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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, I believe there would be a revolution before tomorrow morning. 

 Henry Ford  

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

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

 The first edition of this book (2006) described a world where the banking industry 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.

●	 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 toolkits to intervene in the banking sector. Finally, we 
discuss the causes and consequences of banking and financial crises.

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

●	 Part 3: Issues in bank management
– Chapter 9 Banks’ balance sheet and income structure
– Chapter 10 Bank financial management
– Chapter 11 Banking risks
– Chapter 12 Bank risk management

Part 3 of the text provides a detailed insight into the financial features of banking firms. 
The first chapter focuses on the balance sheet and income features of both commercial and 
investment banks, highlighting the main differences between the two types of institutions. 
Substantial attention to detail is paid to the components of the financial statements of these 
types of banks. In addition, we outline the role of traditional ratio analysis for evaluating 
bank performance and asset quality as well as performance indicators relating to shareholder 
value creation. Chapter 10 provides a detailed introduction to bank financial management 
issues, covering asset and liability management, capital management, liquidity management 
and off-balance-sheet management. The important role played by derivative business is 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.

●	 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.

●	 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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3

 What is special about banks? 

     Learning objectives 

   ●	   To understand the role of fi nancial intermediaries in the economy  

  ●	   To understand lenders’ and borrowers’ diff erent requirements and how banks 
can help to bridge such diff erences  

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

  ●	   To analyse the theories of fi nancial intermediation     

  Chapter 1 

     1.1   Introduction 

 The fi rst question one may ask when reading this book is ‘What is special about banks?’ This 
chapter aims to off er some insights into the nature of the banking business and what makes 
banks ‘special’. A bank is a fi nancial intermediary that off ers loans and deposits, and payment 
services. Nowadays banks also off er 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 ‘fi nancial intermediary’ almost as synonyms as we review the role of banks and 
their main functions: size transformation, maturity transformation and risk transformation. 
The diff erence between banks and other fi nancial 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 fi nal sections present fi ve theories to explain why 
banking exists and the benefi ts of fi nancial intermediation.  

  1.2   The nature of fi nancial intermediation 

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