Lecture 3: Types of Banking

Course objectives are as follows:

1. The difference between traditional and modern banking

2. Retail banking

3. Private and Corporative banking

4. Investment and Islamic banking

Traditional banking business only consisted of taking deposits and making loans. Their main income came from interest margin between deposits and credits. Until 1990, banks were highly regulated and competition was restricted. For example, In UK, banks were not allowed to deal with securities until 1986 and Banks in Spain and Italy had the same situation until 1992. EU’s Banking Directive in 1992 introduced universal banking model which banks can offer all types of financial services such as securities operations, insurance and leasing and so on. 
Similar trend occurred in United States as well. There were restrictions for commercial banks to operate with securities until 1999. These restrictions put by Glass Steagall Act in 1933. But, Gramm-Leach-Bliley Act in 1999 allowed all commercial banks to undertake securities and insurance business. 
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Figure 1. Traditional banking versus modern banking

Banks are now regarded as full-service financial firms because nature of banking business has been relatively competitive and unrestricted. Banks today pay more attention creating value for shareholders instead of focusing on asset growth.
Universal banking model has been a feature of European banking since 1990 while it has been developed in USA and Japan recently. One of the main features of universal banking is defined with the participation of commercial banks in insurance and securities markets. The combination of banking and insurance is known as bancassurance. Bancassurance is a package of financial service that covers both banking and insurance services. For example, A bank may sell both mortgages and life insurance at the same time. Banks also sell credit insurance on consumer loans and property insurance for selling buildings. 
2. Retail banking

Retail banking relates to financial services to individual consumers. All large banks offer personal banking services such as payment services, savings, mortgages, loans, insurance, pensions and other services. 
These institutions below offer retail banking services:

● commercial banks;

● savings banks;

● co-operative banks;

● building societies;

● credit unions; 
● finance houses

Commercial banks are main intermediary in economy. They channel funds from savers to investors by deposit credit operations. Also, large commercial banks engage in investment banking, insurance and other financial services. Large commercial banks are Citibank, Deutsche Bank and Barclays. 
Savings banks are also main provider of retail banking services. They are similar in many respects to commercial banks but the difference is ownership features. Savings banks have mutual ownership which is owned by members or shareholders who are depositors or borrowers. Savings banks is also called loan associations or thrifts in United States. They were mainly financed by household deposits and lent retail mortgages. Now their activities are more diversified such as they offer a wide range of corporative loans and credit cards and other services. 
Savings banks are important part of banking system in Europe. In Germany, savings banks make up more than 50% of retail banking market. German savings banks are owned by federal or local government. Unlike commercial banks, they may pursue strategic objectives other than maximizing shareholder wealth or profits.
Co-operative banks originally had mutual ownership and offered retail and small business services. Recently small co-operative banks joined to form a larger institution. For example, Rabobank in the Netherlands and Crédit Agricole in France, both of these are now listed and have publicly traded stock. In Britain, the Co-operative Bank also is publicly listed. 
Building societies are popular in UK, Australia and South Africa. They are similar to savings and co-operative banks because they have mutual ownership and focus primarily on retail deposit taking and mortgage lending. As I said before, it is a mutual institution that members (who has savings accounts) have certain rights such as voting and attend, speak at meetings. Each member has only one vote regardless of how much money they invested or how many accounts they have. 

Credit unions is another type of mutual deposit taking institution and they are non-profit co-operative institutions owned by members who pool savings lend each other. 

Finance houses provide consumer and commercial loans for individuals and companies. They differ from banks because they typically do not take deposits and raise funds by issuing money market (such as commercial paper) and capital market (stocks and bonds) instruments. In the UK these are sometimes referred to as hire purchase firms, although their main types of business are retail lending and leasing activity. All major retail firms and motor companies have their own finance house subsidiaries – for example, General Motors’ finance house used to fund car purchase is known as GMAC Financial Services. 
3.
Private and Corporative banking
Another area of banking closely related to private banking that a range of financial services for wealthy clients (individuals and their families). The services combine retail banking products such as payment and account facilities and investment related services. 
An important feature of the private banking market relates to client segmentation. 
Mass affluent segment. Individuals with $100,000 to $1 million in investable assets.
Mid-tier millionaires. High net worth individuals having $5 million to $30 million.
Ultra-high net worth individuals. Individuals with more than $30 million in investable assets.
Corporate banking relates to services to companies. Activities of banks with firms are divided into three size categories: firms with turnover up to £2 million (Business Banking), £2 million to £30 million (Commercial Banking) and greater than £30 million (Corporate Banking). Services offered to large firms are referred to corporate banking. Business banking refers to services offered to small start-up firms. 
Services for mid-market and corporate clients are as follows:

1. Cash management and transaction services. Cash management services include informing customer about their net cash position, check records paid by bank and others
2.  Credit and other debt financing facilities – loans, overdrafts, syndicated loans, commercial paper, bonds and other facilities. 
3. Commitments and guarantees. Commitments relate to services where a bank commits to provide funds to a company at a later date for which it receives a fee. In other words, the bank has a commitment to provide credit in case the issuance of commercial paper is not successful. Guarantees relate to a bank underwriting the obligations of a third party and thereby assuming the risk of the transaction.
4.  Foreign exchange and interest rate-related transactions. Banks can offer their corporate clients a variety of tools to manage their foreign exchange and interest rate risk. These instruments, broadly referred to as derivatives.
4.
Investment and Islamic banking
Investment banking refers to services such as security underwriting (issue of commercial paper, Eurobonds and other securities). These activities are undertaken by investment banking. In most countries today, commercial banks also undertake these activities
The main role of investment banks is to help companies and governments raise funds in the capital market through the issue of stock (equity or shares) or debt (bonds). Other services are to provide financial advisory services 
(advise on Mergers and Acquisitions), assets management and others. 
The investment banking business includes trading and investing in securities (issue, buy, sell) with their own capital (this is known as proprietary trading) or for their clients. This activity consists of trading and investments in a wide range of financial instruments, including bonds, equities and derivatives products.

Sometimes financial advisory and underwriting is referred to as investment banking to distinguish from trading and other securities-related business. We should know that investment banks did not use to hold retail deposits and their liabilities were mainly securities and short-term wholesale financing. Since September 2008, it is allowed investment banks to accept deposit. This is done to decrease level of risk in investment banks.
Islamic banking is based on non-interest principals.  Islamic Shariah law prohibits the payment of riba or interest. There are different types of Islamic banking products that do not charge interest. They offer profit sharing products. Depositors earn a return (instead of interest) and borrowers repay loans based on the profits generated from the project. 
Musharakah contract include the following basic rules:
1. The profit of the enterprise can be distributed in any proportion by mutual consent. However, it is not permissible to fix a lump sum profit for anyone
2. In case of loss, it has to be shared strictly in proportion to the capital contributions
3. It is possible for any partner to be exempted from contributing labour/management
4. The liability of all the partners is unlimited
Globally, there are around 100 Islamic banks and financial institutions. There are three main countries which entire banking sector is Islamic banking namely, Pakistan, Iran and Sudan. Western banks also offer Islamic banking products today. For example, HSBC was the first to offer an Islamic mortgage to its UK customers.
