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Preface

Banks are the leaders of the financial-services industry. They are the place where we often
wind up when we are seeking a loan to purchase a new automobile, tuition for college or a
professional school, financial advice on how to invest our savings, credit to begin a new
business, a safe deposit box to protect our most valuable documents, a checking account to
pay for purchases of goods and services, or a credit or debit card so we can conveniently
keep track of when and where we spend our money. Increasingly today, financial firms other
than banks are selling us these same services, but banks still head the list of financial-
service providers in many markets.

The banking industry, composed of thousands of private and state-owned companies
worldwide, affects the welfare of every other industry and the economy as a whole. As
many nations in Asia, Europe, and Latin America have recently discovered, when banks
stop lending and stop accepting the risks that go with it, the rest of the economy often falls
apart, with plunging land and security prices, lengthening unemployment lines, failing
businesses, and bankrupt households.

The United States experienced, albeit temporarily, the effects of banking breakdown
and its consequences for the daily functioning of the financial system when the tragedy of
9/11 struck the nation’s leading financial center, New York City. The destruction of the
World Trade Center temporarily shut down the critical back-office operations of several
leading banking and securities firms, creating uncertainty in the minds of thousands of
investors about the timely recovery of their invested funds. Fortunately, both the banks
and security dealers themselves and the U.S. central bank, the Federal Reserve System,
responded quickly to the crisis and, within days, restored key services and a measure of
calm to the financial marketplace. Still, the shock and uncertainty in the wake of the
World Trade Center’s collapse helped to push the slowing U.S. economy into a recession.
Let’s face it: Healthy banks and healthy economies just seem to go together.

Today banking is an industry in change. Rather than being something in particular, it
is continually becoming something new—offering new services, merging and consolidat-
ing into much larger and more complex businesses no longer easily recognized as just
banks, adopting new technologies that seem to change faster than most of us can compre-
hend, and facing a changing set of rules as more and more nations cooperate to regulate
and supervise the banks and other financial-service firms that serve their citizens.

While banks are certainly important to the proper functioning of the economy and are
the leaders of the financial-services industry as a whole, that position of leadership is no
longer secure. Banking firms are being challenged on all sides today by aggressive financial-
service competitors, including security brokers and dealers like Merrill Lynch and Charles
Schwab, insurance companies like Axa and Prudential, finance companies like Beneficial
and Household Finance, mutual funds like Vanguard and T. Rowe Price, and thrift institu-
tions like Washington Mutual and the USA Federal Credit Union. Banking’s share of the
financial-services industry has been falling for decades as nonbank competitors invade
banking’s traditional service lines one by one.

Indeed, studying the banking industry in isolation from the rest of the financial-services
marketplace is no longer sufficient. Literally, banks and their financial-services competi-
tors are rushing toward each other in the services they offer—a phenomenon called
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convergence. As financial-service industries converge, this movement blurs the meaning of
the term bank, forcing many bankers to rethink what their future role should be in the rap-
idly changing financial-services sector.

Banking and many of its closest financial competitors are among the most heavily reg-
ulated businesses in the world. After all, they handle the public’s money and plenty of sen-
sitive nerve endings surround our pocketbooks! No one can start a bank or other, closely
related financial firm without some government’s permission to do so, and no one can
close one of these institutions without the government’s approval. The extensive rules that
constrain the services, behavior, and performance of banks and other financial-service
businesses, however, are also changing. Regulators looking over the financial sector today
are paying more attention to the industry’s risk and to signals of possible trouble from the
private marketplace. We now seem to recognize that government rules and regulations can
only do so much, and that private decision makers—businesses and consumers—can do as
much or more to determine which banks and other financial-service providers are most
accommodating and efficient and which should be allowed to fail (or, perhaps, be absorbed
by other, better-managed financial institutions).

Banking and the financial-services industry are also changing as a place to find a job.
Traditionally, bankers and their most aggressive competitors hired one of the biggest shares
of business, finance, and economics majors graduating from colleges and universities each
year. To be sure, financial-service companies remain important sources of career opportu-
nities for people of all ages and backgrounds, but employment in banking and financial
services is no longer among the growth leaders in the job market. Fewer people are needed
as machines, such as automated tellers and personal computers, take over routine financial
transactions.

After all, banks and their key financial-service competitors are neither more nor less
than information gatherers. Writing a check, transferring funds by wire, applying for an
insurance policy, selling shares of stock, or spending the proceeds of a loan to buy a new
car involve simply moving information from one computer file or account to another, and,
increasingly, automated equipment is carrying out these tasks faster, more accurately, and
more conveniently than people can do by hand. So rapid is the switch to computers and
other electronic devices among banks and their competitors that their operating costs are
becoming more and more like fixed costs (i.e., the cost of purchasing and maintaining
equipment) and less and less like variable costs (i.e., labor time).

This shift in banking and financial services toward more fixed costs and fewer variable
costs has had dramatic effects on the optimal size bank or nonbank financial firm needed
to achieve maximum operating efficiency (in terms of lowest-cost production and delivery
of financial services). In a world that is increasingly automating services, bankers and the
managers of other financial firms interested in competitive and sustained profits must
increase their volume of operations, often by acquiring smaller financial firms that are less
able to keep abreast of rapidly changing technology.

Then, too, electronic media are rapidly broadening the geographic extent of financial-
service markets, leaping over state and national boundaries and bringing continents closer
together. This unfolding technological trend brings thousands of bank and nonbank finan-
cial firms into direct competition with each other, creating the need for fewer financial-
service providers overall. The industry finds itself in a wave of consolidation—giant bank
and nonbank service providers are emerging from numerous megamergers and smaller
institutions are disappearing through consolidations and acquisitions. There is much less
room today all over the globe for the small, locally owned bank or nonbank financial firm,
though many of these institutions continue to survive and prosper by finding niches
for fulfilling special service needs that the industry’s giants ignore, overlook, or cannot
do quite as well. Examples include personalized services for the aging consumer, small
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business financing, and personal financial advice from managers and employees willing to
take the time to listen to each customer’s unique service requirements.

Despite all the epic changes sweeping through this vital industry, some things in bank-
ing and financial services never seem to change. It is (and probably always will be) a ser-
vice industry, producing an intangible product that is hard (some say, impossible) to
differentiate from the products offered by competitors. One financial-service provider’s
deposit account, credit card, or loan looks pretty much like the deposit, credit card, and
loan offered by another. However, accuracy, friendliness, and quality of service vary from
financial institution to financial institution in most market areas.

Unlike many other jobs in private industry and government, the financial-services
business requires both technical skills and people skills, rather than just one or the other.
Bankers and many of their competitors are often heard to say: “It’s a relationship business.”
People come to trust the bank or nonbank financial firm they deal with and rely upon its
honesty, reliability, and stability when they need financial guidance, and they routinely
expect courtesy no matter the nature or source of a problem.

Financial-service managers can never stop learning because their industry is literally
becoming something new every day, and their customers expect them to be “ahead of the
curve,” financially speaking, no matter how fast things appear to be changing. What an
exciting and dynamic area to study! What an adventure!

New and Continuing Developments in This Sixth Edition )

As Bank Management and Financial Services enters its sixth edition, the changing world of
financial services has compelled the authors to make important and significant changes in
this new edition in a continuing race to keep up with (and sometimes look just ahead of)
the dynamic financial-services industry. Among the most important new or expanded top-
ics and instructional aids in the text are the following:

e The new text offers a significantly expanded discussion of the roles and services offered
by banking’s chief competitors—the nonbank financial-service providers, including secu-
rity brokers and dealers, finance and insurance companies, thrift institutions, and finan-
cial conglomerates. Banks continue to lose market share to many of these aggressive
nonbank service firms, and both bank and nonbank firms continue to invade each
other’s traditional service lines. No consideration of the great issues in the management
and regulation of banks would be complete without a parallel discussion of the nonbank
financial firms that challenge banks for leadership of the financial-services sector in
thousands of local markets around the globe. Nonbank financial firms are discussed in
nearly every chapter with a special emphasis on these aggressive competitors with
banks.

® An expanded discussion of the Gramm-Leach-Bliley (GLB or Financial Services Mod-
ernization) Act appears throughout the text. This 1999 law allows banking firms to
form highly diversified (one-stop shopping) financial-service conglomerates, linking up
with security brokers and dealers, insurance companies, and other financial firms under
a single corporate umbrella. The GLB Act has opened up huge new issues of its own,
such as how to efficiently and effectively regulate combinations of large bank and non-
bank businesses and still preserve the safety net protecting depositors. GLB has also
resulted in the creation of a new organizational form—the financial holding company
(FHC), similar to the universal banking conglomerates that have existed in Europe
for decades. Discussion of the Gramm-Leach-Bliley Act and its impact on banking
and financial services appears in many places in the new edition.
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* An exploration of the increasingly important field of ethics in banking and financial ser-

vices is introduced in multiple chapters of this new edition. The financial markets have
been rocked by scandal in the most recent period as the CEOs and CFOs of several
major corporations have been accused of preparing false or exaggerated financial reports
and lining their own pockets at the expense of employees and investors, sometimes
aided in these endeavors by the banking and security firms advising them. The result
has been numerous federal and state investigations, stiff fines levied by the Securities
and Exchange Commission, and passage of the Sarbanes-Oxley Accounting Standards Act
in 2002 to require key officers of publicly traded companies (including banks and non-
bank financial-service corporations) to attest to the accuracy of their firms’ financial
reports and avoid the dissemination of misleading information that might damage the
interests of employees and investors in the firm’s securities. The Sarbanes-Oxley law is
discussed at some length in Chapter 2, and questions of ethics are raised throughout the
text in a series of boxes, “Ethics in Banking,” which discuss banking and business prac-
tices and their moral implications.

Along with the new accounting standards law, another new piece of legislation, the
Patriot Act of 2001, has aroused controversy in the United States and in Europe where
similar legislation has appeared. The Patriot Act is yet another consequence of the ter-
rible 9/11 tragedy, which took so many lives and caused such great turmoil and uncer-
tainty in the financial marketplace. The privacy of citizens and their dealings with
banks and other financial-service providers has come under closer scrutiny. Banks and
selected other financial firms are now compelled to establish the identities of customers
opening new accounts, check their names against a government-supplied list of sus-
pected terrorists and terrorist organizations, and report any suspicious activity on the
part of customers to government authorities. The new law caught many financial-
service providers by surprise and, for some institutions, necessitated substantial new
investments in their recordkeeping and reporting functions. Issues raised by passage of
the Patriot Act appear in several places in the text, but especially in Chapter 2 dealing
with regulation.

There is greater emphasis on investment banking and security underwriting services—one
of the hottest topics in modern banking—in this new edition. Leading investment
banking firms and their services are discussed and the possible conflicts of interest
between commercial and investment banking are explored in greater depth than ever
before. Among the most prominent of these additions surfaces in Chapter 13 where the
investment banking industry is profiled and key ethical and regulatory issues are exam-
ined. Further discussion of investment banks and their interactions with commercial
banks appear in Chapters 1, 2, 16, and 17.

There is expanded coverage of several uniquely important dimensions of today’s bank
environment, including trends in the demand for and profitability of credit and debit
cards (Chapter 15), the controversial rise of subprime lending (Chapter 15), the
increased use of cash flow analysis and cash flow statements in business lending decisions
(Chapters 14), the expanding roles played by futures, options, and credit deriva-
tives in risk management banking (Chapters 6 and 7), the increased reliance on such
liquidity sources as the Federal funds market, repurchase agreements (RPs), and Federal
Home Loan Bank (FHLB) loans (Chapters 9 and 11), and the spread of international
banking activities into such key areas of the world as China, Japan, Latin America, and Rus-
sia (Chapter 17).

A major expansion of new and updated problems and projects stands out in this newest
edition. A completely new set of projects and problems to solve, “Real Numbers for Real
Banks,” spans multiple chapters, offering the reader interesting problems and issues to
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resolve as his or her knowledge of banking and financial services grows from chapter to
chapter. The reader is asked to choose from a list of leading banking companies and, in
subsequent chapters, to analyze that same banking firm’s organization and structure,
financial condition, behavior, and performance and to compare its financial profile to
that of peer institutions.

Also included in end-of-chapter material for all 17 chapters are problems and projects
drawn from the Standard & Poor’s Market Insight, Educational Version database,
which contains the financial statements of leading banking and nonbank financial
firms as well as major corporations outside the financial sector. The Market Insight
questions and problems encourage the reader to gather detailed information about some
of the largest financial firms in the world and to use that information to reach impor-
tant conclusions.

Not only have the boxes Banking and Financial Services on the Net been retained in every
chapter of this newest edition, but also multiple key URLSs are cited in the margins of
every chapter. These important Web citations are supplemented by interesting facts
about the banking and financial services industry, labeled factoids, and an intriguing set
of questions and answers about banking and finance in popular movies, called filmtoids,
that also appear in the margins of the chapters in this new edition.

There is a renewed emphasis in the text on real-world management actions, decisions, and
problems, illustrating the management principles presented in each chapter. Boxes
throughout the text, Real Banks, Real Decisions, discuss actual problems banking and
financial-service managers have been forced to deal with recently and how their deci-
sions have worked out in practice.

The continuing rush toward electronic banking is covered much more extensively in
this new edition, reflecting the growing acceptance of online banking by millions of
customers. Boxes titled E-Banking and E-Commerce appear in numerous chapters, dis-
cussing what banks and their closest competitors have accomplished in the electronic
field and the benefits and costs of this rapidly unfolding movement. The services
offered online and their production costs and risks are discussed, along with new infor-
mation on Web-based banks. Among the most important chapters addressing the sub-
ject of electronic banking are Chapters 1, 2,15.

The current issue of reform of the federal deposit insurance system and the proposed
restructuring of the federal regulatory system is covered in this new edition, including a dis-
cussion of the recently proposed increase in U.S. deposit insurance coverage and its
possible ramifications for the safety of depositors and the potential cost for taxpayers.
The text discusses the links between proposals to more efficiently configure the regula-
tory system and the changing structure of the banking and financial services industry
itself, marked by declining numbers of financial-service providers and greatly increased
size of surviving financial firms. These issues are especially evident in Chapters 1, 2,

10, and 13.

The latest proposals for reform of the international regulations surrounding bank capital
(known as Basel II) surface in Chapter 13 where the weaknesses of the existing capital
rules are examined and the possible advantages and disadvantages of the new and
revised Basel accord are explored.

The text also examines the new rules for borrowing from the Federal Reserve banks’ dis-
count window and discusses the rationale for the Fed’s recent opening of the discount
window for greater access by financially sound depository institutions as laid out in a
newly revised Regulation A of the Federal Reserve Board. This topic is discussed in
Chapter 2 and, in more depth, in Chapter 11.
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The changes and additions listed above are only part of the many differences between
this new sixth edition and those editions that have gone before. The authors hope the
new text will more fully meet the needs of teachers, students, professional bankers and
financial-service managers, and others who have an interest in the banking and financial

services industry and the sweeping changes that are rapidly transforming the financial sec-
tor of today’s economy.

Pedagogical Features )

Several unique and important educational aids are included in this new edition to assist
readers and instructors in understanding and presenting the story of the banking and
financial-services industry. Among them are the following:

Part openers introduce each of the six major parts of the text. These openers explain the
basic content and the goals of each part, summarizing a few key points that will emerge
as the reader explores each of the chapters.

An Introduction to each chapter explains why the chapter the reader is about to enter is
important to understanding the management principles for banks and other closely
related financial-service providers and for understanding the many trends sweeping
through the industry.

A box entitled “Banking and Financial Services on the Net” is positioned near the open-
ing of every chapter, listing several websites that could help the reader more fully
understand the information presented in each chapter.

Boxes of information appear in every chapter of the new edition, providing more detail
on recent developments shaping the structure and performance of banks and their
financial-service competitors. These boxes of special information have several titles,
including “Real Banks, Real Decisions,” which discuss banks and bankers faced with
tough management decisions; “Ethics in Banking,” which explore motal dilemmas
that bankers and other members of the financial-services community have faced;
“E-Banking and E-Commerce,” which describe the many interesting problems banks and
other financial firms have encountered as they offer more and more services online; and
“Insights and Issues,” which cover a wide array of practical and conceptual issues that
modern banking and the financial marketplace have encountered in recent years.

In order to test the readers’ understanding, Concept Checks appear at selected points in
each chapter, raising questions and problems to ensure that readers have mastered what
has been presented to that point. There are many more of these in the new edition.

Key Terms are listed at the conclusion of each chapter along with the page numbers
where these terms appear and where they are defined within the text. Very often the
full understanding of banking and the financial-services sector depends heavily on
knowing the terminology of the financial marketplace.

To help master the key terms listed in each chapter, a Dictionary of Banking and
Financial-Service Terms appears at the back of the book with definitions of each term.
Immediately following each chapter’s text material is a convenient and crisp bulleted
Summary of the chapter’s content and main conclusions. These chapter summaries allow
readers to conduct a quick review of all they have learned and fill in any gaps that might
have been left unexplored along the way.

After the chapter summary and key terms list, an extensive group of Problems and Pro-
jects appears that offers both numerical problems and questions of management and pol-
icy. The collection of problems and projects has been greatly expanded in this new
edition to include several new items that promote the use of key data banks, such as
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those provided in Standard & Poor’s Market Insight, Educational Version and in the
extensive website maintained by the Federal Deposit Insurance Corporation.

A major new feature within this section is the Real Numbers for Real Banks series in
which readers are asked to choose a representative firm from a list of leading banking
and financial companies. They are then encouraged to analyze and evaluate that com-
pany’s performance and behavior from several points of view as the chapters go by and
new analytical tools are acquired. Assignments in the Real Numbers for Real Banks series
in Chapters 1 through 4 provide the foundation for a semester-long project. Assign-
ments from all other chapters are independent and reference only the foundational
chapters. This gives instructors numerous opportunities to reaffirm what their students
have learned about real-world banks and financial firms by assigning an ongoing proj-
ect that gradually unfolds with each new chapter.

Also within the problems and projects section at chapter’s end are Internet Exercises,
significantly expanded from the previous edition, where the reader is encouraged to
visit the World Wide Web as often as possible and respond to problems and issues
affecting banks and their financial-service competitors. Each Internet exercise supplies
one or more key websites to help the reader get started toward resolving the questions
raised.

e Numerous diagrams, exhibits, tables, and real-world examples from the banking and
financial-services industry are integrated throughout the text to help clarify the most
significant points. '

e A list of Selected References appears on the final pages of each chapter, arrayed by
topic so the reader can gain additional information from other sources and from differ-

ent points of view about important subjects that were covered in the chapter just
concluded.

¢ Finally, a new Appendix on the use of a financial calculator appears at the end of the text,
illustrating for users of the book how to calculate the time value of money (TVM),
present and future values of cash flows (PV and FV), and the annual percentage rate
(APR) on a loan. These basic calculator routines will assist the reader in solving
numerous problems that appear throughout the text.

The authors hope that the above-mentioned learning and teaching tools will prove to be

of great service to the readers of this text and to those who carry the important responsi-
bility of teaching others.

Supplementary Materials )

Useful supplements increase the educational power of this new edition. Among the key
supplementary educational materials available are the following:

o Instructor’s Manual and Test Bank, which outlines each chapter and supplies hundreds
of questions to answer and problems to solve that help greatly in the construction of
exams and learning material for classroom activities.

o A PowerPoint Presentation System, which presents clear and concise slides to use in the
classroom or as study notes outside the classroom. The PowerPoint slides include
charts, graphs, and numerical examples along with summaries and outlines of key
points made in the text. Users can rearrange or edit each slide to meet their own spe-
cific educational needs.

e A website that goes with the text and can be accessed by both students and teachers.
The website includes chapter updates for users of Bank Management & Financial Services
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as the environment in the financial-services sector changes and new challenges appear.
The chapter updates help keep the book fresh and new. The website’s Internet address
is www.mhhe.com/rose6e.

e Standard & Poor’s Market Insight, Educational Version, which supplies extensive financial
data and other items for 500 of the largest corporations, including leading commercial
banks and other firms in the financial-services sector. This important database helps
users solve several of the problem assignments in the new edition and do research on
companies in which they have a special interest (for example: in order to prepare for a
job interview or to put together a report for class). This website’s Internet address is
www.mhhe.com/edumarketinsight.

|
A Note to the Student )

The banking and financial-services sector of our economy represents one of those indis-
pensable subjects about which few of us can afford to be ignorant. As recent problems in
the domestic and global economies have demonstrated, our lifestyles and living standards
often depend heavily on the willingness of banks and other financial-service firms to
extend credit, deposits, savings and retirement plans, and other financial services to us as
individuals and to the businesses and institutions we work for and trade with. But banking
and the financial-services industry are changing so rapidly today that we cannot be con-
tent with merely a casual inquiry.

This book is designed to help you dig deeply into this fascinating and frequently trouble-
plagued sector of the economy in order to master established management principles and
to confront head-on the perplexing issues of risk, regulation, technology, and competition
that bankers and other financial-service managers see as their greatest challenges for the
future.

The text contains a number of pedagogical aids to help you accomplish this task, espe-
cially these:

1. Each major part of the text begins with a Part Opener to explain the goals and key top-
ics covered by the chapters in that part. In a sense, each part opener provides a road
map of what lies ahead in the following group of chapters.

2. Each chapter begins with its own Introduction to set the stage for you on what is to fol-
low and to explain the importance of the topics and issues presented.

3. Interesting facts and background information appear as Factoids and Filmtoids in the
margins of all the chapters.

4. Concept Checks appear in every chapter at crucial points to allow you to determine
whether you have reached a satisfactory level of understanding of the material pre-
sented thus far before you proceed onto another topic.

5. Each chapter ends with a bulleted Summary that lists the key points made and the
conclusions reached in order to provide you with a convenient review of the material.

6. Following the chapter summary, Key Terms appear to help you learn the language of
banking and the financial marketplace. Each term is followed by its page number in
the text so you can readily discover where that term is discussed and defined.

7. A Dictionary of Banking and Financial-Service Terms can be found at the end of the book
to supply brief definitions for all key terms. When you are assigned a specific chapter
or set of chapters to read, you can double-check your understanding of the key terms
in the text by using the dictionary.
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8. Several types of problems and questions to resolve appear near the conclusion of each
chapter, carrying various labels—Problems and Projects, S&P Market Insight Challenge,
Internet Exercises, and Real Numbers for Real Banks. You will find these especially help-
ful in cementing what you have learned and in discovering new facets of the topics
you have explored in the chapter just completed. Your instructor may assign some of
these problems and projects to help you strengthen your knowledge and apply that
knowledge to realistic situations.

9. Several boxes of information—for example, “Issues and Insights,” “Real Banks, Real
Decisions,” “E-Banking and E-Commerce,” and “Ethics in Banking”—appear throughout
the text, some of them in every chapter. Their purpose is to offer new ideas and raise
practical issues that bankers and other financial-service managers must grapple with
every day, thereby giving you a better feel for what happens in the real world.

10. Finally, a new appendix, Using a Financial Calculator, appears at the end of the book to

aid in solving quickly many of the end-of-chapter problems and exercises in this new
edition.

While this book presents several devices to help you along the way, like every other
textbook it is locked in time. It presents a snapshot picture of an industry that is rapidly
changing—a service industry that may soon be very different from what we understand it
to be today. Therefore your journey toward understanding banks and their financial-
service competitors cannot end here. A central mission of this book is to arouse your
interest in banking and financial-service practices and problems. If Bank Management &
Financial Services makes you want to read and understand more about this critical sector of
the economy, it will have done its job.

This is a field where the amount of personal effort and your feeling of accomplishment
are closely correlated, both in the near term and for a lifetime. Confidence, determination,
and careful study usually pay off, no matter what twists and turns the future may bring.
Best wishes for success on your journey into the fascinating marketplace of modern bank-
ing and financial services.

Peter S. Rose and Sylvia C. Hudgins
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