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1{ PREFACE

Bank managers must be increasingly aware of competitive opportunities that coincide with
change. The banking industry is consolidating and diversifying simultaneously. In fact, the
traditional definition of a bank has been blurred by the introduction of new products and a
wave of mergers, which have dramatically expanded the scope of activities that banks
engage in and where products and services are offered. Formerly, a commercial bank was
defined as a firm that both accepted demand deposits and made commercial loans. Today,
these two products are offered by many different types of firms, including commercial banks,
savings banks, credit unions, insurance companies, investment banks, finance companies,
retailers, and pension funds. Such firms are comprehensively labeled financial services compa-
nies. What constitutes a bank is now not as important as what products and services are
offered and in what geographic markets does a financial services company compete.

The purpose of Bank Management is multifaceted. First, we document a shift in the land-
scape of the commercial banking industry by describing dramatic changes that have
occurred in the past decade. These changes have forever altered the primary business model
and products and services offered by competing institutions. For example, changes in the
regulatory and competitive environment have essentially eliminated many of the operational
differences between financial institutions. Today, the only real difference between Merrill
Lynch and Bank of America is that Merrill Lynch is not regulated as a bank. Second, we apply
basic finance concepts to the management of depository institutions. The text does not dwell
on financial theories, but rather provides applications of theory in a decision-making frame-
work. Third, we provide the foundation necessary to understand the unique risks faced by
depository financial institutions and demonstrate how senior management effectively deals
with these risks.

Senior officers are constantly evaluating their strategic options and plans. Does the bank
plan to expand its scope of products and services or remain focused on lending and deposit
gathering? Students of banking and managers of commercial banks, savings banks, credit
unions, and other financial services firms will find Bank Management extremely useful in
understanding how to make informed decisions about the riskiness and potential returns of
different activities, products, and services. The book emphasizes analysis, decision-making
and specific problem-solving techniques. The basic format introduces an issue or problem,
discusses the applicable finance concepts, provides an analytical model or framework, and
then applies decision-making tools using sample data. In most cases, the sample data are
taken from an actual financial institution. Thus, there is considerable emphasis placed on
data analysis and interpretation of real world problems and issues.

The concept of risk management serves as a unifying theme of the book. A bank’s asset
and liability management committee (ALCO) or risk management committee is responsible
for the overall financial planning and management of the bank’s profitability and risk pro-
file. The book emphasizes how managers can develop and implement strategies to maximize
stockholders’ wealth by balancing the trade-offs between banking risks and returns. One of
the book’s primary contributions is to explain how market risk (interest rate risk, equity price
risk, and foreign exchange rate risk), liquidity risk, credit risk, and operational risk are meas-
ured and how they affect a bank’s capital and solvency risk. It demonstrates how risk man-
agement decisions in different areas affect each other and the overall profitability and risk of
the institution.
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The banking environment is constantly changing. While competition has increased the
number of firms offering financial products and services, the removal of interstate branching
restrictions in the U.S. has dramatically reduced the number of banks but increased the num-
ber of banking offices (primarily branches). Consolidation, in turn, has increased the propor-
tion of banking assets controlled by the largest banks. Not surprisingly, the same trends
appear globally. The United States currently has several banks that operate in all 50 states and
many locales outside the U.S. The largest foreign banks have significant operations in the
U.S. and throughout the world. In fact, you might not know if your bank is based outside the
U.S.! Different financial institutions seem to announce acquisitions of other financial compa-
nies (not always banks) on a regular basis, and frequently these institutions are headquar-
tered in different countries.

Increased competition also means that geography no longer limits a financial institution’s
trade area or the markets in which it competes. Individuals can open a checking account at a
traditional depository institution, such as a local commercial bank, savings bank, or credit
union, a brokerage firm, such as Charles Schwab or Merrill Lynch, or a nonbank firm, such
as GE Capital, State Farm Insurance, and AT&T. You don't even have to leave your home as
you can open an account via the Internet. You can deposit money electronically, transfer
funds from one account to another, purchase stocks, bonds and mutual funds, or even
request and receive a loan from any of these firms. Most of them will allow you to conduct
this business over the phone, by mail, or over the Internet. All of these firms compete for
business with each other, pay and charge market interest rates that are determined by com-
petitive conditions, and are generally not limited in the scope of products and services they
offer or the geographic regions where they offer these products.

AUDIENCE

Bank Management is designed for use in upper division undergraduate or master’s level bank-
ing and financial institutions courses at universities as well as professional banking programs.
As prerequisites, students should be familiar with elementary accounting, basic interest rate
and bond pricing concepts, and basic macroeconomics. The book is also well suited for broad-
based instructional purposes in bank training programs. For someone new to banking, the
book describes the range of banking activities and demonstrates how bank managers make
financial decisions. For practitioners, it explains how decisions in one area affect performance
and opportunities in other areas. As such, it provides a comprehensive view of managing the
entire bank with an emphasis on the trade-offs between profitability and risk.

ABouT BANK MANAGEMENT

The book focuses on decision making and offers a unique approach to understanding bank
management. Key chapters address the specific aspects of an issue or problem, how a finan-
cial model or decision framework applies, and then demonstrate the application of the model
or framework using sample data. The reader not only observes how certain factors influence
credit, investment, funding, and pricing decisions, but also develops an appreciation of the
trade-offs between return and risk. Several Microsoft Excel templates, which include various
models and applications using sample data, are available to users. A wide range of cases
related to bank performance evaluation, making new loans, managing the investment port-
folio, asset and liability management, and liquidity management are available via the
Internet. These cases, end-of-chapter questions, and problems provide an opportunity to test
the reader’s understanding of important issues and data analysis.
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Upon completion of reading Bank Management, the reader should have a solid foundation
in the key issues confronting managers today, a familiarization with the basic financial mod-
els that are used to formulate decisions, and an understanding of the strengths and weak-
nesses of data analysis. The text and numerous applications help the reader to recognize the
trade-offs involved in making financial decisions and to develop the logical thought
processes needed to reach reasonable conclusions.

NeEw FEATURES OF THis EDITION

The fifth edition of the book builds on the topics and features of earlier editions, with several
important changes:

® A complete regulatory update has been applied throughout the book. In particular, the
impacts of nationwide interstate branching, financial modernization (Gramm-Leach-
Bliley), and repeal of Glass-Steagall have reshaped the regulatory and competitive envi-
ronment coverage.

® A complete discussion of the changing landscape of the financial services industry—
including the impact Enron had on the industry as it changed its role from an energy
company to a hedge fund.

® An updated and comprehensive evaluation of bank performance—traditional banking,
investment banking, and off-balance sheet financing—and the impact this has on the
analyst’s job in evaluating performance. A direct comparison of PNC Bank’s financial
performance from 2000 - 2001 and problems associated with the use of special purpose
vehicles (also used extensively by Enron) and their impact on various performance
measures.

® An analysis of the most current data from the Uniform Bank Performance Report, the
FDIC, and the Federal Reserve Bank, including discussion of key performance ratios, an
explanation of alternative performance measures, including Economic Value Added
(EVA™), return on risk adjusted capital (RAROC/RORAC), and the Balanced Scorecard.

® Comprehensive discussion of Federal Home Loan Bank advances as funding instru-
ments and their use in liquidity management.

® Updates on hedge accounting under FAS 133 and its implications for financial services
companies are fully discussed along with hedge criteria, risk exposure, and the account-
ing standards.

B A discussion of the current developments in credit scoring, credit reports, and applica-
tions to consumer lending.

® Extensive use of new tools and examples such as option-adjusted spread analysis are
introduced to assist in the evaluation of alternative investment instruments,

® New cases in Bank Performance Analysis, Commercial Lending, Consumer Lending,
and Managing a Bank’s Investment Portfolio incorporate current data and issues; avail-
able on our web site http:/ /koch.swcollege.com.

® New data and analysis on international banking and the role and size of U.S. banking
abroad as well as the ownership and composition of foreign banking in the US.
Discussion of foreign exchange risk associated with a bank having assets and liabilities
denominated in different currencies.
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® The book remains the only one that focuses on cash flow analysis as part of the lending
decision. It introduces a comprehensive procedure to generate cash-based income state-
ments, explains how to interpret the results, and provides an approach to forecast a
potential borrower’s future performance.

ORGANIZATION OF THE Book

The unifying theme of the book is risk management. The material is divided into six parts,
each consisting of chapters that cover related issues. As a lead-in to each chapter, the text will
describe a current issue or provide an example of a key topic discussed in the chapter. This
introduction reinforces the risk focus by emphasizing that managers make both good and
bad decisions, but consistent application of finance theory and models should lead to a bet-
ter understanding of the trade-off between risk and return.

Part 1, Overview of the Banking Industry and Regulation, provides background information
related to bank management and current banking trends. It describes the role of competition
in forcing change in banking, the move to expanded products, services, and geographic mar-
kets served, and the impact on banking industry consolidation. It also examines the organi-
zational structure of small banks and large bank holding companies, describes the regulatory
environment, and explains the impact of key banking legislation.

Part 1l, Evaluating Bank Performance, examines the basic risk and return features of com-
mercial banks and how analysts evaluate performance. Chapter 3 provides key coverage
because it introduces bank financial statements and presents the traditional model for evalu-
ating bank performance using financial ratios from the Uniform Bank Performance Report
(UBPR) to analyze the strengths and weaknesses of bank performance over time and versus
peer institutions. It provides the foundation and building blocks for understanding how
banks make a profit and the trade-offs involved in balancing credit risk, liquidity risk, mar-
ket risk, operational risk, reputational risk, legal risk, and solvency risk. Chapter 4 demon-
strates a variety of alternative models or frameworks to analyze performance. Each extends
traditional ratio analysis by better matching peer groups, examining value added relative to
a capital charge (EVA™), line of business profitability with appropriate risk capital allocation
(RORAC), and measures that focus on customer satisfaction, internal processes, organiza-
tional innovation as well as financial performance (Balanced Scorecard). Chapter 5 docu-
ments recent trends in controlling noninterest expense relative to noninterest income to help
meet efficiency objectives.

Part Ill, Managing Interest Rate Risk, demonstrates how banks measure and manage inter-
est rate risk. It initially provides background information on the pricing of securities, total
return analysis to investors, and the determinants of interest rates. It introduces funding GAP
analysis and the use of earnings sensitivity analysis to assess the potential impact of interest
rate and balance sheet changes on net interest income. It then describes duration gap analy-
sis and the use of sensitivity analysis to assess the potential impact of interest rate and bal-
ance sheet changes on the market value of stockholders’ equity. The discussion emphasizes
the impact of embedded options and the necessity behind incorporating sensitivity analysis
to assess the impact of such options on profits and risk. Later chapters describe the basic fea-
tures of financial futures, forward contracts, interest rate swaps, and interest rate caps and
floors and explain how banks use them to both hedge and speculate. Emphasis is directed
toward understanding the models, data output, and strategies to improve performance.
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Part 1V, Managing the Cost of Funds, Bank Capital, and Liquidity, describes the features of
bank liabilities and regulatory capital requirements. It presents a procedure for estimating
the marginal cost of funds that is used in making investment decisions and pricing assets. It
also explains how banks meet legal reserve requirements and manage cash assets, and it
develops a modet to estimate liquidity needs and plan for temporary cash deficiencies and
longer-term liquidity needs. Special attention is focused on the nature of Federal Home Loan
Bank advances and their use in liquidity management.

FPart V, Extending Credit to Businesses and Individuals, addresses how banks manage credit
risk. It initially describes basic credit analysis principles and the characteristics of different
types of loans. Subsequent chapters present a procedure for estimating a business borrower’s
cash flow from operations and the basic credit scoring models applied to individual borrow-
ers. Considerable emphasis is placed on interpreting financial statements and generating
cash flow estimates to determine repayment prospects. A final chapter describes the basic
framework of customer profitability analysis to assess whether a bank is profiting from a cus-
tomer’s total relationship.

Part V1, Managing the Investment Portfolio and Special Topics, describes the role of fixed-
income securities in helping a bank meet profit and risk objectives. It identifies the basic
objectives of a bank’s investment portfolio and the nature of investment policy guidelines,
and explains the basic features of taxable and tax-exempt securities that banks buy. Chapter
20 then introduces various strategies related to choosing security maturities, the composition
between taxable and tax-exempt securities, and purchases or sales timed to take advantage
of the business cycle. It explains the impact of embedded options on security pricing and the
risk-return trade-off to investors of callable bonds and mortgage-backed securities with sig-
nificant prepayment risk. The final two chapters describe recent trends in global banking
activities, bank mergers and acquisitions, the management of foreign exchange risk, and the
valuation of banks.

Each chapter of Bank Management concludes with a series of discussion questions and
problems that force the student to apply the decision models introduced in the chapter. The
Excel template can be used to generate and address additional problems and provides a use-
ful tool for future work.

ANCILLARY PACKAGE

INSTRUCTOR’S MANUAL AND TEST BANK

A comprehensive Instructor’s Manual and Test Bank accompanies Bank Management. It pro-
vides teaching objectives and outlines for each chapter. It further offers detailed answers to
end-of-chapter questions and problems. Finally, multiple choice questions are provided with
answers on disk.

LECTURE PRESENTATION SOFTWARE
Microsoft PowerPoint™ presentations are available to those professors who wish to incor-
porate multimedia in the classroom. This multimedia presentation allows the student to
explore the almost unlimited number of different financial situations that banks face on a
daily basis. Furthermore, it provides the instructor a method by which he or she can integrate
a financial analysis spreadsheet template directly into the class presentation. Many tables and
diagrams are featured in the lecture software package.



Vil

I PREFACE

SPREADSHEET TEMPLATE
Microsoft Excel templates are available for those who wish to use microcomputers to per-

form and extend the data analysis presented in the book. The templates provide a generic
decision model for applications related to analyzing bank performance and key financial
ratios, and cash flow from operations for nonfinancial firms. Each model can be used to con-
duct “what if” pro forma sensitivity analysis beyond the period for which historical data are
available. The templates also provide a full range of decision models with data for key prob-
lems and cases in the text. Students can use the templates to analyze historical balance sheet
and income statement data and conduct the same “what if” analysis. This allows the user to
quickly examine a range of outcomes rather than just simple, static solutions. The templates
cover topics including bank performance analysis, duration analysis, risk-based capital
requirements and planning, credit analysis, and customer profitability analysis.

CASES
New Cases in Bank Performance Analysis, Commercial Lending, Consumer Lending, and
Managing a Bank’s Investment Portfolio are available on our Webssite http:// koch.swcollege.com.

WEB SITE

The product support Web site, located at http:/ /koch.swcollege.com, contains the PowerPoint
slide presentation, Instructor’s Manual, Spreadsheet Templates, and new Cases for instruc-
tors; and the PowerPoint slide presentation and Spreadsheet Templates for students.
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