
investment than borrowers.

6) Deposits are normally small-size, low-risk and high-liquidity.
3. Give the Chinese Equivalents to the Following English Terms:

1) financial intermediary

2) allocation of resources

3) economic efficiency

4) direct finance
5) deficit units

6) financial asset
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7) financial liability

8) brokerage service

9) residential mortgage
10) liquidity risk

4. Give the English Terms to the Following Chinese :

1) &Rl
2) W1k

3) MR R
4) BARHAL
5) T2 KU
6) [H]424: fil
7) AEIRE S
8) ML T
9) JHFRFL 4
10) W WIFEK

5. Matching:

Directions : In the box below, there are several financial concepts, please match each

financial concept to the appropriate definition/explanation.

008

financial claim securitisation liquidity demand deposit
deficit unit brokerage services direct finance surplus units

market failure banks’ liabilities transaction costs banks’ assets

default risk of default liquidity risk

1) the borrower not meeting its repayment obligations

2) borrowers obtain funds directly from lenders in financial markets

3) a claim to the payment of a future sum of money and/or a periodic

payment of money

4) borrowers
5) the risk of not having enough liquid funds to meet one’s liabilities
6) the costs of running the economic system, usually measured in time and

money spent in carrying out a financial transaction

7) lenders
8) funds deposited that can be withdrawn on demand
9) the risk that they might not be able to repay the amount of money they



borrowed
10) funds lent to borrowers
11) inefficient functioning of financial markets
12) buying and selling stocks and bonds for clients
13) the ease of converting a financial claim into cash
14) the pooling and re-packaging of illiquid financial assets into marketable
securities
15) the funds collected from savers

6. Fill in the Blanks with Proper Words:

Individual borrowers carry a 1) (known as credit risk) that is the risk that they
might not be able to 2) the amount of money they borrowed. Savers, on the other
hand, wish to 3) risk and prefer their money to be 4) . Banks are able to
minimise the risk of individual loans by 5) their investments, 6) risks,
and 7 borrowers and holding capital and 8) as a 9) for

unexpected losses.

7. Multiple Choices:

D

2)

3)

4)

The economies of scale can be explained by the following perspective, except for

A. lower average cost

B. more standardized contracts and regulations

C. more adequate capital

D. highly qualified staff

How to understand that “Financial intermediaries can reduce risks by ‘pooling’ individual

risks” 7

A. Individuals will have more confidence.

B. There are abundant capital inflows despite capital outflow so that the possibility of
capital chain break is lower.

C. The intermediaries are more reliable.

D. Individual risks share similarities.

Assume that Q1 and Q2 are two outputs, and C(QI) and C(Q2) means the separate

costs. If the joint cost of producing the two outputs is expressed by C(Q1, Q2), how

can the economies of scope be expressed by formula?

A. C(Q1, Q2) < C(Q1) + C(Q2) B. C(Q1, Q2) = C(Q1) + C(Q2)

C. C(Q1, Q2)>C(Ql) + C(Q2) D. C(QI1, Q2) = C(Ql) + C(Q2)

Which of the following can be an example of “cross-selling” mentioned in the
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passage?
A. Sell one and send one free.
B. Sell the product with coupon.
C. Sell an upgraded product to the customer.
D. Sell additional product to an existing customer.
5) “A firm that sells a life insurance policy does not know the precise health of the
purchaser” is an example of the situation of
A. not everyone has the same information
B. everyone has less than perfect information
C. some parties to a transaction have “inside” information which is not made
available to both sides of the transaction
D. some information is fabricated
6) Why information is at the centre of all financial transactions?
A. The ability to use information varies.
B. Information is not equally available to all parties.
C. Acquiring information is costly.
D. All the above.

8. Translate the Following into Chinese:

1) By carrying out the intermediation function banks collect surplus funds from savers
and allocate them to those 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.

2) 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: a) on demand; b) after giving a stated period of notice; c) on a

definite date or within a range of dates.
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3) Financial claims can take the form of any financial asset, such as money, bank

deposit accounts, bonds, shares, loans, life insurance policies, etc.

4) The minimisation of risk includes the minimisation of the risk of default (the borrower

not meeting its repayment obligations) and the risk of the assets dropping in value.

5) Transactions costs relate to the costs of searching for a counterparty to a financial
transaction (the costs of running the economic system, usually measured in time and
money spent in carrying out 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.

9. Reading Comprehension:

Shadow Banking

Shadow banking, in fact, symbolizes one of the many failings of the financial system

leading up to the global crisis. The term “shadow bank” was coined by economist Paul

McCulley in a 2007 speech at the annual financial symposium hosted by the Kansas City

Federal Reserve Bank in Jackson Hole, Wyoming. In McCulley’s talk, shadow banking had

a distinctly US focus and referred mainly to nonbank financial institutions that engaged in

what economists call maturity transformation. Commercial banks engage in maturity transformation

when they use deposits, which are normally short-term, to fund loans that are longer term.

Shadow banks do something similar. They raise (that is, mostly borrow) short-term funds in

the money markets and use those funds to buy assets with longer-term maturities. But because

they are not subject to traditional bank regulation, they cannot—as banks can—borrow in an

emergency from the Federal Reserve (the US central bank) and do not have traditional
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