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PREFACE

Commercial Bank Management examines banking as we know it today and
as we believe it will be tomorrow. Its primary mission is to provide an
understanding of the problems and issues bankers wrestle with daily and
the management tools needed to effectively grapple with them. Like pre-
vious editions, the third edition is designed not only to educate those
students who are planning on, or contemplating, a career in banking, but
also to help those who are already employed in the industry to improve
their management skills. However, this text is more than just an educa-
tional tool for today’s bankers and future bankers, it is an important re-
source for all of us as bank customers. Each of us, as individual bank
clients, needs to understand what bankers can and cannot do for us in
terms of credit, savings, and other important financial services. As this
book elucidates, bankers worldwide are facing an increasingly deregu-

* lated marketplace that is intensely competitive, with a rapidly growing
roll call of domestic and foreign financial-service competitors, and this
affects the quality of services banks are able to offer.

This book has another mission as well—to illustrate how critical com-
mercial banks are to the functioning and well-being of the economy.
When bank loan and deposit-creating activities decline (as happened
during recent economic recessions), our standard of living, the availabil-
ity of jobs, and the viability of the businesses we work for and trade with
are all threatened. When banks cannot or will not make new loans or
create new deposits, every individual and institution in the economy is af-
fected.

THE CHALLENGES OF MODERN BANKING

A generation ago the world of banking was much simpler and safer than
it is today. Regulation not only severely limited the range of bank man-
agement decision making, but also sheltered the industry from the risks
of the financial marketplace and insulated one type of financial institu-
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tion from another. For example, in the United States until the 1980s, sav-
ings and loan associations were confined by regulation primarily to the
role of supporting the housing industry through home mortgage loans,
and they were given special advantages for attracting long-term savings
from the public. Credit unions were chartered and protected by the gov-
ernment to stimulate the growth of small savings deposits and to provide
small consumer installment loans to their members on relatively generous
terms. Commercial banks were given a virtual monopoly by government
regulation to sell checkable deposits and other payment services, and
they concentrated their lending activities predominately on businesses
and governments. Thus sheltered and isolated by government regulation,
these different kinds of financial institutions rarely failed. For example,
during the 1950s and 1960s, the average number of forced bank closings
each year could be counted in single digits. The public came to view all
depository institutions in much the same light—their services seemed
virtually identical, and one financial institution appeared to be about as
safe as another.

That relatively simple world of banking a generation ago has been
swept away by the hammer blows of increasingly global competition,
rapid inflation, unstable currency prices, changing regulations, and a vol-
atile global economy. Moreover, the ongoing technological revolution,
combined with government deregulation of the banking industry in
country after country, has stimulated more aggressive financial manage-
ment practices. Scores of banks and other financial-service businesses
have failed or have been absorbed by larger and more successful firms.
For example, during the 1980s and early 1990s, the United States wit-
nessed the greatest numbers of failing banks since the Federal Deposit
Insurance Corporation was founded in 1934. Indeed, for the first time
in American history, the FDIC’s insurance reserves backing the public’s
deposits actually declined and soon approached exhaustion before the
U.S. Congress stepped in to grant the FDIC new borrowing authority. It
has been said that banking in an earlier era was concerned mainly with
the prudent management of assets and liabilities. Banking in the modern
era, on the other hand, is immensely more concerned with risk—how to
manage risk and still earn sufficiently high returns to retain owner’ capi-
tal and remain viable. The measurement and management of risk for
banking institutions are central themes of this book.

THE DYNAMICS OF BANKING TODAY

Banking is a dynamic business. Today, it is beset by momentous changes
in virtually every facet of industry activities. Historically one of the most
closely regulated of all industries, banking is gradually being deregulated
in the United States, Australia, Canada, Western Europe, Japan, and other
nations around the globe. The speed with which old rules are being swept
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away and new rules put in place varies greatly from nation to nation; this
has given some bankers clear advantages in freedom and flexibility over
their competitors and has resulted in dramatic shifts in the market shares
of leading international banks. Japanese banks, for example, moved to
positions of global leadership in the 1980s, while more recently, banks
headquartered in Germany, France, and Switzerland have also scored ma-
jor gains in their global market shares. Meanwhile, U.S., British, and Ca-
nadian banks continue to battle to maintain their global shares and re-
main competitive in the race for financial-service business from the
world’s largest corporations.

As if the stresses and strains of global competition and deregulation
are not enough, the industry also finds itself in the midst of a technological
revolution. The technology of information processing and communica-
tions is changing so rapidly that even relatively new techniques for elec-
tronic processing and the transfer of financial information are quickly
becoming outdated. Bankers can meet most of their customers’ service
needs today over distances of thousands of miles via satellite, telephone,
cable, and fax communications supported by high-speed computers. The
industry is being transformed from labor-intensive production and deliv-
ery methods to increasingly capital-intensive methods, requiring huge
commitments of capital equipment in order to automate the production
and delivery of financial services. Unfortunately, the introduction of vast
amounts of automated capital equipment builds in high fixed costs,
which bankers must fight to overcome by achieving a high volume of
sales. The result is a heavy emphasis on growth in bank size in the belief
that banks must be much larger today than in the past if they are to be
efficient and remain competitive.

Today, geography has become less and less a barrier to the delivery of
banking services. Due to advances in information technology and govern-
ment deregulation of banking, the market for banking services will be-
come broader and broader. In the United States, the federal government
acted in 1994 to allow nationwide banking and, eventually, interstate
branching by bankers for the first time in half a century. As a result, bank-
ers today find that their principal competitors are not necessarily in the
same city, state, or even within the same nation. Moreover, the top com-
petitors of banks today include more than just other banks; they include
major securities dealers (such as Merrill Lynch, First Boston-Credit
Suisse, Salomon Brothers, and Nomura Securities), pension funds, insur-
ance companies, mutual funds, and credit unions. These financial firms
offer comparable services and, in many cases, are less constrained by
regulations than many banks are. This worldwide thrust of modern bank-
ing has been captured in numerous places in the chapters of this book.
Financial service competitors are increasing by the hundreds, with a ri-
valry so intense that profit margins are often razor thin. Worldwide, bank-
ers must count increasingly on high sales volume and close control over
their operating expenses just to survive.
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THE CONTENT OF THIS BOOK

In order to fulfill its mission to both prospective bank managers and those
interested in banking as consumers and concerned citizens, ihis book
aproaches the industry from several different vantage points. Its six prin-
cipal sections are:

* Part I (Chapters 1-5) introduces the services banks offer, the career op-
tions available, how banks are organized, the principal laws and regula-
tions governing the industry, and how to analyze bank financial state-
ments and evaluate bank performance.

¢ Part II (Chapters 6 and 7) focuses primarily on the rapidly developing
techniques of asset-liability management—the many tools banks have
available today for dealing with risk exposure, especially the risk associ-
ated with changing rates.

* Part III (Chapters 8 and 9) examines how banks decide what govern-

ment bonds and other securities they will acquire and highlights the

unique liquidity problems banks must deal with as they manage their
cash positions.

Part IV (Chapters 10-14) is devoted to the raising of bank funds, re-

viewing the pricing tools and other techniques by which banks sell de-

posits, borrow in the money market, tap off-balance-sheet funds
sources, and manage their owners’ capital.

* Part V (Chapters 15-19) discusses bank lending and the pricing of bank

loans to businesses and individual consumers.

Part VI (Chapters 20-22) addresses how and why new banks and new

branch offices are created, the bank merger and acquisition process, and

expansion into international banking.

Finally, the book concludes with three realistic cases, dealing with ana-
lyzing bank performance and making commercial loans; these cases are
appropriate for classroom discussion as well as for individual and team
assignments. A wide variety of additional cases discussing the making of
consumer and business loans, chartering a new bank, raising bank capi-
tal, and making a merger decision, as well as the solutions for all cases,
appear in the Instructor’s Manual.

NEW FEATURES TO THE THIRD EDITION

1. International banking topics are more integrated throughout the text than
in the previous edition, as well as being covered in Chapter 22. Also,
international examples are listed in front of the book for quick ref-
erence.

2. The establishment of new branch offices and customized facilities, such as
ATM machines, is included in Chapter 20.

3. The 1994 Interstate Banking law and recent interstate expansion are cov-
ered in several chapters, especially Chapters 2 and 3.
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4. Revised and significantly expanded coverage of asset/liability manage-
ment has been moved closer to the front of the book to Chapters 6 and
7 due to the growing emphasis in banking on interest-rate risk.

5. Throughout the text several areas of growing importance in banking have
been significantly expanded including:

« Demographic changes occurring in banking’s customer base in Chap-
ter 1.

« The controversy over the proposed repeal of the Glass-Steagall Act in
Chapter 2.

* Loan-backed securities and prepayment risk in Chapter 8.

* New types of bank investments, such as structured notes and the im-
pact of new tax laws in Chapter 8.

» Cost analysis of bank deposit and loan services in Chapters 10 and 15.

+ More information on the Truth and Savings Act and how it will change
the pricing and advertising of deposits by banks selling deposit services
in the United States in Chapter 11.

« Securitization of assets in Chapter 13.

» Recent changes in international capital standards to deal with a broad
range of bank risks in Chapter 14.

* New rules for the market valuation of bank assets in Chapter 14.

* Regulation of lending and bank environmental risks in Chapters 15
and 16.

+ Electronic banking and automated bank facilities in Chapter 20.

* Loan pricing, deposit pricing, and taking of collateral in Parts IV and V.

PEDAGOGICAL FEATURES

Several unique and important educational aids are included to assist the
reader in understanding the material more thoroughly:

« Each chapter opens with a Learning and Management Decision Objective,
which describes the principal goal of the material.

* Key terms are listed at the end of each chapter. They are also identified
in boldface within the body of the text to guide the reader toward a
clear definition of each term.

* A Glossary of Banking Terms is listed at the end of the text.

» Concept checks are included after each major section to help determine
whether the reader understands the material just presented.

* A generous number of end-of-chapter problems is included, as well as
extensive references. Many of the problems offer alternative scenarios
to illustrate what happens if the facts involved shift or the assumptions
suddenly change.

* Many new boxed readings introduce the reader to current trends in bank-
ing and bank management, including new service areas in banking,




XVi Preface

such as sales of mutual funds, insurance, security underwriting, and
brokerage services.

» Numerous diagrams, exhibits, tables, and real-world examples from the
banking industry are integrated throughout the text to help clarify im-
portant points. '
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A NOTE TO THE STUDENT

Banking is one of those indispensable industries about which few of us
can afford to be ignorant. As recent problems in the economy have dem-
onstrated, our lifestyles and living standards often depend heavily on a
bankers’ willingness to extend credit, deposits, and other financial ser-
vices to us as individuals and to the businesses and institutions we work
for and trade with. But banking is changing so quickly today that we
cannot be content with merely a casual inquiry. This book is designed to
help you dig deeply into this fascinating and frequently trouble-plagued
industry in order to master established principles of bank management
and to confront head on the perplexing issues of risk, regulation, technol-
ogy, and competition that bankers see as their greatest challenges for
the future.
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The text contains a number of pedagogical aids to help you accomplish
this task. In particular:

1. Each chapter begins with a Learning and Management Decision Objective
to provide you with a grasp of the chapter’s goals. The management
decision objective attempts to convey what a bank manager should
find of particular interest in each chapter.

2. A list of Key Terms appears at the end of each chapter so that you
may review them before you proceed to the next chapter. Each term is
presented in bold face where it is defined to help you spot it immedi-
ately.

3. A Glossary of Banking Terms at the end of the book supplies definitions
of all key terms, so that when you are assigned a specific chapter, you
can double-check your understanding by turning to.the portions of the
glossary where that chapter’s key terms are defined.

4. Concept Checks appear in each chapter at crucial points to allow you to
determine whether you have grasped an understanding of the material
before you proceed.

5. Problems at the end of the chapter assist you in reviewing key points
and equations. Many alternative scenarios are presented so that you
can explore what happens if the facts involved shift or the assumptions
suddenly change.

While this book presents several devices to help you along the way, like
every textbook, it is locked in time. It presents a snapshot of an industry
that is rapidly changing—a service industry that may soon be very differ-
ent from what we understand banking to be today. Therefore, your jour-
ney toward understanding banks and the banking system cannot end
here. A ceniral mission of this book is to arouse your interest in banking
practices and problems. If Commercial Bank Management makes you want
to read and understand more about banking and financial services, 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 in
banking, no matter what twists and turns the future may bring to this
industry. Best wishes for success on your journey into the marketplace of
modern banking.

Peter S. Rose




