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1. The Central Banks

The central banks lie at the heart of any modern banking sys-
tem. Despite their names, however, they are not really in the busi-
ness of everyday banking. The basic functions of any central banking
authority may vary, but, in general,can be stated very simply. They
act as:

The government’s banker;

The banks’ bank;

The vehicle through which a government carries out its monetary
policy;

The lender of last resort;and )

The overall supervisor of the country’s banking system, includ-
ing control of the issue of notes and coins.

The central banks carry out these roles within the context of the
country’ s laws and regulations, with differing degrees of indepen-
dence. They may, for instance, set basic interest rates, or these may
be decided by the finance ministry or left to the commercial banks
themselves. In some countries—Germany most obviously, for exam-
ple—the central authority has autonomy in interpreting government
policy. In fact, the independence of the Bundesbank, the German
central bank, is written into Germany’s post-war constitution. Few
would deny it has been one of the most successful in the world in pro-
tecting and promoting the economic interests of the country, despite,
or perhaps because of, an occasional difference of opinion with the
government of the day.



In the USA the Federal Reserve’s freedom in its day-to-day deal-
ings is written into US law. In contrast, in the UK, the Treasury,
under the Chancellor of the Exchequer, has the final say on monetary
policy, though the personality of the Governor of the Bank of England
can greatly increase the Bank’s effective power. The position of the
Governor, however, is more explicitly political than in Germany or
the USA, and fierce and public arguments between the Bank and a
new government with new policies with which the sitting Governor
may not agree are not rare.

Even the Bank of England has more freedom of manoeuvre than
other central banks. The Bank of Japan is an extremely powerful or-
ganization technically but it is not independent politically, and the
banking sector is directly regulated by the Ministry of Finance through
its banking bureau, thus denying the central bank what, in some

countries, is one of its key functions.

Notes

1. centrak bank W RBAT(HE“EFF")
HREEREHRART IR TRE, UERAPEL74

2. at the heart of & 7 -«-ee- o8y fir

3. banker n. RATE;BRAT

4. vehiclen. ILR;F&

5. monetary policy W H B K (A HAHLNKE)

6. the lender of last resort BAREKA, RARZA(CEH
EAEHRBATT)

7. the issue of notes and coins RATHXTRETR (T RLEFE
x—)

8. within the context of & --::-- EEA
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9. the finance ministry WM& # £ X EXE F A the Trea-
sury, £ i ¥ A the Treasury Department, X % % B KA the
Ministry of Finance % the Finance Ministry

10. autonomy n. FiL;H £

11. the Bundesbank n. B EERART(EEW T RET S
4 % the German Bundesbank =, the Deutsche Bundesbank

12. constitutionn. EF(—MERHERAAZ, CEEHE
—MNERERAREN)

13. the Federal Reserve “HXf#”, £ 4 X the Federal Reserve
System “BE A& FZ L. CRXZEHNFRET, XEA¥HEAR
¥} “PRS" & “Fed” o

14. the Chancellor of the Excheque (X B )M &K X B, & kX % %
EX®¥HA the Minister of the Finance Ministry 3 the Ministry
of Finance, % & %1% ¥ F| the Secretary of the Treasury Department

15. the Governor of the Bank of England ¥ # 24484747 ;%
B RET7TK

16. the Bank of Japan H & 4E47(H & thd k4 47)

17. manoceuvre n. ¥ % ;4 #

18. bureaun. (KFHITHH)ARE



2. The Commercial Banks

There is no single definition of a bank, and not all financial insti-
tutions are banks (though all banks are financial institutions) . When-
ever new banking laws are proposed, attempts are made to define
banks precisely. They usually involve phrases such as *high stan-
dards’ , ‘ utmost probity’, etc. but never define a bank in simple
terms. Perhaps it is best to fall back on the description given by Gor-
don Richardson when he was Governor of the Bank of England in the
19700s: like an elephant, it is always difficult to describe a bank but
you know one when you see one.

Generally, a bank is what the central bank and the government’s
finance ministry accepts as a bank. This naturally varies from country
to country. Though few countries have a legal definition of a bank,
the test is that it is an institution which accepts deposits; operates
current accounts; and collects and pays cheques. Within those wide
parameters, however, banks differ considerably in the kind of busi-
ness they carry out and, in the modern financial marketplace, there
are banks which operate on a much narrower base than others.
Though they do not define what banks are, company laws and bank-
ing legislation usually set out clearly which organizations can and
which cannot describe themselves as banks. There are many financial
institutions, for example, which take deposits (licensed deposit tak-
ers) , make loans and even issue cheque books, but they are not banks
and they are not permitted so to describe themselves. Finance houses

which provide the bulk of the money for hire purchases and credit
4



sales are a case in point. They may take deposits to finance their loans
but they are not banks.

No moneylender could call itself a bank. Even when they recog-
nize an institution as a bank, the authorities take a rigid attitude to
what a bank may call itself. Old-established names are allowed to re-
main, however wide a concept they may imply, but a new bank
would not be permitted to call itself, for example, the British Bank or
the European Bank. The title would have to be much narrower than
either of those, so that there is no confusion in customers’ minds that
banks are more substantial institutions than they in fact are.

Today, however, even when financial institutions are not banks,
they are usually subject to the same regulatory authority, either the
central bank or the finance ministry, or a special banking supervision
committee. They will have to adhere to legally required capital re-
quirements and reserve ratios in the same way as banks, though these
may not be quite so stringent.

The chief role of the commercial bank is to accept deposits from
those with surplus cash and lend to those who are temporarily short of

funds.

Notes

1. commercial bank B Y BAT(HHR K “BH4”)
a business that trades in money, receiving and holding deposits,

paying money according to customers’ instructions, lending money,

ete. HARTER RUREFHFZE P HFAH, 04 KHK

2. probity n. EE;REL;®E
3. chequen. XEB(XBA%,¥8H chek)

a bill of exchange drawn on a bank, and payable on demand
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4. parametersn. EE (A A %)

5. tosetout BR;EH

6. finance house B HRA T ,2 8 A7 (5 finance company
EF)

7. the bulk of X # 4

8. reserve ratios M 44 W&

percentage of deposits taken to be held at the central bank

9. stringent adj. PR ;FEF W

10. hire purchase MW ;2 MW £

system of buying something by paying a sum regularly each

month



3. The Financial Revolution: Central
Banking in the 1990s

In the old days, strict regulations kept different financial institu-
tions separate. Banks couldn’t be dealers on the floor of the stock ex-
change, and building societies couldn’t be banks. Strict regulations
controlled entry into each of these activities, limiting competition from
new entrants. Codes of conduct were often implicit, and the central
bank usually acted as informal policeman for the financial sector.

@eginning in the mid-1980s, financial markets throughout the
world were subject to a wave of reform :Yenhanced competition, dereg-
ulation, and then regulation in a new form which amounted to a fi-
nancial revolution. We discuss the effect on stock markets in particu-
lar. Here we are concerned primarily with how it affected the central
bank’s role in financial supervision. We also explain its implication for
the money supply and the demand for money.

London was the first European financial centre to experience the
wind of change. Big Bang in October 1986 allowed banks (who have
lots of financial backing) to become market-makers on the stock ex-
change floor. Other reforms made it easier for building societies to
compete with banks. Similar reforms elsewhere were leading to a
globalization of world financial markets. Entry barriers to particular
financial sectors came tumbling down, and competition increased. Be-
cause entry had been deregulated, a new set of regulations for conduct
became imperative. ﬁelying on the old gentlemen’s club—my word is

my bond—was no longer enough.



It was not merely the number of institutions that was growing;
the volume and type of business transacted was becoming ever fancier.
Much of the new business was ‘off balance sheet’ . Instead of taking
in money and relending it, the traditional role of a bank, banks were
expanding business by acting as agents to repackaging existing loans.
Swaps involve exchanging the income stream from two different as-
sets (e.g. a sterling bond and a dollar bond). Securitization means
bundling together separate illiquid investments and passing them on as
a more attractive package which can be actively traded on a second-
hand market.|

Financial supervision had become a task that was too big for cen-
tral banks alone. For example, in London the Securities and Invest-
ments Board (SIB)was established to oversee supervision of the finan-
cial sector. Each subsector, such as life assurance companies, had its
own self-regulatory organization (SRO) to establish and enforce *fit
and proper’ rules of conduct to protect investors. But central banks
retain an important role in supervising banks themselves.

Globalization of business led to calls for all banks to be regulated
in broadly the same way, to establish ‘level playing fields’ or equal
treatment so that effective competition could take place. In 1988 the
Group of 10, the world’s largest economies, signed the Basle Accord, *;
making interational banking the first industry to be truly regulated at
international level. The Accord was concerned with (i) capital ade-
quacy provisions , specifying minimum financial backing for each type
of credit risk; (ii) risk assessment , specifying the relative importance
of different risks; and (iii) fit and proper rules for management con-
duct. Within the European Community, the 1992 programme to
complet the single internal market has followed broadly similar lines in
the Banking Directives, which establish regulatory rules for banking
within the EC. Increasingly, therefore, the microeconomic role of a
European central bank will be to implement the broad guidelines laid
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down at international or European Community level.

And the macroeconomic role of the central bank is also changing
in the 1990s. If the European Community succeeds in moving to Eu-
ropean Monetary Union (EMU), there will eventually be a European
System of Central Banks providing unified decision-making on the
common monetary policy of the Community.

The financial revolution has had two other consequences which
should be borne in mind in reading the rest of this chapter. First, the
definition of a bank is becoming increasingly blurred. For example UK
building societies, traditionally offering interest-bearing savings ac-
counts and relending for house purchase, are now offering chequing
facilities. So the appropriate definition of money itself (whose deposits
should count in the money supply?) is becoming ambiguous. Second,
greater competition is raising the interest rates paid on current ac-
counts. The consequence for the opportunity cost of holding money is
discussed in the text.

Notes

1. regulationsn. £# ;B (A A%, L& ZRBH", .
‘BREFAPIFEZAMNKA"E#E R  The government regula-
tions on housing are highly welcome. )

2. building socities EEZREFE LB (CLHF LR AEH
TRAFTN A BHETEREXARYUBEARBHETF XA
#iH4)

3. entrantn. HFANHF (KXFHANLTLHE)

4. stock exchange MEH# X FH;REXZHCERXF R
A commodity exchange)

5.codes of conduct T H R, FTHHAE  FTHTH

6. implicit adj. 4 %8, FEHH



7. policeman “HWHHF"(EXXFPHRE, TR EKFE"
a person or an organization that controls or supervises

8. deregulation n. W (Bt — =L i) EH

9. supervisionn. W& ; FH

10. Big Bang (4 ®)“ABKER"&K X

What occurs on the day when a significant financial market re-
moves a swath of ( — % ) old-fashioned rules and regulation. The
most famous Big Bang occured at the London Stock Exchange on Oc-
tober 27th 1986. '

11. Market maker B £ £ A a dealer in securities who is
prepared to buy and sell (that is, to make a market in )the securities
of a particular firm or industry or you can say a market maker is a per-
son who buys and sells shares for clients on the Stock Exchange

12. tumble down 4 #

13. bondn. fRiIiE#H

14. fancy adj. H® (Y5 price EAH K E)

15. balance sheet X = fi ik (LYK - A AN EER S &
% “financial statement” §' By — ¥ )

16. swapn. (& BKX = )E# X H a transaction in which two
parties exchange financial assets

17. securitizationn. FIH I # TiH @K

18. bunding together H#& —#&

19. illiquid adj. FHREAW ;R UZR ALK (K X HE N
liquid)

20. life assurance A F B (##E A life insurance, ¥ # ¥
XRXARE)

21. to enforce vt. & %l $ 47

22. Groupof 10 10 E#H referring to the group formed by
the world” s 10 largest economies, i. e. Belgium, Canada, France,
Germany, Italy, Japan, Holand, the United States, Britain and Swe-

den
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