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I. Chapter Outline

1. Commercial Banks as a Sector of the Financial Institutions Industry: Chapter Overview

2. Definition of a Commercial Bank

3. Balance Sheets and Recent Trends

a. Assets

b. Liabilities

c. Equity

d. Off-Balance-Sheet Activities

e. Other Fee-Generating Activities

4. Size, Structure, and Composition of the Industry

a. Bank Size and Concentration

b. Bank Size and Activities

5. Industry Performance

6. Regulators

a. Federal Deposit Insurance Corporation

b. Office of the Comptroller of the Currency

c. Federal Reserve System

d. State Authorities

7. Global Issues

a. Advantages and Disadvantages of International Expansions

b. Global Banking Performance

II. Learning Goals

1. Define what a commercial bank is.
2. Identify the main assets held by commercial banks.
3. Identify the main liabilities held by commercial banks.
4. Understand the types of off-balance-sheet activities that commercial banks undertake.
5. Discuss which factors have motivated the significant decrease in the number of commercial banks.
6. Evaluate the performance of the commercial banking industry in recent years.
7. Know the main regulators of commercial banks.
8. List the world’s biggest banks.
III. Chapter in Perspective

This is the first of three chapters that cover commercial banks.  Banks are the largest type of depository institution (DI).  Traditionally, commercial banks made working capital loans to businesses and accepted commercial and individual checking and savings deposits.  Today banks and other DIs are much more diversified and offer many types of services.  For example, large banks engage in a variety of non-traditional banking activities ranging from underwriting securities to selling insurance and offering complex derivative products to customers. The chapter presents a common size bank balance sheet and a discussion of off-balance-sheet activities and current performance measures.  Current profit trends in banking are discussed and the chapter concludes with coverage of the primary regulators of the banking industry and a good discussion of global events in banking.  Details of types of bank accounts, profit analysis and capital and risk management are relegated to later chapters.

IV. Key Concepts and Definitions to Communicate to Students

Transaction accounts




Regional and superregional bank

NOW account





Federal funds market

Negotiable CDs




Money center bank

Off-balance-sheet (OBS) asset 


Interest rate spread

Off-balance-sheet liability



Provision for loan losses

Megamerger





Net charge offs

Economies of scale




Net operating income

Economies of scope




Dual banking system

X efficiencies





Holding company

Community bank




Foreign banking systems
Volcker Rule





Loan types

V. Teaching Notes

1. Commercial Banks as a Sector of the Financial Institutions Industry: Chapter Overview

Banks are the country’s largest financial intermediary.  In March 2016 there were 5,060 FDIC insured commercial banks with total assets of $15,790 billion (FDIC Statistics at a Glance). During the financial crisis, Goldman-Sachs, Morgan-Stanley and GMAC were allowed to switch their charters and become banks holding companies.  This allowed them access to deposit funding and made it easier to receive government assistance. Investment banks funded themselves through short term money market borrowings, but these markets become too expensive or not available during the crisis. The tradeoff was these institutions had to accept tighter regulations that reduce their risk and meet higher capital requirements.  With this move and the merger or bankruptcy of Merrill-Lynch, Lehman Brothers and Bear Stearns the major Wall Street firms ceased to exist as stand-alone entities.  
Loans are the major asset of all banks and deposits are the primary funds source.  The composition of the loan portfolio has changed over time and deposits are not as great a percentage of financing as in the past.
Teaching Tip: The primary assets and liabilities are pieces of paper.  This means that banks and other FIs will typically have a difficult time differentiating their product from one another, and intense competition and low margins can be expected, particularly as previous significant competitive barriers such as regulations, time and distance between banks, etc. have been eroded by periods of deregulation and technological growth in information services.  This means ROA is traditionally low (1-3% range) and the temptation is to have too low capital in an attempt to lever up ROE to acceptable levels.  This problem is exacerbated by executive bonuses based on short term bank performance measures such as ROE. 
2. Definition of a Commercial Bank

Banks are a subset of the three main types of DIs: banks, savings institutions, and credit unions.  All three offer similar services.  Banks will normally be larger, have a more diversified loan portfolio that includes more business lending and will have more sources of funds beyond deposits.  Banks also play a unique role in our economy.  The banking system is the conduit for monetary policy and banks are involved in much of the payments system and in credit allocation.  Banks provide risk, maturity, denomination, and liquidity intermediation services to savers; helping to maximize the amount of funds available to potential borrowers.
3. Balance Sheet and Recent Trends

a. Assets

Major categories (as of 3/31/17) (Total Assets = $15,789.51 billion)
	
	March 2017
(Bill $)
	Percent

	Total Cash Assets
	
	$1,886.17 
	11.95%

	Investments
	
	
	

	  Securities
	$3,233.94
	
	

	  Fed Funds & Rev. repos
	374.31
	
	

	 Total Investments
	
	$3,608.25
	22.85%

	Trading Account Assets
	
	577.67
	3.66%

	Loans
	
	
	

	  Commercial & Industrial
	$1,893.06
	
	

	  Real Estate
	4,151.82
	
	

	  Individual
	1,408.05
	
	

	  All other
	1146.683
	
	

	 Less Reserve for loan losses
	-111.46
	
	

	  Unearned Income
	-1.805
	
	

	Net Loans
	
	$8,486.34
	53.75%

	Other Assets
	
	1,231.07
	7.80%

	Total Assets
	
	$15,789.51
	100.00%


· Liquid assets - Total cash assets (primarily vault cash, currency in the process of collection, correspondent balances and reserves at the Fed) comprised 11.95% of assets.  This is much higher than in 2007.
· Investment securities comprised about 23% of assets.  U.S. government securities which include Treasuries and other U.S. government obligations such as agency & GSE securities, government backed pass-throughs and CMOS made up about a large component of the investment portfolio.  

· Loans - Loans are the highest earning asset on the bank balance sheet.  They are also the largest category.  As of 2017 net loans comprised almost 54% of total assets.  The major loan types include:

	Bank loans by type
	% of Net Loans

	Commercial and industrial loans
	22%

	Real estate loans
	49%

	Consumer loans
	17%

	Other loans
	14%

	Reserve for loan losses
	-1%

	Reserves for unearned income
	0%

	  Totals
	100%


The reserve for loan losses rose in 2015 and 2016, but fell in the first quarter of 2017. This is good news since the primary risk a bank faces is credit risk, and a bank is unlikely to be able to remain profitable if there are significant problems in the loan portfolio.

Mortgage lending was increasing until very recently at most banks and C&I loans have been declining.  The former has occurred because of the demise of S&Ls and growth in the mortgage markets.  Longer term the latter is occurring because businesses have been able to procure alternative financing through the commercial paper market at rates below bank loans and because the public debt markets have grown rapidly.  The financial crisis resulted in reduced lending overall as the focus was on safety and less lending to risky commercial entities.  The percent of commercial loans has increased.  It was about 17.4% of loans in 2010 and was about 22% in 2017. The increase was most likely due to the improving economy. The percentage of real estate loans on the balance sheet had fallen slightly since 2010 when this category comprised 58% of loans.  
· Other assets, primarily non-earning assets accounted for about 7.8% of total assets and this percentage has been declining.
Teaching Tip: In the 1950s cash and securities comprised some 70% of total assets and loans were about 26%.  What does this imply about how the industry has changed?  Obviously, liquidity risk and credit risk are much higher than in the past.  However, banks now have more funds sources and the loan portfolio is better analyzed and better diversified than in the past.

b. Liabilities

Major categories (March 2017 data)
	Liabilities and Equity
	
	
	

	Deposits
	
	
	

	   Interest-Bearing
	$8,920.17
	
	

	   Non-Interest Bearing
	  3,230.93
	
	

	  Total Deposits
	
	$12,151.10
	76.96%

	Fed Funds purchased & Repos
	 240.47
	1.52%

	Trading Liabilities
	
	235.87
	1.49%

	Borrowings
	
	1,046.93
	6.63%

	Other liabilities
	
	344.50
	2.18%

	Total liabilities
	
	$14,018.87
	88.79%

	Equity
	
	1,770.65
	11.21%

	Total liabilities and Equity
	$15,789.51
	100.00%


· Deposits: Deposits are the largest source of funds. As of 2017 deposits comprised almost 77% of total funding.  Slightly over 49% of deposits were insured.  Transaction accounts are checking accounts (such as NOWs that pay interest or demand deposits that do not pay interest).  

· Transaction deposits comprised 18.3% of total domestic deposits.  Over the long term transactions deposits have declined as a source of funding at banks.
· Nontransaction deposits include savings account, MMDAs and CDs.  In 2017 nontransaction accounts made up 81.7% of total domestic deposits. 
· About 73% of domestic deposits are interest bearing and about 89% are retail, sometimes called ‘core’ deposits.
Teaching Tip: In the 1950s interest bearing sources of funds were under 25% of total funding; today most funds sources are interest-bearing.  What does this imply about the sensitivity of bank profits to interest rates today as compared to the past?  This also illustrates why banks have sought to increase fee based sources of income in order to reduce the interest sensitivity of their profits.
· Borrowings and Other Liabilities include notes and bonds outstanding, fed funds borrowed, and repurchase liabilities and were 11.83% of total funding.

The liabilities of banks tend to have less default risk than the assets and typically have a shorter maturity than the assets.  That is, banks normally provide maturity and credit risk intermediation services to savers by providing savers with safer, shorter maturity accounts while purchasing or creating longer term riskier claims.  The banks in turn earn the interest rate spread between the rates charged on the assets and the rates paid on the liabilities.

c. Equity

Capital requirements specify the minimum amount of capital a bank must maintain (see Chapter 13 for specific requirements) under the Basle Accord.  Information on the Basle Accord and recent changes can be found at the website of the Bank of International Settlements (BIS).  In March 2017 equity comprised 11.21% of total funding.  Equity consists of common stock (par and surplus), preferred stock and retained earnings.  Regulators define other accounts that may serve as equity for the purposes of calculating minimum capital requirements.  
The TARP program resulted in capital injections into banks.  The Treasury purchased over $200 billion of preferred stock and provided emergency funding of $25 billion to Citigroup and $20 billion to Bank of America.  In total TARP funding was $245 billion although $239.4 billion had been paid back by the summer of 2016 (not including dividends earned of $35.7 billion).  The nineteen largest U.S. banks were subjected to ‘stress tests’ to ensure they had sufficient capital to survive a poor economic scenario (10% unemployment and a 25% drop in home prices).  All 34 institutions subjected to the tests in June 2017 passed.
Teaching Tip: Government involvement in executive pay for banks that took TARP funds provided an incentive for banks to quickly repay TARP loans. 

Teaching Tip: Students should be surprised to learn that banks typically employ about 90% debt in their capital structure.  Few nonfinancial firms allow their debt ratios to get over 50% (other than in Highly Levered Transactions).  Nonfinancial firms in volatile industries often use little or no long term debt.  DIs must employ a high amount of leverage to offer stockholders a satisfactory rate of return since their ROA is generally very low (in the 0.5%-2% range).  Their ROA is low because they primarily have paper assets and liabilities.  Recall from microeconomics that in industries with non-differentiable products, competition will force economic rents (NPVs) to zero.  The ability of banks to use such high debt ratios arises from a) banks’ ability to closely manage and hedge risk and b) deposit insurance.  Banks that do not learn to manage risk appropriately quickly fail when environmental factors change.  Moreover, most bank creditors do not demand a risk premium in the form of higher deposit rates at risky banks because the government guarantees their deposits.  This is an example of a market failure and the problem of moral hazard engendered by deposit insurance.

d. Off-Balance-Sheet Activities

Off-balance-sheet (OBS) assets and liabilities are activities that may lead to changes in on-balance-sheet assets and liabilities respectively, contingent upon some event occurring.  The notional value of derivatives at commercial banks was 1143% of assets in March 2017.
Example of OBS activities include (ranked by size in 2017):

· Interest rate contracts (including swaps, futures and forwards) 

73.51%
· Foreign exchange contracts (including swaps, spot and forwards)
21.23%
· Credit derivatives







  2.94%

· Other commodities and equities





  2.32%

Problems in OBS activity led to the TARP program, the Term Asset Backed Securities Loan Facility (TALF) and the Public-Private Investment Fund (PPIF).  The PPIF was designed to purchase up to $1.25 trillion of real estate related OBS.  This facility was jointly funded with private money and matching government funds.  They had completed their budgeted purchases in March 2010.  Because of problems with OBS securities the Dodd-Frank bill requires regulation of OTC derivatives.   
e. Other Fee-Generating Activities

Much of this material is not in the text.

· Correspondent banking - larger banks serve as agents for smaller banks, assisting in 

· check clearing

· purchasing securities

· foreign exchange

· loan participations (both ways)

· obtaining and placing fed funds

· trust services

· obtaining brokered deposits (Jumbo C.D.s, Euro$)

· Leasing - Banks may be able to use tax breaks from purchasing equipment that small/medium size businesses cannot.  
· Trust operations – Trust functions are offered only by larger banks, but trust services are made available at most banks through correspondent relationships. Trust operations are providing fiduciary services for a third party.

· Swap brokers - Many larger banks act as swap brokers/swap partners helping financial institutions better match the interest sensitivity of their assets and liabilities.  They take a fee for this service.

· Brokerage services
· Underwriting- Underwriting income via bank subsidiaries. 

· Banks can advise and manage mutual funds but cannot sponsor the fund.

4. Size, Structure, and Composition of the Industry

As of March 2017 there were 5,060 insured commercial banks.  This number continues to decline.
Teaching Tip: The decline is somewhat misleading because the number of bank offices including branches grew from 60,000 in 1984 to 80,638 in 2016.   Industry consolidation has been occurring rapidly, largely via unassisted mergers, but total bank assets and the total number of banking facilities have grown at significant rates.  Banking remains a growth industry but it is likely that technology will reduce the need for a physical bank presence over time and we may have seen a peak in the number of offices and branches.  The number of both has fallen slightly each year since 2008 (Source, FDIC Table CBO1).
In 2006 Wal-Mart and Target applied for Industrial Loan Corporation (ILC) charters to provide certain banking services.  ILCs are chartered in Utah and are not directly regulated by any banking regulator.  ILCs may make commercial loans, and typically lend to higher risk corporate borrowers. Wal-Mart’s stated rationale was to lower the cost of processing electronic payments and Target hoped to issue business credit cards.  There were many vocal opponents of these applications and the FDIC established a moratorium on all ILC applications while Congress considers banning them.  Allowing ILCs of this type further blurs the separation between commercial enterprises and banking and could potentially increase the risk of the banking system significantly.  Wal-Mart withdrew its application in 2007.

a. Bank Size and Concentration

The largest banks increasingly dominate the industry (see text or below) and the largest banks control the vast majority of industry assets.  This is now true in all aspects of the financial services industries.  Banks are often classified as: 

· Money center banks which include the largest banks, typically located in New York city.  Size alone however does not make a money center bank.  These banks generally rely on nondeposit sources of funds and are heavily engaged in wholesale banking (with or without a retail banking presence) and involved in international markets.  Wholesale banking refers to providing loans services to corporations and other institutions as well as acquiring nondeposit sources of funds.  Retail banking is providing consumer oriented banking services such as loans and deposits.  U.S. based money center banks include Bank of New York Mellon, Citigroup, J.P. Morgan Chase, HSBC Bank North America and Deutsche Bank (via acquisition of Banker’s Trust).
· Superregional or regional banks that operate primarily in one or more regions of the country

· Community banks that operate in local markets
	Summary of Text Figure 11-6

	Size & Type

2016 
	% of total # banks
	% of total banks assets

	Community banks
	88.8%
	7.1%

	$1-10 billion
	9.5%
	9.4%

	≥ $10 billion 
	1.7%
	83.5%

	
	100.0%
	100.0%


Notice the heavy concentration of assets among the largest banks.  Nevertheless, thousands of small banks remain throughout the country, although more and more of these small institutions are being absorbed by mergers.  Absorptions are running higher than new charters so the trend toward increasing concentration will continue.
b. Bank Size and Activities

Large banks generally are less liquid, are more heavily concentrated in loans and use more purchased sources of funds.  They have greater access to brokered deposits and non-deposit liabilities and they tend to hold less equity.

Large banks lend to more sophisticated corporate customers which means that their profit margins are often lower than for smaller banks that operate in more isolated, less competitive circumstances.  A key ratio for bank management includes the net interest margin which is equal to the interest rate spread divided by earning assets.  The interest rate spread is the interest earned on assets minus the interest paid on liabilities.

Large banks typically pay higher salaries than smaller banks and have greater investments in facilities and in the provision of services.  On the other hand large banks generate substantially more fee income than small banks.  

Teaching Tip: At times small banks have been more profitable than large banks, but this has not always been the case.  The higher profitability at smaller banks is often due to a lack of local competition. As large banks gain the ability to enter local markets it is questionable whether the smaller banks’ profitability can be maintained.

5. Industry Performance

Banks enjoyed excellent profitability during most of the 1990s, weaker performance in the early 2000s, but record high performance in 2003 and on into 2004.
  In 2004 banks had an average ROA of 1.31% and a ROE of 14.01%, both figures were good.  Bank ROA’s vary from 0.5% to 2% typically.  Bank profitability had been high because of higher noninterest income and lower loan loss provisions.  Consumer loan demand and demand for mortgage credit remained high in this time period as well.  Banks also benefited from a long period of low interest rates and good economic growth with low inflation which encouraged borrowing.  Credit card rates in particular did not fall as quickly as bank costs, improving bank margins.  Better information technology helped reduce costs and the growth of credit derivatives and mortgage securitization helped banks to continue high lending volume while shifting risks to other entities.  The yield on earning assets in 2004 was 5.18% and the cost of funding earning assets was 1.56%, giving a net interest margin of 3.62%which is quite good.

As interest rates rose in 2005 and 2006 bank profitability remained strong although increasing loan loss provisions and weaker trading revenue and servicing income kept 2006 profitability from reaching record highs.  However the flattening yield curve, competitive pricing and increases in fund costs contributed to falling profit rates at banks.  In late 2006 and in 2007 problems in mortgages also began to hurt banks.  Foreclosure filings jumped 93% in July 2007 from July 2006.  In the fourth quarter of 2007 loan loss provisions reached $31.3 billion, their highest level at the time since 1991.  This was a 300% increase from the fourth quarter in the prior year although seven large institutions accounted for over half the increase in loss provisions. Trading losses were $10.6 billion; the first ever quarterly net trading loss.  Ten large institutions accounted for the entire decline in trading earnings. Net interest income rose 11.8% from the prior year’s same quarter.  In all, net income for the fourth quarter of 2007 was the lowest reported since the same quarter in 1991.  Earnings problems were widespread with 51% of all institutions reporting lower net income, but the depth of the decline was driven by a few large institutions.  ROA for the quarter was only 0.18%, down from 1.20% in the 4th quarter of the prior year. This was the lowest ROA since 1990 and ROE was only a dismal 1.74%.

In 2008 ROA was a dismal 0.13%, it fell again in 2009 to 0.09% before rising to 0.60% in 2010.  Similarly ROE was 1.33% in 2008, 0.85% in 2009 and 5.44% in 2010.  The problem was not in interest spreads as the net interest margin remained high throughout the period (3.87% in 2010). Problems remained in credit losses. Less than half reporting institutions saw earnings increases in 2007.  Banks began reducing lending in late 2008 (see graph below).  This has hurt the ability of small firms to grow and generate jobs.  Larger firms have been able to access bond financing and have not had the same funding problems as smaller firms. 
[image: image1.png]



(Source: Federal Reserve Bank of St. Louis FRED data)

The provision for loan losses is a charge to earnings based on management’s expectation of how many loans will go bad in the current quarter.  Net charge offs (NCOs) are actual write offs.  Net charges offs reached five year highs in 2007, at $16.2 2 billion as compared to $8.5 billion in the fourth quarter of 2006.  This yielded an annualized net charge off rate of 0.83%.
 NCOs continued to climb in 2008 and 2009 before dropping in 2010. 
	NCO rates 1st Qtr 2017 all FDIC insured commercial banks (% of loans)

	Overall
	0.47%

	Real Estate
	0.04%

	C&I
	0.30%

	Consumer
	3.13%

	Source FDIC Stats at a Glance


NCO rates are all improving.  The overall state of the banking industry has improved.   The number and assets of problem institutions are falling as indicated in the graph below after peaking in the 2009-2010 period:
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Data Source: FDIC Banking Profile, Chart 10, March 2017
As a result of the reduced amount of failures the FDIC’s deposit insurance fund coverage ratio has steadily improved (it bottomed out in 2010) as depicted below:
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Source: FDIC Quarterly Banking Profile March 2017

Bank quarterly net income grew almost 13% in the first quarter of 2017 and bank ROA increased from 0.97% in Q1 2016 to 1.04% in Q1 2017.  Most of the gain was from an increase in interest income as interest rates increased slightly, although non-interest income was up as well.  The rate move helped larger banks more than smaller banks and many smaller banks actually reported a lower NIM. Employee expenses also rose as banks added over 41,000 new employees than during the previous year. Bank provision for loan losses (PLL) actually fell for the first time in about 3 years during the first quarter of 2017, although the number of banks that increased their PLL was slightly higher.  Charge offs were increasing on loans to individuals although the overall non-current loan balance declined. The profit growth was fairly widespread as there were fewer institutions with quarterly losses.  Loan growth did slow from the prior year but the problem bank list continued to show fewer banks in trouble.  All in all 2017 as of this writing 2017 was shaping up as a good year for bank profits. Data from this section is drawn from the FDIC quarterly banking profile for March 2017. 
6. Regulators

a. Federal Deposit Insurance Corporation

The FDIC, created in 1933, manages the deposit insurance funds for the thrift and banking industries. The FDIC examines banks and disposes of failed bank and savings association assets. 

b. Office of the Comptroller of the Currency

The OCC has been around since the Civil War.  The OCC grants national charters, although banks may be state chartered instead.  The OCC examines national banks and approves or disapproves their merger applications.

Teaching Tip: Prior to 1863 the U.S. had only state chartered banks.  In an attempt to help finance the Civil War, the National Banking Acts of 1863 and 1864 created nationally chartered banks that the federal government could more tightly regulate.  The laws required nationally chartered banks to hold U.S. government bonds to collateralize their bank notes.  This allowed the government to finance the rest of the war.   The acts did not outlaw state banking and as a result we have a dual banking system today.

About twenty-three percent of federally insured banks are nationally chartered banks; the remainder is state chartered.  Nationally chartered banks must be members of the Fed and must be FDIC insured.  State chartered banks have a choice on both.  State chartered banks may have fewer regulations imposed upon them and state chartered banks cannot use the word ‘national’ in their name. 

c. Federal Reserve System

About 19% of federally insured banks are members of the Federal Reserve and 81% are not (Text Figure 11-8).  Fed membership allows banks direct access to the FedWire system.  The Fed regulates bank holding company activities.

d. State Authorities

State chartered banks are regulated by state banking authorities.  Federally insured state chartered banks pass into receivership of the FDIC if they fail.

7. Global Issues

Total cross border asset positions of banks that report data to the Bank of International Settlements (BIS) were $14.722 trillion in Q1 2017.  Loans were $11.610 of this total and the bulk of the claims were in the U.S. dollar. Of the top 20 global banks in the world ranked by asset size, only 4 are U.S. banks (JPMorgan Chase, Wells Fargo, Citigroup and Bank of America).  Four of the top five banks are Chinese.  
Teaching Tip: The latter result above is an artifact of U.S. bank regulations that have promoted small community banks.  If one looked at lists of the most profitable and sophisticated banks, one would find more U.S. banks on that list.
The advantages of globalizing operations include:

· Additional risk diversification by including operations in other economies

· Economies of scale and scope

· U.S. banks have been global industry leaders in generating innovative new products such as OTC derivatives not developed by overseas banks
· Expanded funds sources

· Maintenance of customer relationships as many corporate customers have gone global and have needed banking services for their overseas operations

· Avoidance of domestic regulations - The U.S. tends to be the most tightly regulated market and engaging in overseas operations allows U.S. banks to operate with less scrutiny

Disadvantages of globalization of banking services include:

· Greater information production and monitoring costs involved in evaluating overseas loans and investments.  The U.S. generally has higher disclosure requirements than most other countries.

· Overseas operations may face expropriation or repatriation problems.

· The fixed costs to enter foreign markets may be quite high and may not be easily recovered once an investment is made.

Global Banking Performance

Overall European bank performance remained strong throughout the mid 2000s; however the same structural forces affecting U.S. banks such as the flattening yield curve and competitive pressures on NIMs eventually slowed profit growth.  Mortgage demand remained high through much of the period and boosted growth in Spain and France and generally good growth in the euro area helped. 
However foreign banks were not immune to the financial crisis of 2007 and 2008.  In Europe bank net income declined precipitously in 2008.  Large banks in the UK, Ireland, the Netherlands, Switzerland, Iceland and Spain recorded annual losses during the crisis.  In October 2008 the German government guaranteed all consumer bank deposits and arranged a bailout of Hypo Real Estate, the country’s second largest commercial property lender.   The Netherlands, Belgium and Luxembourg put together a $16.37 billion bailout of Fortis NV. Many European and Asian countries quickly passes stimulus packages to offset the problems in the U.S. and their own economies.  
The Greek economic crisis severely impacted many European banks and illustrates how interconnected economies are today and demonstrates the risk of contagion.  Problems in Greece eventually led to banking crises in Spain, Portugal and Italy.  Even the French bank Credit Agricole announced record losses of over $4 billion (equivalent) on write downs of Greek loans.  Globally, the total banking exposure to the four imperiled countries was over $2.5 trillion.  At one point many questioned whether the common currency could be maintained in light of the region’s problems.  After meeting and stalling for a long period Europe’s finance ministers and the IMF came up with a bailout of $147 billion and a promise of funding up to $1 trillion to ensure stability.  The price tag was fiscal ‘austerity’ in Greece which as very unpopular and led to strikes and protests and a change in government.  Eventually however the reforms did bring about improvements in Greek credit and S&P raised the debt rating from ‘selective default’ to B-.  Greece again had trouble in 2015 when they could not make a payment due on their loans and refused to continue with the required austerity programs desired by their creditors.  After stalling, Greece did agree to continue with reforms and to set aside government owned assets to be liquidated to help pay down the debts.   
Brexit may prove to be another challenge to international finance.  London is a major global financial center.  If London based financial firms lose low cost access to the EU’s financial markets then the cost of funding could increase at least temporarily and the city of London could lose its very lucrative financial business to other European cities, probably Frankfurt, Amsterdam or perhaps Paris. 

Teaching Tip:

Europe is trying to defy economic laws, which is difficult to do in the long run.  The euro is not an ‘optimal currency area’ because of the lack of fiscal and bank integration.  Unless Europe can more fully integrate, expect a continuing need for fiscal transfers to weaker economies and/or continued crises.  
VI. Web Links

http://www.federalreserve.gov/
Website of the Board of Governors of the Federal Reserve

http://www.occ.treas.gov/

Office of the Comptroller of the Currency

http://www.americanbanker.com

The publication of the banker’s trade association
http://www.wsj.com/  
Website of the Wall Street Journal Interactive edition. The web version of the well known financial newspaper can be personalized to meet your own needs.  Instructors can also receive via e-mail current events cases keyed to financial market news complete with discussion questions.

http://www.fdic.gov/
The Federal Deposit Insurance Corporation’s website:  new regulations and current and historical banking statistics are available on this site.

VII. Student Learning Activities

1. Go to Value Line Investment Surveys, Standard and Poors or some other investment service and obtain a current industry analysis for the bank industry.  Is performance projected to improve over the data given in the text or is performance slipping?  Identify the major causes of any differences.


2. How has the Dodd-Frank bill impacted profitability at U.S. banks?  Are the impacts the same for different size banks?  Explain.  Both the Wall Street Journal and the Economist are good starting points for your research.

� It is questionable whether the size of these commitments can be compared in this way since the risks and likelihood of becoming an on balance sheet commitment varies dramatically for the different activities.


�	U.S. banks had less exposure to the late 1990s Russian and Asian crises than banks of other countries, presumably having learned their lesson from the LDC debt fiascoes of the 1970s and 1980s, or more likely because of aggressive lending by Japanese banks.  


� Source FDIC Quarterly Banking Profile, Third Quarter 2004.


� Data and analysis not in the text are from the FDIC Quarterly Banking Profile, Fourth Quarter 2007.


� Ibid
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