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1 Development of Money Systems

Introduction

T

Money is anything that is generally acceptable as a means of payment i this
includes cash, e.g. coins, Bank of England and Scottish bank notes and bank
deposits

Legal Tender

>
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The definition of legal tender is & form of money which a creditor who is owed a
sum of money, is required by law to accept in settlement of his / her claim on
another party0

Legal tender must be accepted in settlement of a debt T this includes:

(@) £1 & £2 coins up to any amount
(b) 20p & 50p coins up to £10

(c) 5p & 10p coinsup to £5

(d) 1p & 2p coins up to 20p.

All Bank of England notes, up to any amount, are legal tender in England and
Wales but not in Scotland or Northern Ireland

Technically, a creditor is not legally obliged to give change, so a debtor may have
to give the exact amount due in payment

Neither bank deposits or Scottish bank notes are classed as legal tender

In Scotland, the only currency carrying legal tender status for unlimited amounts
is the pound coin

Exchange and Specialisation

T

il
1

In a modern society we are not self sufficient T we specialise in producing a
particular product or service

Specialisation results in more goods / services being produced

We produce an excess of some commodities but not other commaodities T
exchange of goods and services is then required

Barter

>

Is a system of exchange used in primitive society T it involves the swapping of
surplus goods / services produced, for the surplus goods / services produced by
others

OA double coincidence of wantsdis required I both parties must simultaneously
want what the other party is offering

Both parties must agree that the quantities of goods offered are acceptable T this
becomes easier if a unit of measurement or a unit of account is used, i.e. money



The Qualities of Money

Acceptability T people must have confidence in the monetary medium
Durability i both in the physical sense and stability of value

Divisibility T it must be divisible into small parts for smaller transactions
Portability T it must be moveable or transferable to where it is required
Scarcity T it must be relatively scarce

Recognisability T it must be recognised if it to be acceptable
Homogeneity T units showing same value must be worth the same.

Noook~owhE

The Functions of Money

(a) Medium of Exchange i it need not necessarily be legal tender but it must be an
acceptable means of payment

(b) Unit of Account i a common benchmark which can be compared and measured

(c) A Store of Value i a convenient way of storing spending power until required

(d) A Standard of Deferred Payments 1 provided that the value of money is not
eroded by inflation, it is a useful standard of credit where loans can be made in a
convenient form

(e) A Means of Unilateral Transactions i payments going one way, e.g. tax
payments or a donation to a charity

() A Means of Influencing Economic Activity T Governments can influence
economic activity and employment by controlling the supply of money

The Development of Money
Money has developed through a number of stages, being:

1 Commodity Money

- Where barter was restraining trade, particular commodities which were widely
traded and in demand, might be used as a money substitute e.g. cattle, salt,
gold, silver etc.

- As commodity money was more widely used as money, it became more
acceptable and its appeal was enhanced

9 Coins of Precious Metal

- Their use was a natural progression from the use of gold, silver etc.

- Could be made into convenient portions, becoming acceptable because of the
intrinsic value of the metal in the coin i more so, if guaranteed by the State
withther ul er 6s i mage on the coin

1 Bank Notes (Convertible into coin of precious metal)

- Emanated from goldsmiths in the 17" century, who provided strongrooms for
people to store their valuables, gold, silver, etc.

- The goldsmiths would issue receipts i these had no intrinsic value but were a
token of the precious metals held by the goldsmith



These receipts became an early form of bank note

After the Bank of England was established in 1694 and started issuing their
own notes, the notes of private bankers / goldsmiths became less popular

The Bank Charter Act of 1844 prevented further issues of private bank notes
and a separate Act in 1845 allowed existing Scottish banks to continue to issue
their own notes subject to certain controls

1 Bank Deposits (Convertible into coin of precious metal)

Depositors were prepared to leave their money at banks and receive an entry
in a bank book rather than demand a bank note in return

Transfers of money between customers could then be achieved T the cheque
system developed from this

Deposits must remain generally acceptable and bankers must be able to repay
deposits in cash when required, in order to retain confidence in the bank

1 Convertible and Inconvertible Money

Bank notes and bank deposits were convertible into gold sovereigns until 1914
when the gold coins were used to fund the War effort i the sovereigns had a
value of one pound sterling

1 Token Money (Inconvertible)

The money today is inconvertible token money i it cannot be exchanged for
gold sovereigns and there is no underlying precious metal
The three forms of token money are:

(a) Coins of lower intrinsic value than their face value
(b) Bank notes issued by the Bank of England
(c) Bank deposits and Scottish bank notes

Defining Money — The Theory

>

The essential features of money are the exchange function (freeing trade from the
constraints of barter) and the asset function (people must be prepared to accept
and hold it)

The dnoneynessdof an asset may be judged by its exchange and asset functions
Money can be classified as follows:

1. Primary Money i the ultimate means of payment and a claim against the

Bank of England (central bank), i ncluding Bank of
operational deposits

Secondary Money T represents a claim to primary money and in Scotland
includes Scottish bank notes and bank deposits

Near or Quasi Money i can be converted into cash easily, with little cost and
are a useful store of wealth T include National Savings & Investments deposits
and building society accounts

Engl and



Defining Money — The Practice
1 The Bank of England use two definitions of money 1 they are:

() MO (M Nought) i this is a narrow monetary aggregate or definition of money
stock and includes:

- Notes and coins in circulation with the public

- Banksd holding of cash in tills etc.
- Banker s 6 |deppsesiatsheé Bank of &ngland

(b) M4 17 this is a broad monetary aggregate or definition of money stock and
includes:

- Notes and coins in circulation with the public

- Sterling sight deposits (cheque account balances) held by the UK private
sector in banks

- Sterling time deposits (savings account balances) held by the UK private
sector in banks

- Sterling bank certificates of deposit held by the UK private sector

- Building society shares, deposits and certificates of deposit held by the UK
private sector.

1 The UK government has set an inflation target of around 2% per annum i MO and
M4 are therefore monitored by the Monetary Policy Committee at the Bank of
England



2 UK Retail Banks

» The word bank derives from the Italian word dancod(table) where Italian
moneylenders conducted their business in the Middle Ages

» Banks provide links between those who have surplus funds and those who need to
borrow funds i they also provide money transmission facilities

Classification of Banks

1 Banks may be classed by their typical transaction sizes, i.e.

1. Retail Banks 1 operate large branch networks and deal in small / large sums
2. Wholesale Banksi d e a | i n | arge sums of money
markets.

1 Banks may also be classified by the types of deposits on their balance sheets, i.e.

1. Primary Banks i who operate the payments mechanism and also the money
transference systems by means of cheque accounts, e.g. Abbey, HBOS,
Barclays Bank, Clydesdale Bank, HSBC, Girobank, Lloyds TSB, Royal Bank
of Scotland, Standard Chartered Bank and Yorkshire Bank

2. Secondary Banks i these banks take no part in the clearing system or
payments mechanism, with most of their deposits being term deposits, often in
foreign currencies, e.g. merchant (investment) banks, British overseas banks,
foreign banks in the UK and private banks.

Other Accepting Institutions
> Are those authorised to accept deposits and include some finance houses, building
societies, credit unions and National Savings & Investments

» Most of these institutions accept small deposits from large numbers of personal
customers

Other Financial Institutions
9 These institutions do not accept deposits but provide long-term savings /
investment facilities

1 Includes investment trusts and unit trusts, insurance companies and pension funds

Recognition of Deposit Takers

» The Banking Acts of 1979 and 1987 established and then strengthened the Bank

of Englandbébs powers of supervising and

» The Bank Deposit Protection Fund was established by the 1979 Act T this has
been replaced by the Financial Services Compensation Scheme

> In 1998, authorisation and supervision of banks passed to the FSA, who have full
responsibility for all UK financial services regulation

ma i
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Development of UK Banking

English Banking

T

= =

1708 i an Act of Parliament allowed only the Bank of England to have a large
number of shareholders (joint stock banking)

Early 1800s i private banks were restricted to just 6 partners and most banks
were small, local and unregulated

18257 over 60 private banks failed

18261 the Country Bankers Act was established, allowing further joint stock
banks to operate outwith a 65 mile radius of London, with the right to issue notes
and raise additional capital

18331 a Bank Charter Act allowed joint stock banks to open branches within the
65 mile radius if they did not issue their own notes

Joint stock bank numbers increased during the next few decades i private bank
numbers decreased via mergers and takeovers

1890-1918 1 this period saw the larger banks dominating the deposit taking and
lending scene due to the public confidence they had, with mergers seen as
strengthening the financial system

19187 a Treasury Committee was set up to examine bank mergers, due to the
growing size and influence they now had 1 the banks agree to consult the
authorities prior to any new amalgamations taking place

For the next 50 years, five banks dominated the scene, i.e. Barclays, Lloyds,
Midland, National Provincial and Westminster

Competition from home and abroad forced mergers between Barclays and Martins
Bank and between National Provincial and Westminster which became National
Westminster Bank 1 these mergers produced the following benefits:

(a) Strengthened bank balance sheets and so greater lending capacity
(b) Cost savings via branch mergers and staff reductions
(c) More funds available for new technology investment.

Barclays Bank

A major UK-based company engaged primarily in banking, investment banking and
investment management

Involved in a friendly takeover of Woolwich Building Society in 2001, costing £5.4bn
Formed an alliance with Legal & General, providing pension and insurance products

In 2005, the Group operated in 60 countries, employed 78,000 staff (57,000 in the UK),
had 2,050 branches, a market capitalisation of £45bn and had pre-tax profits of £3.6bn
In addition to personal banking, they provide asset management services and business
banking facilities

Barclays Capital provide investment banking services and Barclays Global Investors are
t he wor | d&usiondl aaset acaget. i n st i




Lloyds TSB

Lloyds Bank began in 1765, as a private banking business in Birmingham

It acquired Cheltenham & Gloucester Building Society in 1995 and then merged with
TSB Group i it then acquired Scottish Widows in 2000

In 2005, the Group employed 70,000 staff, had 2,100 branches and had a market
capitalisation of £30bn

The Group provide retail financial services to its 15m customers via retail banking,
mortgages, insurance and investments

Operates in Brazil, Argentina and seven other countries, owns the Bank of New Zealand
and has offshore banking services in the Channel Islands, the Isle of Man and Singapore.

Hongkong and Shanghai Banking Corporation (HSBC)

HSBC acquired the Midland Bank in 1992 at a cost of £3.3bn

The Midland Bank itself was founded in 1836 in Birmingham and although it grew
through mergers and acquisitions, poor management and a failed US venture meant it
could no longer continue as an independent bank

In July 2000, HSBC bought Crédit Commercial de France

In 2004, it acquired Marks & Spencer Financial Services for £760m

In 2005, HSBC employed 50,000 staff, had 1,500 branches in the UK and had a market
capitalisation of £110bn

It has 9,500 offices in 76 countries.

National Westminster Bank

Has suffered from a reputation of being poorly managed and suffered serious losses on a
US bank subsidiary

The Royal Bank of Scotland acquired the NatWest and since 2000 has achieved
significant cost savings and revenue enhancements

NatWest retail banking provides business and personal banking services to over 7m
customers via its 1,600 branches and has telephone and internet banking facilities.

Abbey

In 2004, Banco Santander Central Hispano (BCH) took over Abbey Bank in a share deal
worth £8.5bn

BCH became the 7" largest bank in the world with total assetsof G 6 5 4 b n

Over 80% of the BCH revenues come from retail banking in 21 countries

BCH aims to increase its market share of the UK retail banking / mortgage market to 10%
by 2008.

10




Scottish Banking

» 16957 the Bank of Scotland was established and issued notes and provided loans

» 17277 the Royal Bank of Scotland was set up

» Early 1800s i most major towns had their own joint stock banks who issued their
own notes

» 18381 the Clydesdale Bank was set up in Glasgow

» Amalgamations reduced the number of Scottish banks to just eight by 1907,
further reducing to three being the Bank of Scotland, Royal Bank of Scotland and
the Clydesdale Bank

Bank of Scotland

- In September 2001, the Bank of Scotland merged with Halifax plc to create HBOS pic,
with a total of 1,160 branches

- The Group also includes Birmingham Midshire, Intelligent Finance, Clerical Medical
Finance and Capital Bank

- In 2005, HBOS employed 66,000 staff and had a market capitalisation of £35bn

- In 2006, it announced plans to open 50 branches in the South East of England and is also
opening a major retail banking network in the Republic of Ireland.

Royal Bank of Scotland

- In 1985, the Royal Bank of Scotland merged wi

- In March 2000, the Royal Bank of Scotland acquired NatWest Bank in a £21bn deal i the
largest takeover in British banking history

- In 2005, the Group employed 130,000 staff and had a combined total of 2,288 branches

- The Group also includes Ulster Bank, Coutts Bank, Direct Line, Lombard and the US
based Citizens Financial Group

- Additionally, a strategic alliance with Banco Santander Central Hispano of Spain was
established in 1989

- In 2005, it acquired a 10% stake in the Bank of China.

Clydesdale Bank

- Was formed by an amalgamation in 1950 of the Clydesdale Bank (1838) and the North of
Scotland Bank (1836) and is the only bank to have its Head Office in Glasgow

- Once owned by the Midland Bank, the Clydesdale Bank was sold to the National
Australia Group in 1987

- The bank is known as an innovator T it introduced mobile banks in 1948, computer-
linked terminals in branches in 1978, personal loans in 1958 and cheque guarantee cards
in 1966.

11



Lloyds TSB Scotland

- Originated in 1810 as the Trustee Savings Bank, offering savings facilities for the poorer
community and encouraging thrift

- The Trustee Savings Bank Act of 1976 allowed the bank to offer a wider range of
services and become more competitive

- The bank was reorganised in 1983, reducing the number of individual banks from
eighteen to just three

- The Trustee Savings Bank Act of 1985 allowed the bank to be floated as a plc in
September 1986

- In 1995, the bank merged with Lloyds Bank to become Lloyds TSB Group and in March
2000, the new Group acquired Scottish Widows

- Lloyds TSB Scotland has 180 branches and employs around 2,000 staff who provide
personal and commercial facilities.

Scottish Banking Innovations

Overdrafts

1 Developed from the cash credit introduced by the Royal Bank of Scotland in 1728

T Claims against a customerds account are n
charged on the outstanding balance

Branch Banking

» The branch network was developed in Scotland

Joint Stock Banking

T Where bank sharehol ders were protected fr
debts should the bank fail i this encouraged people to become investors in the
bank

The Clearing House

» A Note Exchange was established in Edinburgh in 1771, meaningt hat each bank
notes were more acceptable to the public T this encouraged the concept of the
clearing house for cheques

The Chartered Institute of Bankers in Scotland

1T Established in 1875, this was the worl dos
training bankers and financial services professionals

12



Contemporary UK Retail Banking

>

Y YVV

UK clearing banks and other deposit taking institutions offer a very similar range
of services, offering deposits which pay interest and which have a negligible risk
of capital loss

UK clearing banks are mainly involved in retail banking and have large customer
bases i deposit rates and the base rate for borrowing are published

There is intense competition between the UK retail banks and the other deposit
takers i this takes the form of:

(a) The extent and location of the branch networks

(b) The interest rates charged on loans and paid on deposits
(c) The quality of management

(d) The range and quality of additional services provided.

The clearing banks enjoy certain economies of scale that give them the following
advantages:

The branch network allowing them access to a wider population

Risk is spread over all parts of the economy and country

Being larger, they can employ specialist departments and services
They require lower levels of liquid assets, as risk is spread more widely
They can make full use of technology

Customers see size as a sign of security.

ogakrwdE

A c | e ar icashgnfldwanoluded @istomer deposits and loan repayments
A c¢ | e ar icashgputflow includisscustomer withdrawals and loans issued
Whilst loan repayments will be fixed, the amount of deposits, withdrawals and
loans issued are all dependant on the interest rates and any other conditions
Interest rates on loans and deposits are adjusted to give the banks their desired
liquidity level T if rates on loans and deposits change, they are changed
simultaneously, so as not to upset the balance of that liquidity

Most retail banks have subsidiaries which provide a wide range of services, e.g.
share issues, leasing, etc.

Main Functions of UK Retail / Clearing Banks

The Note Issue

1
T

The Bank Charter Act of 1844 gave the Bank of England a monopoly over note
issue in England and Wales only T Scottish banks can issue their own notes

The vast majority of Scottish notes issued must be covered by balances held at the
Bank of England

Accept Deposits

>

>

Cheque accounts form the principal means of payment in the country but offer
negligible interest

Time Deposits (savings / deposit accounts) are also offered i notice of withdrawal
may be required in order to avoid interest penalties

13



Agents for Payments

91 Through the Association for Clearing Payment Services (APACS), methods of
transferring monies have been established

T One met hod, the Bankersé6é Automated Cl ear.
authorised transactions, i.e. standing orders, direct debits, salary credits, etc.

Grant Loans

> Personal facilities are offered, e.g. overdrafts, personal loans, mortgages and
budget accounts

> Business lending facilities are offered, e.g. overdrafts, term loans, leasing and
factoring

Other Services
» A variety of services are offered, including:

Investment management

Insurance

Income tax advice

Trustee and executorships

Keeping companiesd share registers
Foreign Business.

ocoarwnE

Retail Bank Operations
STERLING LIABILITIES
1. Notes Outstanding

- Thisisthe publ i cds hol di ngnthebalancesheeeosa and app
Scottish clearing bank

2. Sight Deposits
- Includes current / cheque account balances which pay nominal interest
3. Time Deposits

- Are deposits by the public and private sectors which receive interest
- They may be for fixed periods, requiring notice for any intended withdrawals

4. Certificates of Deposits (CDs)

- Are fixed term deposits (3mths-5yrs) in multiples of £10,000, with a minimum
of £50,000 and a maximum of £500,000

- Offer attractive interest rates and are used for inter-bank lending

- Are negotiable, so can be sold before maturity to another bank and so are
classed as a liquid investment

14



May be sold for more or less than their nominal value, dependent if rates have
fallen or risen since the original purchase

Loan Capital

Represents the issue of bonds to raise capital

Bondholders receive a fixed interest rate and the bonds have a fixed maturity
date

Is repaid in full at the bond maturity date

Bonds are negotiable and can be sold on the Stock Exchange

. Share Capital and Reserves

Share capital is the monies invested by shareholders in the bank

Shareholders may receive dividends

Shares are non-repayable, but are negotiable on the Stock Exchange

Share prices depend on profits made, proposed dividends and future prospects
Reserves are past undistributed profits and belong to the shareholders

. Other Currency Liabilities

Are deposits held by the overseas customers of UK banks
These deposits are used to fund foreign currency loans

Eligible Liabilities

Comprise of sterling deposits (sight, time and CDs, with less than 2 years to
maturity) which are available for lending

The Bank of England requires a reserve to be held with them based on these
eligible liabilities T this reserve is held in a non-operational account and would
not be available for lending

ASSETS

1. Notes and Coin

Are the notes and coin held in branches and head office

2. Balances with Bank of England

Cash Ratio Deposits i are non-operational and non-interest bearing, with
banks being obliged to hold 0.15% of all their eligible liabilities
Operational Balances 1 are held by clearing banks to meet any cash needs
and to settle inter-bank imbalances at the clearing house

3. Loans and Advances to Banks

Inter-bank loans, being short-term and overnight loans to other banks, are
included in this category, as are CDs bought by the bank

15



Bills

- Are promises to pay a set sum of money on a set day, usually three months

later

- Are short-term loans by the bank purchasing the bill to the customer who
issues the bill

- Avrise through normal trading or may be drawn under an acceptance credit
facility

- Areissued / sold at a discount (less than face value) T the difference between
issue price and maturity price (face value) represents the interest cost of the
loan

- Are negotiable and can be sold prior to maturity 1 they are a liquid asset

- Treasury Bills are issued by the UK Treasury and are short-term loans to the
government

- Other Bills include bills issued by local authorities i those arising via trade
and commercial transactions and which are accepted (guaranteed) by a
merchant bank also come under this category

Investments

- Include gilts (government stocks) which are safe, pay attractive yields and
which are normally held until maturity, although they can be sold on the Stock
Exchange

- Italso includes investments in any subsidiary companies, e.g. finance houses

. Advances

- Include loans and overdrafts granted by the bank, with interest paid to them
for these facilities

- Lending rates are related to the bank base rate T larger borrowers may be
charged a rate based on the London Interbank Offer Rate (LIBOR)

- Income from loans is used to pay deposit interest, dividends to shareholders
and normal running costs

- Are a bankés riskiest asset, so banks s
types and maturities
- Arethe most profitablebutle ast | i qui d asset on a bank©o

Premises and Equipment
- Represents either the cost or market value of premises and equipment
Other Currency Assets

- Represents market loans and bills and advances in foreign currencies to
resident / non-resident customers

16



Liquidity v Profitability

T

As around 70% of bank deposits are repayable on demand, banks must retain

sufficient cash, or equivalent, (balances at the Bank of England) to meet the likely

demand from customers

Only sufficient cash to meet these withdrawals, plus a margin of other liquid
assets, are retained 7 these funds earn no or little interest for the bank

The remaining assets are invested e.g. in government stocks which can be

converted into cash quickly but which have the potential for losses (thus deemed

illiquid), or they are loaned out to customers which are longer term and which
cannot normally be recalled

The income received from investments
costs and sharehol derdés dividends
The pursuit of profit conflicts with the need for liquidity T generally, as liquidity

decreases, so profitability increases

The British Bankers’ Association (BBA)

YV V VYV V V¥V

Is the leading trade association for the UK banking and financial services industry,

with around 220 members

Was involved with the development, production and continuing revision of the
voluntary Banking Code

It maintains data on deposits and lending, credit cards and operational losses

It is closely involved with the regulation of banks, EU banking and financial
services directives and bank risk management techniques

The aim of the BBA is to promote healthy competition, to benefit consumers of
bank services and its own members

It communicates the views of the industry to the Bank of England, the
Government, the FSA and to the EU

17
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3 Building Societies and
National Savings & Investments

Building Societies
Introduction

1 Inthe UK, there are 63 building societies, employing over 46,000 staff in 2,100
branches

9 There are approximately 15m savers, holding 19% of all personal deposits and
2.5m borrowers who account for 18% of all outstanding residential mortgage
loans

1 Societies originated in the late 18" century among working people wishing to
build their own homes i the movement progressed rapidly in expanding towns of
the industrial revolution

1 The early societies were called Terminating Societies i members paid regular
subscriptions and when every memberds hou
society would be dissolved

1 Permanent Societies were first established in 1845 and continued to run even after
all members were housed i this allowed members simply to save rather than buy /
build a house

9 The Building Societies Act 1874 made societies corporate bodies with full legal
powers i the movement continued to grow and there were 2,000 societies by 1900

1 The movement grew substantially during the period 1920-1939, with assets of
some £756m

9 During the 1950s, a new era of home ownership began, thus increasing growth
which has continued

1 Inthe late 20" century, societies came under closer scrutiny and were blamed for
being over-generous with their lending policies, too cautious, or keeping too high
a liquidity ratio

Number of Building Societies

> The 20" century seen a large increase in assets but also a reducing number of
societies i the decline in numbers was due to:

(a) The closure of some of the very small permanent societies

(b) Amalgamations / mergers

(c) The Building Societies Act 1986, allowing societies to convert from their
mutual status to plc status and being re-classified as banks.

> In 20086, the two largest societies, the Nationwide and the Britannia accounted for
50% of t he mov e nheformedisthe targest dtual budding t s
society in the world, with 15,500 staff, 11m members, 200 agencies and over 680
branches

18



» The trend towards fewer but larger societies is expected to continue due to:

1. Increased competition

2. Smaller societies being unable to provide a full service range
3. Increased administration and technology developments

4. Economies of scale which will encourage further mergers.

Building Societies in Scotland
1 There are no large Scottish-based societies i this may be explained by:

() The dominance of other savings institutions

(b) The relative poverty of the working / lower middle class

(c) The former availability of council houses with subsidised rents

(d) The Scaottish tradition, up until the 1980s, of renting rather than buying

(e) A previously inadequate stock of houses suitable for purchase / adequate for
security purposes.

1 The 1980s and 1990s have seen considerable growth in home ownership, partly
due to the sale of council houses and higher council rents

Dunfermline Building Society

- Established in 1869 and the largest Scottish-based society, with 34 branches and 38
agencies

- Atthe end of 2005, it had total assets of £2,320m, liquid assets of £480m and mortgages
totalling £1,800m 1 total reserves amounted to £110m

- Itis a member of the LINK network and provides personal loans, travellers cheques and
foreign currency, etc.

The Building Societies Association

9 Established in1869 and is the trade association for the UK building societies T it
performs the following functions:

1. Iltrepresents the building societies in government, media and other matters

2. Where required, it comments on government proposals and building society
policies / practices

3. It provides legislative and regulatory explanations to members

1 After the establishment of the Council of Mortgage Lenders in 1989, housing and
mortgage matters are now dealt with by the new body

Pressure for Change
» The Building Societies Act 1962 confirmed that the sole function of societies was

to channel saver 0s i ihnvstodwevemwantednim® us e pur ch
services

19



>

The 1962 Act and subsequent legislation allowed societies to offer cheque
accounts, provide ATMs and to procure additional funds to lend via wholesale
borrowing, or by issuing bonds or certificates of deposit

Building Societies Act 1986

T
)l

Building societies are mutual organisations owned by and run for the benefit of
their members, i.e. those who hold a share in or borrow from the society

Mutual societies have no shareholders to pay dividends to, so they may pay more
competitive interest rates

The 1986 Act provided a new legal framework, removing many restrictions which
had limited their activities, allowing them to extend their range of financial
services

The 1986 Act was amended by the Building Societies Act 1997 and FSMA 2000 i
the main points of the 1986 Act still remain in place and are:

Functions

>

The principal purpose is that of raising funds to lend out for house purchase, but
societies can now add a further range of services, including:

1. A full current account service, backed by cheque guarantee cards

2. Ancillary house purchase services e.g. conveyancing, valuations and estate
agency services (if they are provided via a subsidiary)

3. Overdrafts, credit cards and unsecured loans of up to £25,000

4. Other financial services, e.g. insurance, unit trusts, pension schemes, etc.

Societies may now also:

(a) Hold and develop land for residential purposes

(b) Form and hold shares in corporate bodies which carry out functions normally
allowed to building societies

(c) Wholly own general insurance companies.

Financial Services Compensation Scheme (FSCS)

T
1

Became operational in 2001 and protects anyone who saves with a building
society

The scheme guarantees 100% the first £2,000 of funds and then 90% of the next
£33,000, making a maximum payout of £31,700, which will be reimbursed in the
event of a society failing

Other Aspects

>

>

Borrowers are now allowed to vote on any proposed merger i 50% of those who
vote must vote in favour, and 75% of share investors must also be in favour

The 1986 Act allowed societies to convert to bank status i the same voting rules
as apply to mergers are applicable, plus 50% of all qualifying shareholding
members must vote
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Building Society Balance Sheet

LIABILITIES

Retail Shares and Deposits

T
)l

Share account holders are members of the society and shareholders

They can vote at the AGM (1 vote only) and shares are not negotiable, i.e. they
cannot be traded on the Stock Exchange 1 they may be cashed in at par (face
value) along with any accrued interest

Share accounts may take various forms, e.g.

1. Ordinary share accounts i these are similar to bank deposit accounts,
providing easy access and competitive interest rates

2. Cheque accounts i these have been available since the 1986 Act

3. Term shares 1T have fixed periods, say 3-5 years, and pay higher interest but
incur penalties for early withdrawal

4. Other share accounts T include monthly income accounts and ISAs

Deposit account holders are creditors, not members of the society i they cannot
vote and receive a lower rate of return than share account holders, but are repaid
prior to share account holders in the event of the society winding-up

Wholesale Funds

» The 1986 Act (amended by the 1997Act) states that at least 50% of monies raised

by a society must be raised in the form of shares issued to members i the
remaining 50% may be raised via wholesale activities, including:

(a) Certificates of Deposit being similar to CDs issued by banks

(b) Deposits representing large time deposits exceeding £50,000 with a maturity
of less than 1 year

(c) Permanent Interest Bearing Shares which are irredeemable shares issued to
raise capital 1 they pay a fixed rate of return and may be traded on the Stock
Exchange, although holders have no vote and do not qualify under the FSCS

(d) Bonds / Syndicated Loans T societies can issue domestic and foreign bonds to
raise finance, these may be syndicated via a number of investing banks

Other Liabilities and Reserves

1

Include interest due but not credited and reserves, being retained surpluses
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Assets
» Liquid assets include:

Cash

Bank Deposits

Bills i Treasury Bills / bank bills

CDs 1 issued by other financial institutions
Government Securities T gilts near to maturity

orwbpPE

Business Assets

1 Were introduced by the 1986 Act and comprise total assets minus liquid assets
and fixed assets 1 they are divided into classes, being:

First Mortgages

- Relat e to property used principally

- Societies must obtain a valuation

- Although the property belongs to the borrower, the society has first claim on
the property in the event of default

- Mortgages are usually granted for 20-25 years

- At least 75% of business assets must be First Mortgages, i.e. secured on
residential property

- The two main types of mortgage in this class are:

Annuity Mortgages

- Monthly payments include both capital and interest, although repayments
consist mainly of interest in the early years

Endowment Mortgages

- Monthly payments of interest are made to the society and an endowment
policy is effected via a life company, which should allow the borrower to
repay the outstanding capital at the end of the term

Other Assets

- Societies with £100m or more of business assets may make unsecured loans
and overdrafts of up to £25,000 per person

- They can also lend to businesses without taking land or buildings as security

- Up to 25% of business assets may now be on this basis

1 The remaining asset class is Premises etc. i includes buildings, equipment etc.
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Regulatory Requirements
Financial Services Authority (FSA)

> Building societies are regulated by the FSA under the Financial Services &
Markets Act (FSMA 2000)
» The FSA ensure that societies are operated in a prudent manner i they do this by:

(a) Protecting the investments of depositors an shareholders

(b) Promoting the financial stability of building societies

(c) Administering the system of regulating building societies provided under the
Building Societies Acts.

» The FSAG6s powers to ensure the above are
1. Determine i f a particular activity is wi
2. Consider measures necessary to protect investors
3. Ensure when authorising a society, that it is prudently managed and has

adequate resources.

Bank of England — Cash Ratio Deposit

1 Societies with more than £400m of eligible liabilities must deposit 0.15% of them
with the Bank of England i these earn no interest

Liquidity Ratio
» Societies must retain a liquidity ratio of 7.5% of their total assets
Capital Ratio

1 To comply with the European Union Solvency Directive, societies must have a
minimum 8% capital ratio against risk-weighted assets

1 Societies must make sufficient profits each year to maintain this ratio by transfers
to reserves to protect its share account investors

Building Societies Act 1997

» Amended the 1986 Act, introducing more flexibility for societies and increasing
the accountability of building society boards to their members

» It was enacted along with the Building Societies (Distribution) Act 1997, which
concerns the cash / share distributions in respect of trust accounts on the
conversion or takeover of a building society
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National Savings and Investments (NS&I)

History and Development

T
T

= =

The Post Office Savings Bank (POSB) was established in 1861
The POSB was more popular than retail banks and savings banks because:

1. National coverage was provided via the post offices

2. Deposits and interest of 2.5% were guaranteed by the State

3. Deposits were placed with the Bank of England and invested in government
securities

The POSB continued to expand, with funds reaching a peak of £1,982m in 1946
The movement declined in the 1950s / 1960s due to the uncompetitive interest
rates being paid and a lack of competitive services

Reform and Revival

Y VYV VYV

The POSB headquarters moved from London to Glasgow in 1966

Investment accounts were introduced, offering higher interest rates thus arresting
the decline

The name was changed to the National Savings Bank (NSB) in 1969

In 2000, the NSB was absorbed into the NS&I T a part of the Treasury which
raises funds for the government

NS&I offer various savings certificates and bonds T some have tax concessions

NS&I Banking Services

1.
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Easy Access Savings Account

In 2004, this card-based account replaced the Ordinary savings account

The minimum deposit is £100 and £10 for further deposits i the maximum is £2m
Interest is paid gross in March each year but is taxable

Deposits may be made at any post office or can be posted to NS&I

Statements are provide quarterly

A maximum withdrawal of £300 per day may be obtained from LINK cash
machines.

Investment Account

This account is passbook-based

The minimum and maximum deposits are £20 and £100,000

One mo n telséeguirethfor withdrawals

Interest is tiered i higher rates apply to larger sums

Interest is paid annually on 31* December

Interest rates are variable, with interest paid being gross but taxable
Investment funds deposited are paid into the National Loans Fund
The Treasury determines the interest rates paid on accounts.
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4 Other Deposit Takers

Finance Houses

)l
T

)l
T

l

Otherwise known as Hire Purchase Companies, e.g. Avco Trust, United
Dominions Trust, Lombard, etc.

Specialise in providing medium-term finance to industry, commerce and personal
customers

Finance companies are also very active in the car sales finance market

Finance provided is usually by Instalment Credit, where loans are repaid by
regular, fixed amounts over a fixed term

Finance companies often accept business which has been rejected by banks

Banks and Finance Houses

>

Most finance houses are owned by banks because:

(a) They enable banks to provide a broader service range,

(b) Profits stabilisation i.e. retail bank and finance house profits peak at different
times

(c) Favourable tax treatment in respect of leasing transactions allow banks to
offset profits against the costs of assets bought for leasing.

Sources of Funds

=

S.
6.

Capital T raised through a share issue, with reserves being undistributed profits
Bank Overdrafts T these are arranged via the company bankers and are important
for liquidity management

Issuing Bills of Exchange i borrowing may be by bills drawn on a bank which,
when accepted, can be discounted and monies received (they may arrange an
Acceptance Credit via an accepting house T this allows continuous bills to be
drawn)

Money Markets i funds are attracted from the sterling money markets, normally
for one year, from corporations and other financial institutions

Certificates of Deposit i these are issued in the same way as banks

Deposits T finance houses can offer sight and time deposits to the public.

Services

1.

Hire Purchase T where the customers hires the goods, not acquiring ownership
until all instalments and the Option to Purchase Fee (small fee paid to transfer
ownership) has been paid

Credit Sale Agreement i also known as an Instalment Trading Agreement,
where ownership passes immediately to the customer, e.g. purchase of consumer
durables
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Revolving Loan 1 customers can borrow up to a multiple of their agreed monthly
repayment, with the customers able to top-up their loan to the agreed maximum as
the debt is reduced

Loans (Personal and Commercial) T are repayable by instalments, often secured
on the borr owe heGemainmgequity,as a begond martgageg t
Leasing T defined as ¢iring goods without the option to buyg where companies
(lessor) buy the equipment, then hire it exclusively for an agreed period to a
customer (lessee), usually in connection with long-term equipment hire

Factoring 1 involves the collection, management and short-term finance of trade
debts and insurance against bad debts, allowing customers to ease their cashflow
problems.

Operational Aspects of Finance Houses

1
1

1
1
1

Finance houses are more like secondary banks than clearing banks

The secondary banking principle of matching assets to liabilities applies to funds
raised

Loans made at fixed rates are less attractive when rates are rising

Some business loans and long-term consumer loans are made at the variable rate
plus an agreed margin

Only a proportion of the total asset cost is lent to the customer i a deposit is
required, which enhances the security aspect

Supervision

Finance houses are subject to legislation concerning consumer credit

Under the Consumer Credit Act 1974, the Director General of Fair trading is
responsible for licensing providers of consumer credit

Finance houses are subject to the Banking Act 1987 and must be authorised by the
FSA if they take personal deposits

Secondary or Wholesale Banks

il
il

T

Are those banks whose deposits do not form part of the payments mechanism
Secondary banks include merchant banks, British overseas banks, consortium
banks and foreign banks

The general features of these banks include:

1. A high proportion of business is with overseas residents

2. Over half of their business is conducted in foreign currency

3. Most deposits are usually a minimum of £50,000, with minimum loans being

£500,000 71 they are thus dwholesalednot retail banking operations

Most deposits are for a fixed term

Most loans are for a fixed term and bear a fixed interest rate i larger loans

may be syndicated, i.e. shared out amongst other banks, thus reducing overall

risk

6. Banks try to match assets with liabilities, i.e. each deposit being matched with
a loan of the same amount, time and currency

ok~
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7. Liquidity is not as important as it is to retail banks, as most deposits are term
accounts 1 the inflows and outflows are thus more predictable

8. Where liquidity is required, this is achieved by holding market loans (loans to
other banks via the inter-bank market) and CDs which can be easily
liquidated.

Merchant Banks / Investment Banks

> Also known as Accepting Houses, these were developed in the 19" century via
their core business of commodity trading

» Trade bills or commercial bills of exchange provide a major source of short-term
funding to industry T they are like a post-dated cheque and work as follows:

- Trader Ais selling goods to Trader B and draws up a Trade bill for the sale
price

- Trader B accepts the bill by signing it, and thus acknowledges his obligation to
pay the debt at the maturity date T he then returns it to A

» Trader A now has three options, being:

(a) Hold the bill until the maturity date and receive the full amount from the
acceptor (purchaser)

(b) Sign the bill over to another party in settlement of a debt

(c)Sell the bill to a bank or securities hi
value) i the discount rate will reflect the short-term money markets.

» A banko6s wil l i niglnle sosr toot hdeirs ctoruandteradsb t o r
payment of a debt, depends on the confidence of those names appearing on the bill

> If a merchant bank adds their name to a bill, thus guaranteeing payment at
maturity, it receives a commission for doing so i this will be a contingent liability
in their accounts

» Accepted bills can be sold (discounted) at a higher price in the market

Other Functions of Merchant Banks
Accept Deposits

1 They deal in large deposits mainly from the corporate sector i around 60% of
these deposits are in foreign currencies

9 They also deal with other banks via the London inter-bank market

1 Most liabilities are market interest rate bearing liabilities

Finance

» They provide company clients with Acceptance Credits, where a customer can
issue bills of exchange up to an agreed limit i the bills are discounted to raise
finance and on maturity, the customer account is debited with the face value

» Term loans in sterling and foreign currency are provided to companies and
institutions

» Leasing and factoring facilities are also provided to clients
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New Share Issues

» They advise companies on capital raising options, including share issues i they
will issue the prospectus and comply with the Stock Exchange requirements, etc.

» In an Offer for Sale, the merchant bank buys the shares from the company and
sells them to the public at a higher price T they may also arrange underwriting,
where the underwriter agrees to buy any shares not taken up by the public

Financial Advice
1 They often advise companies on takeovers, mergers and acquisitions
Investment Management

» They provide investment management expertise to pension, investment trusts /
unit trusts

Other Activities

1 They also deal in foreign currencies, gold bullion and other commodities, either
for their own account or for clients

British Overseas Banks

> Were established in the 19" century to provide banking services for British traders
and settlers worldwide
» Are British owned and London based, although most of their deposit-taking
business is outside the UK
» Since the 19406s, some banks have been na
whilst others have strengthened by extending their London operations and by
amalgamations

Standard Chartered Bank

- Formed as a result of a friendly merger in 1969, between the Standard Bank of South
Africa and the Chartered Bank of India

- The bank fought off a hostile bid from Lloyds Bank in 1986

- In 2000, it bought Grindlays Bank from ANZ Group and acquired Chase Consumer -
Banking operations in Hong Kong

- Has its headquarters in London and employs 30,000 staff in over 500 offices in more than
50 countries

- In 2005, pre-tax profits were $2.7bn and total assets $215bn, with market capitalisation
$20bn.
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Hongkong and Shanghai Banking Corporation (HSBC)

Established in 1865 to finance the growing trade between China and Europe

In the 19506s, it acquired the Britis
During the 19806s, it moved into Cana
Marine Midland Bank in New York State

In 1991, the group was brought together under the single ownership and control of HSBC
Holdings plc 1 this was located in London, with the shares quoted in London and Hong
Kong

In 1992, it acquired the Midland Bank, creating one of the largest banking groups in the
world

In 2004, it acquired Marks & Spencer Financial Services for £760m

In 2005, HSBC employed 50,000 staff, had 1,500 branches in the UK and had a market
capitalisation of £110bn

It has 9,500 offices in 76 countries.

The operational activities of the British Overseas banks include:

(a) Provision of finance for export / import trade

(b) Finance for subsidiaries of UK / European companies outside Europe

(c) Funds transfers between multinational head offices and subsidiaries

(d) Foreign exchange operations

(e) Participation in the eurocurrency markets by accepting deposits / granting
loans

() UK corporate banking business.

UK branches of British Overseas banks are subject to the same rules as UK retail
banks re their sterling deposit / loan business and they must work within the
requirements of the central bank / regulatory authority in the host country

Foreign Banks

1
1

T

There are currently over 300 banks in London, via branches and subsidiaries
Most business is in foreign currency and the majority of their deposit and lending
business is outside the UK

These banks were attracted to the UK in order to:

1. Participate in eurocurrency market transactions

2. Finance trade between the UK and their own countries

3. Provide bank services for their own national corporations with UK
subsidiaries

4. Take advantage of the financial deregulation in the UK which increased
business opportunities

5. Participate in the London foreign exchange market

6. Beinvolved in North Sea oil and gas business financing.

Foreign bank branches are subject to the same rules as UK retail banks re their
sterling business
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They must also adhere to the supervisory requirements of the UK authorities and
their own domestic regulator re foreign exchange dealing

Many overseas banks, including the Bank of Ireland have established branch
networks in major UK cities and towns

Consortium Banks

>

These banks are jointly owned and established by other banks 1 in the UK, at least
one must be based overseas and no bank may own more than 50% of the share
capital

A consortium is a way in which smaller banks may combine resources to
effectively compete for business beyond their individual capacities

They may arrange syndicated foreign currency loans for businesses and sovereign
governments i most funds are raised in the euro-currency markets

These banks are less popular now i most can be found offshore, e.g. Cayman
Islands

Other British (Scottish) Banks

Private Banks

>

>

>

Clients of these banks tend to be wealthy, with high incomes and / or substantial
net assets

Clients are looked after by a relationship manager who will coordinate the various
financial affairs of a client, e.g. portfolio management

Private banks include:

Coutts & Co.

Was founded in 1692 and has enjoyed relationships with the rich and powerful

In 1969, it affiliated with National Westminster Bank, whilst recently it has become part
of the Royal Bank of Scotland Group

It manages assets of over £30bn for 100,000 clients worldwide

Cater Allen Bank

Is the banking company formed by Cater Allen Ltd, a leading wholesale money market
participant

It started in 1816 and is now part of the Abbey Group, with its headquarters in London

In 2001, it acquired Fleming Premier Banking thus adding £1.5bn deposits and 110,000
clients to its business
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Adam and Company

- Openedin1984,andi s Scotl andb6s 0§ itwayacquiraddytieBayab uis b ank
Bank of Scotland in 1993

- Provide banking and portfolio management services to wealthy clients, via the 4 branches
situated throughout the UK, with clients having their own personal manager

Airdrie Savings Bank

Established in 1835 and is the UKO6s only
Has 8 branches situated throughout Lanarkshire

Provide a full range of personal banking services and is a member of LINK

At October 2005, assets totalled £112m, reserves were £14m and pre-tax profits

were £700,000

Has no shareholders, so is owned by the depositors, although it is run by unpaid

trustees

YV VVVY

Credit Unions

Avre fairly new to the British financial scene i from a UK perspective, they
originated in Northern Ireland

Are mutual savings and loans societies, providing personal borrowing which is
financed from their own resources

Provide a service to those who may find mainstream credit either difficult to
obtain or too expensive

Members generally have a common link, e.g. their locality, church, employer, etc.
Each credit union is owned by its members and run on co-operative principles i
they are run by a board of directors and credit and supervisory committees, with
all officials being unpaid

Members must be regular savers, whilst borrowers must continue to save whilst
repaying their loans

Credit unions are governed by the Credit Unions Act 1979

The minimum membership is 25, whilst the maximum is 10,000, although this
may be exceeded with permission from the FSA

Savings may exceed £5,000, with savings receiving a maximum dividend
(interest) of 8% 1 these deposits are protected by the Financial Services
Compensation Scheme like bank or building society deposits

» The basic loan rules are as follows:

vV VvV VvV 'V

vV VYV V¥V

1. The maxi mum amount is A5, 000 above the
2. No I oan can exceed 1.5% of the sharehol
3. The maximum loan rate is 12.68% per annum
4. Members must save for 13 weeks to be eligible for a loan
5. Only one loan can be taken out at any time
6. The maximum loan period for unsecured loans is 4 years i secured loans may
be taken over 5-10 years
7. No arrangement fees are payable

8. No business loans or mortgages are permitted
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> Free life insurance cover is provided for both loans and deposits, i.e. outstanding
loans are cancelled on death, with a death benefit of twice the accumulated
savings amount paid

> In 2005, the UK had over 500 credit unions, with a membership of over 400,000
and total assets in excess of about £400m

> On 1% July 2002, the FSA took over the regulation and supervision of credit
unions 1 quarterly returns are required by credit unions and an approved auditor
must undertake an annual audit

» The Association of British Credit Unions Ltd (ABCUL) is the main trade body for
credit unions

Store Groups

Co-operative Bank Plc

- The origins can be traced back to 1872 and initially it served only the co-operative
societies

- By the 1970s, it had become the Co-operative Bank with over 30 branches i it also joined
the British Bankers Association

- In 1999, Smile, their internet bank was established

- In 2002, the Co-operative Bank and the Co-operative Insurance Society (CIS) merged to
allow cross-marketing and selling

- The retail branches are supported by over 650 cash facilities in the retail Co-op stores i
the Co-op is also a member of the LINK consortium

- Services include cheque and savings accounts, personal loans, insurance, travel services
and Visa cards i it also provides business banking and treasury services to corporate
customers

- The bank is known as being innovative, e.g. first Visa issuer to offer interest on credit
balances, it has consistently offered free banking if a cheque account remains in credit

- In 1992, the bank was the first to launch an ethical stance, e.g. it does not invest nor
provide financial services to oppressive regimes, or companies manufacturing or
supplying armaments to those regimes.

Harrods Bank Ltd

- Established in 1890, with the aim of providing high quality banking services to
high net worth customers

- A personal account manager is appointed to look after each customer

- Personal banking services include high value current accounts, deposit and capital
accounts, mortgages, safe deposit boxes, store cards, etc.
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Marks & Spencer Financial Services Ltd

- Is asubsidiary of HSBC
- Financial products on offer include:

M & S & More Credit Card i part of the MasterCard Group and offers benefits
to customers, e.g. loyalty points and 0% interest on furniture over £1,000

Personal Loans i from £500 to £25,000 and repayable over 48 months for M&S
purchases i car loans are also on offer

Other Financial Services i ISAs and unit trusts are available, with a minimum
lump sum investment of £100 and minimum monthly contributions of £25.

Supermarket Banks

9 Can offer competitive deposit rates due to the lower operational costs
1 Are telephone and / or card based
9 These banks include:

1. Sainsburydés Bank (Bank pmfide:Scotl and have

- Instant savings accounts (min. £1 balance)
- Direct saver accounts (min. £2.500 deposit)
- Fixed rate bonds

- ISAs

- Visa credit cards

- 100% mortgages i fixed or variable

- Loans up to £25,000.

2. Tesco Personal Finance, linked to the Royal Bank of Scotland offer a club
card savings account and also a range of financial services.
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Life Assurance Group Banks

> A number of in-house banks have been established, offering high deposit interest
rates which seek to retain matured policy proceeds
» These banks include:

(a) Scottish Widows Bank (part of LIoyds TSB Group)

- Established in 1995, offer two types of deposit account for personal
customers, being an instant access account and a 60 days notice account
the minimum balance is £100 and the maximum is £1m

- A Treasury Tracker Account is available for non-personal customers 1 this
pays a fixed interest margin over the Bank of England base rate

- Fixed rate and variable mortgages are also available, with a minimum loan
of £30,000 and a maximum facility of £500,000

- Credit cards are also available 7 these have a free convenience cheque book.

(b) Standard Life Bank

- A telephone service bank established in 1998, they provide two savings
account with attractive tiered interest rates, being a direct access account and
a account

- Cash ISAs and fixed rate savings bonds are also available

- Have offered mortgages since 1999, both with fixed rate and variable
options.
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5 The Bank of England and the
Sterling Money Markets

The Bank of England

Origin and History

The Bank was established by Royal Charter in 1694

Under the Charter, the Bank could accept deposits and make loans, discount bills

and issue notes T in return, it loaned the Government £1.2m at 8%, which was

added to Britainds National Debt

9 The loan was in the form of notes issued by the Bank, but guaranteed by the
government

1 Although starting as a commercial bank, the Bank of England differed from other

banks because:

T
T

1. It was established as a joint stock company, with no restriction in shareholder
numbers, thus allowing increased capital

2. Shareholders had limited liability, thus reducing their risk in the event of the
bank failing to the amount they had paid for their shares

331t became the Governmento6s banker and t
administration in 1751

The Bank Charter Act 1844

» TheActbs main aim was to control the money s
» It phased out private bank note issue and restricted the issue of notes by the Bank

of England which were not backed by gold

» The Bank was re-organised into the Issue Department and the Banking

Department

» The Bank was forced to redeem its notes for gold at a fixed price, thus linking the

pound sterling to gold

The Bank and Financial Crises

9 During the 19" century, the Bank assumed the d_ender of Last Resortofunction,
by providing support to other banks when major financial panics occurred T they
achieved this by discounting bills or granting loans against bills to aid liquidity

Nationalisation

» The Bank was nationalised in 1946, thus passing into public ownership i Bank
shareholders were compensated with government stock
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The Bank’s Organisation and Structure
The Court of Directors

» Responsibility for the Bankés work rests
Governor, two Deputy Governors (both appointed for 5 year terms) and sixteen
non-executive members (appointed for 3 year terms)
» The role of the non-executive members is to monitor overall Bank performance,
including the work of the Monetary Policy Committee
» The Bank is managed on a day-to-day basis by the Governor and the Deputy
Governors
» The core purposes of the Bank are to:

(i) Maintain the integrity and value of the currency
(if) Maintain the stability of the domestic and international financial systems
(Ensure the effectiveness of the UKOG6s fii

» The Bank makes regular reports to the House of Commons via the Treasury Select
Committee and is responsible for the setting of inflation targets

Offices and Staff
9 In addition to the head office, the Bank owns a printing works in Essex,
employing 450 people T another branch is located in Leeds to assist with note

distribution
9 Overall, the Bank employs around 3,000 people

Bank of England Functions

1. The Government’s Banker

It keeps the governmentds accounts, i nc|
- It bridges revenue shortfalls by lending to the government or issuing Treasury
Bills
- It provides temporary finance, at market rates, via Ways and Means Advances
T these are overnight facilities
- It advises the government on economic, financial and monetary matters

2. The Banker’s Bank

- The main clearing banks retain operational accounts at the Bank, to enable
them to resolve clearing differences which are settled by banks drawing
cheques on their accounts

- Banks must also maintain non-operational accounts, being 0.15% of their
eligible liabilities i these earn no interest for the banks, but provide income to
the Bank of England
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3. Issue of Notes

- The Bank is the sole issuer of notes in England and Wales, this issue being a
fiduciary issue, i.e. it has no gold backing and so notes are accepted on faith
they will be repaid

4. Monetary Policy Implementation

- The Bank determines UK interest rate levels, based on the money supply (MO
and M4 data) and current / projected inflation levels

- It can also alter reserve requirement ratios and enforce banks to lodge special
deposits, thus reducing the money supply

5. Lender of Last Resort

- This usually involves liquidity assistance to banks, secured by first class bills
and securities T this is often at penal rates but avoids financial panics

6. International Relations

- The Bank co-operates with other central banks and takes part in the work of
the International Monetary Fund, the Bank for International Settlements and
the World Bank

- The Bank provides gold and foreign exchange services for some of the
Commonwealth central banks

- It also arranges loans from overseas banks to boost UK foreign currency
reserves, thus restoring confidence in sterling

7. Manages the Exchange Equalisation Account (EEA)
- The EEA was established n 1*®32 to stab

[
- The Bank manages the UKOG6s reserves of g
behalf of the Treasury

- The Bank will stabilise the poundbs val
required on the foreign exchange market 1 this is known as Official
Intervention
8. Private Banking

- The Bank has a small number of private clients, plus staff and pensioners.
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Bank of England Balance Sheets

» The Bank is required by the Bank Charter Act 1844, to produce weekly financial
reports i these are split into Issue and Banking Departments

ISSUE DEPARTMENT
9 Liabilities

- Are the Bank of England notes in circulation
- Notes held in the Banking Department are held as an asset of that department

f Assets

- The assets of this department comprise the backing for the next note issue
- These assets comprise of Government securities, being Gilts and Treasury
Bills, and other securities, being commercial and local authority bills

1 Note Issue Mechanism

- If the Banking Department require notes, they buy them from the Issue
Department T government securities, which serve as backing for the new
notes, are handed over to the Issue Department

- The Bank of England make a profit on the notes, as although they pay no
interest to the holders, they earn interest on the securities held i these profits
are handed over to the Treasury

BANKING DEPARTMENT
» Liabilities

- Public Deposits i are the various central government accounts

- Bankers’ Deposits T are the operational and non-operational cash ratio
deposits held by the clearing banks

- Reservesi are revaluation reserves and undistributed profits

- Other Accounts i deposits held by overseas central banks and international
institutions

- Capital 1 this is held by the UK Treasury

> Assets

- Government Securities i are gilt edged securities and Treasury Bills

- Advances and Other Accounts i are short-term loans to banks and securities
firms as well as support to deposit takers experiencing liquidity problems

- Premises, Equipment and Other Securities T include premises and
equipment at realistic values plus commercial and local authority bills,
ordinary shares, etc.

- Notes i is the cash held to meet public demand for cash from the banks
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> Profits

- The Banking Department s praboutihalfs ar e sul
of the post-tax profits go to the Treasury in lieu of a dividend

The Bank of England Act 1998

91 The main provisions of the Act were:

1. To setout, in statutory form, the monetary policy objectives of the Bank ,
beingtomai ntain price stability and support
policy
2. To establish the Monetary Policy Committee, with responsibility for
formulating monetary policy within the Bank
3. To put in place a new accountability framework for the Bank based on its
statutory duties
4. The transfer to the FSA of the Bankos r

The Financial Services Authority (FSA)

» The first stage of the new legislation was in June 1998, when the FSA took over

the Bank of Englandds role in supervising
> FSMA 2000 was fully implemented on 1* December 2001 i this gave the FSA

full statutory powers and confirmed them as the single regulator for UK financial

services
» The Act set out the four regulatory objectives, being:

(i) To maintain market confidencei n t he UKOos financi al mar k e
(i) To promote public awareness of the benefits / risks involved with investments,
etc.

(iii) The protection of consumers
(iv) The reduction of financial crime.

» These objectives are supported by the following principles of good regulation:

(a) Being proportionate in imposing burdens or restrictions on the industry

(b) Facilitating innovation

(c) Taking into account the international character of financial services and the
UK6s competitive position

(d) Not impeding or distorting competition unnecessarily.

Bank Supervision
1 The FSA collects data from banks re deposits and loan maturities, capital /
reserves, in relation to total assets, liquidity ratios, bad debt provisions, etc.

I With this data, the FSA can assess the overall soundness of individual banks and
the banking system in general
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Financial Markets
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A market is a set of conditions under which goods or services are bought or sold,
with prices determined by supply and demand

The market may be a physical place, or often in financial services, it is conducted
by telephone, fax or email

The price may be either the interest rate charged, or the price that a specific
security (shares, bills of exchange, gilt-edged stock, etc.) changes hands

Money Markets deal in short-term borrowing and lending

Capital markets deal in long-term borrowing and lending via bonds and shares

Sterling Money Markets

T
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These are wholesale markets with large sums lent and borrowed between banks,
building societies, companies, the government and occasionally very wealthy
individuals

The function is to even out the surpluses and deficits of all financial institutions
Potential deficits will lead to a rise in interest rates

Potential surpluses lead to a reduction in rates unless the Bank of England
intervenes in the money markets to influence rates

The Bill Market

> Developed out of the country banks in the early 1800s, who lent to their customers
by buying bills at discounted prices from them

> If bank funds were low, they would forward them to bill brokers in London to sell
to London banks looking for short-term investments i the brokers received a
commission for the sale

> In the 1820s, brokers took on the full role of buying / selling bills

» Discount houses provided retail banks who had surplus funds with a short-term
deposit facility 1 this Call Money was repayable on demand or at short notice,
with the discount houses lodging Treasury Bills and bank bills of a higher value as
security

> Treasury Bills and bank bills near maturity were sometimes bought by the banks
from the discount houses

» The Bank of England conduct their daily money market interventions to influence
interest rates via banks, building societies and securities firms

» Banks and the sterling money markets are major sources of finance for securities
firms operating in the bill markets

» Discount houses have now diversified into private banks, although they still
operate in the sterling money markets

Bank Bills

1 Commercial bills of exchange provide a major source of short-term finance for
industry and commerce

9 Once these bills are accepted (guaranteed) by a merchant or retail bank, (for a fee)
they are known as bank bills and now command a better, cheaper rate

1 Bank bills may be re-discountable at the Bank of England
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Companies needing general short-term working capital, may issue bills payable to
drawer, have them accepted by a bank and then sell them in the bill market 1 this
is known as an Acceptance Credit Facility

Banks which put their name on a bill guarantee to pay the bill at maturity if the
drawer defaults i they are thus classed as a contingent liability

The formula for calculating the discount on bills of exchange is:

rate days to run to maturity
Principal x 100 x 365

Treasury Bills

YV WV V VYV

Are issued by the National Debt Office on behalf of the UK Treasury

Tendering is done at a lower price than the face value of the bill i the difference is
the interest rate paid by the government and earned by the lender

Those institutions (banks, building societies, insurance companies and securities
firms) offering the highest bid (lowest interest rate) receive the bills

Are available to investors in multiples of £5,000, minimum £50,000 and are
issued for 91 days

Are guaranteed by the government and can be converted into cash before maturity
by selling them in the bill market at the prevailing discount rate

Other Sterling Money Markets

il
1

These new secondary or parallel markets developed in the1960s alongside the bill
market 1 deals between the institutions are made by telephone or electronically
Deals are usually conducted via money brokers, with most lending and borrowing
being short-term and unsecured

This market comprises of a number of discrete markets which provide liquid and
profitable assets for lenders and a valuable source of funds for borrowers i the
main markets are:

1. Interbank Market

- Is the largest of the sterling money markets and provides unsecured loans
(short-term credit lines) between banks T these are reviewed and normally
Golled overbevery 3, 6 or 12 months

- Provides liquidity for banks, with deals done via brokers

- Loans are typically for 14 days or less, with a minimum sum of £50,000,
although sums in excess of £1m are common i they are not negotiable or
transferable

- The interest rate is known as LIBOR (London InterBank Offer Rate) and
represents the costs of raising immediate marginal funds
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2. Certificates of Deposit Market

- Are negotiable instruments issued by banks i they are receipts for funds
lodged at a bank for a fixed period (3mths-5yrs) at a fixed or variable rate

- Areissued at par (face value) and are repaid with interest at maturity to
the bearer

- Sums range from £50,000 to £500,000 or more

- Are financial instruments, so the maturity sum is paid to the bearer i prior
to maturity, they can be transferred to third parties or sold in the
secondary CD market

- Banks use these to match the maturities of assets and liabilities on the
balance sheet and also to attract wholesale deposits

- Investors use them for the higher yields available without losing liquidity

- They were extensively used by companies to earn interest i now they are
used mainly between banks

3. Inter-company Market

- Large companies who either have spare funds or require funds may contact
brokers who will match lenders and borrowers

4. Local Authorities Market

- Funds from the interbank market may be deposited in this market at
market rates

- Loans are usually arranged by money brokers, with loan periods ranging
from 2 days to 1 year

- The minimum amounts are £50,000, although sums of £500,000 to £1m
are more common

5. Finance House Market

- As finance companies charge higher rates than banks, they can also pay
higher deposit rates

- Short term funds are attracted from foreign banks, merchant banks and
individuals

- Finance houses also obtain funds from the interbank market

6. Commercial Paper Market

- Credit-worthy firms can raise cheap short-term loans by issuing unsecured
promissory notes to insurance companies, investment funds etc.

- They are bearer securities and are sold at a discount to their face value 1
they are normally placed via the banks

- Most companies issuing paper will be assessed by an independent rating
agency i the financially stronger the company, the lower the interest rate
payable

- Paper is issued in minimum denominations of £500,000 for maturities of 7
days to 364 days
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6 The Capital Market and
Institutional Investors

Introduction

YV V. VYVYV

Securities, i.e. stocks and shares are traded on the Stock Exchange

Stocks are fixed interest securities (loans) which pay a guaranteed rate of interest
Shares (or equities) represent a share of ownership in a company i no interest is
paid, but a dividend may be payable if the company makes a profit

The new issues market is where a company or the government can raise capital by
issuing new securities in return for capital

The Stock Market is where existing securities can be re-sold

The New Issues (or Primary Market)
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Raises new capital via the issue of stock and shares

Brings together those who have money to lend and those who wish to borrow
Provides medium and long-term finance for governments and the private sector
Long-term loans to the government are arranged by the UK Treasury who issue
gilts to cover any anticipated budgetary shortfalls

Companies issue stocks and shares to fund expansions, acquisitions or to repay
existing bank loans i this is organised by merchant banks and clearing banks, who
arrange, supervise and underwrite the issue (guarantee that all the securities issued
will be taken up), receiving a fee for doing so

The Stock Exchange (or Secondary Market)

> The London Stock Exchange experienced @ig Bangbin October 1986 i this

resulted in:

(a) A dual capacity system where securities firms could be both market makers
and act on behalf of their clients

(b) Commission rates becoming negotiable

(c) The introduction of a new electronic price display system, SEAQ (Stock
Exchange Automated Quotations)

(d) Telephone trading

The enlarged market, the International Stock Exchange of the UK and Republic of
Ireland Ltd, is a Recognised Investment Exchange T it is regulated under FSMA
2000

» Securities firms fall into two categories:

1. Market Makers i wholesalers who buy and sell shares in specific companies,
their income is the price margin (buy / sell spread), but they do incur book risk
from price movements
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2. Broker Dealers i act as agents and / or deal direct from their own book of
shares (if dealing direct, their price must match the best price of a recognised
market maker in each share)

The equity or ordinary share market is a competitive quote-driven system, with
market makers displaying their buy / sell (offer / bid) prices on the SEAQ system
@ig Bang 26took place in October 1997 and established the Stock Exchange
Electronic Trading Service (SETS) i under this system, FTSE 100 shares are
traded automatically via computer, with orders for over 100 shares entered into
the system to find a buyer or seller

The Stock Exchange has the following functions:

(a) A Secondary Market i for the re-sale of existing securities

(b) Liquidity 1 allows holders of long-term securities to convert investments into
cash or to acquire additional securities

(c) An Indicator T gives an indication of the economic activity of the country and
also of confidence in the economy, particular sectors, or even companies

(d) Valuation i allows the valuation of investments

Types of Securities

1
1

T

Gilt Edged i fixed interest securities issued by government

Local Authority and Other Public Loans i fixed interest securities issued by
local authorities, public bodies and overseas governments

Debenture and Loan Stock i loans to companies, with the interest to be paid
before dividends are paid to shareholders (debenture holders must be repaid
before shareholders in the event of a company liquidation)

Preference Shares 1 paid a fixed interest rate out of profits, the two types of
preference share being:

1. Cumulative shares i all preference shares are cumulative unless stated
otherwise and allow dividends, if not paid, to be carried forward to future
years

2. Redeemable shares 7 will be bought back by the company on a specific date

Ordinary Shares (Equity) 1 is the risk capital invested by shareholders who may
receive dividends depending on profits (they are last to get repaid in the event of a
liquidation)

The Gilt Edged Market

>

>
>
>

Accounts for about 75% of all Stock Exchange turnover value i more than £1

billion is traded daily

Gilts are held by banks, institutions and private investors

Gilts are considered risk-free i they are redeemed in full at maturity by the

government

Giltsmake wup the | argest piaapptoxinmtely £60Bbe UK 6 s
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Stock Market Terminology

91 Bear 1 an investor who expects share prices to fall and who sells hoping to buy
back at a lower price i a bear market is when prices are generally falling

1 Bonus Share Issue T where a company offers new shares out of their reserves to
existing shareholders, who receive say, one free share for every four shares
already held

1 BullT an investor who buys shares and expects share prices to rise, and who will
then sell at a profit if the prediction is correct i a bull market is when prices are
generally rising

1 CREST 1 a computerised system for settling sales and purchases of shares, with
investors able to hold certificates in electronic form

9 Offer for Sale i where new shares are sold by companies to an issuing house
(merchant bank) who will then sell these on to the public or institutions and make
a profit by selling them at a higher price or by charging a fee

1 Placing T where issuing houses who acquire shares then sell them privately to
their own clients

1 Rights Share Issue i where companies offer shares to existing shareholders at a
preferential price, usually in ratio to the existing holding i.e. 1 for every 10 held

Institutional Investors

» Are non-bank financial intermediaries and include insurance companies, pension
funds, investment trusts and unit trusts
» Areinvolvedinthelong-t er m i nvest ment of their client

Insurance Companies
General Insurance

9 Provides cover against certain agreed risks over a specified period of time, e.g.
motor and property insurance policies

9 The risks of an event happening are calculated based on past experience and

premiums are based on each particular risk

Premiums are paid into a common fund to meet future claims

The aim of a company is to accrue sufficient premium income to meet all likely

claims, cover administrative costs, make a profit and add to reserves
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Life Assurance

» Insurance covers an event which may or may not happen, e.g. theft or an accident

» Assurance will definitely pay out a benefit , although the date or time of payment
may be uncertain, e.g. on death or the survival to a specific date

» Mortality Tables are used to indicate the life expectancy of specific groups and are
used to assess premiums
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The main features of life assurance schemes are:

Premiums are fixed for the policy duration

Premiums are paid into a professionally managed fund where all claims are
met from

A variety of policies are available

Benefits are paid in cash

» The main policy types are:

1.

Term Assurance

- Benefits are paid out only if death occurs within the specified term
- This is the cheapest form of life cover
- Examples are mortgage protection and family income plans

Whole Life Assurance
- Benefits are paid whenever the assured dies

- Premiums may be paid for an agreed period or for life
- These policies are more expensive than term assurance as all policies end

in claims

Endowment Assurance

- Benefits are paid out at the maturity date or on the earlier death of the
assured

- Benefits are usually lump sums, but may be an annual sum paid out for a
specific number of years or for life

- Policies may be with or without profits policies i the former are more
expensive as policyholders share in the profit of the fund, thus increasing
the benefit

Annuities

- These relate to survival benefits rather than death benefits

- Onsurvival to a specified age, benefits are paid either as a lump sum but
more usually a regular, guaranteed income for life

- Pensions are a form of annuity

Investment Policy

T

1
1

Investment is important to insurance companies as they hold a variety of assets,
e.g. company and public sector securities, mortgages, etc.

Investment decisions and the assets held are influenced by the liabilities incurred
Risks may be reduced by matching assets with liabilities and by holding a broad
spread of investments

As insurance companies have mainly long-term liabilities, their assets are also
mainly long-term
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Life Assurance as a Savings Contract

» Endowments represent a definite claim to a future asset, either at maturity or on
earlier death

» Are long-term contracts, with the value increasing the longer it runs i they are
designed to run until maturity, although early withdrawal is possible, as follows:

1. Convert the policy into a paid up policy i premiums stop, with a reduction
in the sum assured but the policy continues to maturity

2. Surrender the policy for cash i the policy is stopped and the policyholder
receives a cash value, although the surrender value will be low in the early
years of a policy, as the life company will have used early premiums to pay for
life cover, expenses, etc.

3. Use the policy as security for a loan 1 up to 90% of the policy surrender
value may be borrowed from the life company at commercial rates

Types of Insurance Companies

1 Companies may be plc status, owned by shareholders who have limited liability
and who may receive dividends, e.g. Aviva, Friends Provident or Legal & General
T Others are mutual societies owned by the
liability is restricted to their agreed premiums and who may receive lower
premiums or other benefits in lieu of dividends
1 Companies may specialise in general or life assurance, whilst others known as
composite insurers do both, e.g. Prudential plc
9 Should an insurance company fail, policyholders will be compensated via the
Financial Services Compensation Scheme

Pension Funds

> Are similar to life assurance businesses i both are concerned with building up a

fund of assets to meet long-term liabilities

Income is derived from contributions from employers and employees plus

investment returns

Expenditure is the cost of administration plus payments to pensioners

Have a separate | egal identity and must b
assets i this protects the fund from potential creditors

The two types of funded pension schemes are:

vV VYV VYV

1. Insured Schemes 1 contributions go to the life company who invest them and
they are then responsible for guaranteeing future pensions

2. Self-Administered Schemes i the pension fund itself is responsible for
providing the pensions and thus carries the actuarial risk

» Fund management may be done by the trustees of the fund, or may be contracted
out to professional fund managers or life companies

47



» Pension schemes receive valuable tax concessions, though limits on benefits
apply, i.e.

(a) The maximum pension receivable is two thirds of final salary

(b) The maximum lump sum receivable is one and a half times final salary

(c) Limits on the proportion of income which may be invested in a pension
scheme

Investment Fund Management
1 Investment fund management requires fund managers to consider the following:
1. Liquidity

- The ease with which an asset can be realised to produce cash
- May be arranged via the original provider of an asset, or through sales to a
third party, i.e. secondary markets like the Stock Exchange

2. Security

- Concerns maintaining the value of capital
- Inthe case of a loan, what is the quality of the collateral available?

3. Risk

- Credit risk arises where borrowers fail to repay a loan or mortgage

- Investment risk relates to the prospect of security values falling below
their purchase price

- Aforced sale risk is where fund managers may have to sell an asset in
poor market conditions and receive a lower value than expected

4. Yield

- The benefit that will be received from asset income and / or capital
appreciation

Lloyds of London

Is an international market for insurance and reinsurance

Until 1994, all business was placed with Names 1 wealthy individuals who had
unlimited liability, paid an entrance fee and deposited collateral as security

The amount of permitted business that a member may transact depends on the size
of the deposit made and the resources declared

In 1988, huge losses meant some Names could not meet claims 1 although

LIl oydds avoided coll apse, it was | eft sho
In 1993, companies and institutions were allowed to become members (with
limited liability)

The market is now dominated by large insurance companies i these combine
underwriting and acting as agentsf o r L dynoligatdsé s

The number of individual Names (now with limited liability) has declined

YV V V ¥V V¥V VYV
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» Members, whilst still individually responsible for the risks underwritten, operate
via 62 syndicates, allowing them to combine resources and share risks T
syndicates are managed by underwriting agents who may manage several
syndicates

> Business accepted includes marine, aviation, motor, fire, theft, accident, etc.

Lloyd’s Brokers

1 All business must be placed via brokers, who contact the underwriters and obtain
the best terms for their clients

1 Anunderwriter accepts a share of the total risk (for large potential claims, e.g.
ship / plane etc.), with other underwriters being asked by the broker to share the
same risk

Security
» The security of Lloyds is enhanced by the following factors:

1. Premium Trust Fund i all premiums received by underwriters are paid into a
separate fund administered by trustees, with claims, expenses and profits paid

from here
2. Underwriting Depositsiar e member 6s deposits | odged
LIl oyds as security for the fulfil ment o

3. Premium Income Limits T is the maximum amount of business allowed to be
issued by a member and relates to their deposit and total declared assets
4. Regulationi Lloyds is regulated by the FSA under FSMA 2000

Investment Trusts and Unit Trusts

» Are financial intermediaries specialising in investment in stocks and shares
» Funds are pooled together and invested in a wide range of investments
» Professional fund managers are employed to make the investment decisions

Investment Trusts

9 Have plc status, with limited liability, whose business is investment
1 Are subject to the Companies Acts and must be quoted on the Stock Exchange
1 Arerun by a board of directors on behalf of shareholders

Assets and Liabilities

» Capital is raised by offering ordinary shares (equity), preference shares and
debentures to the investing public

» They are closed funds, i.e. the number of shares cannot be increased unless
another capital issue is made i shares however can be traded on the stock market

» The Net Asset Value (NAV) of an investment trust is the market value of all
assets less the value of any debentures and preference shares issued
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» The NAV per share is calculated as follows:

NAYV per share =  Net Asset Value
No. of ordinary shares

T The shareds mar ket price depends on suppl
the NAV per share

Unit Trusts

» Are similar to investment trusts but have a different legal structure 1 they are
trusts in the legal sense

» New units can be created to meet demand T unit trusts are also referred to as open
funds

Parties to a Unit Trust

9 Unit trusts are formed by a Trust Deed between a trustee (usually a major bank or
insurance company) and a management company 1 both parties must be
independent of each other and be registered in the UK
The trustee holds all the assets and maintains a register of investors
The trusteebs role is to protect the inve
terms are adhered to by the management company
1 The role of the management company is to set up the trust, implement the
investment strategy and effect the daily administration
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Acquisition / Disposal of Assets

» Unit trust capital can be adjusted to reflect demand 1 if more units are demanded,
they are created

» Investors have a fractional interest in the underlying assets of each trust i the unit
value is calculated by dividing the total value of all assets by the number of units
issued

» Units are bought directly from or sold back to the unit trust management company

» Units are bought by investors at the offer price and sold (bought back by the
managers) at the bid price 1 the bid / offer spread forms part of the management
companyb6s fees

> Investments into a unit trust may be either by lump sum or by regular premium

» The majority of investments are in company shares

Assets and Liabilities

The liabilities of the unit trust are the units themselves

Unit trusts may only issue one class of unit and may not borrow

Most unit trusts invest in company shares i by law, they may invest in shares,
debentures and government securities

9 Overall investment strategy will depend on the aims of the fund, i.e. whether it is
designed for income generation, capital growth or overseas investment
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7 Personal Financial Products

Market Share of Financial Institutions

» Over 50% of financial assets held by the personal sector relate to financial claims
issued by life assurance companies and pension funds

» Home loans (mortgages) are the main financial liability

» Personal sector holdings of securities has declined recently due to share prices
collapsing during the first part of the millennium

Main Personal Products

1 Competition in retail banking has increased recently due to the growing number of
players in the market

1 The changing age structure and financial position of customers also affects the
market, e.g. an ageing population demands more savings and investment-related
products

9 Customers are now more sophisticated and demand better value for money 1 this
has also led to an increase in the competition, e.g. non-financial retailers like
Marks and Spencer

91 The importance of the retail / personal product market has increased, as personal
bank loans have increased four-fold compared to loans to commercial customers i
the latter have relied more on issuing securities (shares and bonds) to raise finance

Money Transmission and Deposit / Investment Facilities

» Most customers want four main things from their accounts, being:

1. Quick and easy access to their monies
2. Credit when required

3. Surplus funds earning a return

4. Up to date account information

> Interest rates paid on accounts depend on certain criteria, e.g. the period of notice
for withdrawal and the amount lodged

Current / Cheque Accounts

9 These accounts are required where instant access to funds is required i this was
traditionally via a cheque book facility

Over 85% of adults in the UK have a cheque account

Due to increased competition and increased technology, the following ancillary
facilities may be available with these accounts:

T
T

(a) Cash cards

(b) Cheque guarantee cards

(c) Standing Orders (S/Os) and Direct Debits (D/Ds)
(d) Free banking if the account is not overdrawn
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High Interest Cheque Accounts

» These accounts usually incorporate tiered interest rates and minimum account
balances
» A minimum value for any cheques drawn on the account may also be imposed

Interest Bearing Cheque Accounts

1 Building societies forced banks to provide interest (albeit at low rates) on cheque
accounts
1 A multi-function card and a free overdraft of up to £100 may also be available

Deposit / Savings Accounts

» May be passbook or card-based, providing instant access with no interest penalties

» Accounts normally have tiered interest rates, i.e. the larger the deposit, the more
interest earned

> Interest is calculated on either a daily cleared or minimum monthly balance basis

» S/Os and D/Ds are permitted, with quarterly statements and cash cards available

Term Deposits

91 Are lump sums for a fixed term, ranging from one month to 5 years
9 Interest rates are fixed or can vary with money market rates
9 Withdrawals are not allowed during the term

Investment Accounts

» These accounts attract money market rates which are tiered
> Notice periods, e.g. 7 days, 30 days, etc. are required for withdrawal

Individual Savings Accounts (ISAS)

9 Introduced in April 1999 and have tax benefits

9 The government has guaranteed that these accounts will last for 10 years

9 Savers can invest in cash (including National Savings), stocks and shares and life
insurance

1 Upto £7,000 may be invested each tax year i this can all be in stocks and shares,
or up to £3,000 in cash, £1,000 in life assurance and £3,000 in stocks and shares

1 Some financial providers offer all three components (maxi ISA) or just cash,

insurance or stocks and shares components

Other providers offer only one component (usually cash) as a mini ISA

There is no statutory tie-in period or minimum subscription

= =
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Financial Services Compensation Scheme (FSCS)
Deposits

The FSCS was created under FSMA 2000

Povides protection to bank depositors in the event of a bank going out of business,
i.e. a maximum compensation level of £31,700 being 100% of the first £2,000 and
90% of the next £33,000

9 This limit applies to each depositor covering all their deposits in the failed bank

T
T

Investments

» Protects consumers against the insolvency of an investment firm up to a maximum
of £48,000, being 100% of the first £30,000 and 90% of the next £20,000

Advances

91 Lending money to customers is the main source of income for banks and building
societies

Overdrafts

Is a negative balance on a cheque account

Is short-term borrowing which is quick to arrange

Alimitwillbes et on the customerd6s current accou
Interest-bearing current accounts may have an automatic limit set (£100 up to

£1,000), perhaps interest free

Acre legally repayable on demand

Variable interest is charged on a daily basis on the overdrawn amount

Some form of security or guarantee may be requested by the bank
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Personal Loans

9 Amounts granted range from £1,000 to £25,000 1 this upper limit ensures all

personal loans come under the Consumer Credit Act

Are unsecured, with terms from 6 months to 10 years

Following a credit scoring of the application, the loan agreement is completed and

signed by customer and bank, with a formal letter issued to the customer

1 Interest is applied at the outset based on the whole of the loan amount over the
whole term T the capital plus interest totals are amalgamated and divided over the
loan term to give a fixed monthly repayment

1 May include automatic life cover and an option to take out accident, sickness and
unemployment insurance
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Revolving Credit
> Allows the customer to draw up to a set amount, normally based on an agreed

monthly payment times a fixed multiplier, e.g. a £30 agreed payment, times say, a
multiplier of 30 would give a limit of £900
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> Interest is charged daily on any outstanding balance and is applied monthly i
credit interest is applicable also
» These facilities are aimed at professional customers with good incomes

House Purchase Loans
1 Most house purchases fall into two categories, being either:

(a) Repayment Loans T both capital and interest are repaid over the loan term, or
(b) Endowment Loans T only interest is repaid during the term, with the capital
repaid via the maturity proceeds of an endowment policy

9 Loans are secured against the property, with the amount allowed to be borrowed
usually upto 3timestheap p | i ¢ a ni ldarss may lae lupator 1§0% of the
propertyos valuation

1 Bridging Loans may be available to allow customers to buy a house before their
existing property is sold

1 Capital Release Loans allow owners to use any property equity (house value
minus mortgage outstanding) without the need to sell the property

1 A voluntary Mortgage Code to protect consumers was replaced by the Mortgage
Code of Business rules in 2004 when the FSA began to regulate mortgages

Other Services

Safe Custody

> Is mainly used by personal customers to store valuables in safe-keeping within a
sealed package or deposit box in the bank safe or strong room

» A small charge is applied for this service

Insurance and Assurance

1 Many financial institutions now provide these services i they may act as:
1. Insurance Brokersi offering a choice of company to the customer
2. TiedAgentsiwher e they wil|l only offer
3. Sell their own products i e.g. the Royal Bank owning Direct Line and Royal

Scottish Assurance

Pensions

» Institutions may sell pensions to customers

> Attract tax relief and can provide a tax free lump sum along with a regular income

» Contributions may be varied and lump sums may be invested

Share Dealing Service and Advice

1 Almost 50% of stock market transactions in stocks, shares and gilts are now
effected via bank branches
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1 Banksmayexecutea customer 6s instruction to buy /
customers may instruct the bank to manage their portfolios on their behalf

1 Portfolio management can be either where the bank takes all investment decisions
without reference to the customer, or whe
required 1 fees levied for this service are based on the value of the investments

Unit Trusts
» Banks may offer a number of services, e.g.

(a) Arrange purchases and sales for customers i they will earn commissions

(b) Promote and manage a unit trust T receiving annual management fees
deducted from the investment income received

(c) Act as a trustee, monitoring the activities of the fund managers to ensure the

A

i nvestor 6s i nti thetrastes ae padamnannyalfeet ect e d
» Banks cannot be managers and trustees of the same unit trust fund i both parties
must be independent of each other
» Banks cannot be independent advisers and sellers of their own products at the
same time
Travel Services

T Include foreign currencies, sterling and foreign currency travellers cheques, and
travel insurance i commissions / fees are received for all these services

Business Financial Services
Business Advances

> Risk is always assessed in business finance requests i the four main areas
considered by lenders are:

1. Personal Aspects

- Assessment of the character and capability of the customer
- The amount being put into the business, i.e. how committed are they?

2. Purpose and Amount
- How much is required and for precisely what purpose?
- Financial information, i.e. cash flow statements, audited accounts, business

plans, etc. must be produced i this allows the lender to evaluate the
application and verifythef i nanci al soundness of the a
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3. Repayment Source

- How and when will the loan be repaid?
- Repayment schedules must reflect the ability, the timing and adequacy of
projected future cash flows

4. Security

- If the business cannot repay the advance, how will the bank ensure they get
their money back?

- Security is normally taken, e.g. mortgage on the business premises or private
dwelling house, etc.

Short-Term Finance

Is finance of up to 3 years

Is generally an overdraft facility for working capital purposes re the day-to-day
running of a business

1 The advantages of using overdrafts are:

= =

(a) They are simple and quick to set up
(b) They are flexible, allowing the borrower to use funds when required, up to an
agreed limit

1 The disadvantages of using overdrafts are:

(a) They are repayable on demand
(b) The interest rate is increased if the b.

1 Short-term loans may be available for specific purposes i these have fixed
repayment terms and can have either fixed or variable interest options

Medium-Term Finance

Is finance used over a 3-7 year period

Is used by businesses to assist with plant / machinery purchases, or to provide

general working capital

Repayment is generally by fixed repayment amounts over a fixed term, which

normally coincides with the expected lifetime of the asset being bought

Interest rates charged depend on current market rates, term, repayment pattern,
borrowerdés standing, security offered, et
Most loans are variable interest rates and an arrangement fee is normally charged

YV V VY VYV VYV

The advantages to a firm of medium-term finance are:

1. The finance will be available to the borrower up to the amount agreed and for
the term agreed

2. If afixed rate is obtained, future cash flows can be determined more easily

3. If atavariable rate, the borrower will benefit if rates fall
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4. 1t can strengthen the firmds bal ance sh
available for a definite period of time

Long-Term Finance

1 Most long-term finance is provided by the specialist financial institutions, e.g.
merchant banks and the capital market 7 these have been covered earlier

Banking Ethics

» Ethics deals with the moral principles and rules of conduct that should be adhered
to between a bank and its customers

Conflicts of Interest
1 Inthese situation, banks have two choices, being:

(a) A deal which is advantageous from their perspective and maximises their
profits or staff bonuses, or

(b) A deal which is advantageous to the customer and maximises their financial
well-being

1 These conflicts may arise where banking, securities and insurance activities are
combined in a universal bank, e.g. Lloyds TSB Group i potential conflicts may
be:

1. A bank promotes securities business rather than deposit business i this results
in more fee income and a lesser capital requirement

2. Inside knowledge (gained from lending) is used to influence clients buying /
selling shares

3. Monies may be advanced to a customer to allow them to buy shares in a
company which the bank has an interest in

4. A clientds shar@metequitr ementhe mManpklds ow
at an dunfairbprice
5. Excessive share dealing (churning) may

order to increase fee income

9 Several problems have arisen to date in the UK as follows:
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The Personal Pensions Scandal

This has been the main problem 1 it occurred due to deregulation in the
financial services industry, along with an increased government desire to
promote private pension provision

Employees who were in occupational schemes which included many valuable
benefits, e.g. index-linking, etc. were persuaded by bank and insurance
company sales people to @pt outbof their company scheme and transfer their
benefits into a personal pension scheme

The full, often negative financial implications (to the customers) of the
transfers were not explained in many cases

Advisors and their bank / insurance employers derived personal gain and
corporate profits at the expense of the customer

This came to light in 1994 1 since then, the FSA are ensuring that where these
@pt outséresulted in a financial loss to the customer, the banks / insurance
companies concerned must make full restitution to the customers, by buying
them back into their original schemes

The pensions industry has suffered incalculable loss of reputation as a result of
this scandal.

Equitable Life Scandal

The worl ddés ol dest insurer, foun
to their customers

These guarantees, due to falling investment returns, could only be met by
reducing bonuses to non-guaranteed policyholders

Legal proceedings followed and they were ordered to pay £1.5bn to the
annuity holders

Equitable Life stopped taking on new business, froze the value of all with-
profits policies and put itself up for sale

ded

Endowment Plan Problems

These typically with-profit policies have been a major source of repaying
mortgage loans

Recent low investment returns have meant that the newly projected maturity
returns will not now meet the outstanding mortgage loan amounts

About one third of all policyholders have been advised to make alternative
financial plans to meet the projected shortfalls

Insurance firms have been criticised for failing to outline to customers the
risks involved in the stock market, the complex charges and the low early
surrender values
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The Banking Code

» Sets out the standards which customers can expect to receive from their banks 1
subscribers to the Code promise:

1.

2.

w

To act fairly and reasonably with its customers and to ensure that all products
and services meet the Code requirements

Information on products and services must be in plain language, with any
financial implications made clear

Banking and payment systems must be secure and reliable

Staff dealing with customers must comply with the Code and deal with
complaints quickly

Customers must be given full operational details regarding their accounts, e.g.
interest rates and charges

» The Code is policed by an independent body i the Banking Code Standards Board
who may take sanctions against any member failing to meet the standards

The Financial Ombudsman Service

1 The Ombudsman helps to resolve individual customer complaints against
financial firms

= =

The service is free to complainants, is independent and can award up to £100,000
Where a complaint has exhausted the internal complaints procedure and is still

unresolved, the bank will issue a letter of Gleadlockdi the customer then has 6
months to take the matter to the Ombudsman

T Banks must accept the Ombudsmanés
they do not wish to accept the findings
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8 Money Transmission

» Money transmission is &he transfer of money from the receiver of goods or
services (the debtor) to the provider of goods or services (the creditor)6

Cash

1 Is very popular for small payments, providing convenience and immediate
spending power i it does however present security problems

1 Banks are involved in the collection and distribution of cash 1 this creates
security, storage, collection, issue and loss of interest costs, etc.

1 Asaround 85% - 90% of all transactions are still cash, it will remain the prime
money transmission means for some time to come

Non-Cash Payment Methods

Cheques

» Are a common form of personal customer payment i they are safer than cash
> Are issued by the drawer and transferred to the payee, the cheque being encashed
or paid into t haéittheapasseetiirosigh theacleaking system o u n t
to the drawee (the draweros bank) for
> Are particularly acceptable when supported by a cheque guarantee card (£100 or
£250)
» Usage is reducing due to the increased use of electronic transfers, e.g. Switch 1
this decrease in usage is expected to accelerate over the next decade
» Banks are trying to reduce the number of cheques passing through the clearing
system T this is known as cheque truncation

Bank Giro Credits

Are credit transfers and all ow anyone
Are initiated by the payer and used for paying utility bills, wages, salaries, mail

order accounts, etc.

9 Paper-based giro credits pass through the clearing system

il
il

Bankers Draft

> Is acheque drawn by a bank branch on its Head Office

» As payment is guaranteed, they are used for large amount transactions where
certainty of payment is required, e.g. house purchase, etc.

Plastic Cards

1 Include credit, debit, travel and smart cards
1 Identify the customers and then create either a paper or electronic payment
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Regular Payments
Standing Orders

» Are customer instructions to their bank to pay regular amounts, at regular
intervals, to the bank account of a third party

>» 1t is the bankés responsibility to
» Banks may charge for this service
Direct Debits
1T Are a customeros authority to their
of a specified payee
1 Amounts can be fixed or variable, as can the debiting dates
UK Payments Clearing System
» The Association for Payment Clearing Services (APACS), was set up in 1985
» APACS is responsible for the three individual clearing companies which handle
the three main types of clearing
» These companies are:
1. Cheque and Clearing Company Ltd
- Isresponsible for most of the cheques and giro credit vouchers between
banks
- Cheques are delivered daily to the clearing house and take two days to be
cleared i Scottish paper clearings are not dealt with here
2. Clearing House Automated Payment System (CHAPS) and Town
Clearing Company Ltd
- The Town Clearing deals in high value cheques and credits (£10,000+)
drawn on and paid into bank offices and branches within the City of
London i cheques must be paid or returned the same day
- CHAPS was formed in 1984 and provides a same day funds transfer for
high value payments
- Settlement banks have common software and compatible hardware
allowing authorisations to take place 1 these are irrevocable
- Under the Real Time Gross Settlement (RTGS) system, CHAPS payments
are instantly applied to each bankads

3. BACS (VOCA)

- BACS was set up in 1986 and is a computerised system for transferring
funds, e.g. S/Os, D/Ds, salary credits, etc.

- Payment details are sent to the BACS computer centre for processing and
then remitted electronically to each bank who debit / credit their
cust omer s éhe process takasi3ahsurs

- BACS is now split into VOCA Ltd and BACS
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Scottish Clearing System

1 The Scottish banks operate their own clearing system based on the central clearing
systems of each Scottish bank

1 The debit clearing handles cheques, deposit receipts, D/Ds and other sterling

documents, as well as claim vouchers for settlement via the Glasgow and

Edinburgh note exchanges

The credit clearing handles bank giro slips

Cheques and vouchers are exchanged between the clearing departments of the

banks, with settlement made at noon daily at the Head Office of the Royal Bank

of Scotland

Banks take turns as the settling bank, each serving for a two month period

Indebtedness is either settled via their Bank of England balances, or by payments

to or from each settling bank

= =4
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Automated Teller Machines (ATMs)

Are available through the wall at banks, bank lobbies, supermarkets, malls, etc.
Service is available 24 hours a day, 7 days a week

The LINK network allows customers of almost every bank to use any machine
There are around 55,000 LINK ATMs i most are free but about 23,000 charge a
fee of £1 or £1.50 T most machines which charge fees are owned by non-banks,
e.g. Cardpoint

ATM cash cards can also be used abroad, e.g. Europe, North America and Japan
Personal Identification Numbers (PINSs) are used for security purposes

ATMs can process withdrawals, deposits, bill payments, cheque book requests
and balance enquiries, etc.

YV YV

YV V

Telephone Banking

» Banking by post or telephone is a growing part of total banking activity

> Itis seen as reducing costs and overheads and keeping routine transactions out of
branches 1 it also allows cross-selling of services

» Some banks simply add telephone banking to their existing branch banking
service, providing a 24 hour facility to their customers who call into a call centre

Direct Banking

Most banks operate a direct banking service, with telephone access 24 hours a day

The service operates on the customerds ex
and a password

1 Telephone banking helps banks to:

1
1

(a) Keep routine transactions out of branches
(b) Provide a better service through specially trained staff using special software

9 Calls to branches are often intercepted at a call centre
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Telephone Banks

» Some banks have no branch network, with transactions only possible by telephone
or sometimes by post

> A full range of services are available, with cash requirements dealt with by ATMs

» First Direct, part of the HSBC group, was the first to operate as a branchless
banking subsidiary

Selling Financial Products by Telephone

1 Direct Line, a wholly-owned subsidiary of the Royal Bank of Scotland, began this
increasing trend in 1985

1 By dealing direct with customers over the telephone, customers can get straight-
forward products at competitive prices T there is no middleman to pay
commissions to, e.g. a broker, when arranging car insurance

9 Direct Line offer a broad range of products over the telephone / internet via their
various subsidiaries, e.g. motor, life, home, travel and pet insurances, mortgages,
savings and personal loans, etc.

Plastic and Electronic Money

Credit Cards

Visa and Mastercard are the two dominant international groups

Banks operate credit card operations as separate businesses 1 cardholders need not
have an account with a bank or building society

Applications for cards are credit scored and if approved, a credit limit is set
Merchants or retailers are also given limits, albeit much smaller, to operate within
Monthly statements are provided and cardholders may either:

VVV VY

(a) Repay the whole of any outstanding balance by the due date i no interest
would then be payable, or

(b) Repay a minimum of 5% of the balance or £5, whichever is greater T interest
is then charged on any outstanding balance

» Cards can provide up to 56 days interest-free credit

» Chip and Pin cards were introduced in February 2006 i this negates the need for
paper vouchers and the high-technology chips used should reduce fraud

» The advantages to banks of issuing and the subsequent usage of cards are:

1. The chance to increase automation and reduce paper work
2. The interest rates charged are higher than overdrafts and personal loans

3. Commission income is generated i this is based on the transaction value and is
around 1.5%

Charge Cards

1 Are extensions of credit cards and intended for people in higher income brackets
1 There are joining fees and annual subscription fees are the norm
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Monthly statements are issued and balances must be fully repaid by the due date
Some gold / platinum cards offer additional services, e.g. higher cheque guarantee
limits, longer-term credit facilities, etc. T automatic overdraft facilities and
personal accident insurance are also included

1 American Express are one of the main issuers

= =4

Store Cards

» Two examples are Marks & Spencers and Comet Time cards
» Store cards are attractive to retailers because:

1. They help to generate customer loyalty
2. They encourage incremental business
3. They provide valuable marketing information

Affinity Cards

9 Areissued by the major banks T are credit cards aimed at members of particular
groups, or those wishing to support a specific charity, e.g. National Trust for
Scotland members

9 Card issuers make donations to the affinity group, depending on either the
transaction amount or the number of cards issued

Debit Cards

> Introduced in 1989, theyar e used to make payments from
» Major banks offer multi-function cards, being cash, debit and cheque guarantee
» Cards can be used in ATMs and at point of sale
>» A retail er 6s -lineavhemiramactions aresbelow theeflooo Ifmit,
but can switch to on-line if authorisation is required
» Most high street banks are members of Maestro who operate the Electronic Funds
Transfer at Point of Sale (EFTPOS)
» The alternative network is Delta, part of the VISA group
» The benefits of EFTPOS are:

(a) At point of sale, they are quicker to deal with and so reduce queues
(b) The system of debiting the customer and crediting the retailer is paperless i it
stilltakes2-3 days for the customer6s account
(c) EFTPOS / Maestro encourages cashless shopping
(d) EFTPOS cards can be used over the telephone or internet
(e) Reduced costs due to the high automation of the process
(F) Maestro cards can be used at 7m retail outlets in 100 countries
(9) Cirrus (debit) cards can be used to withdraw cash at ATMs throughout the
world

» Debit cards are attractive to banks due to the costs savings of processing fewer
cheques 1 there is also no requirement to fund the 56 day interest-free facility as
with credit cards
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Fully Authorised Payment Systems

Solo from Switch and Electron from Visa are fully electronic debit cards
Every transaction is authorised by the card issuer, so the cardholder can only
spend the balance in their account i this gives retailers reassurance
9 The cards were developed for those people who did not have debit cards, e.g.
teenage customers, those new to banking and those who hold accounts which have
no overdraft facilities on them
T El ectron gives the opportunity to verify
signature

)l
)l

Smart Card Technology Developments

» Smart cards can carry out more sophisticated transactions than conventional cards
» The two types are:

(a) Memory cards which can store units of value
(b) More advanced cards which have micro-processor capabilities and which can
store and manipulate variable data in accordance with built-in rules.

» Micro-computers are embedded in these smart cards, giving them a level of
dntelligencedi the information stored can represent money, goods or services

» The smart car ds 6 miatheoardy grosessidgveader tnditgee 1 s pr i
machine readers in retail outlets are expensive to produce

» The potential advantages of smart cards are:

1. Authorisation does not require to be on-line

2. They can be given up-front overdraft limits
3. They are more secure and lessen the credit exposure of banks.

Internet Banking
» The internet is an on-line communications system accessed via a PC and a modem
» Access to the internet is via an Internet Service Provider (ISP) for which a
monthly fee is usually paid
Internet Banks
1 The two types of internet bank are:
1. Stand-alone banks offering competitive interest rates and service charges due
to the lower overheads

2. &Clicks and mortar6banks who provide traditional banking facilities and
internet banking

1 Interest rates offered are similar to branch deposit accounts 1 the costs savings of
on-line banking may be passed on to the customer via better interest rates
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Internet Banking Benefits

» There are considerable cost savings for banks due to better utilisation of the
workforce, equipment and office space i the cost of internet banking is about 15%
of income, whilst the banking industry average cost-income ratio is 60%

» There is the potential to increase the customer base

» Marketing campaigns can be conducted without the huge costs associated with TV
and newspapers

Internet Banking Services

9 Services include instant account information on cheque and deposit accounts,
funds transfers between accounts, standing order set-up and amendment and loan
applications, etc.

1 PC banking has many benefits including:

(a) The convenience of 24/7 banking without having to visit a branch

(b) Easier money management, e.g. real-time transfer of funds between accounts

(c) Peace of mind i the ease of verifying cheques and regular payments and the
ability to amend standing orders and cancel direct debits.

Internet Banking Uptake Rates

» The umber of people using some kind of internet banking has been lower than
expected 1 this may be due to:

A number of households do not have a PC and / or are computer illiterate

Peak time delays in accessing the service, thus increasing internet access costs

The inadequacy of technical support and / or the high costs of obtaining it

The problem of computer failure by the banks

The lack of face-to-f ace contact and the banksd i nal
interest rates that were initially offered

ko

Other Technological Developments
Mobile Technology

9 Given the huge growth in the mobile phone market, banks are now turning to this
area in order to offer greater convenience and flexibility

Interactive Television (iTV)
> Cable and satellite television allows those without PCs to access the internet and

operate their bank account on-line T most major banks now have iTV services
» Access to the account is either by remote control or by a keyboard
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Banking in the Future

9 Customers will demand even more flexible access to their accounts
9 Customer service is and will continue to be the prime differentiator between banks

Intelligent Finance (IF)

» A division of HBOS, it was launched in September 2000 as an internet and
telephone banking service

» A full range of services are provided and it off-sets credit and debit balances when
calculating interest

» It has £20bn in assets and about 1m customer accounts
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