Chapter 1
The Changing Banking Environment
Chapter Objectives

1. Describe the regulatory environment in which financial services companies compete.

2. Describe different banking business models.

3. Examine how recent competitive trends affect the banking industry.

4. Demonstrate how the forces of change (deregulation and reregulation, financial innovation, securitization, 

globalization, and technological advances) reflect increased competition and have lead to industry consolidation, increased diversification of products and services, higher capital requirements, and entry into banking by nonbank  firms, such as, investment banks, insurance companies, finance companies, and others.

3.   Describe the activities of investment banks in the competition for financial services.

Key Concepts

1. Historically, commercial banks have been regulated more than firms in any other industry. The close supervision by regulators follows from the use of deposit insurance whereby for qualifying deposits, the owners’ funds are insured by the Federal Deposit Insurance Corporation. Any failure required that the owner receive the full amount of the insured deposit.

2. Historically, commercial banks were limited in terms of the geographic markets where they could compete, the types of products and services offered, the rates they could pay to depositors and charge to borrowers, and whether they could enter new lines of business. In 1999, the U.S. Congress enacted the Financial Services Modernization Act, which greatly expanded competition among commercial banks and other financial services companies by eliminating most of the restrictions on banks.

3. The primary objectives of regulation are to:

a. Ensure the safety and soundness of the financial system

b. Supervise and examine banks

c. Approve or reject new charters (new start-up banks)

d. Approve products, services and lines of business in which banks can compete

e. Maintain monetary stability and the integrity of the payments system

f. Protect consumers of financial services

4. Banks exhibit a variety of organizational forms, including independent (single-office) banks, one-bank holding companies, multi-bank holding companies, and financial holding companies.

5. Competition in banking is evidenced by five fundamental forces of change that transform the structure and operation of financial institutions and markets: 

a. deregulation and reregulation 

b. financial innovation 

c. securitization 

d. globalization

e. technological advances

6.   Increased competition brought about by deregulation has induced banks to take on greater portfolio risks in search of acceptable returns. Many banks have moved to nontraditional banking services to earn fees that can offset the volatility in earnings from traditional loans and better help grow earnings. Increased competition has also induced traditional nonbank firms to enter traditional banking businesses.

7. Since the 1980s deregulation efforts have removed interest rate ceilings on allowable rates paid depositors and charged on certain loans and also expanded the range of products and services that banks can offer. Interstate banking and branching restrictions have similarly been eliminated.

8. In response to regulation, financial institutions create new financial instruments and financial markets, and restructure the means by which they deliver products to consumers. This financial innovation enables them to circumvent restrictions and continue growth.

9. Securitization is the process of converting assets into marketable securities. It enables banks to move assets off‑balance sheet and increase fee income. It increases competition for the types of standardized products, such as mortgages and other credit-scored loans, and eventually lowers the prices paid by consumers by increasing the supply and liquidity of these products. Given the problems of Enron, and Citicorp’s and J.P. Morgan’s efforts to make Enron’s financial statements appear less risky, analysts now focus carefully on which parties bear risk in securitization agreements.

10. Financial markets and institutions are becoming increasingly global in scope. Firms must recognize that businesses in other countries as well as their own are competitors, and that international events affect domestic operations.

11. Banks' traditional loan operations have been seriously undermined by the development of the commercial paper and junk bond markets as alternatives to bank loans. Corporations that issue these securities view them as cheaper substitutes for bank credit. Generally, any loan that can be credit scored can potentially be securitized. Securitization allows nonbank firms to originate loans, package them into pools, and sell securities collateralized by securities in the pools. This increases the competition for the securitized asset and will eventually lead to lower rates.

12. Technological advances in banking are constantly changing the competitive environment. Many of these advances relate to payment services and how customers conduct banking business. Many bankers and bank analysts believe that the greatest growth in the delivery of banking services will be through debit and smart cards, telephone banking and the internet. Such electronic payments systems will transform how people conduct their banking business and how banking firms compete.

 13. Many firms obtained unitary thrift charters during the 1990s to offer nationwide banking services, yet avoid regulation as a commercial bank. Formally, a firm obtains a federal savings bank charter, which allows it to issue deposits and make loans without hindering the nonfinancial products and services that it might otherwise offer. The firm can operate in a wide range of businesses not allowed traditional commercial banks. Thus, many insurance companies, finance companies, investment banks, and firms like Ford, Archer Daniel Midlands, and State Farm Insurance operate unitary thrifts.

Teaching Suggestions

This chapter represents an opportunity to link bank management topics to current events. As a semester project, students should be encouraged to keep a file or log of events from recent newspapers or magazines that demonstrate the existence and impact of deregulation/reregulation, financial innovation, securitization, globalization, and technological advances. Ask students to i) obtain a list of nonbank firms that have obtained unitary thrift charters , ii) identify the number of internet banks that offer traditional banking products/services only via the internet, iii) keep a record of banks that buy banking and other firms outside their home country, and iv) provide a list of recent financial innovations in banking. Tracking mergers and acquisitions among financial companies stimulates considerable debate as to why firms are entering or exiting specific lines of business, the costs and benefits of size or scale, advantages and disadvantages of operations that cross country boundaries, etc. Regular reference to the Wall Street Journal and the American Banker contributes to student understanding and interest.

Sample Projects and Assignments

1. Have students critique the data in Exhibit 1.6 regarding the number of institutions by type, asset size and growth rates since 1970. What are the key implications? They should then compare these figures with those in Exhibit 1.7 and explain how other financial services companies appear to be capturing far greater market share over time. 

2. Exhibit 1.8 demonstrates that banks continue to invest in physical branches while the number of home offices declines. Have students analyze what is occurring within their local banking markets. Which banks are expanding via branches? Ask them to interview bank officers to understand why branches are attractive.

3. Have students select a financial holding company and evaluate its organizational chart. Identify the number and range of bank and non-bank subsidiaries.

Answers to End-of-Chapter Questions

1. Many bank customers value convenience in addition to the range of services and pricing. Banks that have many branches offer greater convenience. It is easier to make deposits, withdraw funds, visit with customer service representatives, etc. if your bank has an office near where you live and/or work. A bank with just one main office foregoes these benefits. The primary disadvantage is cost. Many branches are expensive to build and the building is a non-earning asset.

2. Bank regulation is too complex today with overlapping responsibilities among the regulatory agencies. The situation largely reflects the chartering system, state versus federal competition among regulators, and the existence of FDIC insurance. Many politicians and business people want local representatives to govern banks – hence, the appeal of state banking departments. Some individuals prefer the enforcement of national standards. We also have historically had different rules for different size institutions. Over time U.S. institutions have experienced financial difficulties and the federal government has had to pay insured depositors upon failure of a bank. Taxpayers and federal officials want to control the examination and regulation of insured banks. It is not uncommon today to have several regulatory groups (Federal Reserve, FDIC, OCC, state banking departments) examine the same institution. It would be best to streamline regulation and examinations by conducting them jointly, where possible. The U.S. should also consolidate duties among the different regulatory groups and eliminate duplicate services.

3. Regulation is not intended to prevent failures. The objectives are to: 

a. ensure the safety and soundness of the financial system

b. supervise and examine banks

c. approve or reject new charters (new start-up banks)

d. approve products, services and lines of business

e. maintain monetary stability and the integrity of the payments system

f. protect consumers of financial services

4. At the same time that Congress increased the insured deposit amount to $100,000, it expanded the range of services and lines of business that commercial banks and thrifts could offer. Many institutions grew their deposits at unmanageable rates by simply buying funds through brokerage houses. As such, they would authorize a broker to pay whatever rate was necessary to sell large amounts of fully-insured deposits to customers. The institutions then speculated with the funds. If the investments (gamble) paid off, the institution received the benefit. If the investments didn’t pay, the FDIC often had to close the banks and pay insured depositors upon the failure. The latter occurred frequently during the 1980s and early 1990s. Raising deposit insurance amounts made it much easier to quickly grow a bank. In late 2005, the U.S. Congress was again considering raising the insured deposit amount to $130,000 for individual accounts except for IRA accounts where the insured amount would be $260,000. Could we see the same impact?

5. CAMELS is an acronym that indicates the categories in which banks are examined. Regulators formally assign scores (1 to 5 where 5 is bad) to a bank’s:

C  =  capital adequacy

A  =  asset quality

M  =  management quality/performance

E   =  earnings quality

L   =  liquidity

S   =  sensitivity to market risk

Most bank failures reflect poor asset quality (bad loans). Bad loans may arise from poor loan underwriting, inadequate policies and lending practices, etc. The most important facets of an examination are to evaluate whether the bank has the appropriate policies, practices and procedures in place and whether asset quality is sufficiently strong.

6. In the 1930s, Congress separated commercial banking activities (such as accepting deposits and making loans) from investment banking activities (such as underwriting securities) so that the same bank wouldn’t tie the availability of credit (a loan) to a firm’s willingness to have the bank provide investment banking services. U.S. banks were eventually allowed to underwrite securities outside the U.S. via regulatory fiat as a benefit to large banks to help them compete with foreign institutions that didn’t face the same restrictions on their lending or underwriting activities. If U.S institutions meet specific criteria, they can underwrite securities anywhere today.

7. The fundamental forces of change are deregulation/reregulation, financial innovation, securitization, 
globalization, and technological advances. Each follows from increased competition. Each increases competition by expanding the number and nature of competitors in different products and services. Regulators respond to competitive pressures to ‘level the playing field’ by either imposing new restrictions on activities allowed certain participants or relaxing existing restrictions. Legislation often follows to formalize the new constraints or opportunities. Consider interest-bearing checking accounts. At one time, no firm could pay interest on checking accounts. Now everyone does in one form or another. In the interim, regulators and legislators slowly allowed different firms to offer interest-checking, often after investment banks circumvented restrictions against it. The same result occurred with the initial passage of Glass-Steagall legislation, which separated banking from commerce. For many years, commercial banks could not underwrite most securities while investment banks could not make commercial loans and accept transaction accounts. Prior to the passage of the Financial Modernization Act, Citigroup was formed and it offered full-scale commercial and investment banking services, insurance services via its Travelers subsidiary, and effectively forced the U.S. Congress to pass the Act making all this legal.

8.   
Securitization generally reduces the overall quality of assets because the loans that can be best securitized are the highest quality, most marketable assets with standardized features are that readily understood and valued.

 9.   
Banks that have strong senior management, a well‑trained staff, large amounts of capital, and good market share are best positioned to benefit from increased competition. They can choose the lines of business to enter and exit, have access to capital, and can expand geographically where appropriate. Strong management is evidenced by a constant reevaluation of strategies necessary to compete and the ability to implement the strategies. A bank’s Board of Directors should play a key role in ensuring the viable operation of the firm and continual strategic planning.

10.
Gramm-Leach-Bliley (1999) effectively allowed banks to offer services in a wide range of areas and to enter new lines of business. It similarly allowed other financial services companies to offer traditional commercial banking products and services. The largest institutions with the greatest amounts of capital have generally been aggressive in expanding geographically and across lines of business. Smaller institutions do not have the same access to capital, but can selectively enter new markets and offer a wider range of financial services. The number of small banks changes with new charters and acquisitions/mergers. GLB might hasten the acquisitions of small banks as some owners/managers will choose to sell rather than compete and the range of buyers is now greater.

11.   
Investment banks generally offer services in the areas of: 1) making a market in securities, 2) underwriting securities, and 3) assisting in mergers and acquisitions, and 4) asset management. Most of these are fee-based services, which are not subject to credit risk. Commercial banks have become increasingly interested in the last three because of the possibility of earning fee income. Banks that underwrite securities help a firm or government unit place a debt or equity issue with the investing public. They do so either on a best efforts basis for a fee, or actually buy the securities from the original issuer before selling them to investors. When assisting in mergers and acquisitions, banks charge substantial fees for their efforts without taking much risk. Banks that manage assets for customers charge a fee for the service.

12.
A bank holding company is financed with short-term and long-term debt (commercial paper and LT bonds) along with stockholders’ equity, and uses the proceeds to buy stock in subsidiaries and make loans to subsidiaries. The holding company generates most of its revenue from dividends, loan interest, and management fees. 

13.
Financial holding companies can operate subsidiaries in a broader range of businesses than bank holding companies. They must also operate with greater capital, ceteris paribus, and meet minimum community reinvestment act standards.
14.
Interstate banking has been around for many years and community banks have, on average, recorded record profits. They face increased competitive pressures, especially in terms of growing their customer bases. Community banks in isolated, rural markets where school districts are consolidating because people are leaving for larger cities, will have to expand outside their normal trade areas to survive. Many will choose to sell. However, community bankers that actively pursue growth strategies designed to take advantage of their strengths in the relationships they have built with local customers should succeed regardless of the competition from Merrill Lynch and other large organizations.

15. 
Banks are losing market share due to increased competition. Many entities now make loans and accept deposits which represent the core bank products. Many of these competitors target large firms with the largest loans and deposits. Many banks have similarly decided not to take as much credit risk. As such, they originate loans then securitize them. Securitization effectively moves the loans off bank balance sheets. Market share data that reflect assets will understate the role of banks. Banks would have to hold more assets on balance sheet and have access to greater sources of funding for the market share data to increase. One should examine revenue for an alternative view. Clearly, mutual funds and pension plans are increasing their holdings of financial assets because that is the very nature of their businesses. They collect funds - many customers view pension contributions as a critical savings vehicle and mutual funds offer attractive alternatives to bank deposits – such that the data reflect their growth over time.
16.
Outside members of a bank’s board of directors have the same responsibilities of inside directors. They are, however, typically viewed as being more independent and thus better able to view the firm’s activities objectively. The primary duties are the select and retain senior management (the CEO), set policies, practices and procedures for the firm’s operations, and ensure adequate compensation of senior management.

 17.   This situation confronts many managers of community banks. One of the critical decisions that senior management and the Board of Directors makes is to determine the appropriate strategic plan.  Importantly, bank managers must identify the key markets and customers that the bank wants to serve. They should emphasize the bank’s strengths, including the fact that deposits are federally insured and the bank’s employees are long-time employees who know and serve their customers with personal attention. Managers should target those individuals and businesses and products/services where they have the greatest competitive advantage. Generally, the bank should have better physical locations for customers to conduct business, and should be better able to handle the deposit and loan needs of small business customers. While it will likely decide not to compete on price with the savings and loan that pays 0.50% more on deposits, it should try to retain customers by linking bank deposit services with other services, such as credit card, trust, car loans, etc. To compete with internet providers of banking services, it might align itself with a third-party provider and at least offer basic access as some customers will want this service in the future. Management should decide whether it wants to compete with discount brokers, insurance companies and real estate brokerages. If it chooses not to offer these services directly, it should refer customers to appropriate vendors for insurance and investment needs. For example, a bank may choose to provide several mutual funds on a referral basis without having to manage the funds.

18.  
Securitization

a.   Mortgages: few problems; securitization allows a reduction in interest rate risk to the loan originator who moves
     the loans off the books because it no longer holds the mortgages in portfolio. The bank can choose to service the 
     loans so that customers are less concerned that the bank does not control the credit. Many investors buy 
     mortgage-backed securities because mortgages are often government insured so that credit risk is minimal.

b.   Credit card loans: credit cards are issued to a wide range of borrowers. While the terms may be standardized,
     different individuals have far different purchase and payment behavior. There is no government guarantee. Thus 
     the repayment terms are less predictable. It is more difficult than with mortgages to identify the loans to package 
     for sale and set up the appropriate type of reserve fund to handle defaults and payments. Still, firms that originate 
     credit card loans via credit-scoring models (See chapter 17) can readily securitize these loans because investors 
     know the basic characteristics of the credit card borrowers.

c.  Automobile loans: much like credit card loans, auto loans are made to a wide range of borrowers. Without 
     standardized features and repayment/default patterns, the cash flow features are less predictable. There is also no
     government guarantee such that credit risk exists. Thus it is more difficult to package loans and find an interested 
     buyer. Still, auto loans that are credit scored are readily securitized.

d.  Small business loans can be easily securitized if they are government-guaranteed and issued under SBA 
     guidelines. Many small business loan originators now credit score these loans such that they can eventually
     securitize them. There are potentially large differences in the underlying borrowers that make it more difficult to 
     value these securities.

19.  
Commercial paper and junk bonds provide alternative financing to bank credit for business customers. The commercial paper market came first and allowed low‑risk businesses to access funds directly from investors on a short-term, unsecured basis. The junk bond market allows higher‑risk businesses the same access. Firms with the best reputations and operating performance can readily access funds in this form. Thus bank loan portfolios have been directed less at the highest quality borrowers and those lower quality borrowers with access to the junk bond market. Many commercial loan portfolios are subsequently concentrated in real estate and middle‑market business loans.

20.     Today, there is less of a game of catch-up between banks and their regulators. Historically, regulators did not allow interest payments on checking accounts under Reg Q. Banks could pay interest on savings and small time deposits. Banks got around the ban on interest checking by creating checking accounts that would be forced to have a zero balance at the end of each business day. Any excess funds over the amount needed to clear checks would be transferred (automatically) to a savings account electronically. The funds would be transferred back to the checking account at the start of the next business day. Thus, the customer earned interest on the effective (collected) checking account deposit balance.
21.  
Many banks have felt the competition from foreign banks operating in the U.S. Bank customers have more outlets for their funds and borrowers have more alternatives. Low‑risk businesses can borrow domestically or via foreign institutions that have a competitive advantage if the business operated outside the U.S. Banks with U.S. operations only thus will find that the pool of available customers is shrinking while the number of competitors with a global perspective is increasing. Bankers often fear globalization because it represents the unknown. There are cultural and language barriers that managers must overcome in order to effectively compete. Nationwide financial services companies will be greatly affected because they compete in many geographic markets throughout the U.S. and many of their customers conduct business outside the U.S. while non-U.S. based customers also conduct considerable business in the U.S. Community banks will be less affected because they compete in limited geographic markets, but their customer base is changing with the changing U.S. demographics, such that they too will need to be aware of global issues, global payment systems, and the needs of customers from different cultures.

22. Increased capital at a bank lowers risk. This potentially benefits depositors by reducing the likelihood of failure and deposit runs. Equity owners gain because their investment is safer, and recently the stock market has attached a premium to banks with substantial equity because they are perceived to be safer with greater expansion opportunities. Society generally benefits because safe banks are more likely to lend. Additional capital should be required as banks and other firms offer nontraditional products. It is not appropriate for the FDIC to insure other lines of business or products because firms should only offer them if they are willing to accept and able to manage the risk. Firms should be allowed to fail when they operate poorly. One way to require capital would be to estimate the riskiness of the line of business relative to other activities of the firm. The greater is perceived risk, the greater should be the capital requirements. Perhaps capital requirements should be linked to the volatility in returns of the line of business.

23.  A small community bank cannot earn above-average returns on these low-margin products/services today because of competition. It must develop other loan products or services that can be offered at profitable margins. This might be some specialized form of lending tied to a specific type of loan or industry, it might be emphasizing originating loans and selling them to long-term investors, while retaining servicing, or it might be offering non-credit products that competitors don’t successfully offer within their trade area. Management might also focus on how these services are delivered. Many start-up operations in today’s environment invest little in offices and branches and offer the bulk of their services over the internet, via telephone, or via banking representatives going to the customers’ places of businesses with their laptops. This potentially controls costs and allows greater room for competitive investments.

