
Objectives:
Contrast the types of banking -
Describe core elements of banking -
Explain importance of :

Good liquidity management○
Good asset management skills ○
Good liability management ○
Good capital adequacy management ○

-

After the financial crisis, there was a further tightening of regulations on banks, 
especially the big ones. Capital requirements are important such as not having too 
high leverage (ratio).

Three core functions of banks:
Taking deposits1.
Making loans 2.
Payment mechanisms 3.

Types of banking:
Retail

Hold deposits○
Make loans○
Facilitate payment methods, withdrawals and deposits○
Households and small firms○
Operate three core functions on behalf of households and small firms○

-

Corporate
Same functions as those above plus additional services needed by 
medium and large sized firms

○

Cash management○
Overseas trade○
Foreign risk management: two companies in different countries doing 
business. Fix the exchange rate so they would not fluctuate throughout 
the process. (two currencies)

○

Interest rate risk management: more tuned towards government 
bonds.

○

-

Commercial 
All of the above ○
Specialized loans to encourage people to work with them○
They diversify their products. The difference with corporate banking is 
only size and type of products; who they are targeted towards/

○

-

Investment 
They are more specialized than commercial banks○
They can create any financial products they want; they innovate○
OTC - they create the products and specify the contracts○
Advice (Greece to issue govt bonds when they joined Europe)○
Issuing stocks and bonds in the primary market○
Dealers in the secondary market○
Underwriting  (IPOs)○
Distribution ○
Mergers and acquisitions ○
Market making:  they buy and sell on he market; they propose he 
buying and selling price. In order to earn a spread between buy low and 
sell high.

○

Asset management: managing portfolios in order to lower risk and max 
returns

○

Advice to investors: investors care about expectations of future prices 
which can be determined using technical analysis though it is not 
fooolproof; forecasts from financial analysts in investment banks who 
also make recommendations.

○

-

Liquidity management:
Banks have to be prepared for events where large amounts of cash has to be 
withrawed

-

If this managerial tsk is performed badly there are other sources of cash but 
they can be costly:

Borrowing from central bank○
Selling securities○
Borrowing from central banks and other firms ○

-

Asset management:
Banks need to lend money with an expectation of a low default risk and in a 
diversified manner

-

Liability management:
Banks must be able to find funds at low cost with the right mix of borrowing -

Capital adequacy management:
The bank needs to keep its capital at a high enough level to reduce the 
chance of insolvency problems (assets becoming worth than liabilities) while 
balancing the need to make profits by lending 

-

Market activities:
Besides helping companies with primary market activities, investment banks 
have roles in market trading in the secondary market

Brokering - acting on behalf of clients to secure the best deal○
Market making - quoting two prices for a security at which they are 
willing to buy and sell the same security

○

-

Proprietary trading - the bank taking positions in securities in order to 
try make a profit for itself rather the clients

Conflict of interest§

○

Volker rule:
A federal regulation that prohibits banks from conducting investment 
activities with their own accounts and limits their ownership of any 
relationship with hedge funds and private funds.

-

Purpose is to prevent banks from making certain speculative investments that 
contributed to 2008 financial crisis - details in lecture 4

-

Rule allows banks to continue market making, underwriting, hedging and 
trading but cannot engage in these activities if doing so will create a material 
conflict of interest, expose the institution to high-risk assets/trading 
strategies or generate instability within the financial system.

-

Key summary:
Retail and corporate banking provide services for our lives: mortgage, 
business loans etc

-

If banks are not prudent in operations and are vulnerable to collapse, 
governments spend a lot of money to restore consumer confidence

-

This chapter shows how important banking is to modern society-
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