Chapter 11 - COMMERCIAL BANKS    


Depository Institutions - commercial banks, savings banks (thrifts) and credit unions.  See Table 11-1 on p. 321, 1950 vs. 2006.  See Figures 11-1 and 11-2, page 321 and 322.    

 

Commercial banks vs. savings banks/credit unions.  Commercial bank loans are wider in range (consumer, commercial, international and mortgages) than savings banks (mortgages) or credit unions (consumer loans).  Commercial banks rely more on nondeposit (notes and debentures) sources of funds (vs. checking and savings deposits) than thrifts and credit unions.  See Table 11-2 and Figure 11-3 on p. 323.   

 

Loans are the main revenue-generating assets for banks, but they also hold investment securities (Treasuries, municipals, MBSs) to protect against liquidity risk.  Other risks include credit/default risk (Reserve for losses is about 2%), and insolvency risk. Commercial banks are highly leveraged (90% D/A) and thinly capitalized (10% E/A). See Table 11-2 and Figure 11-3 on p. 323. 

  

See Figure 11-4 on p. 325 for trends, Portfolio Shift.  Loans have gone up from about 40% to 70%, Securities have gone down from 50% to 30% (negotiable CDs, etc.).  Mortgages and consumer loans have gone up, commercial/business loans have gone down (CP, junk bonds). 

 

Liabilities are deposits and borrowed funds, mostly short term (vs. long term loans), exposing commercial banks to interest rate (maturity mismatch) risk.  

 

Off-Balance-Sheet (OBS) activities (Swaps, forwards, options, and futures) generate: a) fee income for the bank, and b) allow banks to avoid regulatory costs (no reserve requirements and no FDIC for OBS).  OBS activities can be used for risk-reduction (interest rate, ex-rate, credit) but can also increase risk.  See Table 11-3 on p. 328 for volume of OBS activities and Figure 11-5 on p. 329, market more than doubled every three years!  Mostly for risk management OBS, no need to make balance-sheet changes.  

 

 

Size, Structure, Composition
 

Number of banks went from 14,500 in 1984 to 7,660 in 2004, due to: a) bank failures (S&L crisis), b) bank mergers (deregulation), and c) financial disintermediation.  See Figure 11-6 on p. 330 and Table 11-4 (mergers) on p. 331.  

 

Mergers. Banks can now merge across state lines (1994), and commercial and investment banks can now merge (1999).  Reasons:

 

1. Economies of scale - Cost efficiencies from size (scale), partly due to FC/q.  FC would include technology infrastructure, Internet banking.  ATC declines over some range of output (q), where q = # customers, # loans or # deposits because of declining AFC.  

Merger Example: First Union acquired Signet for $3.2B, for cost efficiencies by consolidating 
operations in areas of overlapping areas to reduce duplication in VA, expected to be $240m/year (7.5% of value).  Morgan-Chase merger, savings of $1.5B! 

 

Long run implications of significant Economies of Scale, especially if technology (satellite and supercomputers) benefits larger banks more than smaller banks?  Why might that NOT happen?  

 

a. Diseconomies of scale, due to large, rigid bureaucratic organizations, or cost control problems.  Small banks are more flexible, resilient, and adaptable to change.  Technology and mergers can sometimes be risky.  Example: Wells Fargo and First Interstate Bank merger led to cost increases and integration problems of the systems, snafus, bounced checks, customer dissatisfaction and INCREASED costs.  

 

b.  

 

2. Economies of Scope - Synergistic cost economies due to the "joint use of inputs for multiple products," efficiencies due to cross-product synergies, shared technology or distribution, transfer of skills, etc.  Example: Coca-cola produces other beverages efficiently (orange juice, PowerAde, iced tea, bottled water, Hi-C, etc.) due to economies of scope, e.g. using water as an input for all beverages.  Bank mergers can benefit from economies of scope, commercial and investment banking activities and insurance.  See p. 333 for many examples of mergers to expand business/product lines, merge customer bases, and exploit economies of scale and scope.  "One-stop shopping" for banking, investment services and insurance, "universal banking." 

 

In addition to cost savings from economies of scope, there can also be Revenue Economies of Scope from mergers because: a) Bank acquires a partner in an expanding market, b) Bank becomes more geographically diversified after merger, stabilizing revenues and profits, and c) Bank merger allows penetration into a market that is not currently very competitive, allowing greater revenue and profits.  

 

Empirical evidence is stronger for economies of scale, than for economies of scope.  

 

Bank Size and Concentration, see Tables 11-5 and 11-6 on p. 334 AND 335.  Note that the number of large banks ($10B+) and medium banks ($1-10B) have gone up, the number of small banks (<$100m) has gone down.  Total number of banks has gone down, from 14,500 in 1984 to 7,660 in 2004.  

 

Large banks vs. small banks.  Small banks concentrate on retail side of banking, loans and deposits for local consumers and small businesses, use very few derivatives and OBS activities.  Large banks serve both retail and wholesale banking, and often concentrate on the wholesale side, e.g., FX, serving large MNC corporations, international, underwriting, etc., greater use of OBS activities and derivatives.

  

Large banks are usually more competitive and have narrower interest rate spreads (Lending Rate - Deposit Rate) and smaller net interest margins: (Interest income - interest expense) / Assets. 

 

Industry Performance, see Figures 11-7 on p. 336, ROA and ROE.  Points: a) Bank returns are sensitive to economic conditions, b) small banks and large banks are equally profitable measured by ROA, and c) ROE is lower for small banks, partly because large banks hold less equity and small banks hold more equity ($1/$10E = 10%, $1/$5E = 20%).       

 

Technology in Commercial Banking.  Advances in technology (Internet, satellite, computers, telecommunications) have impacted banking, potentially allow for increased efficiencies, lower costs, greater profitability.  

 

Wholesale Banking Services
Lockbox Services - to speed up check clearing, reduce the float.  

Electronic Funds Transfer, automated payment of payroll or dividends.

Electronic Billing and Payments, direct deposit

E-commerce. 

 

Retail Banking Services
ATMs/Debit Cards/Smart cards

Internet/online banking, E-mail billing

Direct deposit, automatic payment

 

 

Commercial Banking Regulation 
 

FDIC - Deposit insurance for all banks - commercial and savings banks (FSLIC went bankrupt).  Acts as receiver and liquidator when a bank fails.  

 

OCC - Part of U.S. Treasury (IRS, FBI, Customs, Mint, Engraving, ATF), est. in 1863.  Charters and closes national banks (25.8% of total), approves mergers. Dual banking system - banks can be charted by a state (5,768 banks or 74.2% of total).  State banks have historically had fewer restrictions and less regulation.  Even some large banks (J.P. Morgan Chase) are state-chartered, though most state banks are small, and most national banks are large.  

 

FRS -  All national banks are members of FRS (required) and some state banks (935) voluntarily join to gain access to the Fed's federal funds wire transfer network, interbank borrowing/lending of reserves.  2,001 national banks vs. 5,768 state banks, see Figure 11-8, p. 342.  

 

State Banks are regulated by state regulations and state regulatory agency (Michigan: Consumer and Industry Services - Financial and Insurance Services,  http://www.michigan.gov/cis).    

 

 

Global Banking
 

See Tables 11-8 on p. 344.  Advantages of Global Banking:

 

Economies of Scale

Expanded market for Innovations, New products (swaps)

Expanded source of funds (deposits), at more competitive rates

Expanded opportunities for MNCs 

Regulatory Avoidance, to avoid: Deposit insurance and Reserve requirements in U.S.  

Diversification of loan portfolio. 

 

CH 14 – Other Lending Institutions
 

Savings and Loans started in early 1800s to serve needs of individuals needing loans to buy homes, whereas commercial banks served mostly businesses.  Now the distinction between commercial banks and thrifts has narrowed significantly.  

 

Credit Unions started in early 1900s as an alternative to commercial banks and thrifts, organized as non-profit cooperatives owned by members, who are supposed to have a common bond (teachers, unions, municipal or federal employees, neighborhood, etc).     

 

USING DURATION TO ANALYZE THE S&L CRISIS 
Knowing duration (D), we can calculate the PRICE SENSITIVITY as follows: 

    %P =  %PV =        -D    *  ( Δ i ) 
                                     ( 1 +  i ) 

where D is the duration in years, i is the original interest rate, and Δ ( i ) is the change in the interest rate.  The minus sign reflects the negative relationship between interest rates and bond prices.  %P is the percentage change in the value of the security, or the %PV. 

When interest rates are low, (1 + i ) will be close to one, so approximately: 

    %P (%PV)    ≈    - D   *   Δ ( i ) 

S&L Problem: Duration of Assets (DA) is much greater the Duration of Liabilities (DL),   DA > DL. 

Long term assets (mortgages) and short term liabilities (deposits). 

Example: Typical S&L, in PV dollars. 

                     ASSETS     =     LIAB + EQUITY 
                  ----------------------------------------- 
D = Infinity   RES      $5m          $96m  DEPOSITS      D = 1 year 

D = 8 yrs      LOANS $95m         $4m    EQUITY 
  

VBANK = PVA - PVL 

V   =  $100m - $96m   =   $4m 

DA = 8 years 
DL = 1 year 

% PV  =  - D  *  Δ ( i ) 

Assume interest rates rise by 1%: 

%PVA = - 8   *   +1%   =  -8% 
%PVL = - 1   *   +1%    =  -1% 

PVA = $100 - 8% =  $92m 
PVL =  $96 - 1% =  $95.04m     

NEW VALUE       -$3.04m 

Value went from $4m to -$3.04m with a one percent increase in interest rates, i.e. over a $7m change in value (-176% change) with just a one percent change!  Interest rates went up by about 10 percentage points in the 1970s, so figure the impact on S&Ls: 

Assets: - 80%  (100 - 80% = $20m) 
Liab:  - 10%   ( 96 - 10% = $86.4),  New Value = $20m - $86.4 = -$66.40m!!! 

Explains why 50% of banks were insolvent on a PV basis in 1982. 
  

Bank strategies to manage Interest Rate Risk, Duration Mismatch: 

Decrease D of Assets          Increase D of LIAB         







IMMUNIZATION: To immunize (protect) against inerest rate risk, Match DA with DL, or more accurately: PVA * DA = PVL * DL In that case, the Bank (or firm) would be completely protected (immunized) against changes in interest rates. Changes in interest rates would NOT affect the Value of the Bank. Immunization is a risk management strategy.
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