

[image: ]




[bookmark: _GoBack]CRISTIAN SOCACIU 
STUDENT NUMBER: 1815972



Banking Financial Management and
Financial Markets
LCMB7012
ASSESMENT 1

ISAIAH OINO

Introduction:

 The financial sector plays a central role in every economy, in its absence or partial failure the stability of the of the entire economy can be severely damaged (A. P. Faure 2016). 
 As stated on the Bank of England’s website (www.bankofengland.co.uk) when banks fail not only the depositors loose by not being able to redraw their money, it can cause serious problems for the whole economy which can generate other social and political problems, people can lose their confidence in the bank and create a bank run scenario in which customers with money deposited in a certain bank’s account rush to take it out quicker than the bank can manage, an example of this is Northern Rock Bank in 2007, this doesn’t create problems only for that particular bank but for the whole banking system as well due to interbank linkages and information spillover where the confidence in the whole banking system is affected by the difficulties of a single bank (Goldsmith-Pinkham, P. and Yorulmazer 2010). In the case of Northern Rock the crisis was resolved with the intervention of U.K.’s government guaranteeing all the deposits, but this is an unwanted scenario snice the Bank of England is the lender of last resort and it should not intervene in aiding a bank unless there is no other possibility for that bank to get hold of the necessary liquidity. 
 In general, banks have the role of financial intermediaries between all sectors of the economy and it provides payment and clearing systems for the whole economy, so the stability of the financial sector is very important. 
 Banks should protect their customer’s money the depositors should be able to redraw their money whenever they need it, but the banks make use of that money by investing it further, in search for the biggest profit banks can make risky investment decisions which can affect the depositor’s money that’s why the governments have implemented regulations like Senior management regime where the senior management is held responsible for their decisions (www.bankofengland.co.uk) and Ring-fencing where the banks have to separate the risky assets from the firm so if an investment proves to be wrong and generate substantial losses, just a part of the company will be heavily affected but not the whole firm by doing so the depositor’s money have more protection (D'Hulster, K. and Ötker-Robe, I., 2015), furthermore there is a deposit guarantee scheme where all the deposits under £85000 are protected and banks also have to keep cash or liquid assets to cover unexpected withdraws. Bank of England appraises bangs by running yearly stress tests by creating hypothetical unfavourable scenarios and see if banks hold enough capital to meet unexpected losses.      
 According to A. P. Faure (2016) financial regulations can be defined by having tree main goals: promotion of financial stability, promotion of fair healthy competition and promotion of consumer protection.
 As regulations have increased in number and in impact in the recent years, they have ben the subject of intense critique and the argument has been made to stress the importance of self-regulation and private regulatory bodies (Pacces, Heremans, 2012), furthermore the Basel 3 regulatory actions were heavily criticised for its inhibitory nature of risk taking ability by banks and argued that it will reduce the banks capability to grow and subsequently will slow down the economic growth of every country that adopts it (Allen B., et. al 2012).
 J.R. Bath, et. al (2012) argues that the activity restrictions imposed by regulation may lead to the formation of banks conglomerates activating in certain areas of the economic sector that will be too big and too dificult to supervise and regulate and the “more stringent capital regulations lead to an efficiency loss in banking “(J. R. Bath, et. al 2012, pp.6).
 
RISK
 According to the Oxford dictionary (1966) the concept of risk is defined as the possibility of a situation to become dangerous or have a bad result, risk mitigation being the reduction of how serious something is, or it can become.
 Banks are amongst the riskiest and risk-taking institutions in the whole economic field (A. P. Faure, 2016), risk cannot be separated and is proportionated to return (McInish, T.H., 1982), banks like any other business makes use of risk to maximise its returns and shareholder values.
A. P. Faure (2016) explains that the main types of risks banks are usually exposed for are:
· Market risk
· Interest rate risk 
· Liquidity risk
· Credit risk
· Currency risk
· Operational Risk 
· Counterparty risk
 Market risk is the risk associated with the decline in market value of financial securities that can be caused by unexpected changes in market prices and interest rates and changes in credit spreads. Over many years’ banks have responded by increasing their trading activities which has led some banks holding large positions in financial securities, which has increased exposure to market risk and as is known by history has led to the collapse of high profile banks.
 Banks commonly use the value at risk approach, imposing risk limits, stress testing and loss triggers alongside with traditional risk management measures to mitigate risk.
 Liquidity risk occurs within the role of financial intermediation that banks have and is defined by the possibility of a bank of not being able to meet the demand of short-term liquid funds generated by customers. Banks rely on the law of large numbers which states that only a small proportion of their customers will want their funds back at the same time, and it regulates its liquid assed holdings accordingly. As a mitigation strategy most countries have adopted a liquidity coverage ratio of 100% in accordance with Basel 3 standards as response to the financial crisis of 2008 in order to make sure that the banks hold enough liquid capital for a very high demand. This scenario can happen in the case of a bank run when clients loose trust in a certain bank or in the financial system as a whole and will demand their deposits back, in this case if the bank doesn’t hold enough current assets their only option is to seek costly loans from the other bank and in case this solution is not available it could ask the help of the central bank which is in the position of the lender of the last resort which may decide to help the bank with a loan or to let it fail. In general the central bank, if it decides that the bank is small and it would not have a big impact on the economy it would let it fail but if the bank is big and it’s failure would represent a crucial distress for the economy it would in most cases support the bank, a situation which gave birth to the term ‘’too big to fail’’, a concept which is highly controversial and is often debated by experts.(G.H. Stern, et. al 2004) 
 Credit risk is the possibility that the borrower from a bank will default on the loan and/ or interest payable, this is damaging to the bank not only through the initial loss that the bank has suffered but also through the creation of an activity of attempting to recover the loss.
 The credit risk may appear through the existence of asymmetric information, in which the bank does not have all the information required for making sure that the borrower is capable of repaying the loan or through moral hazard in which the borrower will engage in activities that are not reflected in the information provided to the bank which may make it suffer substantial financial losses and so will not be able to repay the loan (Rasmusen, E., 1987).
 Regulation criticism:
 Banking legislation has historically been focus on the protection of the depositor, especially to the majority of individuals whom usually don’t poses the knowledge or skills to protect themselves from big financial institutions, but according to (Faure, A.P., 2016) in the present days the aim of the bank legislation has change focusing increasingly on the integrity of the financial system and protecting it against the unwanted events such as the financial crisis of 2017-2018 which put at risk not only the banking system of the USA but also the financial stability of the most countries worldwide, fact that shows how interdependent the whole world financial system is and how crucial it is to protect it.
  In order to protect the stability of the financial system most countries agreed to implement a set of regulations called Basel Accords which refers to the regulation and supervision Accords of the Basel Committee on Banking Supervision or BCBS, being situated in Basel, Switzerland at the Bank of International Settlements which is formed by representatives from most of the world’s largest economies (Faure, A.P., 2016).
 The Basel committee has so far proposed tree sets of rules known as Basel I, II and III. Basel I was published in 1988 and enforced in 1992, it recommended a set of minimum capital requirements focused on credit risk and placed the assets in five categories according to their credit risk. As the financial markets and its products as evolved, risks have diversified and the Basel I requirements were outdated, as response the BCBS has developed a new set of regulations called Basel II. Endorsed in 2004 Basel II introduces three main areas of supervision called the three pillars formed by:  minimum capital requirement (pillar 1), Supervisory response (pillar 2) and Market discipline which promotes stability in the financial system, and greater transparency (pillar 3)( Balin, B.J., 2008).
  The Basel III accord builds on the Basel II accords, it comes as a response to the 2007-2008 financial crisis and introduces tighter and more rigorous regulations in order to straighten the supervision, transparency and risk management of the financial sector and its ability to sustain normal activity in case of financial and economic distress (Atkinson P., et al., 2010)
 Under Basel III Accords banks are required to hold at least 6% of Tier 1 capital which is composed of a bank’s core capital (common stock and disclosure reserves), the common stock ratio is calculated by dividing the Tier 1 capital to total risk waited assets. Another regulation imposed by the Basel III accords is the Liquidity Coverage Ratio where banks are required to hold enough amount of high-quality liquid assets and cash to cover the banks activity for 30 days. The liquidity coverage ratio along with the other Basel III regulation is heavily criticised mainly because it reduces a bank’s ability to finance short term debt, increases the cost of debt for bank borrowers and deteriorate the bank’s profitability which will affect the money creation process and will slow down the growth of the economy some analysts explain (Allen, B. et. al.,2012), but the empirical evidence shows mixed results depending on the country’s state of economy, the geographical region and the size of the bank.
 A study published in 2017 by Fimru, J. and Lind, A. which analyses a dataset of 42 primary studies has shown that on average the capital and liquidity requirements imposed by Basel III have a relatively low impact on the overall economic growth, according to their study on average the GDP level is expected to decrease by approximately -0.2% in relation to 1% increase in the capital ratio requirement. Furthermore a study that analyses 1190 banks from the world five major emerging economies Brazil, Russia, India, China and South Africa also known by the acronym BRICS in the period 2007-2015 shows that banks cost efficiency has a significant negative impact on the cost of financial intermediation and a significant positive impact on the bank’s capital which suggests that the impact of the Basel III regulation may differ greatly from a bank to another depending on the bank’s performance in the market(Rahman, M.M., 2017), in support of this results comes a study made on the Bangladeshi banking sector on 32 commercial banks between 2000 and 2015 that shows that a high capital ratio, will reduce the reduce the cost of financial intermediation and will increase the bank’s profitability(Rahman, M.M, 2017).
 On the other hand evidence from the United Kingdom shows that tighter liquidity regulations does not have any major effects on quantity or price of lending when it comes to lending to the non-financial sector but it has an major effect by reducing the interbank lending  which can be considered a negative effect because of the high interconnectivity of the financial sector and its ability to reduce shock by transmitting it from a bank to another(Onali, E., et. al., 2018).

 Banks:
 For the purpose of this report the following banks have been chosen: 
 HSBC Holdings is Europe biggest bank with total assets of $2,558 trillion it has its origins in Hong Kong but since 1993 it has relocated in London U.K.; it activates in 67 countries over 6 continents.
 Lloyds bank activates in England and Wales, was founded in 1765 in Birmingham, is one of the biggest four banks in the U.K. with £797.6 billion in assets.
 Standard Chartered is a British multinational bank which operates in 70 countries, it was formed in 1969 by the merger of Chartered bank of India, Australia and China, and Standard Bank of British South Africa, its total assets are of $688 billion.



 The bank liquidity risk has long been recognised as a major threat to the financial institutions stability and has become one of the main focus of financial regulatory reforms since it’s dangers of illiquidity has become apparent in the light of the 2008 financial crisis.
 This paper will analyse the relationship between the level of liquidity of the selected banks and its impact to their financial intermediary roles more exactly on lending.
 Banks analysis:
 For the purpose of this assessment three international banks with the headquarters in the United Kingdom were chosen and analysed: HSBC Bank, Lloyds Bank and Standard Charted (STC). All the three banks are commercial banks with activities also in investment banking and in insurance activities, this paper will analyse the relation between the regulatory capital requirements respectively Tier 1 capital and the bank performance respectively the impact of the regulatory capital and banks liquidity and profitability. For measuring the liquidity will be used the Liquidity Coverage Ratio (LCR) and to measure profitability this paper will make use of the Cost to Income Ratio (C/I) and Return on Equity (ROE), in order to measure more accurately the impact of the Basel III regulation on the role of the financial intermediary of the banks this paper will analyse the Lending to Deposit Ratio (L/D) and the change in annual lending in relation with the bank’s Tier 1 capital and the Liquidity Coverage Ratio.
 The Liquidity Loverage Ratio data is available for only four years instead of five because the Liquidity Cover Ratio was implemented in 2015 and the data for 2014 could not be find.
Table 1:
	YEAR
	BANK
	TIER1
	L/D Ratio
	LCR
	C/I RATIO
	ROE

	2014
	HSBC
	10.9
	73.8
	/
	55.3
	7.3

	2015
	HSBC
	11.9
	73.4
	107
	55.9
	7.2

	2016
	HSBC
	13.6
	71.3
	123
	66.5
	2.6

	2017
	HSBC
	14.5
	75.5
	142
	54.7
	6.8

	2018
	HSBC
	14
	76.1
	154
	60.0
	8.6

	2014
	LLOYDS
	16.5
	107
	/
	55.3
	3

	2015
	LLOYDS
	16.4
	107
	123
	54.2
	2.03

	2016
	LLOYDS
	17
	109
	121
	55.3
	4.47

	2017
	LLOYDS
	17.2
	109
	127
	51.8
	7.93

	2018
	LLOYDS
	18.2
	107
	130
	49.3
	8.77

	2014
	STC
	10.7
	75.6
	/
	60.2
	7.8

	2015
	STC
	12.6
	89.8
	154
	73.1
	0.4

	2016
	STC
	13.6
	64.9
	138
	72.6
	0.3

	2017
	STC
	13.6
	82.9
	146
	72.2
	3.5

	2018
	STC
	14.2
	80.2
	154
	78.8
	4.6


  
 The data collected as shown in the table 1 above reveals that the three banks have increased their Tier 1 capital and the liquidity coverage ratios mainly due to tighter restrictions but their lending to deposit ratio, the return on equity and the cost to income ratios seems to be fluctuating  from year to year, at the first sight having no or little connection with Tier 1 and liquidity coverage ratio, for a better understanding of the connection between the regulatory capital and the banks performance this paper will analyse each of the three banks on their own.
 HSBC has increased their tier 1 ratio and liquidity coverage ratio considerably for the period from 2014 to 2018 and it can be seen an increased in the performance for the same period of time as can be seen in the chart below: 

Figure 1
 In case of HSBC there is a negative correlation of -11% between the increase in tier 1 capital and the increase in cost to income ratio which means that for this bank the increase in tier 1 capital decreases the cost of operations, but it has a negative correlation with it’s return on equity of    -36%  which means that higher tier 1 will reduce the bank’s profitability .
Table 2:
	HSBC
	2015
	2016
	2017
	2018
	CORREL WITH TIER 1

	CHANGE IN TIER 1
	9%
	14%
	7%
	-3%
	 

	CHANGE IN L/D RATIO
	-1%
	-3%
	6%
	1%
	-39%

	CHANGE IN C/I RATIO
	1%
	19%
	-18%
	10%
	-11%

	CHANGE IN ROE
	-1%
	-64%
	162%
	26%
	-36%



 As can be seen in the Table 2 above the tier 1 ratio has a significant negative relation with the change in lending to deposit ratio which in one part may reduce the bank’s profitability but it increases its stability in case of unforeseen shocks. In order to analyse the impact of tier 1 capital in the financial intermediation role of the bank the change in tier 1 will be correlated with the change in lending for other banks and for customers:



Table 3:
	HSBC
	2018
	2017
	2016
	2015
	CORRELATION WITH TIER 1

	CHANGE IN LENDING TO BANKS
	-20%
	3%
	-3%
	-19%
	54%

	CHANGE IN LENDING TO CUSTOMERS
	2%
	12%
	-7%
	-5%
	-43%

	CHANGE IN DEPOSITS FROM BANKS 
	-7%
	17%
	10%
	-30%
	17%

	CHANGE IN DEPOSITS FROM CUSTOMERS
	0%
	7%
	-1%
	-5%
	-16%



 As it can be seen in the table above there is a positive relation between the change in Tier 1 and the change in the deposits and loans to other banks which means that the increase in Tier 1 is beneficial when it comes on making business with a other banks  but it has a strong negative relationship when it comes to deposits and lending to customers which means that a high amount of tier 1 has a detrimental effect especially when it comes to lending to customers.
 When it comes to the impact of the liquidity coverage ratio:
Table 4:
	HSBC
	2016
	2017
	2018
	CORREL  LCR

	CHANGE IN L/D
	-3%
	6%
	1%
	6%

	CHANGE IN C/I RATIO
	19%
	-18%
	10%
	-28%

	CHANGE IN ROE
	-64%
	162%
	26%
	12%

	CHANGE IN LCR
	15%
	15%
	8%
	 



 It can be seen that it doesn’t have a big impact on loans/deposit ratio even though there is a positive relation as it is in the case of ROE the relation is relatively small 6% and 12% but when it comes to cost to income ratio there is a negative relation of -28% which means that higher LCR will decrease the bank’s efficiency.
 When it comes to the effect of LCR to lending there can be seen significant results, but the accuracy must be poor due to the lack of more data the main reason being that the liquidity coverage ratio was implemented in full only in 2015:  



Table 5:
	HSBC
	2018
	2017
	2016
	CORREL WITH LCR

	CHANGE IN LOANS TO BANKS
	-20%
	3%
	-3%
	99%

	CANGE IN LOANS TO CUSTOMERS
	2%
	12%
	-7%
	10%

	CHANGE IN DEPOSITS FROM BANKS
	-7%
	17%
	10%
	98%

	CHANGE IN DEPOSITS FROM CUSTOMERS
	0%
	7%
	-1%
	44%

	CHANGE IN LCR
	8%
	15%
	15%
	 



 The data table shows s strong positive relation between the liquidity coverage ratio and the inter-bank loans and deposit and a strong relation with deposits from customers but a small but positive correlation coefficient with the change in the loans to customers, which may mean that the LCR at least for this bank does not have a negative impact on the role of financial intermediator as stated by other authors.
 Lloyds Bank also increased their Tier 1 capital and LCR considerably for the past 5 years as can be seen in the chart below:

Figure 2.
 As in the case of HSBC the change Tier 1 capital has a negative correlation with the loans to deposit ratio and cost to income ratio, and a stronger positive relation with the return on equity:

Table 6:
	LLOYDS
	2015
	2016
	2017
	2018
	CORREL WITH TIER 1

	CHANGE IN TIER 1
	-10%
	4%
	1%
	6%
	 

	CHANGE IN L/D
	0%
	2%
	0%
	-2%
	-13%

	CHANGE IN C/I RATIO
	-2%
	2%
	-6%
	-5%
	-9%

	CHANGE IN ROE
	-32%
	120%
	77%
	11%
	62%



  When it comes to the impact of Tier 1 capital and LCR to the financial intermediary role of Lloyds bank it could be analysed only the effect of the Tier 1 in relation to total lending since the bank reporting system does not shows lending to banks and to customers:
Table 7:
	LLOYDS
	2015
	2016
	2017
	2018
	CORRELATION

	CHANGE IN TIER 1
	-1%
	4%
	1%
	6%
	-85%

	CHANGE IN LENDING
	0%
	-1%
	1%
	-3%
	 



 The data show a strong negative correlation between the change in the Tier 1 capital and the change in lending which means that a higher Tier 1 capital affects the lending in a negative way.
 The liquidity coverer ratio has a strong negative correlation with the bank’s measured ratio which means that the higher the LCR the less profitable the bank becomes but in contrasts it rises the efficiency of the bank, which in this bank’s case may not be a good thince since Lloyds is a highly leveraged bank:
 
Table 8:
	LLOYDS
	2016
	2017
	2018
	CORREL WITH LCR

	CHANGE IN LCR
	-2%
	5%
	2%
	 

	CHANGE IN L/D
	2%
	0%
	-2%
	-57%

	CHANGE IN C/I RATIO
	2%
	-6%
	-5%
	-95%

	CHANGE IN ROE
	120%
	77%
	11%
	-47%



  When it comes to the financial intermediate the liquidity coverage ratio has a strong positive impact on the bank’s lending:


Table 9:
	LLOYDS
	2016
	2017
	2018
	CORRELATION

	CHANGE IN LCR
	-2%
	5%
	2%
	43%

	INCREASE IN LENDING
	-1%
	1%
	-3%
	 



 In case of Standard Charted, the bank increased the Tier 1 capital and their liquidity coverage ratio in a similar way as HSBC did, both having relatively similar figures:

Figure 3.
  In the case of STC the Tier 1 capital has a strong positive correlation with the cost to income ratio, a low negative correlation with the lending to deposit ratio and a strong negative correlation with the change in return on equity which means that the higher Tier 1 makes this bank more profitable:
Table 10:
	STC
	2015
	2016
	2017
	2018
	CORREL WITH TIER 1

	CHANGE IN TIER 1
	18%
	8%
	0%
	4%
	 

	CHANGE IN L/D
	19%
	-28%
	28%
	-3%
	-2%

	CHANGE IN C/I RATIO
	21%
	-1%
	-1%
	9%
	81%

	CHANGE IN ROE
	-95%
	-25%
	1067%
	31%
	-71%



 The liquidity coverage ratio has a strong positive impact in profitability, efficiency and leverage of this bank with strong positive correlation with all the of the ratios calculated: 
Table 11:
	STC
	2016
	2017
	2018
	CORREL WITH LCR

	CHANGE IN LCR
	-10%
	6%
	5%
	 

	CHANGE IN L/D
	-28%
	28%
	-3%
	86%

	CHANGE IN C/I RATIO
	-1%
	-1%
	9%
	45%

	CHANGE IN ROE
	-25%
	1067%
	31%
	59%



When it comes to the financial intermediate role of the Standard Charted Bank, the change tier 1 capital has a strong negative correlation with lending and deposit from and to both customers and banks which means that in cased of this bank the increase in Tier 1 capital strongly affects the bank’s performance in their financial intermediary role:
Table 12:
	STC
	2018
	2017
	2016
	2015
	CORREL WITH TIER 1

	CHANGE IN LOANS TO BANKS
	-21%
	520%
	-80%
	-23%
	-63%

	CANGE IN LOANS TO CUSTOMERS
	-9%
	12%
	-2%
	-10%
	-68%

	CHANGE IN DEPOSITS FROM BANKS
	-4%
	-16%
	-2%
	-31%
	-62%

	CHANGE IN DEPOSITS FROM CUSTOMERS
	6%
	0%
	6%
	-13%
	-74%



 The liquidity coverage ratio has a strong positive correlation with the loans to banks but a smaller positive correlation with loans to customers and strong negative correlation with deposits form banks and customers:
Table 13:
	STC
	2018
	2017
	2016
	CORREL WITH LCR

	CHANGE IN LOANS TO BANKS
	-21%
	520%
	-80%
	62%

	CANGE IN LOANS TO CUSTOMERS
	-9%
	12%
	-2%
	22%

	CHANGE IN DEPOSITS FROM BANKS
	-4%
	-16%
	-2%
	-66%

	CHANGE IN DEPOSITS FROM CUSTOMERS
	6%
	0%
	6%
	-61%



 After analysing the three banks there can’t be seen any pattern to conclude if the regulation has a positive or negative impact on the banks most probably because the data analysed is insufficient to reveal such a pattern, as it can be seen in the table below:
Table 14:
	BANK
	TIER1/ LDR
	TIER 1/ CIR
	TIER1/ ROE
	LCR/LDR
	LCR/CIR
	LCR/ROE

	HSBC
	-39%
	-11%
	-36%
	6%
	-28%
	12%

	LLOYDS
	-13%
	-9%
	62%
	-57%
	-95%
	-47%

	STC
	-2%
	81%
	-71%
	86%
	45%
	59%



 
Conclusion:
 This paper has shown the risks that affect the banks and the importance of the financial system, has stressed the importance of regulations and has brought arguments and concerns of the negative effects that a highly regulated financial system migh encounter. The author of this paper believes that there is still not enough convincing evidence to take a stance in rapport with the benefits or the negative effects of high degree of regulations that the financial sector has, inclines to the idea that if financial institutions would be let to manage the risks internally as some authors propose the probability of them taking high risks in pursuit for high return is very high, but since the banking and financial system ass a whole and the whole economy are highly interdependet the need for strong regulations becomes evident.       
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