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Preface

Traditionally, customers have had their checking and savings accounts at a bank, their mortgage at the savings and loan association, their insurance services with insurance companies, and their investment activities with investing companies, mutual funds, and brokerage firms. This conventional model of providing and receiving financial services has disappeared in the years after the Gramm-Leach-Bliley Financial Services Modernization Act of 1999. The recent wave of consolidations in the financial services industry has resulted in fewer but bigger financial institutions, and they are often perceived as “too big to fail” (TBTF). The distinctions among financial services and products of banks, insurance companies, mutual funds, and brokerage firms are now becoming less noticeable. The principal focus of this book is on banks, but many issues discussed throughout all chapters are relevant for all firms in the financial services industry, such as mutual and hedge funds and investment and insurance companies. Although it is not the purpose or this book to evaluate the relative importance of factors that contributed to the 2007–2009 financial crisis, their consequences and regulatory responses are discussed. As this book was going through production, the Financial Crisis Inquiry Commission issued a report that suggests the 2007–2009 financial crisis could have been avoided and was caused by inadequate and ineffective regulations to ensure the safety and soundness of the financial system. Other factors which contributed to the crisis range from lax oversight of derivatives to insufficient supervision by federal banking and securities regulators as well as greed, excessive risk taking, and mismanagement of executives of financial services firms.

A new regulatory framework has been established for the financial services industry, including the Dodd-Frank Act of 2010 and its related regulations, Group of 20 summits, and Basel committee requirements. This new regulatory framework defines boundaries, guidance, and requirements within which banks and other financial services firms can effectively operate in generating sustainable performance. It normally is supplemented by best practices of vigilant boards of directors, risk assessment, and effective corporate governance. In an open market economy and the free enterprise system, the achievement of sustainable performance depends on cost-effective and efficient regulations as well as effective corporate governance, best practices, and competent and ethical culture. There should be a right balance between rules and regulations governing banks' operations and oversight functions of the board to engage in business strategy and overseeing managerial decisions.

In summary, the new regulatory framework requires:


	Strengthening the quality and quantity of overall bank capital adequacy

	Assessing the market risk capital requirements

	Identifying systemically important financial institutions and measuring their sustainability, risks, and externalities to reduce the moral hazard of TBTF and risk to the global financial stability

	Stricter oversight of credit rating agencies

	Rationalizing the executive compensation program, which is linked to long-term performance and avoids incentives for undue risk taking

	Regulating over-the-counter derivatives and credit default swaps

	Enhancing the supervisory program for financial services firms

	Improving the corporate governance structure by increasing independence of directors and risk management functions

	Clearing banks' balance sheets of toxic assets by applying fair value in measuring, recognizing, and reporting assets

	Using the expected loss model instead of the current practice of incurred loss model for measuring credit losses

	Separating investment banks from commercial banks

	Developing more stringent prudential standards of enhanced capital and liquidity requirements

	Providing transparency and accountability for government bailout plans and stimulus programs

	Implementing close supervision and monitory of banks' debt, liabilities, and capital adequacy

	Maintaining ongoing and systematic assessment of banks' systemic risks



This book presents these and other regulatory and corporate governance measures for the financial services industry.

The past two decades have witnessed significant changes in the structure, characteristics, and types of products and services offered by financial services firms. The most significant changes were in four areas: consolidation, convergence, regulation, and competition. The modern financial services being offered by banks, insurance companies, and mutual funds, coupled with a new trend toward combinations between banks and financial services firms, make the subject matter of valuations and mergers and acquisitions (M&A) timely and relevant. It is expected that the steady global economic recovery and improved financial and credit market conditions in the postfinancial crisis period will lead to increased M&A across all industrial sectors particularly the financial services industry. The 2011 KPMG survey indicates that: (1) 2010 M&A activity increased significantly by 23 percent, and it is expected to continue to grow in 2011 as a result of a rebound in both the debt and equity markets; (2) two-thirds of respondents reported that they were currently more optimistic about the M&A deal environment than a year ago; (3) factors that contributed to the recent growth in M&A activities according to the survey are: a more stable economic environment (66 percent), an improvement in buyer confidence (52 percent), improved debt and equity markets (41 percent), the return of the private equity buyer (27 percent), and certainty surrounding tax legislation (27 percent); and (4) the three industries that will be more actively involved in M&A are banking, financial services, and health care. Strategic M&A transactions will be the key driver of business combinations in industries such as financial services, natural resources, pharmaceuticals, health care, and technology. M&A activities of the emerging markets, such as China, India, and Brazil, are expected to continue to increase significantly. Every day a significant number of business executives, business owners, accountants, attorneys, investment bankers, tax and regulatory authorities, and judges are involved in various stages of business valuation and the M&A process. Knowledgeable and experienced valuation specialists can play a vital role in this exciting, dynamic, and rewarding process.

This book is intended to assist valuation and M&A practitioners in applying their knowledge and expertise in providing their services. No prior knowledge of financial institutions, valuations, or M&A is assumed in the third edition. The text presents current developments in the areas of valuations and M&A, which have progressed significantly since the first edition of the book in 1995 and the second edition in 2000. This third edition is designed primarily for business executives, banks, financial services organizations, attorneys, accountants, and appraisers interested in the valuation and M&A areas of the financial services industry. Throughout the book, every effort is made to integrate online, fair value valuation techniques into the due diligence process and practices for internal and external assessment purposes as well as M&A deals. The goals in preparing this edition are to:


1. refine the style and clarity of presentations to maximize the effectiveness of the book as an authoritative guide and learning resource for users;

2. refine the content and organization of the book to enhance its relevance and flexibility in accommodating new online valuation techniques for the financial services industry;

3. provide comprehensive and integrated coverage of the latest developments in the environment, accounting standards, laws, regulations, and methodologies pertaining to the valuation process, as well as the due diligence practices for M&A deals; and

4. present the emerging regulatory framework governing operations of financial services firms.



The third edition is designed to provide a useful reference for anyone wishing to obtain understanding and knowledge of financial services firms and their regulation, governance, and valuation as well as the wave of M&A in the financial services industry. This edition presents a new regulatory framework for financial institutions in this postfinancial crisis era. It will provide valuable guidance to bank professionals, their advisors, and business appraisers to assess risks, measure performance, and conduct valuation processes to create shareholder value while simultaneously protecting interests of other stakeholders (e.g., customers, regulators, government, and society). This edition is a superior reference for all business professionals who need an up-to-date understanding of financial services firms, their challenges, and their opportunities in the Dodd-Frank Act era. The substantial changes in the third edition reflect the intent of the book.

Highlights of Changes from the Second Edition

These changes have been made in the third edition:


	Each chapter includes a conclusion.

	Emerging regulations for the industry financial services are discussed throughout the book.

	Bank valuation cases in the post–Sarbanes-Oxley (SOX) period are discussed.

	All chapters have been updated to address emerging initiatives affecting financial reporting and corporate governance and auditing functions (implementation rules of SOX and the Securities and Exchange Commission, auditing standards issued by the Public Company Accounting Oversight Board, technological advances, Dodd-Frank Act, Basel Committee, and globalization).

	Recent financial accounting standards, under U.S. generally accepted accounting principles and International Financial Reporting Standards on business combinations and fair value are incorporated throughout the book.

	Emerging initiatives on and models for the allowance for loan losses is incorporated into the related chapters.

	Risk management and assessment for bank loans and other major transactions is integrated into all chapters.

	Lending practices and overall health of financial institutions are addressed.

	Government efforts to influence bank rescues through the Trouble Asset Relief Program (TARP) are discussed.

	Bank credit markets, demands for commercial paper, and credit problems are examined.

	The misperception of too-big-to-fail banks is addressed.

	Derivatives risk and its regulatory oversight are examined.

	The emerging financial reporting and auditing initiatives, including the movement toward International Financial Reporting Standards as well as the use of Extensible Business Reporting Language (XBRL) reporting platform, are discussed.

	Government bailout of troubled financial institutions is covered.

	Capital allocation and performance measurement of the banking industry are discussed.

	Description of managing and assessing the value of financial institutions is presented.

	Corporate governance and executive compensation standards for the banking industry are discussed.

	Bank financial statement analysis and valuation assessments are covered.

	Financial and nonfinancial key performance indicators (KPIs) in the banking industry that affect the value of the bank are presented.

	Market performance, initial public offerings, and M&A transactions that affect the value of the bank are described.

	The Dodd-Frank Act of 2010 and recent Basel Committee requirements are presented.

	Integrated audit of both financial statements and internal control over financial reporting is incorporated into all related chapters.

	Bank sustainability performance and accountability reporting are examined.

	The role of new federal agencies to oversee Dodd-Frank regulations (Financial Stability Oversight Council, FSOC; Consumer Financial Protection Bureau, CFPB) is discussed.

	Risk management and assessment for bank major credit activities, loans, and other transactions is presented.



Organization of the Book

The organization of the third edition continues to provide maximum flexibility in choosing the amount and order of materials on regulation, corporate governance, valuations, and M&A for financial services firms. The entire valuation process is examined from an M&A perspective. Thus, in addition to valuation theory, concepts, methodology, and techniques, the M&A process, target bank analysis, applicable laws and regulations, and related accounting standards are thoroughly examined.

The third edition is organized into five parts.




	Part
	Subject
	Chapters





	I
	Financial Services Industry: Its Markets, Regulations, and Governance
	1–3



	II
	The Foundation: Financial Institutions, Valuations, Mergers, Acquisitions, and Regulatory and Accounting Environment
	4–6



	III
	Fundamentals of Valuations: Concepts, Standards, and Techniques
	7–10



	IV
	Assessment of Financial Institutions
	11–13



	V
	Valuation of Mergers and Acquisitions
	14–19





The first part contains three chapters that constitute the foundation of the book. Chapters 1 and 2 discuss the major topics of the book, including the nature, role, operation, and the regulatory framework of financial services firms. Chapter 3 describes corporate governance measures of the financial services industry. Part II consists of Chapters 4 to 6. Chapter 4 discusses M&A in general and convergence in the financial services industry in particular. Chapters 5 and 6 present an overview of M&A and examine the regulatory environment and the financial reporting process of financial institutions.

Part III, containing Chapters 7 through 10, addresses the fundamental issues related to valuation, including different types of value, approaches to measuring value, and the differences between tangible and intangible assets. The four chapters in Part III provide a thorough background on the basic principles needed to understand the calculation of the value of a bank.

Part IV, comprising Chapters 11, 12, and 13, addresses the various types of research that likely will be undertaken as part of a proper valuation. A major portion of the discussion relates to the financial analysis of the banking company, but there is ample discussion of nonfinancial aspects of bank operations and organizations as well as the external market environment in which the bank operates. Taken together, the discussions in Parts III and IV provide a solid foundation for applying the principles of valuation to the calculation of a banking company's value.

Part V contains Chapters 14 through 19, which focus on specific issues related to calculation of value for purposes of M&A. A description of the bank M&A process is provided as a background to put into context the role that valuation can play at various points in that process. Also covered are topics that are unique to banking, such as core deposits, branch acquisitions, unknown loan losses, derivatives, and accounting standards on M&A.

The analyses in this book are described in order to be useful to both buyers and sellers. As a buyer, a banker must be able to assess the value of a target bank and gauge the underlying business that has “created” that value. As a seller, a banker should understand how the value of the institution will be assessed, whether a buy offer is fair, and possible strategies to enhance value. Where possible, examples are given from both the buyer's and seller's perspective. However, whether the reader is a buyer or seller (or a professional assisting either), the concepts, principles, and techniques described can assist in making the M&A process more successful.

In one book, it is not possible to address the valuation of every type of subsidiary business a bank holding company may operate. Consequently, the focus is on what is commonly thought of as a commercial bank, often referring to the bank holding company legal structure that is common in U.S. banking. While the discussions that unfold generally focus on commercial banks and on those bank holding companies where the principal subsidiaries are commercial banks, the same valuation principles and techniques apply to nonbanking entities. Although the title of the book is Financial Services Firms: Governance, Regulations, Valuations, Mergers, and Acquisitions, and therefore the focus is on financial services firms, the issues of corporate governance, regulations, valuations, and M&A are relevant to all organizations in all industries. The first part of the book examines these issues in generic terms as they relate to all organizations. The other parts of the book discuss these issues as they pertain to financial services firms. Technical distinctions exist between mergers and acquisitions. Mergers often occur when two separate entities combine and both parties to the merger wind up with common stock in a single combined entity. In contrast, in an acquisition deal, the acquirer (bidding entity) buys the common stock or assets of the seller (target entity). However, in this book the terms “mergers” and “acquisitions” are used interchangeably to describe the method in which separate institutions are combined under the control of one entity. The vast majority of all business combinations are acquisitions rather than mergers.
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Part One

Financial Services Industry: Its Markets, Regulations, and Governance





Chapter One

Fundamentals of the Financial Markets and Institutions

Introduction

More than half of all households (over 115 million) in the United States are now investing in the securities markets through private investments in company shares, mutual funds, and pension funds. Furthermore, due to the recent financial crisis, bank failures, the risks regarding Social Security, and the high-profile failure of some large pension funds, Americans are being forced to take responsibility for their financial future and retirement funds. The sustainability and financial health of public companies in general and financial services firms in particular is vital to keeping investor confidence high, and this sustainability requires public trust in the reliability of financial reports. Reliability of public financial information contributes to the efficiency, liquidity, and soundness of financial markets that may drive economic development and prosperity for the nation. This introductory chapter discusses the importance of our financial markets to the nation's economic prosperity, the promotion of the free enterprise system, the vital role of financial services firms in our society, and the importance of financial information as the lifeblood of financial markets.

Financial Markets

The efficiency, liquidity, and safety of the financial markets, both debt and capital markets, have been threatened by the recent financial crisis and resulting global economic meltdown. These threats have significantly increased the uncertainty and volatility in the markets, which adversely affected investor confidence worldwide. These crises prevent investors from receiving meaningful financial information to make savvy investment decisions. U.S. capital markets traditionally have been regarded as the deepest, safest, and most liquid in the world. For many decades, they have employed stringent regulatory measures to protect investors, which has also raised the profile and status of listed companies. However, the recent global financial crisis and the competitiveness of capital markets abroad have provided global companies with a variety of choices of where to list, possibly subject to less vigorous regulatory measures. As these markets abroad become better regulated, more liquid, and deeper, they enable companies worldwide to raise their capital needs under different jurisdictions. Investors now have a wide range of options to invest globally to secure their desired return on investment.

To a significant extent, the global competitiveness of U.S. capital markets depends on the reliability of financial information in assisting investors to make sound investment decisions, cost-effective regulations that protect investors, and efficiency in attracting global investors and companies. The U.S. free enterprise system has transformed from a system in which public companies, including banks and other financial institutions, traditionally were owned and controlled by small groups of investors to a system in which businesses are owned by global investors. The United States has achieved this widespread participation by adopting sound regulations and by maintaining high-quality disclosure standards and enforcement procedures that protect the interests of global investors.1

Recent financial regulatory reforms—both the Sarbanes-Oxley Act of 2002 (SOX) and the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank)—are intended to protect investors and consumers.2

Financial Information and Capital Markets

Reliability, transparency, and quality of financial information are the lifeblood of the capital markets. The efficiency of the markets depends on the reliability of that information which enables the markets to act as signaling mechanisms for proper capital allocation. Investor confidence in “the same level playing field” of all market participants has encouraged investors to own stock, and billions of shares trade hands to provide capital to businesses. Society, particularly the investing community, relies on the quality of corporate financial reports in making investment decisions. William McDonough, the former chairman of the Public Company Accounting Oversight Board (PCAOB), stated, “Confidence in the accuracy of accounting statements is the bedrock of investors being willing to invest, in lenders to lend, and for employees knowing that their firm's obligations to them can be trusted.”3 As investor confidence in financial information drives the willingness to invest, America's economic future is tied to how successfully companies respond to this call for greater transparency and reliability in financial information as well as cost efficiency and effectiveness of regulatory reforms of financial services firms.

A greater number of people are now investing through retirement funds or are actively managing their portfolios and therefore are affected by financial information disseminated to the market. Reliable and transparent financial information contributes to the efficient functioning of the capital markets and the economy. In recent years, investment banks and major brokerage firms have grown rapidly and generated record revenue. Recently five major financial institutions have failed: Goldman Sachs Group, Bear Stearns Co., Morgan Stanley, Lehman Brothers Holdings, and Merrill Lynch & Co. The subsequent government bailout of some of these firms raises serious concerns about the value-adding activities of financial services firms, their ethics and governance, as well as the professional accountability of their board of directors, senior management, internal and external auditors, and other corporate governance participants. The lack of public trust and investor confidence in corporate America, Wall Street, and its financial dealings and reports has continued to adversely affect the vibrancy of the capital market. Bailed-out banks and their continuous excessive executive compensation schemes have left us with a legacy of mistrust. Policy makers and regulators have been challenged to establish and enforce more effective and efficient regulatory reforms; business leaders have been challenged to change their culture, behavior, and attitudes to restore confidence and trust in Wall Street.

Financial Crisis and Financial Regulatory Reforms

A historical perspective of the financial crisis in the United States indicates that real estate markets started to collapse in the second half of 2007, and investors began shorting real estate markets. Where shorting or short selling is defined as; borrowing an asset from a third party and selling it with a promise to buy back at a future point in time at a predetermined price. Collateralized debt obligations (CDOs) and mortgage-backed securities were written down, and financial panic continued into 2008, which caused major financial institutions to go bankrupt. The persistence of the financial panic in 2009 and lack of public trust and investor confidence in the financial system have caused the disappearance or reorganization of once-prominent Wall Street firms, some of which have changed their corporate structures and become bank holding companies. The U.S. financial crisis eventually affected global financial markets. Financial institutions worldwide have lost more than $1.5 trillion on mortgage-related losses. The failed financial institutions Bear Stearns, Lehman Brothers, AIG, and Merrill Lynch played important roles in the recent financial crisis by engaging in risky mortgage lending practices, credit derivatives, hedge funds, and corporate loans. The Federal Reserve responded by reducing interest rates and flooding the market with money, and the Treasury Department asked for a $700 billion package dubbed the Troubled Asset Relief Program (TARP) to buy toxic mortgages and other assets. The U.S. government responses to mitigate the financial panic were the TARP stimulus packages, temporary increases in deposit insurance coverage of $250,000 per person by the Federal Deposit Insurance Corporation (FDIC), and the Dodd-Frank Act of 2010.

Recent financial reforms (Dodd-Frank), and corporate governance reforms, including SOX, convergence in regulatory reforms (from the Group of 20 [G-20]) worldwide, and TARP have shifted the power balance among shareholders, directors, and management of all entities, particularly banks. Shareholders including the U.S. government have been more proactive in monitoring and scrutinizing corporations. Directors are held more accountable in fulfilling their fiduciary duties by overseeing management's strategic plans, decisions, risk assessment, and performance. Management is expected to achieve sustainable shareholder value creation and enhancement and to enhance the reliability of financial reports through executive certifications of internal controls and financial statements. Some provisions of SOX that were not previously practiced by public companies and that are intended to benefit all companies include:4


	Creating the PCAOB to oversee audits of public companies and to improve the ineffective self-regulatory environment of the auditing profession.

	Improving corporate governance through more independent and vigilant boards of directors and responsible executives.

	Enhancing the quality, reliability, transparency, and timeliness of financial disclosures through executive certifications of both financial statements and internal controls.

	Prohibiting nine types of nonaudit services considered to adversely affect auditor independence and objectivity.

	Regulating the conduct of auditors, legal counsel, and analysts and their potential conflicts of interest.

	Increasing civil and criminal penalties for violations of security laws.



Six provisions of SOX address the quality, reliability, transparency, and timeliness of public companies' financial reports:


1. The board of directors should adopt a more active role in the oversight of financial reports.

2. The audit committee is responsible for overseeing financial reports and related audits.

3. Management (chief executive officer [CEO], chief financial officer [CFO]) must certify the completeness and accuracy of financial reports in conformity with generally accepted accounting principles (GAAP).

4. Pro forma financial information must be presented in a manner that is not misleading and that is reconciled with GAAP items.

5. All material correcting adjustments identified by the independent auditor must be discussed with the audit committee and reflected in any reports that contain financial statements.

6. Management must assess the effectiveness of internal controls, audit of internal control over financial reporting (ICFR), communication of significant deficiencies to the audit committee, and public disclosure of material weaknesses in ICFR.



The first summit of the 20 largest advanced and emerging countries, better known as the G-20, was held in Toronto in June 2010 to ensure international economic cooperation by addressing the global economic crisis, reforming and strengthening global financial systems, and promoting a full return to growth with quality jobs.5

The 2010 G-20 agreed to:


1. Reduce budget deficits by cutting the global deficit in half by 2013.

2. Promote growth through global economic stimulus and more government spending.

3. Full return to growth with quality jobs.

4. Reform and strengthen financial systems.

5. Create strong sustainable and balanced global growth.

6. Reduce government debt–to–gross domestic product (GDP) ratios by 2016.



The important provisions of the 2010 G-20 are discussed next.


	The Framework for Strong, Sustainable, and Balanced Growth assesses global policy actions and strengthens policy frameworks.

	Financial service reform establishes a more resilient financial system, improving risk assessment, promoting transparency, and reinforcing international cooperation.

	International financial institutions (IFIs) should develop as a global response to the financial and economic crisis and a platform for global cooperation including $750 billion by the International Monetary Fund (IMF) and $235 billion by the multilateral development banks (MDBs).

	Fighting Protectionism and Promoting Trade and Investment by refraining from raising barriers or imposing new barriers to investment or trade in goods and services at least until the end of 2013.

	Moving toward convergence in accounting standards by adopting a single set of high-quality globally accepted accounting standards.



The most important declaration of the 2010 G-20 summit is the development of financial sector reform that encourages a systemic risk assessment, supports strong and stable global economic growth, requires prudential oversight, and promotes transparency and reinforces international cooperation. The G-20 financial sector reform consists of four pillars. The first pillar is a strong financial regulatory framework built on the progress of the Basel Committee on Banking Supervision. This regulatory framework would establish a new regime for bank capital and liquidity that will eventually raise levels of resilience for the global banking systems and enable banks to withstand the pressure of the recent financial crisis. This first pillar will come to fruition by the end of 2012 and is intended to strengthen financial market infrastructure by implementing effective measures to improve transparency and regulatory oversight of the over-the-counter (OTC) derivatives, credit rating agencies, and hedge funds.

The second pillar is effective oversight and supervision of global financial institutions. The Financial Stability Board (FSB) in consultation with the International Monetary Fund (IMF) issued its report, in February 2011, entitled “Progress in the Implementation of the G 20 Recommendations for Strengthening Financial Stability” which makes recommendations to finance ministers and central bank governors to strengthen oversight and supervision while providing adequate resources and defining roles and responsibility of supervisors.6

The third pillar is the development of a system that systematically restructures and resolves all types of financial institutions in crisis with no burden on taxpayers. This system would consist of policy framework, implication procedures, resolution tools, supervisory provisions, and core financial market infrastructures.

The fourth pillar is robust and transparent international assessment and peer review of global financial institutions. This pillar demonstrates G-20's commitment to the IMF/World Bank Financial Sector Assessment Program to support transparent peer review through the FSB. The review process would address noncooperative jurisdictions based on effective assessment regarding the fight against money laundering, tax havens, and terrorist financing.

The Basel Committee is intended to strengthen global capital and liquidity regulations to promote a more resilient banking sector with proper ability to absorb shocks arising from financial and economic stress and to improve risk management, governance, transparency, and disclosures. The Basel Committee addresses the market failures caused by the recent financial crisis and establishes measures to strengthen bank-level and micro-prudential regulation.

On September 12, 2010, global bank regulators agreed to require banks to significantly increase their amount of top-quality capital in an attempt to prevent further international crisis.7 Basel III will require banks to maintain top-quality capital totaling 7 percent of their risk-bearing assets compared to the currently required 2 percent. Effective compliance with Basel III rules would require banks to raise substantial new capital over the next several years as the Tier 1 rule (4.5%) will take effect from January 2015 and the requirement for the capital conversation buffer (up to 10.5%) will be phased in between January 2016 and January 2019. The primary objective of Basel III rules is to strengthen global capital standards to ensure sustainable financial stability and growth for banks worldwide. The rules are intended to encourage banks to engage in appropriate risk business strategies to ensure their financial health and their ability to withstand financial shocks without government bailout supports. The increased capital requirement, however, could reduce the amount of funds available to lend out to customers.

Specifically, Basel III will require banks to: (1) maintain top-quality capital (tier 1 capital, consisting or equity and retained earnings) up to 4.5 percent of their assets; (2) hold a new separate “capital conservation buffer” of common equity worth at least 2.5 percent of their assets; and (3) build a separate “countercyclical buffer” of up to 2.5 percent when their credit markets are booming. The tier 1 rule will take effect from January 2015 and the requirement for the capital conservation buffer will be phased in between January 2016 and January 2019.

Other rules of Basel III include: (1) provisions for reducing risk-taking by banks, (2) requirements for liquid banks' assets, (3) promotion of financial stability, and (4) improvements in risk management, governance, banks' transparency and disclosures,

Eleven important provisions of Basel III are listed next.


1. Basel III rules are more robust than those of Basel II in the sense that they require higher capital standards (more than triple that required by Basel II) to withstand future financial crisis.

2. The effective implementation or Basel III is undermined by several potential pitfalls during the eight-transition period.

3. The new capital conservation buffer (2.5 percent) will not be effective until January 2019.

4. The total capital requirement of 7 percent is expected to become a norm or standard floor for banks in order to avoid curbs on their payouts such as dividends, bonuses, or share buybacks.

5. Basel III rules along with global liquidity standards that will become effective January 2015 will make banks build up reserves of cashlike assets and more capital than Basel II rules.

6. Financial institutions may reconsider financial market trading in light of the new tougher capital requirements.

7. Big financial institutions may build up more capital than Basel III rules to mitigate the negative effects of the perception of “too big to fail” (TBTF).

8. Regulators may require excess countercyclical buffer.

9. Banks may attempt to adopt Basel III capital requirements prior to the dates specified in Basel rules to demonstrate their commitment to a sound banking system and proper risk assessment. Investors will perceive early adoption of Basel III rules as positive steps toward a more sustainable, liquid, and sound banking sector.

10. It is also expected that large banks will adopt Basel III rules earlier than the required timetable because they have more resources and incentives to do so to rule out the perception of TBTF.

11. A relatively long transition period may put banks that delay adoption at a competitive advantage over early adopters.



On July 21, 2010, President Barack Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, which is called the most sweeping financial reform since the Great Depression. Dodd-Frank is named after Senate Banking Committee chairman Christopher Dodd (D-CT) and House Financial Services Committee chairman Barney Frank (D-MA). Its provisions pertain to banks, hedge funds, credit rating agencies, and the derivatives market. Dodd-Frank authorizes the establishment of an oversight council to monitor systemic risk of financial institutions and the creation of a consumer protection bureau within the Federal Reserve. Dodd-Frank requires the development of over 240 new rules by the Securities and Exchange Commission (SEC), the Government Accountability Office (GAO), and the Federal Reserve to implement its provisions over a five-year period.

Many provisions of Dodd-Frank are considered to be positive and useful in protecting consumers and investors, including the establishment of a consumer protection bureau and a systemic risk regulator and provisions requiring derivatives to be put on clearinghouses/exchanges. The new Consumer Financial Products Commission will make rules for most retail products offered by banks, such as certificates of deposit and consumer loans. Dodd-Frank requires managers of hedge funds (but not the funds themselves) with more than $150 million in assets to register with the SEC.

Some provisions are subject to study and further regulatory actions by regulators, including the so-called Volcker rule. Dodd-Frank fails to address the misconception of TBTF financial institutions, the main cause of the financial crisis, inefficiencies in Fannie Mae, Freddie Mac, and the housing agencies and the excessive use of market-based short-term funding by financial services firms.

Provisions of the Dodd-Frank Act of 2010 are summarized next.


1. Broadening the supervisory and oversight role of the Federal Reserve to include all entities that own an insured depository institution and other large and nonbank financial services firms that could threaten the nation's financial system.

2. Establishing a new Financial Services Oversight Council to identify and address existing and emerging systemic risks threatening the health of financial services firms.

3. Developing new processes to liquidate failed financial services firms.

4. Establishing an independent Consumer Financial Protection Bureau to oversee consumer and investor financial regulations and their enforcement.

5. Creating rules to regulate OTC derivatives.

6. Coordinating and harmonizing the supervision, setting, and regulatory authorities of the SEC and the Commodities Futures Trading Commission.

7. Mandating registration of advisors of private funds and disclosures of certain information of those funds.

8. Empowering shareholders with a say on pay of nonbonding votes by shareholders approving executive compensation.

9. Increasing accountability and transparency for credit rating agencies.

10. Creating a Federal Insurance Office within the Treasury Department.

11. Restricting and limiting some activities of financial firms, including limiting bank proprietary investing and trading in hedge funds and private equity funds as well as limiting bank swaps activities.

12. Providing cooperation and consistency with international financial and banking standards.

13. Making permanent the exemption from its Section 404(b) requirement for nonaccelerated filers (those with less than $75 million in market capitalization).

14. Requiring auditors of all broker-dealers to register with the PCAOB and giving the PCAOB rulemaking power to require a program of inspection for those auditors.

15. Empowering the Financial Stability Oversight Council to monitor domestic and international financial regulatory proposals and developments in order to strengthen the integrity, efficiency, competitiveness, and stability of the U.S. financial markets.

16. Making it easier for the SEC to prosecute aiders and abettors of those who commit securities fraud under the Securities Act of 1933, the Securities Exchange Act of 1934, and the Investment Advisers Act of 1940 by lowering the legal standard from “knowing” to “knowing or reckless.”

17. Directing the SEC to issue rules requiring companies to disclose in the proxy statement why they have separated, or combined, the positions of chairman and CEO.



The effective implementation provision of Dodd-Frank requires more than 60 studies to be conducted and more than 200 rules and regulations to be established within the next several years (2010–2015). Dodd-Frank is organized in 16 title provisions of the Act, as shown in Exhibit 1.1.


Exhibit 1.1 Summary of Provisions of the Dodd-Frank Act of 2010




	Title
	Heading
	Description





	I
	Financial Stability
	Creating a Financial Stability Oversight Council to identify users and respond to existing and emerging systemic risk of bank holding companies and large nonbank financial companies.

The Council is composed of ten voting members chaired by the head of the Treasury Department.



	II
	Orderly Liquidation Authority
	Provides recommendations for receivership that may be made by the secretary of the Treasury or Federal Reserve and Federal Deposit Insurance Corporation (FDIC) or Securities and Exchange Commission (SEC) for the financial companies in default.

Secretary will petition U.S. district court for an order to appoint the FDIC as receiver if a failing financial company does not consent to it.

The liquidation process requires that: unsecured creditors bear losses; shareholders do not receive payment until all claims are fully paid; management and directors responsible for the failure are removed; any funds the FDIC borrows from Treasury to facilitate a liquidation be repaid through asset sales and risk-based assessments; no taxpayer funds to be used to prevent or pay for a liquidation.



	III
	Transfer of Powers to the OCC, FDIC, and the Federal Reserve
	Abolishes the Office of Thrift Supervision; preserves the thrift charter.

Allocates supervisory and rule-making authority for all thrift holding companies and their nondepositary institution subsidiaries to the Federal Reserve.

All rule-making authorities for thrifts will be transferred to the Office of the Comptroller of the Currency (OCC). The OCC will be redefined as a bureau within the Department of Treasury.

Imposes a number of deposit insurance reforms to: redefine the assessment base to reflect assets; requires the reserve ratio to reach 1.35% of estimated insured deposits; permanently increases deposit insurance coverage to $250,000; fully covers non-interest bearing transaction accounts through 2012.



	IV
	Regulation of Advisers to Hedge Funds
	Eliminates the private advisor exemption and requires the investment advisor to maintain certain records and reports.

Provides exemptions from the registration requirements for: advisors solely to venture capital funds; foreign private advisors with fewer than 15 U.S clients and less than $25 million in assets under management; family offices as defined by SEC.

Requires the General Accountability Office (GAO) to study and report on appropriate criteria for determining the financial thresholds.



	V
	Insurance
	Monitors the insurance industry and identifies issues contributing to system risk.

Determines if the state insurance measures are preempted by certain international insurance agreements.

Requires modernization and improvements of the U.S system of insurance regulation.

Submits a report to Congress on the global reinsurance market.



	VI
	Improvements to Regulation of Bank and Savings Association Holding Companies and Depository Institutions
	GAO conducts a study of elimination of exceptions as amended, for thrifts, loan companies and credit banks, etc.

Modifies regulations related to transactions with affiliates, charter conversions, and SEC's elective investment bank that holds company framework and also requires the Federal Reserve to examine nondepositary institution subsidiaries engaged in activities as banks.

Provides rules such as: banking entities to be prohibited from engaging in trading or investing funds; insured depositary institution not including an institution that functions solely in a trust or fiduciary capacity.

Banking entities must bring their activities and investments into compliance within two years after the rules become effective.

Includes activities such as transactions in U.S government obligations or in connection with activities related to market making to meet demand of clients/customers or risk mitigating hedging activities.

Transactions will be prohibited if they have conflict of interest between clients or customers; or if they are prone to high-risk assets or trading strategies or even if they pose a threat to the safety of bank.



	VII
	Wall Street Transparency and Accountability
	SEC and Commodity Futures Trading Commission (CFTC) will share authority for regulation of OTC's swaps that actually are required to be submitted for clearing must also be traded on or through exchange or swap execution facility. (The dealers and participants must register with SEC/CFTC.)

An exemption is provided for end users who use derivatives to hedge against risks such as fuel prices and interest rates.



	VIII
	Clearing and Settlement Supervision
	Council to design financial market utilities and payment; the Federal Reserve to prescribe uniform risk management standards for the payment and settlement activities.

Requires conducting examinations to evaluate compliance with risk management and conduct standards besides the market utilities getting access to Federal Reserve's discount window under few restrictions.

Requires that financial institutions not include swap data repositories, security exchanges, and the financial market utility not include the above not a broker, dealer or agent as well.



	IX
	Investors Protections and Improvements to Regulation of Securities
	As per the Investors Protections, SEC is granted authority to promulgate rules to establish fiduciary duty. SEC must study and give suggestions within six months of enactment of care for brokers-dealers or persons associated while advising customers; study enhancing investment advisor examinations, mutual fund advertising, etc.

Credit rating agencies to be established within SEC to administer the commission's rules with respect to nationally recognized statistical rating organizations (NRSROs) that in turn will be examined annually by SEC as its employees (of NRSRO) are covered by the whistleblower protections.

Asset-backed securities would be required to retain economic interest and risk retention requirements for commercial mortgages to be determined by federal banking agencies and the SEC.

Executive compensation to be provided as prerequisite for listing shares on an exchange.

Create municipal securities; its dealers and advisors are to register with the SEC.



	X
	Bureau of Consumer Financial Protection
	Establish a bureau that comprises of the consumer protection functions (Federal Reserve, OCC, OTC, FDIC and NCUA) to be resident within the Federal Reserve and to be funded by Federal Reserve system.

Grants authority to the bureau to regulate any person engaged in offering or providing a consumer financial product or service.

Banks and credit unions with total assets of $10 billion or less would be subject to examination and enforcement of their compliance with federal consumer laws.

Exclusions to be provided for some persons including SEC/CFTC regulated entities; real estate brokers; home retailers; accountants, tax preparers; auto dealers.

Bureau to take action against covered persons and service providers to stop unfair, deceptive, and abusive acts and practices.

Additional offices to be established under the bureau including the Office of Fair Lending, Financial Literacy, Service Member Affairs, and Financial Protection for Older Americans.

Interchange fees for electronic debit transactions to be required to be reasonable and proportional.



	XI
	Federal Reserve System Provisions
	Federal Reserve to establish policies and procedures to ensure that a program is used to provide liquidity to the financial system.

GAO to audit Federal Reserve loans and other financial assistance and to audit Federal Reserve Bank governance, including consideration of the selection and appointment of directors and conflicts of interest.



	XII
	Improving Access to Mainstream Financial Institutions
	Establish grants to promote initiatives that enable low- and moderate-income individuals access to financial products that meet their needs.

Establish multiyear programs to provide low-cost alternatives to small-dollar loans.



	XIII
	Pay It Back Act
	Reduce authorization of the Troubled Asset Relief Program and requiring to proceed from the sale of Fannie Mae, Freddie Mac debt purchased under Treasury's emergency authority.



	XIV
	Mortgage Reform and Anti-Predatory Lending Act
	To create laws/rules requiring mortgage originators to be qualified, registered, and licensed; to set a minimum standard that mortgage originators make a reasonable and good-faith determination while prohibiting steering where no mortgage originator may receive compensation, directly or indirectly based on terms of loans; to limit prepayment penalties.

To increase protection for consumers by redefining high-cost mortgages with smaller spreads over the prime offer rate than currently used and by adding requirements regarding escrow accounts and appraisal standards.



	XV
	Miscellaneous Provisions
	Requires the GAO to report to Congress in a year on relative independence, effectiveness, and expertise of appointed inspectors general and designated federal entities.

Requires the FDIC to evaluate the definitions of core deposits and brokered deposits and their impact on the economy.



	XI
	Section 1256 Contracts
	Adds a new provision to the Internal Revenue Code providing an exception for any securities future contact and any interest rate swap, currency swap, basis swap, interest rate cap, commodity swap, equity swap, or similar agreement.






Technological advances and global competition and regulatory reforms have enabled companies and their investors to “largely meet in the jurisdiction of their choosing . . .[they] have choices about where to invest, where to raise capital and where secondary trading is to occur.”8 Thus, companies can choose the regulatory regime they desire to operate under, and investors have a choice of safeguards and protections provided under different regulatory reforms. An effective regulatory reform creates an environment under which companies can operate in achieving their performance targets, being held accountable for their activities, and providing protections for their investors. Regulatory reforms in terms of their effectiveness and context can be classified into three concepts: (1) a race to the bottom; (2) a race to optimality; (3) a race to the top. The race to the bottom concept suggests that global securities regulators, in an effort to attract issuers, deregulate to the points that provide issuers with maximum flexibility for their operations at the expense of not providing adequate protections for investors. The race to the top concept suggests that global securities regulators provide maximum protection for investors through rigid regulations and highly scrutinized enforcements at the expense of putting companies in the global competition at a disadvantage with non-cost-justified regulations. The race to optimality concept is a hybrid of the first two concepts, in which both issuers (companies) and investors prefer a regulatory regime and jurisdiction that provides cost-justified investor protection. In a real-world global competition, a combination of these three concepts may work best, as many provisions of SOX have been globally adopted.

Many provisions of SOX, particularly those pertaining to strengthening auditor independence, assessment of internal control over financial reporting, the creation of an independent board to oversee the accounting profession, and the strengthening of audit committee requirements, have been effectively adopted in other countries. Dodd-Frank is one of the most comprehensive financial regulatory reforms intended to strengthen regulation and oversight of the U.S. financial system in order to reduce the likelihood of future financial crises. Dodd-Frank consists of 16 distinct titles addressing all aspects of financial institutions from financial stability to mortgage reforms. It requires more than 500 rules to be established, 60 studies to be conducted, and 90 reports to be prepared to ensure proper and effective implementation of its provisions over the next four years. Effective implementation of provisions of Dodd-Frank is expected to have significant impacts not only on financial services firms but also on credit rating agencies, banks and bank holding companies, insurance companies, hedge funds, private equity, broker-dealers, and large asset managers among others.

Types and Roles of Financial Markets

A vital financial system and reliable financial information is essential for economic development worldwide. The persistence of differences in global financial systems necessitates a move toward convergence in corporate governance measures and regulatory reforms. Emerging global corporate governance reforms are shaping capital market structure worldwide, their competitiveness and protection measures they provide to their investors in ensuring the desired return on investment (ROI). The financial markets typically are classified into debt and capital markets. In particular, financial markets can be classified into capital, bond, mortgage, equity, derivative, and international financial markets.

Capital Markets

Capital markets are intermediaries facilitating the exchange of securities where business enterprises, including companies and governments, can raise funds and money for long-term investments. Securities are comprised of both debt and equity. Hence, the capital market includes the stock and the bond markets, which are further regulated by the Securities Exchange Commission (SEC). The capital markets are further segregated into two types—primary and secondary markets. A new security—bond/stock—is issued for the first time through the process of underwriting in the primary market. The existing securities are traded to other investors in the secondary market on the organized securities exchanges or OTC.

Bond Markets

Bond markets, also known as debt markets, are a type of financial market where participants purchase and sell debt securities. According to statistical data from the Bank of International Settlements (BIS), the world bond market exceeds the security market almost by 100 percent. The total size of the U.S. bond market is estimated to be $34.2 trillion. Debt securities have different risk/return characteristics ranging from short-term government bonds to corporate bonds. The types of debt securities and their subsequent weights in a total current debt outstanding amount are illustrated in Exhibit 1.2.


Exhibit 1.2 U.S. Bond Market Debt Outstanding

Source: Securities Industry and Financial Markets Association, www.sifma.org/.
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The advantages of the debt market are that debt securities are highly liquid and are not subjected to the same form of credit risk, where principal and coupon rates are received in accordance with the contract. Traditionally when the volatility of the equity market is high, investors turn to safe havens (e.g., bond markets), which pay a “guaranteed” interest rate. Money market funds are considered to be the safest security currently, yielding on average 0.02 percent. The biggest disadvantage of money market funds9 is their sensitivity to interest rate hikes. If the bonds are bought for the speculative purposes and are not intended to be kept to maturity, then they become subject to the volatility of interest rates. The largest segment in the debt market is the mortgage-backed bond market, which accounts for at least 35 percent of the total debt market. Failure of financial instruments, coupled with loose risk assessment standards for the collateral portfolio of loans, caused one of the worst subprime mortgage crises in history.

Mortgage Markets

The mortgage markets, so-called secondary mortgage markets, offer a diverse number of products. The secondary mortgage market is the market for the sale of securities or bonds collateralized by the value of mortgage loans. The mortgage lender, commercial banks, or specialized firms often group together many loans and sell loan portfolios as securities called collateralized mortgage obligations (CMOs) in an attempt to reduce the risk of the individual loans. The CMOs sometimes are further grouped in other collateralized debt obligations. The most popular mortgage-backed securities are mortgage-backed bonds, mortgage pass-through securities, mortgage pay-through securities, and CMOs.

The mechanism of the mortgage-backed bonds is similar to any other bond; the only difference is the pool of mortgages issued by the specialized lending institutions or banks acts as collateral. Mortgage-backed bonds have a higher yield than other types of bonds and are considered to have lower risk rate. The prepayment risk is the major risk that can affect the profitability of the security instrument. All the income generated by the pool of mortgages (part of interest and principal) is directly distributed to the mortgage pass-through securities investors (excluding the fee that intermediary collects). The mortgage pool can contain either residential property mortgages or commercial property mortgages.

Mortgage pay-through securities are similar to the pass-through securities except pay-through securities act like an amortized fixed-income instruments rather than equity instrument. The amortized payments are made from the cash flow generated by the mortgage pool, and prepayment risk comes into play.

CMOs are a type of pay-through security; the main difference is that CMOs separate the payments of the interest and principal on the pool into different revenue streams and as a result can offer different rates. CMOs combine features of both mortgage-backed bonds and pass-through securities. Unlike with pass-through securities, with CMOs, the investor assumes the prepayment risk. CMOs are very complex financial instruments that are designed specifically to meet an investor's financial criteria as they do not necessarily synchronize with the original pool payments. The payment schedule can be accelerated or decelerated depending on the investor's choice. Mortgage delinquencies, defaults, and decreased real estate values can make these collateralized debt obligations difficult to evaluate. The recent wave of foreclosures resulted in the highest rate of foreclosures and payment delinquencies in U.S. history. According to the Mortgage Bankers Association, more than 4.6 percent of homeowners were in foreclosure as of May 19, 2010, which a record high for the mortgage market.

The Community Reinvestment Act of 197710 encourages commercial banks and savings association to facilitate the lending process for low- to middle- income borrowers. A study conducted by Harvard University Joint Center11 for housing studies suggest that secondary market mortgage investors have little knowledge of the complexity of the mortgage products they are investing in. As a result, the efficiency of the secondary mortgage market is questionable. The study also stated that the existing regulatory framework, which is intended to protect investors, is far from perfect.

Equity Markets

Equity or stock markets are public forums for the trading of public company stock and derivatives at an agreed price determined by demand and supply for these financial instruments. Equity markets comprise securities listed on a stock exchange as well as those only traded privately. Stocks are listed and traded on stock exchanges such as the New York Stock Exchange (NYSE) and Nasdaq in the United States, Euronext (European Union), MICEX (Russia), and Shanghai Stock Exchange (China). According to statistical data from the World Federation of the Exchanges, the total size of the U.S. equity $14,281trillion.12 NYSE and Nasdaq are both the first and third largest exchanges in the world. Exhibit 1.3 shows capitalization of the exchanges in 2008 and 2009.


Exhibit 1.3 Change in Capitalization of U.S. Exchanges in 2009
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Derivative Markets

Derivatives are financial contracts that are designed to create market price exposure to changes in an underlying commodity, asset, or event. In general, derivatives do not involve the exchange or transfer of principal or title and are typically classified into futures, forwards, options and swaps, or some kind of hybrid of those described earlier.13 Derivatives can be traded on organized stock exchanges or OTC exchanges. The most famous organized stock exchanges where futures and options are traded are Chicago Mercantile Exchange and NYSE Euronext. The size of the market, according to BIS statistics, was getting close to $86 trillion at the beginning of 2008. OTC derivative markets are much larger and poorly regulated. OTC derivatives include: commodities forwards, options swaps, equity-linked forwards, options, swaps, foreign exchange forwards, swaps, currency swaps, currency options, interest rate swaps, forward rate agreements and swaps, gold contracts, and many others. The total notional amount of the outstanding positions was around $615 trillion as of May 11, 2010.14

The recent financial crisis has underscored the lack of regulations for non-securities based derivatives contracts such as credit default swaps (CDS), which are primarily traded in the OTC markets. Unlike other derivative contracts (insurance, securities, commodities, futures), CDS are not regulated. Thus they are perceived as a form of legalized gambling. Proper regulations require transparent information on OTC transactions to restore investor confidence on speculative derivatives transactions (credit derivatives). Global regulators particularly in the United States and Europe have considered regulating CDS and other OTC derivatives by establishing clearinghouses to serve as a central counterparty for those derivatives.

Prior to 2000, almost all derivatives were traded on regulated central exchanges overseen by the Commodity Futures Trading Commission. After 2002, the derivative markets became unregulated and exempt from all regulations, including state gambling laws. With no regulation scrutiny on derivative trades, the determination of the true value of those exotic instruments became subjective, manipulative, and complex. The Commodities Futures Modernization Act of 2000 was passed by U.S. Congress and allowed the deregulation of financial derivatives. This deregulation enabled insurance giant AIG to engage in CDS. When AIG as a major player in CDS collapsed, other banks, insurance companies, and investment funds suffered tremendous losses. Deregulation of the CDS derivatives promoted speculative activities at the expense of derivative hedging activities, which substantially increased the systemic risks of CDS. Regulation of OTC derivatives has gained considerable attention since the Lehman Brothers collapsed and the AIG debacle. Lack of transparency in OTC markets, the excessive use of CDS, along with improper market discipline and mechanisms and the perceived complexity and speculation encouraged global legislators to issue legislative proposals to regulate OTC derivatives and transfer them from bilateral to multilateral trading.

Derivatives are important tools used by management for mitigating risks. The ever-increasing growth of derivatives suggests that market participants including management find derivatives useful tools for risk management. Credit derivatives can be useful to commercial banks to manage loan portfolio risks, to investment banks to manage risks of underwriting securities, and to asset managers or hedge funds to achieve the desired credit risk portfolio. Nonetheless, credit derivatives can create conflict of interest when a bank performs all three commercial, investment, and insurance activities. Credit derivatives enable banks to take additional risks or transfer risks of loans to another party.

Derivative markets should be better regulated and scrutinized to prevent further financial crises. Inadequate, ineffective, and unenforced regulations, particularly regarding OTC financial derivatives, have enabled and contributed to excessive speculative behavior of the use of credit derivatives.15

Global Financial Markets

Investor confidence in the global capital markets is the key driver of global economic growth, prosperity, and financial stability. Global capital markets are classified into those with either an inside system or an outside system. In an inside system, in such countries as France, Germany, and Italy, there is a high level of ownership concentration, illiquid capital markets, and liberal regulation of capital markets. Conversely, in an outside system, in such countries as the United Kingdom and the United States, ownership is widely dispersed, capital markets are liquid, markets are active for corporate control, and capital markets are highly regulated. There are more than 50 stock exchanges worldwide that assist companies to conduct their initial public offerings (IPOs). Stock exchanges in India, Italy, and South Korea recently have attracted many domestic IPOs; and many state-owned enterprises in China and France have done their fundraising domestically and have listed their IPOs on their home exchanges. Companies have traditionally listed on their domestic stock exchanges, and only about 10 percent of companies have chosen to list abroad.16

U.S. capital markets have traditionally been regarded as the deepest, safest, and most liquid in the world. For many decades they have required stringent regulatory measures in protecting investors, measures that also have raised the profile and status of their listed companies.17 The U.S. financial markets are important sector of the nation's economy.18


1. The U.S. financial services industry's GDP in 2009 exceeded $800 billion, accounting for 6 percent of the U.S. GDP.

2. The securities industry accounted for more than $175 billion, about 17 percent of the total for financial markets.

3. The financial services sector employed about 6 million workers in the United States in 2008, accounting for 6 percent of the total private sector employment.



However, recent competitiveness of capital markets abroad has provided global companies with a variety of choices of where to list and possibly subject to less vigorous regulatory measures. As these markets abroad become better regulated, more liquid, and deeper, they provide companies worldwide opportunities to raise their capital needs under different jurisdictions. High compliance costs of SOX have prompted companies to think about whether their capital financing should come from U.S. capital markets or from capital markets abroad, which may be less strictness and have looser disclosure requirements. Globalization and technological advances have promoted tight competition among the world's leading capital markets (e.g., NYSE, London Stock Exchange [LSE], Hong Kong, Shanghai, Dubai), and thus regulations governing these markets can have a considerable impact on the balance of capital worldwide.

Stock exchanges in the United Kingdom and the United States are the most liquid in the world. In the United Kingdom, the LSE is primarily for established companies and the Alternative Investment Market (AIM) for smaller companies. In the United States, the NYSE comprises the large-cap company market while Nasdaq is typically the home for high-tech and growing companies. The American Stock Exchange usually lists smaller companies. The other active stock exchanges worldwide are the Tokyo Stock Exchange, NYSE Euronext, and Deutsche Börse. While listing standards in the United States and the United Kingdom are similar in terms of share ownership, market requirements, information disclosures, and board models, there are some differences with respect to shareholders' and directors' roles and responsibilities. Technological advances and globalization including cross-border share ownership necessitate that many global companies observe a variety of corporate governance reforms and guidelines—at least the listing standards of the country in which they are incorporated and the country in which they are listed. These listing standards and corporate governance guidelines are often in conflict, reflecting differences in regulatory, legal, and cultural traditions.

Stock exchanges in both the United States and the United Kingdom have attracted a number of international companies. Foreign companies choose these two main exchanges for raising their capital needs, and investors invest in these companies because of the higher protections provided by these exchanges. Some companies are listed on more than one stock exchange and often face difficult, duplicitous, and confusing listing standards that increase compliance costs. The pervasiveness of global financial scandals has encouraged policy members and regulators to respond by adopting laws and regulations to mitigate problems. The costs and benefits of these laws and regulations are often not assessed in considering their appropriateness on regulatory measures and the international impact of such measures. SOX's impact on foreign registrants is an example of the global reach of regulations and challenges associated with establishing national regulatory reforms. In response to the global reach and extraterritorial effects of national regulations, the Organization for Economic Co-operation and Development (OECD) published the OECD Principles of Corporate Governance in 1999, subsequently revised in 2004, and has already adopted by the International Corporate Governance Network. These principles provide a framework and a platform for all countries in developing their own corporate governance structure. Foreign private issues, while required to comply with listing standards in the United States, are not subject to the listing rules that govern U.K. companies.

U.S. capital markets provide four benefits for global companies' listings:


1. U.S. capital markets are the deepest and most liquid in the world.

2. Cross-listing securities in the United States promotes visibility for foreign listings.

3. Listing on U.S. exchanges subjects companies to increased disclosure requirements, which can lead to more investor confidence and thus lower risk premium.

4. Foreign investors are allowed to benefit from the high level of investor protection experienced by U.S. investors.



LSE is perceived as having less restrictive listing requirements and lower compliance costs. These advantages have resulted in the majority of IPOs being listed on the London AIM in the post-SOX period (870 IPOs listed on the AIM compared with 526 being listed on Nasdaq). Ten factors contributing to the switch include:


1. Higher U.S. underwriting fees than their foreign counterparts.

2. Because foreign exchanges are maturing, they attract and facilitate home IPOs.

3. The decrease of global dependence on the United States to raise capital.

4. The emergence of private equity within the U.S. financial markets.

5. Geographical convenience, as London is closer in proximity to many regional issuing companies.

6. Time zones are a factor, as the U.S. exchanges are in time zones that often conflict with business hours of many international companies.

7. Increased investor confidence in domestic markets resulting from more effective corporate governance reforms in other countries in the post-SOX period.

8. Substantial growth in Islamic financial markets providing many opportunities to foreign exchanges in London and Dubai.

9. Privatization of governmental institutions in countries such as China, India, and their preference for their local market listings.

10. The emergence of government-backed investment entities such as mutual funds and hedge funds outside the United States.19



Financial Services Firms

Financial services firms include commercial and investment banks and savings institutions, mortgage institutions, investment companies, credit unions, insurance companies, finance companies, real estate investment trusts, and securities brokers and dealers. The more common types of financial are described in this section.

Commercial Banks

Commercial banks normally provide a link between those that have capital and those that need capital. Commercial banks are privately owned financial institutions that accept demand and time deposits, make loans to individuals and organizations, and provide services such as documentary collections, international banking, trade financing cash management and other fiduciary services. The Federal Reserve Banks keeps the statistics about the assets and liabilities of the commercial banks. As of the week ending March 16, 2011, Large domestically chartered commercial banks had $993.8 billion and small domestically chartered commercial banks had $442.6 billion in residual assets (assets less liabilities).20 The bank assets include but are not limited to: bank credit, securities in bank credit, treasury and agency securities, commercial and industrial loans, revolving home-equity loans, closed-end residential loans, commercial real estate loans, consumer loans, and credit cards and revolving plans, among others. Bank liabilities include deposits, large time deposits, borrowing, and trading liabilities, among others.21

Investment Banks

Investment banks deal with the financing requirements of corporations, governments, and institutions and are usually organized as corporations or partnerships. Investment banks are financial institutions that assist corporations and governments in raising capital by underwriting and acting as the agent in the issuance of securities. Investment banks also assist companies involved in mergers and acquisitions, derivatives, and other financial instruments. Investment banks as opposed to the commercial banks typically act as short-term principals. However, recently the distinction has become less and less evident. Other countries historically never separated investment banking function from commercial banking function. The leading global investment banks are Goldman Sachs, Citigroup, JPMorgan Chase, Bank of America/Merrill Lynch, CitiGroup, UBS, Credit Suisse, Deutsche Bank, Barclay's Capital, and others. Investment banking fees collected in 2009 amounted to $59.8 billion, or 13 percent above 2008 fees, but significantly down from 2007 fees of $86.9 billion.22

Insurance Companies

The primary purpose of insurance is to manage risks, hedge against uncertainties, and spread unforeseen risks. The two major types of insurance companies are life insurance companies, which provide financial assistance at the time of death, and property and casualty insurance companies, which provide policies to individuals (personal lines including homeowners' and individual automobile policies) and to business enterprises (commercial lines including general liability and workers' compensation). Banks, mutual funds, and health maintenance organizations are aggressively trying to expand into products traditionally sold by insurance companies. The financial crisis had an increasing impact on the insurance industry through the companies' investment portfolios. However, the solvency of the insurance sector as a whole does not seem to be threatened. A majority of companies in the insurance sector have been adversely affected by the financial crisis, which revealed the exposure to credit and market risks in U.S. mortgage and financial guarantee insurance companies and other insurance-dominated financial groups.

Insurance companies have proved to be a stabilizing factor during the financial crisis. These insurance organizations are primarily large investors with a longer horizon of investments compared to the financial institutions such as banks. For this reason, insurance organizations can withstand and sustain short-term shocks. However, the insurance companies that were involved in activities traditionally associated with investment banks, valuation, and rating pressures have been deeply impacted by the recent financial crisis. The subsequent downgrading of business enterprises in the financial guarantee insurance sector led to downward pressures on market valuations of the securities. These activities had already led to imbalance in the market before the credit and financial crisis hit the market.

Some provisions of Dodd-Frank are relevant to insurance companies and their business transactions. The newly established Federal Insurance Office (FIO) will play an important role in overseeing and coordinating insurance activities between the international insurance market and the U.S. insurance market. Dodd-Frank directed the SEC to establish rules and standards for broker-dealers and investment advisors that would have a substantial impact on insurance companies. The FIO will oversee all aspects of the insurance industry, including systemic risk, capital standards, consumer protection, and international coordination of insurance regulation.

Pension Plans and Mutual Funds

A retirement plan is a financial vehicle that pays an individual, at a contractually agreed on time, a payment throughout retirement and is usually in the form of an annuity. Pension plans are a type of retirement plan, where an employer makes contributions toward a pool of funds set aside for an employee's future benefit. The pool of funds is then invested on the employee's behalf, allowing the employee to receive benefits upon retirement. Depending on the arrangements, retirement plans can be set up by government agencies, employers, trade unions, and other institutions and organizations. There are two distinct pension plans under the Employee Retirement Income Security Act of 1974: defined benefit plans and defined contribution plans. A defined benefit plan is designed to give employers an opportunity to contribute toward employee retirement. Employee contributions are voluntary and not required. Significantly, employers can contribute more under defined benefit plans than under any other plan and consequently can claim more as a tax deduction. Also, employees are promised the certain amount upon retirement and are eligible for the early retirement withdrawals. On the downside, defined benefit plans are expensive to manage, and if an overfunded plan is terminated the employer has to pay excise tax. According to the Pension Benefit Guaranty Corporation, there were about 38,000 insured defined benefit plans in 2010 compared to a high of about 114,000 in 1985. The Internal Revenue Service believes that the reason for the decrease in popularity is the complex nature of the plans.23

Defined contribution plans are gaining popularity. Under these plans, employers contribute a specific amount annually, and those contributions are later invested on the employees' behalf. Examples of defined contribution plans include 401(k) plans, 403(b) plans, employee stock ownership plans, and profit-sharing plans.24 The total U.S. retirement market as of September 30, 2009, was getting close to $15.5 trillion and accounts for 35 percent of all household financial assets in the country. Mutual fund managers hold around 13 percent of the total retirement market and 51 percent of the total defined contribution plans.

Mutual funds are investment vehicles that are made up of a pool of funds collected from many investors for the purpose of investing in securities such as stocks, bonds, money market instruments, and similar assets. Mutual funds are operated by money managers, who invest the fund's capital and attempt to produce capital gains and income for the fund's investors. A mutual fund's portfolio is structured and maintained to match the investment objectives stated in its prospectus. Mutual funds are classified as open-end funds by the Investment Company Act of 1940 and the SEC. Mutual funds also typically are organized in the form of equity funds. Depending on the investment strategy, mutual funds carefully choose the investment tools they are planning to manage within the portfolio, which include: bond funds, money market funds, funds on funds, growth funds, value funds, index funds, and other integrated funds, and often are invested based on the Russell Indexes. Individual or institutional investors can use the indexes to benchmark the mutual fund performance.

Sovereign Wealth Funds

Sovereign wealth funds (SWFs) are pools of money derived from a country's reserves, intended for investment purposes to generate revenue to benefit the country's economy and citizens. The funding for a SWF comes from central bank reserves that accumulate as a result of budget and trade surpluses and even from revenue generated from the exports of natural resources. The types of acceptable investments included in each SWF vary from country to country; countries with liquidity concerns limit investments to only very liquid public debt instruments. About 75 percent of the total global SWF pool comes from Middle East and Asia and 60 percent of the total global SWF pool comes from oil- and gas-related income. Abu Dhabi's Abu Dhabi Investment Authority is the biggest SWF with total holdings of $627 billion, according to statistics from the Sovereign Wealth Funds Institution.25 The second and third largest SWFs in the world are the Norwegian Government Pension Fund- Global and Saudi Arabia's SAMA Foreign Holdings with $443 billion and $432 billion in holdings respectively. SWFs play a more important role in the capital markets as they become active buyers of the U.S. equity. To illustrate, Roland Beck and Michael Fidora estimated that the world's largest SWFs purchased more than $60 billion of newly issued equity from developed world's banks during the midst of the recent global economic meltdown.26

Despite the openness of U.S. markets, the U.S. government imposes some restriction on SWF investments. For example, foreign investments in such sectors as energy, communication, and transportations are restricted. Investments in other sectors must comply with the strict regulations as well. According to the GAO report, the legal restrictions on foreign investment exist on the state level for businesses like real estate, agricultural land, banks and financial institutions, insurance companies, and so on. The agencies that are responsible for the international investment law enforcement are the Federal Reserve Board, Federal Communications Commission, Nuclear Regulatory Commission, and the Departments of Transportation, Agriculture, and Interior. Examples of the laws that regulate or prohibit foreign investment are the Agricultural Foreign Investment Disclosure Act of 1978, Magnuson-Stevens Fishery Conservation and Management Act, Communications Act of 1934, Atomic Energy Act of 1954, General Mining Law of 1872, and others.27

Conclusion

The financial services industry traditionally has been regarded as vital to the nation's economic growth, development, and prosperity. Nonetheless, recent financial difficulties in the industry prompted large government bailouts of TBTF financial institutions and has resulted in a series of mergers and acquisitions that consolidated the financial service industry further. If these TBTF financial firms assume that the government's reluctance to hold them accountable for their business failures signals aversion to tough regulatory reforms and actions, moral hazards can arise. To minimize this perceived moral hazard, the Dodd-Frank Act of 2010 establishes stricter regulations for the financial service industry to prevent significant adverse impact of large financial firm failures. Any financial regulations that do not address the real causes of the financial crisis and end TBTF will not be sustainable. Dodd-Frank indirectly addresses the TBTF phenomenon by requiring the newly established Financial Stability Oversight Council to identify and more effectively regulate “systemically important” financial institutions, including bank and nonbank financial companies.
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Chapter Two

Introduction to Financial Institutions

Introduction

The past decade has witnessed significant changes in the structure, characteristics, and types of products and services provided by the financial services industry. The most significant changes were in four areas: consolidation, convergence, competition, and regulations. These changes, which are expected to continue to occur at a higher speed in the future, have been motivated and caused by a number of factors and forces, including the global financial crisis, globalization of business, geographic expansion, highly valued stock prices, product line expansion, technological advances, relatively low interest rates, and the worldwide economic downturn. Consolidation, convergence, competition, and regulations have transformed the financial services industry from traditional organizations such as banks, brokers, insurance companies, mutual funds, and securities providers to asset management companies such as bank holding companies (BHCs) and financial holding companies (FHCs).

Landscape of the Financial Services Industry

The structure and characteristics of banks and banking organizations are changing from traditional brick-and-mortar branches to universal banking, personal computer banking, and Internet banking. Customers can now do one-stop shopping for all of their financial services. The range of options is not limited by geographic restrictions and/or product limitations. The majority of households and businesses can use local banks within 20 miles for their financial service needs because of availability, convenience, and personalized banking relationships. Financial institutions are also facing numerous challenges caused by rapid changes occurring in information technology, trends toward business combinations, statutory laws, marketplace, global competition, regulatory reforms, and accounting standards. Traditionally, financial services provided by banks, insurance companies, and mutual funds and their roles have been somewhat separate. Today, the differences between functions of these financial services provided by different entities in the industry are becoming less noticeable.

Today, financial holding companies provide the opportunity for one-stop shopping for all financial services and products, including checking and saving accounts, loans, asset management, insurance, and investment services as well as unlimited efficiency in finding the best financial services at the lowest cost nationwide or even across international borders. For example, customers now can easily find information about loans or mortgages online by visiting eloan.com, loanweb.com, lendingtree.com, mortgageloan.com, or national bank sites. This information efficiency offered to customers through e-commerce and Internet banking, coupled with the creation of financial holding companies, will accelerate the financial services movement toward commoditization. The new information technology (IT) not only empowers customers to shop for their financial services easily and effectively but also provides opportunities for competitors to identify, match, and duplicate any innovative financial services.

Many of the traditional barriers, including both geographic (e.g., interstate banking) and products (e.g., a variety of financial services), that once separated banks from insurance companies, mutual firms, or investment funds are now diminishing in the financial services industry. Thus, the ever-changing nature, structure, and competition of the financial services industry have received great attention primarily because of the recent elimination of geographic barriers and product barriers, especially those that related to cross-industry mergers and affiliations. The passage of the Gramm-Leach-Bliley (GLB) Act of 19991 has significantly increased the number and size of mergers within the financial services industry. During the past decade, the financial services industry has gone through significant changes influenced by technological advances, globalization, financial crisis, and the worldwide economic meltdown and related regulation.

Structural Changes in the Financial Services Industry

The financial services industry is undergoing unprecedented changes driven by consolidation, convergence, competition, and regulations. Traditionally, financial service organizations (e.g., banks, insurance companies, mutual funds, brokerage firms) in the industry were structurally and functionally distinct. Consolidation, convergence, and competition have brought these organizations together. The distinctions among banks, insurance companies, securities, and brokerage firms have diminished as the financial services industry transforms into a more consolidated, converged, competitive industry.

Consolidation

“Consolidation,” in this book, refers to the integration and consolidation of financial institutions' resources into larger and fewer institutions by means of mergers and acquisitions (M&A). The driving forces behind substantial consolidation in 1990s and the early 2000s, especially among financial institutions, were (1) deregulation of geographical and product restrictions; (2) technological advances; (3) global competition; (4) healthy financial positions and profitable financial conditions; and (5) growing stock prices. These factors are not listed in any order of importance, and they are discussed thoroughly in this chapter and Chapter 4. The elimination of geographic restrictions under the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, which allowed virtually nationwide branching as of June 1, 1997, was the biggest impetus for the consolidation of banks and banking organizations. Recent changes in technology, global competition, interest rates, and merger trends have profoundly affected the financial services industry. Internet banking has changed the low-touch customized financial services provided to local customers.

The use of derivative financial instruments is becoming more common as a means of managing risk. Foreign banks are now competing more freely and frequently in the United States and the global market. The wave of megamergers has substantially reduced the number of financial institutions as the industry consolidated. The Glass-Steagall Act (also called the Banking Act of 1933): (1) separates commercial banking (e.g., receiving deposits and making loans) from investment banking (e.g., underwriting, market maker of securities); (2) prohibits banks from paying interest on checking accounts; (3) restricts the types of assets banks can own; and (4) prohibits bank distribution of mutual funds.

The economic growth of the mid-1990s coupled with the low interest rates and diversity in operations of financial institutions gave large banks higher valuation and the currency of higher stock prices with which to pursue future M&A deals. Small banks, however, became more profitable, which made them a good target for acquisition at prices attractive to their shareholders. Traditionally, banks have expanded by adding more branches staffed by many salaried employees to provide retail transactions and costly commercial services to customers. Banks have faced regulatory restrictions that kept them from moving out of the commercial business into investments and insurance services. The recent wave of mergers in the financial services industry is driven by the emerging technologies to make the industry more competitive and efficient. There is no compelling evidence that the new mergers are motivated by a desire to monopolize markets and increase fees for financial services. Indeed, the financial services industry, especially the banking industry, remains far less concentrated than many other competitive industries, such as automobiles and communication. However, it is vital that the Federal Reserve continues to exercise its oversight responsibility to ensure that M&A deals and resulting changes in the structure of financial institutions are consistent with and in compliance with applicable laws and regulations and in the best interest of the public.

Banks are, by law, protected by a so-called federal financial safety net (e.g., deposit insurance, access to the Fed's discount window, and payment services) designed to protect bank customers and to serve the public. This provision of the banking industry, when it is not properly monitored, may create adverse incentives of “moral hazard” in the sense that depositors may think that their deposits are always safeguarded regardless of a bank's severe financial difficulties. Banks, however, may be motivated to take more than prudent business risk by undertaking risky loans and investments, expecting that higher returns will ease their financial difficulties. In the absence of proper balance between the risk and return assessment of banks and in the light of financial difficulties, the insurance fund and ultimately taxpayers are left to absorb the losses (e.g., the savings and loan debacle of the 1980s). The existence of moral hazard can be very detrimental to the success of megamergers in the financial services industry because the failure of a large combined financial institution could be very costly to resolve. Thus, the current merger wave may necessitate a reform in the financial services industry at least in the areas of safety net and deposit insurance coverage.

There have been many actions in the past two decades regarding consolidation in the financial industry. The governments in the United States, the United Kingdom, and Europe encouraged and supported consolidation and augmentation of the financial institutions. Mergers and acquisitions of banks all across the world complicated the global banking and financial industry and produced 17 large complex financial institutions (LCFIs). These institutions further determined the securities underwriting, syndicated lending, asset-backed securities, over-the-counter (OTC) derivatives, and collateralized debt obligations (CDOs). Exhibit 2.1 presents the top 10 American and top 10 European banks.


Exhibit 2.1 Top 10 European and American Banks

Source: Thomson Reuters Datastream.
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Convergence

Webster's Third New International Dictionary (1986) defines “convergence” as the “tendency or movement toward union or uniformity.” Convergence in the financial services industry is defined in this book as the integration of banking organizations and other financial services providers (e.g., insurance companies, mutual funds, and securities firms) through the combination and expansion of the scope or breadth of their financial products and services. Convergence may occur through (1) M&A between financial institutions and other financial services organizations permitted under the GLB Act of 1999; (2) the creation of BHCs under the Bank Holding Company Act of 1956; and (3) the establishment of FHCs under the GLB Act of 1999.

Traditionally, the functional services of banks, insurance companies, mutual funds, and brokerage firms were distinguishable, and their roles were separate. Banks were engaged in offering traditional services, such as deposits, loans, and transaction activities. Insurance companies provided auto, property, and life insurance products. However, the financial services industry has experienced the evolutionary disappearance of the distinctions in their offered financial services. Today, the differences between functions of these financial services providers are becoming less noticeable. The logic of a universal financial service (e.g., one-stop shopping for all financial services and products) offering a variety of financial products and services is compelling. Furthermore, technological advances facilitate one-stop shopping for all financial products and services. Indeed, universal banking has been practiced in Germany, Canada, and other countries, yet it was not permitted in the United States until the year 2000. The trend toward convergence in financial services organizations can be viewed as desirable and socially beneficial in the sense that it leads to offerings of more financial products and services at a single location and more competition for customer dollars.

The GLB Act of 1999 (better known as the Financial Modernization Act), which officially went into effect in March 2000, repealed the Glass-Steagall Act of 1933, which prohibits the line-of-business expansion for banks. The GLB Act permits banks, securities firms, insurance companies, mutual funds, brokerage firms, and asset managers to freely enter each others' business or consolidate. It also allows creation of financial holding companies that may conduct a broad range of financial services, including insurance and securities underwriting, commercial banking, investment banking, asset management and distribution, and real estate development and investment, typically under separate subsidiaries. The passage of the GLB Act has raised some concerns that its implementation might have: (1) created concentration of economic power in the financial services industry; (2) caused lack of ability of regulators and government to properly oversee the industry's activities and to manage risk; (3) created too-big-to-fail (TBTF) financial institutions; and (4) been the overriding factor contributing to the recent financial crisis in the United States. Proponents of the GLB Act believe that its implementation has: (1) provided long-sought financial services supermarkets and one-stop shopping for all financial services; and (2) improved the ability of U.S. financial services providers to compete effectively in the global financial services market.

Provisions of the Gramm-Leach-Bliley Act

Provisions of the GLB Act can be summarized in nine categories:


1. Creation of the new types of regulated entities—namely, FHCs—that are authorized to offer a broad range of financial products and services. An FHC is a BHC whose depository institutions are well capitalized, well managed, and rated by the Community Reinvestment Act (CRA) as “satisfactory” or better. A financial subsidiary, which can offer most of the newly authorized activities, is a direct subsidiary of a bank that satisfies the same conditions as the financial holding company.

2. Authorization of a wide variety of the newly permissible financial activities for financial holding companies, including securities, insurance, merchant, banking/equity investment, financial in nature, and complementary activities. Provisions of the GLB Act permit banking organizations to engage in virtually every type of activity currently recognized as financial as well as new activities that will be authorized by the Federal Reserve and Treasury Department as “incidental” or “complementary” to a financial activity. The “merchant banking” provisions of the GLB Act permit a financial holding company to make a controlling investment virtually in any kind of company, financial or commercial.

3. Restrictions for commercial companies to acquire thrifts through unitary thrift holding companies. However, the existing commercial unitary thrift holding companies are grandfathered as of May 4, 1994, but such companies may not sell their thrifts to any other commercial company.

4. Substantial changes to laws governing the Federal Home Loan Bank System. The GLB Act created a new type of Federal Home Loan Bank member called a community financial institution (CFI), which is a community bank or thrift with less than $500 million in assets. A CFI may pledge small business and agricultural advances.

5. Requirements for protecting the privacy of customers' information. The GLB Act established four privacy requirements pertaining to the sharing of customer information with others, which apply equally to all financial institutions. The GLB Act requires each financial institution to: (1) establish and annually disclose a privacy policy; (2) provide customers the right to opt out of having their information shared with nonaffiliated third parties; (3) not share customer account numbers with nonaffiliated third parties; and (4) abide by regulatory standards to protect the security and integrity of customer information.

6. Community Reinvestment Act provisions. The GLB Act addressed the three controversial CRA provisions that nearly prevented the legislation from passing. These provisions are related to requirements for:


a. Establishing “satisfactory” CRA ratings as a condition for engaging in the Act's new activities.

b. Disclosing of CRA agreements between financial institutions and third parties.

c. Establishing a lengthened CRA exam cycle for community banks and thrifts.



7. Other regulatory provisions. Other important regulatory provisions of the GLB Act affecting banks and financial institutions are:


a. The Federal Reserve's “umbrella” supervisory authority over financial holding companies.

b. Those affecting foreign banks.

c. Limitations on the state's ability to establish regulations that discriminate against banking organizations.

d. Revisions to federal antitrust authority affecting financial holding companies.

e. Automated teller machine (ATM) disclosure provisions

f. Elimination of the “special reserve” of the Savings Association Insurance Fund.



8. CRA ratings. The GLB Act states that BHCs cannot become financial holding companies or engage in the newly authorized financial activities unless all of their subsidiaries and affiliates have CRA ratings of satisfactory or better.

9. Effective dates of key provisions of the Act. These include the 120-day delayed effective date for the financial holding company and financial subsidiary sections of the Act (e.g., through mid-March 2000).



Implementation of the Gramm-Leach-Bliley Act

The proper implementation of the landmark GLB Act has created both opportunities and challenges for the financial services industry, including these:


	The Act has increased certain trends already under way in the financial services industry by enabling and promoting further consolidation of the industry.

	New authorized financial activities can be conducted only by a subset of bank holding companies (BHCs) to be called financial holding companies (FHCs). To be an FHC, each subsidiary bank must be well capitalized, well managed, and have a CRA rating of satisfactory or better.

	The “sunshine” language of the Act has required public disclosure of all written agreements made in fulfillment of the CRA involving payments by banking organizations in excess of $10,000 or loans in excess of $50,000.

	Financial services organizations affected by the Act established disclosure requirements and consumer “opt-out” procedures that protect consumer privacy without significantly burdening financial institutions or consumers. The purpose of the privacy provision of the Act is to restrict the ability of financial institutions to disclose to unrelated third parties nonpublic personal information pertaining to individuals who obtain financial products and/or services from the financial institution.

	Prior to the passage of the Act, a BHC could own no more than 5 percent of the voting equity and 25 percent of total equity of a company. The Act allows “merchant banking,” which means that any FHC with a securities affiliate may engage in merchant banking by obtaining ownership of securities of a company.

	FHCs have been authorized to engage in a broad range of financial activities, including insurance underwriting and sales, securities underwriting and dealing, merchant banking, lending, investment advisory, financial data processing services, travel agency, and certain management consulting services.

	There has been a new challenge for bank supervisors to implement the new blend of umbrella and functional supervision established in the Act. The extent of the challenge depends on the degree of integration of financial activities within FHCs and the relative size of the bank and nonbank activities within such organizations.

	The Act requires communication, cooperation, and coordination among multiple banking regulators to share information among the umbrella, financial, and bank supervisors in a manner that is satisfactory to all regulatory agencies. However, the Act states that the first-level supervisory authority lies with the functional regulators (e.g., the state, and the Securities and Exchange Commission [SEC].)

	The Act limits extensions of the safety net by eliminating the need to impose banklike regulation on nonbank subsidiaries and affiliates of organizations that contain a bank.

	The privacy provisions of the Act prohibit financial institutions from disclosing information to third parties unless customers first are given the opportunity to opt out of information sharing. Furthermore, all financial institutions, including banks, brokerage firms, and insurance companies, must establish a privacy policy, which should be presented to all current and future customers. The privacy policy must: (1) list all types of personal information the institution collects (e.g., accounting activity, credit reports); (2) inform customers of precisely where this information will be shared; and (3) disclose the security measures undertaken to safeguard the confidentiality of the information.



The 1994 Riegle-Neal Act, which went into effect in 1997, practically removed all geographic barriers to M&A activities within the banking industry. The 1999 GLB Financial Modernization Act, which went into effect in March 2000, removed the remaining products and services restrictions for convergence within the financial services industry. These two acts substantially deregulated the financial services industry by removing geographic and product barriers and set the stage for unprecedented consolidation and convergence in the financial services industry. The 1997 removal of all geographic barriers to M&A made it theoretically possible, subject to antitrust policy restrictions, for the top 50 U.S. banks to merge into just six megabanks and the next 50 banks to combine into seven banks of almost equal size.2 The 2000 removal of products and services barriers allowed the potential six megabanks to become full-line financial service providers under the universal banking system.

The passage of the GLB Act of 1999 brought the financial services industry one step closer to the effective convergence of financial services and utilization of universal banking common in other countries. However, the full convergence necessitates resolution of obstacles and issuance of standard and universally applicable regulatory and supervisory laws and rules in the financial services industry. For example, the global banking community, with the issuance of the Basel Accord I (2001), has established standards and globally acceptable risk-based capital requirements for banks. The National Association of Insurance Commissioners has also established risk-based capital guidelines for insurance companies to prevent insurance company failures. Although there are some similarities in these two sets of requirements, they are not currently applicable to both banks and insurance companies.

There is a debate as to whether the GLB Act contributed to the recent financial crisis.3 One school of thought says that it enabled financial diversification and thus paved the way for a number of mergers. During the financial crisis, the diversification has created more good than harm. A couple of examples are Citigroup, Shearson, and Primerica. The GLB Act also facilitated JP Morgan to buy out Bear Stearns and Bank of America to buy Merrill Lynch. However, the high-profile consolidation and convergence cases in the financial services industry made possible by the implementation of provisions of GLB could have created the TBTF institutions. The GLB Act played a vital role in the organized resolution of distressed investment banks by offering their assets and liabilities to be absorbed into a BHC. This was complemented with full regulation, strong capital requirements, and on-site examination. Wall Street's financially distressed companies would have faced a worse situation without the GLB Act; there is a high probability that they would have failed.

The GBL Act's elimination of the artificial separations between financial firms allowed financial firms to diversify their activities. It created conflicts of interest by allowing financial institutions to combine their investment and commercial activities and to offer customers a full range of banking and brokerage services. Nonetheless, it makes no sense to attribute the financial crisis and particularly problems with subprime mortgages, mortgage underwriting practice, and inefficiency in Fannie Mae and Freddie Mac to the GLB Act.

Competition

Consolidation and convergence resulting from deregulation, technological advances, and favorable economic and business prospects have to be profitable, productive, and cost effective to survive. Productive and profitable consolidation and convergence cause cost efficiency, which in turn creates higher competitive intensity and tighter pricing. In the 1990s and the early 2000s, it was expected that consolidation and convergence in the financial services industry would have createed more competitive prices for financial products and services. Future pricing of financial services was expected to follow examples of other consolidated, deregulated industries, such as long-distance telecommunications companies, electricity providers, and airlines. In these industries, prices declined about 20 percent in the first five years following deregulation-consolidation and then another 20 percent in the subsequent five years.4 Higher competitive intensity resulting from consolidation and convergence was expected to resuls in low cost. High-price providers were either acquired and restructured or driven out of the industry entirely.

Increased competition nationally and worldwide in the financial services industry is viewed as an important factor shaping the industry. Global competition in providing financial services can be achieved by striving to be the low-cost provider of financial products and services or by developing a niche product of different offered financial services and products. Being low-cost providers requires banks to be large enough to generate economies of scale. Differentiation is difficult to achieve in the banking industry because financial services and products (e.g., checking, saving, loans) are relatively homogenous, which is why many financial services organizations are currently engaged in a variety of activities, such as asset management, insurance, and mutual funds. Furthermore, differentiation often requires substantial investment in technology, an investment that is not readily available to small banks. Thus, for banks to become low-cost providers or to offer niche financial products and services, they ought to grow through M&A.

The profound effects of consolidation and convergence include increases in local market concentration, the move toward universal banking, and the commoditization of financial services and products. Banks and banking organizations have moved toward offering retail banking, insurance, and asset management services. The financial services markets have become relatively homogenous. Global competition and easy accessibility of financial services through the Internet have forced financial institutions to provide a variety of financial services and products at relatively competitive and similar rates through extensive branch networks. Today financial products and services are viewed mostly as commodities available to everyone through the Internet.

Commoditization of financial products and services for small business includes checking, savings, lines of credit, mortgages, transactions, cash management, and credit-related services. Transaction services consist of the processing of credit card receipts, wire transfers, the provision of currency and coin, and the collection of night deposits. Cash management services include lockbox services, zero-balance accounts, and the provision of sweep accounts. Credit-related services consist of letters of credit, factoring, and bankers' acceptances. The 1995 Survey of Consumer Finances revealed that 98 percent of households use a local depository institution, while the 1993 National Survey of Small Business Finances indicated that 92 percent of small businesses use a local depository institution.5 According to the Survey of Consumer Finances 2007, the mean and median of families' holdings of financial assets increased overall from 2004 to 2007. But the financial assets as a percentage of total assets declined. This resembled an earlier trend. The homeownership rate had increased considerably from 2001 to 2004 but later declined slightly. Debts and assets rose in equal proportions from 2004 to 2007. Overall indebtness as a proportion of assets did not change much. A decrease was seen in home-secured debt as a proportion of total family debt, but it still remained the largest component of family debt.6

To compete successfully in the highly competitive global market, many banks have adopted a new management philosophy of being driven more by markets than by regulations. In the highly competitive global market of the 1990s and 2000s, banks that were strong and well capitalized acquired other banks and got stronger, and weak banks got weaker. The strong banks and banking organizations with effective and efficient performance and high capital ratios often are viewed and treated favorably by both financial markets and regulators. Banks also found that competitive edge and market value are the ultimate performance measures.

Consolidation, convergence, and competition may increase systemic risk and expand the safety net of financial institutions by changing the risk profiles of individual institutions. Especially as financial institutions are becoming larger through M&A, their activities and systemic risk would affect many other financial services organizations. This universal impact may give a wrong impression of TBTF and discourage the market and policy makers, including bank regulators, from responding to bank problems in a timely manner. One may argue that larger banks are in a better position to manage risk through diversification rather than by incurring additional risks. However, combined financial institutions are more interested in maximizing shareholders' return by reallocating their portfolios to higher-risk, higher-return investments. Current forces and trends in the financial services industry that have encouraged consolidation, convergence, and competition in the industry are:


	Changes in regulations

	Information technology

	Global marketplace

	Capital standards

	Supervisory activities

	Continuous quality improvement

	Valuation process



Recently, the governments of the United States, United Kingdom, and Europe have promoted and encouraged consolidation in the financial services sector. Regional banks have now become global. A few of the major M&A in the U.S. banking sector are listed next.


	Chase Manhattan Corporation with J.P. Morgan & Company

	Firstar Corporation with U.S. Bancorp

	First Union Corporation with Wachovia Corporation

	Fifth Third Bancorp with Old Kent Financial Corporation

	Summit Bancorp with FleetBoston Financial Corporation

	Golden State Bancorp, Inc. with Citigroup Inc.

	Dime Bancorp, Inc. with Washington Mutual

	FleetBoston Financial Corporation with Bank of America Corporation

	SunTrust with National Commerce Financial Hibernia National Bank with Capital One Financial Corporation

	Bank One with JPMorgan Chase and Company7



Information Technology

The rapid progress in IT has had a profound effect on the economy in general and the financial services industry in particular. IT has a great impact on the financial services and banking sector. With the help of IT, people can transfer funds between different accounts at the tip of their fingers. With the help of mobile and online banking, everything is easy. There has been some innovative mobile banking applications in the industry. Several banks offer a huge set of capabilities with their mobile applications. For example, leading banks such as Citi, Wells Fargo, State Farm's Bank, and J.P. Morgan Chase offer remote deposits, the ability to initiate or approve wire transfers and outgoing payments for corporate customers, and the ability to view transaction details, manage exception items, and monitor intraday activity.8

Technological advances have increased economies of scale and scope in the financial services industry. These advances have encouraged more consolidation, convergence, and competition in the industry and have shifted the traditional delivery of retail financial services toward electronic delivery modes that do not rely on a branch network. Indeed, many banks have replaced their full-service branches with supermarket branches that offer a variety of financial services, including ATMs and Internet banking.

The new technology, including e-commerce, business to business (B2B), and Internet banking, provides both financial services organizations and their customers with a greater degree of information efficiency. This information efficiency can significantly speed up the movement of the financial services and products offered by financial institutions toward commoditization. Global access to the Internet and especially Internet banking make customization of financial products and services less possible because they can be easily replicated by competitors. As customers gain access to more information and more readily available information, they can shop more competitively for financial products and services and can easily change providers. This suggests that future markets for financial services and products will be very competitive, and only those large institutions with opportunities for economics of scale and scope that offer the best-quality financial services and products at the lowest cost will survive. Technological advances may have increased economies of scale and scope in producing financial services by creating opportunities to improve efficiency and increase value through consolidation.

“Electronic banking” is a generic term that covers a broad range of financial services provided by banks. These services include: (1) the traditional electronic services, such as telephone banking, credit cards, ATMs, and direct deposits; (2) maturing electronic services, such as debit cards and electronic bill payment (e.g., Financial Electronic Data Interchange); and (3) developing electronic services, such as stored-value cards, Internet banking, and online investing. One of the current challenges in the financial services industry, especially banking, is the proper development of electronic commerce including the issues of customer identification and account verification for online purchases. The Internet is also changing the way financial institutions operate because customers now have unlimited choices of both financial services and pricing online, and often it is cheaper to complete transactions electronically than to use paper or the telephone. For example, banks now can conduct the majority of their financing and cash management services to automobile dealers across the nation over the Internet. The use of the Web in the financial services industry can achieve the three goals of marketing: information, delivering financial services, and improving customer relationships.

Electronic banking is growing rapidly as a result of continued development and advances in processing, analyzing, and transmitting vast quantities of data electronically. The key factors that are encouraging and facilitating the rapid growth of the use of electronic commerce and banking are convenience, confidence, and complexity.9 “Convenience” reflects the availability of both human and physical resources required to optimize the use of electronic commerce in conducting and processing business transactions. “Confidence” refers to the assurance provided by electronic commerce in security, privacy, and the authentication of transactions and parties as well as safeguarding resources and data and reducing the risk. “Complexity” refers to the extent that the key features of electronic transactions can be easily standardized, automated, understood, and used by the parties to the transactions.

Electronic banking has created a convenient and an efficient financial services environment within which banks and their customers are able to transact a variety of financial services at virtually any time. Financial institutions' recent statistics reveal that: (1) approximately 40 percent of U.S. banks now have Web sites through which they communicate with their customers; (2) about 15 percent provide Web sites that can be used to conduct financial services transactions; and (3) over 50 percent of large banks (over $500 million in assets) provide Web sites for their customers' convenience to conduct banking transactions.10 Through the use of Internet and Web sites, banks are now able to standardize and automate many of their financial services, such as loan services. In the past several years, B2B has evolved from being a facilitator of traditional business to a transformer of business in its entirety. Although B2B has revolutionized the global marketplace, it has not been fully utilized in the financial services industry. Online and electronic baking services have been much easier with the introduction of mobile banking. Mobile banking offers corporate customers the ability to deposit physical checks into bank accounts by simply taking pictures of the front and back of checks with their smart phones. New technology, such as near field communications technology, allows secure, two-way payment communications between mobile phones.11

Businesses of all sizes can benefit from Internet banking. Small businesses where cash flow is king benefit from Internet banking just as much as large corporations where continuous improvement in efficiency and effectiveness is the main goal of top executives. Internet banking can provide an online, real-time cash management tool by:


	Offering up-to-the-minute cash balances on checking and money market accounts

	Making free domestic wire transfers

	Viewing checks that have cleared

	Transferring funds

	Authorizing automatic payments

	Downloading data to computer applications



Internet banking also can be beneficial to large corporations in: (1) promoting B2B transaction processing; (2) establishing direct deposits for employee paychecks; and (3) authorizing payment of funds electronically that are immediately deposited into a vendor's account. Internet banking has not yet been universally accepted and used by businesses; breaking away from the traditional brick-and-mortar banks and moving into online banking takes time. Internet banking is now considered a handy (but still optional) way of doing banking transactions, but soon it will evolve into a high-priority requirement for conducting effective financial services activities.

Technological innovations have made financial products and services more standardized and commoditized, and these products and services are offered through electronic media (phone, e-mail, Internet, PC), which is much cheaper than offering them through traditional brick-and-mortar buildings.

In summary, technological advances, including the Internet and mobile banking applications on smart phones, are significantly changing the ways in which banks offer financial products and services. The Internet and the mobile banking applications provide banks with new opportunities and challenges of reevaluating their existing delivery channels and business activities, developing new online financial products and services, taking advantage of cost efficiencies, satisfying existing customers' demands, reaching new customers, and securing customers' privacy. Bank regulators, including the Office of the Comptroller of the Currency (OCC), have revised their regulations to reflect the use of new technologies by banks. For example, in 1996, the OCC revised its data-processing regulation to reflect the use of electronic activities by banks (61 FR 4849, February 9, 1996). The OCC issued “Technology Regulations and Publications for Financial Institutions” in April 2010. It addresses the regulations and publications including the Federal Deposit Insurance Corporation (FDIC) financial institution letters, OCC advisory letters, alerts, and bulletins, the Federal Reserve Board Supervision and Regulation Letters, and the OTS Chief Executive Officer Memoranda and Regulatory Bulletins.12 This Internet Banking Handbook and other OCC-related technology handbook series are available on the OCC Web site (www.occ.treas.gov).

Global Marketplace

The globalization of capital markets and the demand for investor protection in response to financial scandals worldwide (e.g., Enron, WorldCom, Parmalat, Ahold) also requires consistency and uniformity in regulatory reforms and corporate governance practices. Before 1960, only a handful of banks had operations based outside the United States. Macroeconomic factors, such as the cost of capital, stage of the business cycle, and federal monetary policy, have influenced the inclination to grow overseas and become global. From the 1960s to the 1980s, U.S. banks started making their presence felt abroad.13

Competition among global capital markets can be healthy in producing adequate levels of protection for investors through right-balanced regulatory reforms. Since governments have eliminated barriers for the free flow of capital, international finance has changed a lot over the last two decades. Countries have opened up their domestic economies to foreign financial institutions and there has been a global integration of financial institutions. International regulation over this foreign integration of the financial industry is required, a fact that has been noted by lawmakers and policy makers.14

Global financial considerations are important issues that should be thoroughly examined to determine whether the financial sector is functioning effectively toward its goal of facilitating capital accumulation and enhancing real economic growth. The social cost of the global financial crises can be significant due to high unemployment rates following the crises. A sound macroeconomic policy of anticipating potential crises in the financial services industry and taking proactive actions to prevent them can be an effective way of dealing with national financial crises. However, even good macroeconomic policies would not be effective in dealing with global financial crises. More reliance on global market forces can be the most effective and efficient way of preventing global financial crises.

Market-driven forces are the result of: (1) the global competition in the financial services industry through the use of Internet banking and (2) demand by global customers for more convenient and broader financial services provided by technology. Recently there have been profound and fundamental changes in the way customers handle their financial services, mostly driven by the Internet. In the near future, providing financial services through national branching may be less relevant in conducting banking business. Local banking and even national branching may become obsolete under the new electronic delivery of financial services. Thus, the requirement for reform, particularly in the area of electronic delivery of financial services, is critical in order to keep up with all the changes that are affecting the industry.

To compete successfully in the global marketplace, financial institutions are adopting a new management philosophy of becoming more aggressive, leaner, more adaptable, more performance-oriented, and more responsive to market value. Banks are also realizing that to compete successfully in a global market, they have to move away from traditional commercial services into investment and asset-management businesses. Global capital markets are classified into those with an inside system (IS) or an outside system (OS). In an IS, in such countries as France, Germany, and Italy, there is a high level of ownership concentration, illiquid capital markets, and liberal regulation of capital markets. Conversely, in an OS, in such countries as the United Kingdom and the United States, there is a widely dispersed ownership, liquid capital markets, an active market for corporate control, and strict regulation of capital markets.

Too Big To Fail Misperception

The recent wave of consolidations in the financial services industry has resulted in fewer but bigger financial institutions. Often they are perceived as too big to fail (TBTF) Financial services and products of banks, insurance companies, mutual funds, and brokerage firms that once were distinguishable and had separate roles are now integrated. Large American companies, particularly huge banks, may believe that they are TBTF. Moral hazards can be raised if these TBTF firms assume that the government's reluctance to hold them accountable for business failures signals aversion to tough regulatory reforms and actions. To minimize this perceived moral hazard, the government plans to establish stricter regulations for the financial service industry to prevent significant adverse impact of failures of large companies. Recent debates suggest that different sizes of financial services organizations may receive different regulatory scrutiny and treatment. The elite of large public companies and banks may receive protection and benefits from the perception by policy makers, regulators, and capital market that they are TBTF. The common definition of TBTF firms is that these firms are so large that their failure will threaten the overall financial stability of the nation and thus government bailout is the only way to rescue them. Investors are concerned about the failure of these institutions, and markets tend not to discipline them adequately and regulators have not developed the proper tools to monitor them.

The TBTF perception may be detrimental if these financial companies do not receive adequate scrutiny from regulators and enjoy favorable treatment from regulators and market, particularly during the recent financial crisis and government's Troubled Asset Relief Program (TARP) program. Anecdotal evidence suggests that an important detrimental effect of TBTF protections is the subsidy of the TBTF banks at the expense of regional and smaller banks.15 That is, the cost of capital of these TBTF banks can approach zero when the government implicitly and continuously guarantees their existence and rescues them from failure due to the lack of sustainable performance. TBTF protections concern investors, taxpayers, and policy makers, because about half of the reported profits of TBTF are basically subsidized by taxpayers. Congress passed the TARP in the aftermath of the Lehman Brothers failure in order to bail out and rescue TBTF institutions in a period of financial turbulence. The TARP has been perceived as government commitment to the TBTF policy for major banks and corporations. An implied result of the TBTF policy is the gap formed between the interest rates that smaller banks owe to derive the deposits and otherwise borrow funds. The rates for the TBTF banks would increase, since they are now able to borrow all their funds, including the big and the small deposits, with the federal government standing at their backs.16

Financial institutions have gone through significant changes with advances in technology, financial engineering, financial innovation, and deregulation. Consolidation, convergence, and competition have caused profound changes in the role of financial institutions. Traditionally, financial institutions have issued claims to back their holdings of primarily private illiquid assets. Today, financial institutions assist their customers in holding and managing highly diversified portfolios of marketable securities (e.g., pension funds, mutual funds) at low cost. Financial institutions are different from most other businesses. To demonstrate and better understand these differences, it is helpful to discuss the historical perspective of American banking.

Historical Perspective of American Banking

During the early life of the banking industry in the United States, banks operated locally with strict branch restrictions and negative perceptions regarding large and centralized financial institutions. This is evident by the opposition and refusal of renewal of charters of the First and Second Banks of the United States in the early nineteenth century.17 There was a deep-seated distrust that large federal financial institutions would seek financial power and attempt to maximize their owners' profit at the expense of the broader public. Branching was not common or possible, primarily because of lack of sufficient technology to support inexpensive long-distance communication. Another impediment to branching by national banks was the general belief that the National Banking Act, passed during the Civil War, prohibited it. To promote more banking activities, an act was passed in 1900 that lowered the minimum capital requirements to establish a new national bank in a small town. As a result, during the early years of the twentieth century, there were over 13,000 banks in the United States with only 119 branches. The significant number of bank failures, especially of small banks during the 1920s and in the early years of the Great Depression, proves that large banks with branches were more resistant to failure. Thus, policy makers began to consider liberalization of the banking system by allowing branching as a means of diversifying individual bank portfolios and failure risk and by strengthening the banking system.

High interest rates and inflation in the late 1970s and early 1990s, coupled with inadequate and inappropriate policy and regulatory response, forced deposits out of banks and thrifts into money market funds and open-market instruments. This move was the major cause of the savings and loan crises of the 1980s and bank problems of the late 1980s and early 1990s. However, this crisis underscores the importance of market discipline and market-oriented forces over regulatory requirements, which in turn encourage deregulation in the financial services industry.

The passage of national deposit insurance in 1933, which guaranteed the stability of the banking system, encouraged many states to liberalize their branching laws. During the past three decades, three factors have encouraged substantial increases in the number of M&A in the banking industry:


1. In the early 1990s, more than 36 states authorized statewide branching.

2. States passed laws allowing BHCs from other states to buy banks within their borders with the restriction of operating these interstate acquisitions as separate banks.

3. The passage of the Riegle-Neal Interstate Banking Act of 1994 eliminated interstate banking restrictions. Banks now had the opportunity to have branches nationwide, which set the stage for the significant acceleration for M&A of financial institutions.



In the late 1990s and 2000s, banks faced the challenges of the subprime mortgage crisis affected by the burst in the housing market and substantial home foreclosures. In order to stabilize the financial system during the financial crises due to subprime mortgage in late 2007 and 2008, several bailouts were implemented by the governments in the United States, the United Kingdom, and some western European countries.

The next section on the recent trends in the financial industry elaborates on the subprime mortgage crises and the collapse of securitization market.

Current Trends in the Financial Services Banking Industry

Today's ever-changing business environment has created substantial challenges for all businesses, especially those in the financial services industry. These changes require management to establish a proper business strategy to compete effectively in the global market. Management should focus on value-added activities that contribute to improvements of the cash flow–based value of the business and its potential market value by identifying the key drivers of value. In the late 1990s, the banking industry showed record profits, improvement, and diversity in operations, which were reflected in their valuations. In addition, reasonable stable interest rates and favorable regulatory changes helped banks to improve their values.

The banking problems of the early 1990s encouraged the issuance of the 1991 FDIC Act amendments, which sharply raised bank deposit insurance premiums. The reduction of short-term interest rates by the Federal Reserve in the early 1990s encouraged banks to borrow short and lend long, which helped banks to get back to better financial health and generate excess capital for new acquisitions. In 1994, Congress passed the Riegle-Neal Interstate Banking Act, which allowed consolidation across state lines. This Act made interstate banking much easier by capping the amount of domestic deposits that a bank could hold at 10 percent of the national aggregate. The financial services industry has undergone significant changes in recent years. The financial crisis caused a significant economic downturn in the United States comparable to the Great Recession in the 1930s where the real gross domestic product was lowered below 6 percent annual rate and monthly job losses averaged about 750,000.

Recent Crises in the Financial Industry

In 2008, the National Bureau of Economic Research declared that the United States had been in a recession since December 2007. In March 2009, the Dow Jones Industrial Average had fallen in value 54 percent from its peak in 2007, a greater amount than the decline of 1937–1938, when it fell 49 percent. Home foreclosures in the United States reached record highs in late 2008 and continued to increase into 2010. By mid-2010, 15 percent of mortgage borrowers nationwide were at least one payment past due. The U.S. unemployment rate reached over 10 percent in mid-2010. Commercial banking giant Citigroup required a massive government guarantee against losses and an injection of cash to prevent failure. All but two major financial services firms (Goldman Sachs and Morgan Stanley) have failed or been acquired and these two firms converted to commercial BHCs. AIG, one of the largest insurance companies, was bailed out by the U.S. government. The financial crisis hit the financial services industry hard. By August 2009, the FDIC reported that the list of troubled banks had climbed to over 400 banks, the highest level in 15 years.

Banks, insurers, and the financial industry worldwide have reported approximately $1.1 trillion in losses since the subprime mortgage crises from 2007. The majority of the losses are owed to the 17 globalized banks, better known as LCFIs. Out of those 17 banks, nine banks failed, were nationalized, or were funded by the government. In order to prevent the collapse of the global financial industry, the U.S., U.K., and European governments pumped money into the financial system. This money not only saved the banks from a disastrous collapse but also offered liquidity. The subprime crises also caused a credit crunch in the global economy.

The LCFIs formulated an origin to distribute strategy (OTD). The strategy included not only the originating consumer and corporate loans but also packaging the loans together creating CDOs, whose value is based on loans, and eventually delivering the securities to investors and clients. The OTD strategy not only maximized the fee income for LCFIs but also reduced capital charges with securitized loans. This strategy further helped LCFIs to transfer the risks associated with loans backed by securities to investors and clients. Through the securitization process, LCFIs managed to sell home mortgages and credit card loans to everyone, including subprime borrowers. Eventually, by 2006, the whole system had become a vicious circle. The borrowers were taking new loans to pay off the old ones. Once the real estate prices hit a peak and started falling, the nonprime borrowers could not refinance and loan defaults eventually led to the subprime mortgage crises.

The LCFIs and the globalized banks desined highly aggressive terms, which included interest-only provisions and high loan-to-value ratios for commercial mortgages, corporate sector, and homeowner mortgages. These terms reflected the highly imprudent nature of the policies and practices being followed by LCFIs. The market had become so aggressive that the basic rules to offer mortgages and loans were compromised and ignored completely. LCFIs did not screen borrowers before offering the loan; nor did they monitor the borrower postloan behavior. At the same time, LCFIs were still exposed to risks contained in contractual commitments made on the paper. By mid-2007, all the global banks and LCFIs faced with huge losses as the securitization markets collapsed. The existing control mechanisms, such as the regulatory policies and the internal risk mechanism for the LCFIs in the financial industry, were not sufficient to control the disruptive conflicts of interest and high risk-taking attitute. LCFIs have already been called TBTF.18

Troubled Assets Recovery Program

The decision to let Lehman Brothers and Bear Stearns collapse destroyed the assumption of government backing up the debts of major banks faced with bankruptcy. After the Lehman Brothers collapse, the government started TARP to provide hundreds of billions of dollars to support the financial industry.19 TARP was created to strengthen the financial sector of U.S. financial institutions. It is one of the biggest and most vital measures taken by the government to rescue financially distressed companies from the subprime mortgage crises in 2008. The intention behind the creation of TARP is to bring liquidity for troubled assets, which could include CDOs. CDOs were sold in the booming economy until foreclosures started significantly impacting the underlying mortgages/loans. As per TARP, the U.S. Department of the Treasury can purchase up to $700 billion in troubled assets, defined as:



A. Either residential or commercial mortgages and any securities, obligations, or other instruments that are based on or related to such mortgages, that in each case was originated or issued on or before March 14, 2008, the purchase of which the Secretary determines promotes financial market stability.

B. Any other such financial instrument that the Secretary, after consultation with the Chairman of the Board of Governors of the Federal Reserve System, determines the purchase of which is necessary to promote financial market stability, but only upon transmittal of such determination, in writing, to the appropriate committees of Congress.20





The Treasury can then purchase the hard-to-value illiquid assets from banks and financial institutions. TARP has a restriction stating the banks and financial institutions cannot use the money to regain their losses already incurred with the troubled assets. The program has been created with the intention that these troubled assets can be traded once again and their prices will stabilize, and ultimately both parties—the Treasury and the banks—can gain from the trading. Another important objective of TARP is to encourage banks to start lending again to other banks as well as to consumers and businesses. TARP is seen as “revolving purchase facility.” The Treasury's initial cap on TARP spending is $250 billion. After purchasing the assets with this money, the Treasury can either sell them or hold them to collect coupons. The money proceeds from the sale will be reinvested to facilitate more purchases of assets. However, the $250 billion cap can be increased to $350 billion, depending on the president's certification to Congress that such an increase is required. The balance of TARP funds will be released once the Treasury submits the detailed plan to Congress of how the money will be spent.

Government Bailout

In the United States, after the government-brokered sale of investment banks Bear Stearns and Lehman Brothers, Treasury secretary Henry M. Paulson and Federal Reserve chairman Ben Bernanke proposed a $700 billion bailout for the stabilization of the financial institutions in September 2008. The proposal, called the Troubled Asset Relief Program, had full support of former president George W. Bush. Although it was fully supported by the Democrats in Congress, most Republicans opposed it. It faced a lot of resistance before the money was released in a series of loans to financial institutions in order to stave off a global depression. In the course of next three months, Paulson pumped $350 billion into banks. This did not comply with the original plan of buying toxic assets, which essentially consisted of mortgage-backed securities (MBSs). In order to offer some liquidity in the economic system, the Federal Reserve cut interest rates to zero and bought back billions of dollars of MBSs. It also offered other extraordinary measures to provide liquidity. In 2009, the federal government decided to use the remaining TARP funds in partnership with private investors to buy as much as $2.5 trillion in toxic assets. Banks that were on the verge of recovering from the crises stayed away from this part of the program.

On June 9, 2009, the Treasury decided to ask ten banks to repay the Federal government and exit the TARP program. As a result, in December, Bank of America announced a plan to repay $45 million to the government. Citigroup is in the process of obtaining the permission to repay the balance amount of $20 billion to the government by selling its stock. Treasury officials estimate that the government would earn $19 billion in profit as a result of the bank loans.21

Regulatory Reforms

Financial regulation has a number of objectives, including safety and soundness, fair disclosure, avoidance of abuses, competitiveness, resource allocation, and fair treatment. These objectives are not mutually exclusive and are independent and often conflict. For example, the requirements of the CRA may conflict with permission to branch and combine within the financial services industry. Another example is the capital adequacy requirement and the permission to expand by consolidation and convergence. Consolidation and convergence resulting from deregulation and technological advances require proper attention to safety and soundness in the financial services industry. Vigilant, prudential supervision is essential to prevent excessive risk-taking by financial institutions under the newly established financial structure. Consolidation and convergence create large financial services organizations that present special challenges for regulatory authorities and supervisors because the failure of a large financial organization can have a severe effect on the financial system. Thus, bank supervisors in many countries have a TBTF policy that protects all depositors at a big bank (whether insured or uninsured) if the bank fails. The problem with this policy is that it may increase moral hazard incentives of big banks to take on excessive risk and therefore reduce market discipline.

Banks are regulated organizations operating under specific regulations issued by states and national agencies. One of these regulations is the requirement of the safety net by lowering the cost of banking, which (1) gives banks a competitive advantages over other financial institutions; (2) reduces substantially the concern about banks' financial risk, going concern, and creditworthiness; (3) encourages bank management to take more risk, which may impair the realistic balance between risk and reward (moral hazard) and create risk incentive distortions, allowing banks to obtain funds more cheaply by protecting customers who deal with banks through governmental subsidy; and (4) requires that taxpayers, who eventually bear the cost bailing out banks, protect themselves through the supervision and regulations of bank activities.

The U.S. government has responded to the financial crisis through both fiscal and monetary policies. Policies were intended to mitigate the impacts of the financial crisis and have been extensively and inconclusively debated, primarily because our economy is still weak, unemployment is high, home foreclosures are growing, and more government support is needed to ensure economic growth and reduce the likelihood of another recession and economic meltdown. The positive effects of these policies can be attributed to the fiscal stimulus and financial market, reforms, initiatives and mechanisms including TARP, the Fed's quantitative easing of and prime rate reduction, the Dodd-Frank Act of 2010,22 and bank stress tests.

The effectiveness of these monetary and fiscal policies has been highly debated, with no consensus regarding the effects of each policy initiative. Nevertheless, many policy makers and the U.S. government, in justifying their policy responses to the financial crisis, argue that had they not reacted aggressively and timely, the economy might still be shrinking; unemployment might be much higher with no potential growth and high costs to tax payers.

The Federal Reserve undertook several initiatives to mitigate the negative impacts of the financial crisis:


	Extending credit facilities to financial institutions and thus improving market liquidity.

	Lowering interest rates to eventually a zero-interest-rate policy by the end of 2008.

	Taking several quantitative measures to reduce long-term interest rates and purchase Treasury bonds and Fannie Mae and Freddie Mac MBSs.

	Increasing deposit insurance limits and guaranteeing bank debt.

	Ordering the 19 largest BHCs to conduct compensation stress tests to ensure that they have sufficient capital to withstand financial difficulties and be able to raise needed capital.



Congress also passed the American Restoration and Recovery Act (ARRA) in early 2009. Both TARP and ARRA have been criticized for their ineffectiveness in bringing timely stability to the financial system, cost inefficiency, using taxpayer's money to bail out financial institutions that triggered the financial crisis, and low speed in lowering the unemployment rate. The perceived benefits of both these monetary and fiscal policies are their impacts on preventing further financial crisis and possible double-dip recession.

Dodd-Frank Act of 2010

On July 21, 2010, President Barack Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, which is cited as the most sweeping financial reform since the Great Depression. The Act is named for Senate Banking Committee chairman Christopher Dodd (D-CT) and House Financial Services Committee chairman Barney Frank (D-MA), and its provisions pertain to banks, hedge funds, credit rating agencies, and the derivatives market. Dodd-Frank is about 2,300 pages, and more than 200 regulations that will arise from it have not yet been written. Dodd-Frank authorizes the establishment of an oversight council to monitor systemic risk of financial institutions and the creation of a consumer protection bureau within the Federal Reserve. Dodd-Frank requires the development of over 240 new rules by the SEC, the Government Accountability Office (GAO), and the Federal Reserve to implement its provisions over a five-year period.

Many provisions of Dodd-Frank are considered positive and useful in protecting consumers and investors, including the establishment of a consumer protection bureau and a systemic risk regulator and provisions requiring derivatives to be put on clearinghouses/exchanges. The new Consumer Financial Products Commission will make rules for most retail products offered by banks, such as certificates of deposit and consumer loans. The Act requires managers of hedge funds (but not the funds themselves) with more than $150 million in assets to register with the SEC. Some provisions are subject to study and further regulatory actions by regulators, including the so-called Volcker rule, before they are implemented. Dodd-Frank fails to address the TBTF misconception, the inefficiencit practices at Fannie Mae, Freddie Mac, and the housing agencies and the excessive use of market-based short-term funding by financial services firms.

Dodd-Frank is intended to minimize the probability of future financial crises and systemic distress by empowering regulators to require higher capital requirements and establish a new regulatory regime for large financial firms, by developing regulatory and market structures for financial derivatives, and by creating systemic risk assessment and monitoring. Dodd-Frank created a Financial Services Oversight Council (FSOC) that identifies and monitors systemic risk in the financial system. The FSOC recommends appropriate leverage, liquidity, capital, and risk management rules to the Federal Reserve. The FSOC can practically take control of and liquidate troubled financial services firms if their failure would pose significant threat to the nation's financial stability. Complete implementation and effective enfocement of provisions of Dodd-Frank are expected to promote and strengthen safer and robust financial service firms, more stable and liquid financial market, more improved investor confidence, better protection for investors, more efficient capital markets, and sustainable economic growth and prosperity.

Former Federal Reserve chairman Volcker has made these suggestions for structural changes and improvements in markets and market regulation:23


1. Macroprudential regulation.

2. Separation of investment banking from commercial banking and other banking activities that can be better managed by the existing supervisory system.

3. Refinement of the financial system, particularly the mortgage market, which currently is broken.

4. Redesigning the business school curriculum to focus on risk assessment and market externalities as well as training the most competent and ethical future business leaders.

5. Better balanced supervisory authorities and responsibilities between central banks and the Federal Reserve.

6. Eliminating the basic disequilibrium in the real economy in order to move out of the recession.

7. “Potentially cumbersome” council of regulations.

8. Pure reliance on judgment of regulators and individual institutions can be challenging.

9. Procyclicality of being proactive rather than reactive.

10. Proper risk management.

11. Excessive derivatives that have exceeded the need for hedging.

12. Controlling and supervising money market funds.

13. The importance of the Dodd-Frank Act of 2010.



An effective regulatory reform creates an environment under which companies can operate in achieving sustainable performance, being held accountable for their activities, and providing protections for their investors. The regulatory environment of the banking industry is further discussed in Chapter 3.

Corporate Governance

The Dodd-Frank Act is intended to improve corporate governance effectiveness and disclosures in many areas, including shareholders' nonbinding or advisory votes on “say on pay” and “say on golden” parachutes that give payments to executives associated with M&A and major asset transactions. Companies also are required to disclose: (1) the relationship between senior executive compensation and the company's financial performance in terms of graphs and charts; (2) the ratio of chief executive compensation and the median total to employee compensation excluding the chief executive's compensation; and (3) whether employees or directors are allowed to hedge against a decrease in value of options included in their compensation scheme.

Other corporate governance provisions of the Dodd-Frank Act are:


	Rules pertaining to compensation committee independence and standards on avoidance or conflicts of interest associated with retaining compensation consultants

	Corporate “claw-back” policies for reclaiming incentive-based compensation from formal and current executive officers when the company subsequently restates its financial statements due to material misstatement

	Revision of rules pertaining to the ability of brokers to vote proxies without instruction from beneficial holders, thus prohibiting brokers from voting on compensation matters

	Rules on shareholders' ability to nominate director candidates



For the purpose of discussing the key issues in the global economy, a group of 20 finance ministers and central bank governors was formed in 1999. During their meetings, a great deal of emphasis was placed on corporate governance. Good corporate governance is critical for sustaining the financial institutions. The G-20 meetings emphasized entrenching the good corporate governance culture.24 The corporate governance structure, including its principles, mechanisms, and functions, is discussed in depth in Chapter 3.

Capital Standards

The 2007–2009 financial crisis and resulting global economic meltdown signify unhealthy financial environments and lack of capital adequacy in the financial services industry, especially banks. Frequent bank failures resulting from inadequate capital or fraudulent activities can cause substantial losses to the insurance fund. Capital standards determine how much of banks' operations should be funded by equity as opposed to debt. The general perception is that equity is expensive and that increasing capital requirements will raise the cost of capital and thus weaken banks' lending potential. Furthermore, banks prefer debt financing over equity because debts lower the amount of taxes. Banks and banking organizations have established internal risk management processes in evaluating risks for capital adequacy. These processes consist of four elements: (1) identifying and measuring all material risks; (2) relating capital to the level of risk; (3) stating explicit capital adequacy goals with respect to risk; and (4) assessing conformity to the institution's stated objectives. In 1988, the Basel Accord established the Basel Committee on Banking Supervision in an attempt to (1) create a level playing field for international banks to compete effectively in the global market, (2) provide a common international definition of bank capital, and (3) establish risk-based capital standards for banking organizations worldwide.

The Basel Committee assesses capital adequacy based on a set of three so-called pillars: minimum capital standards, supervisory oversight, and market discipline.25 Pillar 1 requires sound minimum capital standards that effectively and accurately distinguish degrees of credit risk based on a standardized approach that ties capital requirements to external credit assessments (e.g., credit ratings), and banks' own internal ratings according to their estimates of default probabilities and unique risk profiles.

Pillar 2 of the Basel Committee requires vigilant supervisory oversight and review of capital adequacy by focusing on these principles. Supervisors:


	Have the authority to require banks to operate above the minimum regulatory capital ratios.

	Should require banks to assess and maintain overall capital adequacy in relation to underlying risks.

	Should review and evaluate the internal capital adequacy assessments and strategies of banks as well as their compliance with regulatory capital ratios.

	Should intervene at an early stage to prevent capital from falling below prudent levels and should require remedial action quickly if capital becomes inadequate.



Pillar 3 of the Basel capital framework relates to market discipline, which gives banks more incentive to manage their risks and maintain adequate capital. The effectiveness of market discipline and supervision depends on whether banks disclose timely, accurate, and reliable information regarding their capital structure and risk exposures. Based on the relevant and objective information disseminated to the market, market participants can assess and decide about their own risks in dealing with such institutions. The effectiveness of market discipline in controlling the risk-taking of banks depends on the adequacy of disclosure provided to the market and the reliability and quality of disclosure practices in banks.

The aim of the Basel Committee is to strengthen global capital and liquidity regulations to promote a more resilient banking sector with proper ability to absorb shocks arising from financial and economic stress and to improve risk management, governance, transparency, and disclosures. The Basel Committee addresses the market failures caused by the recent financial crisis and establishes measures to strengthen bank-level and microprudential regulation by issuing the new Basel III banking rules. These rules require banks to hold top-quality capital to 8 percent of their total assets and to modify their stress testing, capital management strategies, and counterparty risk. To comply with rules, banks can increase their capital by issuing new equity or through retained earnings, reduce their risk-weighted assets, or sell off assets and riskier business.

Dodd-Frank establishes stricter requirements and restricts risk-taking. It encourages banks to redesign their business lines and services. To comply with the Act, banks can sell their private equity funds to a third party with the right to manage and run those funds and to get the percentage of increase in value. This practice will produce the same results as holding the funds. Particularly, Dodd-Frank affects regulatory and corporate governance measures of the financial services industry. The Act provides more funding and more information, and provides U.S. regulators with discretionary authority establish, interpret, and enforce new laws. The Volcker rule would prohibit much proprietary trading of banks and their affiliates by establishing strong restrictions on bank investment and hedging activities. It restricts the amount banks can invest in hedge funds or private equity funds to 3 percent of Tier 1 capital. Taken together, Dodd-Frank and Basel III requirements establish more restrictive capital definitions, tougher capital standards, additional capital buffers, higher risk-weighted assets, and higher standards for minimum capital ratios. Capital standards for banks are described further in Chapter 4.

Supervisory Activities

Consolidation, convergence, and competition in the financial services industry have created new challenges for policy makers, regulatory authorities, and supervisors in: (1) defining geographic and product markets for antitrust policy implications; (2) establishing more vigilant methods based on new market parameters to preserve the safety and soundness of the financial systems; and (3) establishing a more relevant disclosure system to provide information on the current values of assets and liabilities. The new technological innovations should be used to create secure and reliable disclosure systems based on a real-time, online basis. Since the financial services industry is experiencing an unprecedented merger movement, which is changing the structure of the industry, the role of the Federal Reserve in effective implementation of its merger policy of encouraging competition in the industry is becoming vital.

Financial reporting of financial institutions should properly disclose the distribution of their internal ratings, asset quality, risk measurement, and management practices. Large banks should also attempt to strengthen their supervisory information systems. The supervisor's role in identifying and assessing weakness in financial institutions in the midst of strong economic conditions is crucial, primarily because bank supervisors are assuming an important public trust with a great responsibility of: (1) minimizing fraud incidents and excesses in the banking system, (2) reducing losses to insurance funds, and (3) maintaining a stable and productive banking system. The Dodd-Frank Act broadens the supervisory and oversight role of the Federal Reserve Board to include all entities that own an insured depository institution and other large and nonbank financial services firms that could threaten the nation's financial system. The Basel Committee supervisory guidance highlights the application of the Basel Core Principles for Effective Banking Supervision to microfinance activities in order to improve practices on regulating and supervising such activities. The guidance is intended to assist global banking organizations to develop a coherent and comprehensive approach to microfinance supervision. Supervision provisions of both the Dodd-Frank Act and the Basel Committee are discussed further in subsequent chapters.

Continuous Quality Improvement

An important asset of financial services organizations is their reputation and customer satisfaction and confidence, which are not measurable and are unrecognized in their financial statements. Financial institutions whose reputation is sound can compete more effectively in the global market. An institution whose reputation is impaired has a harder time regaining the confidence of customers, employees, creditors, shareholders, and regulators.

Recent trends of increased complexity of doing business, globalization of the economy, worldwide competition, deregulation, consolidation, and convergence have encouraged financial institutions to apply strategies of continuous improvement in the quality of their services. To remain competitive, financial institutions have begun to place a high premium on improving the quality of their services, meeting customers' expectations, and ensuring financial integrity. Financial institutions can achieve continuous improvements in the quality of their financial products and services by:


	Identifying the nature of their financial products and services, categories of customers, markets, competitors, regulatory environment, and key quality attributes. For example, direct competitors would be other banks, credit unions, savings and loan associations, and finance companies. Indirect competitors would include brokerage firms, insurance companies, and other financial service providers. However, the direct competition among banks, insurance companies, and securities and brokerage firm's increases as financial services providers continue to take advantage of convergence opportunities provided by the GLB Act of 1999.

	Stating their quality mission and goals, as they are perceived by customers, and establishing appropriate methods of execution to attain these goals. Doing this typically involves establishment of the mission of attaining high levels of customer satisfaction with a goal of attracting and retaining customers. The method of execution entails eliminating a customer's “expectation gap” by understanding customers' expectations and meeting them. To eliminate the expectation gap, banks should consider the quality expectations of different segments of customers served, including individual depositors, small businesses, commercial customers, institutional customers, and services provided to other financial institutions.

	Obtaining top-level management commitment to continuous quality improvements. Top-level executives should set a tone at top that customer satisfaction is the important mission of their financial institution; lack of leadership can cause any quality initiative to fail. The role of senior management should include communication of an understandable mission statement of quality to all employees. Top executives must assume an active role in dealing with customers' complaints, quality problems, and customer service.

	Empowering employees to use their judgment in dealing with customers. Internet banking, global competition, consolidation, and convergence caused by technological advances and deregulation create a need for better-trained, highly motivated, more productive, and more empowered employees. Development of quality programs for employees consists of monthly quality meetings, assignment of senior executives to quality programs, discussion of quality issues in general management meetings, quality recognition programs, and quality videos.

	Gathering and analyzing relevant information related to customers' needs, products, and services as well as internal operations, suppliers, and competitors. The information gathered should be analyzed to develop actionable responses in both short- and long-run planning. These actionable responses include criteria for targeting problem areas, proving appropriate information, and implementing responses. Surveys of customers chosen at random or as members of special groups (e.g., closing out accounts, opening new accounts, special services) can provide valuable quality information. These surveys can evaluate adherence to appropriate procedures and determine why customers are leaving or opening new accounts.

	Ensuring compliance with four privacy requirements of the GLB Act as well as other privacy legislation to protect and safeguard the privacy of customers' personal information. The GLB Act requires each financial institution to (1) establish and annually disclose a privacy policy; (2) provide customers the right to opt out of having their personal identifiable information shared with nonaffiliated third parties; (3) not share customer account numbers with nonaffiliated third parties; and (4) abide by regulatory standards to protect the security and integrity of customer information. The passage of the GLB Act and the public outcry over privacy issues has encouraged almost all states to introduce privacy bills primarily directed toward financial institutions to give consumers choice and control over the information collected about them.

	Providing training for all personnel, including executives, managers, and employees, to get involved in quality-related activities to make continuous improvement in quality and productivity. This training process must constantly communicate the message of total quality to the various levels of employees and empower them to make appropriate decisions to support this goal. Training programs should teach employees what quality means to customers and how this quality can be provided through each employee's function. Continuous employee training in focusing on customer retention, personal interaction, and customer feedback is necessary to ensure day-to-day quality.

	Recognizing and awarding employees for their commitment to quality. Satisfied and rewarded employees would be more dedicated to improve the quality of their performance. Periodic surveys of employees and information on percentages and causes of turnover can provide valuable input regarding employee satisfaction. As the economy is transforming into a knowledge-based economy, it depends more on human capital than ever before. With the advent of technological developments and financial services over the past 30 years, an increasing number of businesses have become dependent on human resources. Organizations are now paying more attention to their business sustainability and corporate social responsibility, including employee satisfaction.

	Complying with corporate governance measures of the Dodd-Frank Act of 2010 and the 2010 Basel Committee. This material is thoroughly addressed in Chapter 3.



Risk Assessment

One of the overriding causes of the recent financial crisis was the lack of proper risk assessment of subprime mortgage loans. Banks are now paying more attention to risk assessment and taking prudent risks when giving out loans.

The Dodd-Frank Act and the Basel III have higher capital requirements for banks. New ideas, such as that of capital floor, are being proposed for banks. New capital requirements will further act as a supplementary non-risk-based measure to provide bank leverage. The Financial Stability Forum and successor the Financial Stability Board (FSB) are established to promote international financial stability and often acted as a clearinghouse for fresh ideas of global regulation intended to strengthen financial stability through improving risk assessment. The G-20 occasionally has encouraged the Financial Stability Board's recommendations and has supported its efforts to become a global coordinator of banking policy. However, the topic of raising the capital requirements for banks has been debated because, in the current credit crunch, it is hard for banks to raise capital.

The board of directors of banks, particularly its compensation committee, should review executive compensation to ensure that management is not taking too many risks. The compensation committee should meet with the bank's chief risk officers at least annually to check the link between risk management and executive pay. Compensation for bank executives is another area addressed by the Financial Stability Board report because it has now become global issue. It is now considered important to align compensation standards.26

Financial and Nonfinancial Key Performance Indicators

Conventional financial statements provide historical financial information relevant to an entity's financial condition and results of operations. Investors demand forward-looking financial and nonfinancial information on key performance indicators (KPIs) relevant to the entity's governance, economic, ethical, social, and environmental activities. In today's business environment, global businesses are under close scrutiny and profound pressure from lawmakers, regulators, the investment community, and their diverse stakeholders to focus on sustainability and accept accountability and responsibility for their multiple bottom lines of economic, governance, social, ethical, and environmental performance. Organizations worldwide including banks recognize the importance of sustainability performance (SP) and accountability reporting (AR). However, proper determination of SP and AR concepts, guidelines, implementations, and best practices is evolving and remains a major challenge for organizations of all types and sizes.

Traditionally, banks have reported their performance on economic affairs in reports that have become overwhelmingly complicated and irrelevant. Although the primary focus of corporate reporting will continue to be an economic issue to create sustainable long-term shareholder value, the issues of social, ethical, and environmental performance will gain momentum as we look ahead. The sustainability and financial health of banks are the keys to keeping investor confidence high. This sustainability requires public trust in the suitability, reliability, and timeliness of bank's reports in disclosing relevant information on financial and nonfinancial KPIs. The global competitiveness of U.S. capital markets depends significantly on the reliability of KPI information in assisting investors in making sound investment decisions. Financial markets should continue promoting and enforcing sustainability performance and demanding accountability reporting to ensure transparent flows of reliable, accurate, and relevant financial and nonfinancial KPI information to the markets. Doing this requires policy makers, standard setters, regulators, investors, businesses, and educators to collaborate in promoting SP and AR in order to rebuild public trust and investor confidence in corporate America, including financial services firms, and thus to ensure effective functioning of our free enterprise system.

Valuation Process

The current changes in the financial services industry raise two fundamental questions: (1) How much are these financial services firms actually worth? and (2) How should their value be measured? The primary goal of this book is to assist readers in understanding current changes in the industry and their possible impact on the valuation of financial services firms, specifically financial institutions. During the 1990s and the early 2000s, bank earnings grew and many stock prices continuously increased, thereby encouraging more consolidation and convergence in the financial services industry. This continuous rapid pace of business combination in the financial services industry has been criticized on the grounds that consolidation and convergence are happening at high costs and acquirer banks are paying too much for the target banks. The valuation computation process requires answers to these questions: What is being valued? Are we determining the value of the equity of the target? Do we calculate the value of the target company on a long-term basis or a short-term basis? Most M&A are aimed at acquiring the equity of the target company. The three primary issues addressed in this book are: (1) how much banks actually are worth, (2) how to value a target bank, and (3) how much premium over the book value of the target bank the acquirer should pay.

Traditionally, financial institutions have been defined by geographical markets. Thus, when Bank A sought to buy Bank B, it knew what it was buying (e.g., a number of branches, deposits, loans, market share). Today, financial institutions may enter and exit distant markets more freely, they may provide a variety of financial services (e.g., loans, insurance, credit cards, investment, financing), and their customers may buy financial services from a dozen institutions. It is becoming more difficult to value properly an institution because branch networks and bricks and mortar do not count for as much as they used to. Thus, four factors should be considered in the valuation of financial institutions:


1. Reasonably well-run institutions and management operating style

2. Simple earnings streams with stable, straightforward, basic earnings components not too sensitive to macro events such as interest rate changes and regulatory changes

3. Sustainable performance

4. The lowest price-to-earnings ratios



Conclusion

In this chapter we examined current changes, such as consolidation, convergence, globalization, competition and regulatory reforms, that have significantly affected the structure and characteristics of financial services firms. The potential impact of these changes on the value of financial institutions will be discussed throughout this book. However, the traditional valuation methods of focusing on branches, deposits, and market share may not be appropriate for the valuation of currently formed financial holding companies. Core deposits, branch networks, and bricks and mortar are worth less than they once were. Technology and deregulation are two major factors driving the wave of consolidation and convergence in the financial services industry. Technological advances such as image processing, networking, and Internet banking enable larger banks to achieve additional cost savings and synergies, which might have resulted in the booming consolidation and convergence activities in the industry.

Deregulation (e.g., Riegle-Neal Act of 1994; GLB Act of 1999) virtually eliminated both geographic and product barriers in the U.S. financial services industry, which has been through significant structural changes in the past decade. Product and geographic deregulation, especially in the banking industry, coupled with increased global competition and technological innovations, has produced potential and likely acceleration of consolidation and convergence. Financial services organizations have responded to these changes by attempting to strategically position themselves for future challenges and opportunities. Invariably, the consideration of consolidation, convergence, and competition is a significant part of management strategic planning to succeed in this ever-changing economic and business environment. Thus, the valuation and financing aspects of M&A activities in the financial services industry will continue to be of significant interest to the business community in general and financial institutions in particular.

The GLB Act publicly and officially permits cross-industry financial conglomerates in the United States, although the cross-industry consolidation has been practiced often in the United States and abroad. FHCs can provide a broad range of financial services, including investment and commercial banking, asset management and distribution services, insurance and securities underwriting services, and even real estate development and investment services. These future FHCs, by consolidating their human and physical resources, will be able to gain economies of scale and scope. This perceived benefit of economies of scale and scope will increase M&A in the financial services industry. The recent financial crisis has created new challenges for financial firms. The Dodd-Frank Act of 2010 and the Basel Committee are addressing these challenges to ensure business sustainability of financial services firms.

The convergence in the financial services industry has raised many concerns including potential excessive market concentration and monopoly power in the industry and the creation of too much systemic risk in the economy resulting from fewer but larger financial services firms that are perceived as TBTF. Furthermore, the bull market in stocks has caused high-valuation multiples paid by the acquirer to buy the target, especially when the target is a public rather than a private company. The study of M&A activities requires consideration and assessment of numerous issues, including strategic planning, valuation, legal and regulatory, accounting, tax, negotiating, and integration strategies. These issues are discussed throughout this book, with the primary focus on their relevance issues for financial services firms.
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Net Income/Average Equity
Bank
Peer

Dividends/Average Equity
Bank
Peer

Dividends/Net Income
Bank

Peer

$ 24,452

$ 19,489
3,007
(923)

0

$ 21,573

6.3%

8.0%

5.6%
7.0%

14.7%
10.1%

45%
61%

307%
55.2%

$ 22,048
$ 17,575
2,729
(815)

0

$ 19,489

6.4%

8.0%

5.7%
7.1%

14.7%
9.9%

a.4%
6.5%

29.9%
65.6%

$ 19,755 $ 17,673 $ 14,821

$ 16,119
2,394
(938)

0

$ 17,575

6.3%

81%

5.6%
7.5%

14.2%
13.9%

5.6%
7.2%

39.2%
51.8%

$ 13,423
1,605
(409)
1,500

$ 16,119

6.5%

7.9%

5.9%
7.5%

10.9%
14.6%

2.8%
6.4%

255%
43.8%

$ 12,237
1,142
(456)

500

$ 13,423

6.5%

7.9%

5.9%
7.5%

8.9%
14.5%

3.6%
6.4%

39.9%
44.1%

$ 13,235

$ 10,953

1724

(240)

$ 12,237

67%
81%

6.2%
7.7%

15.6%
14.7%

3.8%
6.2%

255%
42.1%
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2010 2009 2008 2007 2006 2005
Operating Expenses to Total
income
Bank 706%  71.0%  735%  753%  762%
Peers 65.1%  635%  630%  61.1%  629%
Loan Loss Provision to Average
Total Loans
Bank 054%  086%  065% 051%  030%
Peers 078%  115%  078%  061%  053%
Net Income to Average Total
Assets
Bank 082%  083%  082%  064%  054%
Peers 097%  071%  100%  105%  1.04%

‘Taxequivalent
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2010 2009 2008 2007 2006 2005
interestand Fees—Loans and
Leases
Real Estate Loans $11,207 $ 8883 $ 6627 4690 $ 3654 $ 359
Loansto Individuals 5088 5119 5868 5658 552 542
Commercial Loans 14027 11989 10411 9913 9114 8920
Al Other Loans o o o o o o
Leases 393 368 217 278 237 331
Subtotal Loansand Leases  $30,714  $26,358 $23,124 $20539 $18537 $18.267
interestand Fees—Investments
Balances at Other Institutions  § 483§ 207 § 233 § 376 $ 345 § 233
Securities 4636 4247 3200 2790 2767 223
Fed Funds Sold 69 206 597 895 693 503
Other Investments 92 7 s 73 160 %
Subtotal Investments $5280 $4737 $4145 $4138 $39%5 $305
interest Income—Other $ 0% 0% 0§ 0% 0S5 0
Total Interest Income:
Actual as Reported $35.994  $31,095 $27,269 $20,673 $22502 $21321
Memo: TaxEquivalent(TE)  $36,401  $31,561 $27.990 $25618 $23,589 $22,119
Interest Expense—Deposits
Transaction Accounts $ 1445 $1385 $1304 $1248 § 1048 $1031
MMDAS 5109 4205 3960 3792 3485 3232
Other Savings 1109 957 902 863 794 713
CDs under $100,000 5803 4443 4986 4763 4077 3492
CDs over $100,000 3724 3160 2521 2420 2395 2307
Other Deposits [ [ [ [ [ [
Subtotal Deposits $17,229 $14149 $13672 $13,085 $11,897 $10774
interest Expense—Other
Fed Funds Purchased $5672 $4432 $2678 $2501 $307 $291
Other Borrowed Money 22 2 137 32 18 23
Mortgages and Capitalized 109 14 108 101 7 55
Leases
Subordinated Notes/
Debentures 59 66 7n 74 s 9
Subtotal Others $5882 $4656 $299% $2748 $3241 $3058
Total Interest Expense $23,111 $18805 $16666 $15833 $15138 $13832
Net Interest Income:
Actual as Reported $12,883  $12290 $10603 $8840 $ 7,364 $ 7.489
Memo: TaxEquivalent (TE)  $13,290  $12756 $11,324 $ 9785 § 8451 $ 8287

(Continued)
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Loan Loss Provision
Net Interest Income after Loan
Loss Provision

Actual as Reported

Mermo: Tax Equivalent (TE)
NoninterestIncome.

Fiduciary Activities

Senvice Charges

Trading Gains (Losses)

Other Noninterest Income
Total Noninterest Income
Total Income before Loan

Loss Provision

Actual as Reported

Mermo: Tax Equivalent (TE)
Total Income after Loan
Loss Provision

Actual as Reported

Mermo: Tax Equivalent (TE)

Noninterest (Operating)
Expenses

Salaries and Benefits
Premises and Fixed Assets
Other Noninterest Expenses

Total Noninterest Expenses

Secuities Gains (Losses)

Pretax Income
Actual as Reported
Mermo: Tax Equivalent (TE)

Income Tax Liability (Credit)

Net Income

(Memo: Dividends Paid)

Net Interest Margin on
Average

Eamings Assets
Bank
Peers

Noninterest Income to Total
Income

Bank

Peers

$1377 $1980 $1251 $ 809 $ 400 § 539
$11,506 $10310 $9352 $ 8031 $6964 $ 6950
11913 10776 10073 8976 8051 7,748
$ 599 $ 514 $ 441§ 356 $ 293 § 204
2427 2081 179 1595 1367 1,123
0 0 0 0 0 0
$2781 2648 2349 1995 1,098 683
$5807 $5193 $458 $3946 $2758 $ 2010
$18,690 $17,483 $15189 $12786 $10122 § 9,499
19097 17,949 15910 13731 11,209 10,099
$17,313 $15503 $13938 $11,977 $9.722 $ 8,90
17720 15969 14659 12922 10809 9,758
$5734 $5495 $502 $4539 $3747 §299%
2777 2522 2320 1987 1514 1,007
4973 4785 4353 3821 3280 _ 2886
$13,.484  $12802 $11699 $10347 $8541 § 6887
$ 28§ 80 $ 33 $ 365 $ 10 (5 65
$3857 $2781 $2612 $1995 $1191 § 2,008
$4208 $3087 $2587 $2210 $2258 §2738
$ 850 $ 52 $ 218§ 390 $ 49 § 284
§3007 §2725 §234 §i605 §ia@2 §iaZ
$ 923 $ 815 $ 938 § 409 $ 456 § 440
403%  436%  440%  449%  459%
477%  489%  501%  501%  5.02%
04%  289%  288%  287%  20.6%
181%  17.3%  15a%  162%  137%

(Continued)
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Actual Estimated Projected

1990 2000 2009 2010 2011
County A $8.500 $17,500 $22,000 529,000 $33,000
County B 10,000 21,000 26,500 30,500 35,000
County C 9.500 10,000 12,000 14,000 27,000
Weighted Average $9.393 $17,972 $22,308 526,590 $32,533
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2010 2009 2008 2007 2006
Banks $1025 $1,007 $ 989 $ 975 $ 949
SéLs 82 465 440 409 382
Credit unions 18 15 14 12 10
Total $1525 $1,487 $1,443 $1,39% $1,341
Subject bank $ 372 $ 350 $ 307 $ 281 $ 259
Share 26.4% 235% 21.3% 201% 193%
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Balance Sheet

Risk-Weighted

Book Value Weight Amount
Cash and Equivalents $ 100 % s 0
Cash tems 200 20% 40
Securities 700 20% 140
Revenue Bonds 50 50% 2
Residential Mortgage Loans 500 50% 250
Other Loans 2,000 100% 2000
Revenuesand Fixed Assets 60 100% 60
Other Real Estate Owned 12 100% 12
Other Assets 78 100% 78
$3,700 $2,605
Notional Conversion Balance Sheet
Off-Balance Sheet Value Factor Equivalent
Loan Commitments (under 1 year) $ 100 100% s 100
Standby Commitments 160 100% 160
Loan Commitments
(over 1 year) 80 50% 20
$ 340

Total Risk-Weighted Assets
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Discount
Year MarketRent' LeaseRateRent' CostSavings Factor@13% PresentValue

1 $50,000 $37,500 $12,500 885 $11,025
2 50,000 37,500 12,500 783 9.728
3 50,000 37,500 12,500 693 8663
4 50,000 37,500 12,500 613 7663
5 50,000 37,500 12,500 543 6,788
6 50,000 37,500 12,500 480 6,000
7 50,000 37,500 12,500 425 5313

Net Present Value $55340

2,500 square feet multiplied by $20, for simplicity, assumes market rate does not increase over lease
period.

12,500 square feet multiplied by $15.
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2010 2009 2008 2007 2006 2005

Assets
Cash and Due Forms
Non-Interest Bearing $ 26992 $ 20991 $ 2096 $ 22122 $ 19,577 $ 18,306
Interest Bearing 8972 _ 6390 _ 2509 _ 10120 _ 2450 _ 1309
Subtotal Cash and Due 35964 27381 26605 32242 22027 21615
Forms
Securities 70309 58345 52700 38264 36658 32129
Fed Funds Sold and 2786 2596 7,089 18609 14709 12,064
Secuities Purchased
Total Loans 266235 243665 214201 171553 143707 121,350
(Loan Loss Reserve) 2879 _ 2559 _ 2180 _ 1554 _ 1398 998
Net Loans 263356 241106 212021 169,999 142309 120,352
Trading Account Assets o o o o o o
Premises and Fixed Assets 5885 6214 5816 5131 4718 5237
Other Real Estate Ovined 854 332 529 50 77 834
Intangible Assets 2423 254 2971 3321 3488 2888
Other Assets 6629 4587 6805 3794 3409 4117
Total Assets $388,206 343085 3314636 271810 5228035 19736
Liabilities
Deposit of Customers
Derand Deposits $ 67,947 $ 67,264 $ 78121 $ 62271 $ 59974 § 45677
Other Transaction 21330 18475 17606 11780 12030 21,223
Deposits
MMDA Savings 60699 47827 54573 47541 27,623 15083
Other Savings 14617 12659 10565 8413 8669 7328
CDs under $100,000 53302 _ 44937 _ 34479 _ 34863 _ 32258 _ 29,853
Subtotal Core Deposits 217,895 191,162 195544 164868 140554 119,164
Other Depasits 54538 _ 45149 _ 35018 _ 33364 _ 30,586 _ 27851
Total Deposits 272433 236311 230562 198232 171,140 147,015
Fed Funds Purchased and 85491 78047 50240 39478 33845 28,650
Securities Sold
Other Borrowed Money 132 141 3403 4569 160 13
Mortgages and Capitalized 1209 1269 1299 1304 1271 1195
Leases
Subordinated Notes and 798 827 935 %0 1010 1123
Debentures
Other Liabiliies 6530 _ 7001 _ 10662 _ 10878 _ 7.186 _ 6903
Total Liabilities $366,633 $323596 $297.061 $255.691 $214612 $184999
Limited Life Preferred Stock o o o o o o

(Continued)
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2010 2009 2008 2007 2006 2005

Equity Capital 21573 19,489 17575 16119 13423 12,237

Total Liabilities and Equity ~ $388,206 $343.085 $314.636 $271.810 $228.035 $197.236
Capital

As Percent of Assets

Net Loans
Bank 67.8%  703%  67.4%  625%  624%  61.0%
Peer 55.0%  542%  562%  546%  521%  527%

investments
Bank 211%  19.6%  19.8%  247%  23.6%  25.1%
Peer 219%  222%  230%  243%  264%  260%

Premises and Fixed Assets
Bank 15% 18% 1.9% 9% 20%  22%
Peer 18% 18% 18% 18% 9% 20%

Other Real Estate Owned
Bank 022%  010%  017%  017%  031%  042%
Peer 055%  051%  039%  028%  025%  0.18%

Earning Assets
Bank 89.9%  87.2%  87.2%  860%  861%  841%
Peer 89.5%  89.4%  89.5%  89.5%  89.0%  88.6%

Loan Loss Reserve
Bank 074%  075%  069%  057%  061%  051%
Peer 071%  070%  070%  061%  061%  060%

Core Deposits
Bank 563%  557%  622%  60.6%  61.6%  604%
Peer 69.8%  709%  705%  69.1%  69.8%  651%

Dermand and Transaction

Deposits
Bank 230%  250%  304%  27.2%  31.6%  339%
Peer 222%  244%  260%  265%  262%  264%

MMDA and Other Savings
Bank 19.4%  17.0%  207%  206%  159%  114%
Peer 209%  230%  213%  19.6%  197%  11.8%

CDs, $100,000
Bank 137%  131%  11.0%  128%  142%  151%
Peer 210%  21.8%  23.2%  235%  237%  263%

Capital Composition

Commeon Equity $ 21573 $ 19489 $ 17575 $ 16119 § 13423 § 12,237

Loan Loss Reserve 2879 2559 2180 155 1398 998

Permanent and Convertible o o o o o o

Preferred

(Continued)
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Safe Deposit Boxes Discount Factor

Year NetIncome @8.5% Present Value
1 $40,000 9217 $ 36,868
2 40,000 8495 33,980
3 40,000 7829 33,316
4 40,000 6650 26,600
5 40,000 6129 24,516

Net Present Value $155,280
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Bank A Bank B Adjustments  Combined
Assets
Cashand due forms $15000  § 6000 $ 21,000
Investments 75,000 45,000 (81,000 119,000
Net loans 160,000 42,000 (2,000 200,000
Premises and equipment 9,000 5,000 207 14,440
Otherassets 11,000 2,000 13,000
Core depasit intangible — — £,000° 2000
Goodwill — — 1.000° 1000
Total Assets $270000  $100,000 (65000 $372.400
Lisbilities
Deposits $200000  $ 80,000 - $280,000
Short-term debt 30,000 10,000 — 40,000
Otherliabilties 17,000 5,000 — 22,000
Long-term debt 3,000 0 $7,440° 10440
Total Liabilities $250000  $ 95,000 $ 7440 $352,440
Shareholders' Equity
Common stock $ 5000  § 1,000 (61.000¢ $5000
Surplus 6,000 1.000 (1.0007 6,000
Retained eamings 9,000 3,000 (63,000¢ $ 9000
Total Equity $20000  § 5000 (65,0002 $ 20000
Total Liabilities and Equity $270000  $100,000 (55,000 $365,000
Common shares outstanding 150,000 40,000 0,007 150,000
Book value/share s 133 $ 125 - s 133
Equity/assets 7.41% 5.00% — 5.48%

*Assumed market value of investments $1,million less than book value.

“Assumed market value of loans $2 million less than book value.

“Assumed market value of premises $440,000 more than book value.

#alue of core deposit base (described in Chapter 16).

“Excess of purchase price (§7,440,000) over market value of Bank B's assets (86 million cash, $44
million in investments, $40 million n loans, $5,440,000in premises, $2 million in other assets, and
$4 million core deposit value) lessiabilties ($95 million).

Debt incurred of $7,440,000 (equal to $186 per share asin pooling example in preceding exhibit).

“Since Bank B ceases to exist, the equity account is completely distributed and also ceases to exist

"All of Bank B's stock acquired for cash





OEBPS/images/c10/c10-mdis-001.gif
Tangible asset value
+ Amortizable intangible asset value

+ Nonamortizable intangible asset value
+ Gooduwill






OEBPS/images/c15/inline001.gif
Merger price per gh
Market price per sha

Premium to market =

belore

nouncement





OEBPS/images/c15/inline002.gif
Merger price per share

Prce Barnings = = ings per share





OEBPS/images/c15/inline003.gif
Pr = Merger price per share
Price/Book = o





OEBPS/images/c15/c15-mdis-011.gif





OEBPS/images/c15/c15-mdis-012.gif
PVi=by = +
=y (1+n)
2 (1+1)7 Efxdy





OEBPS/images/c15/c15-mdis-013.gif
Ry + B3(Km — Ry) + bs x SMB + bv x HML + «





OEBPS/images/c15/c15-mdis-014.gif
E(rj) + by Fy +baFy + -+ + by Fyy + €





OEBPS/images/c15/c15-mdis-008.gif
Average residual = at,





OEBPS/images/c15/c15-mdis-009.gif
-
Cumulative average residual = CART = Z“
<





OEBPS/images/c15/c15-mdis-010.gif
Po=> (147 [dt+]
=





OEBPS/images/c08/table_image_008.gif
Year  Income  CostSavings  DiscountRate  DiscountFactor  PresentValue

1 $500,000 $55,000 10% 909 $504,495
2 540,000 60,000 10% 826 495,000
3 583,200 64,800 10% 751 486,648
4 629,856 69,984 10% 683 477,991
5 680,244 75,580 10% 621 469,367
6 734,663 81,629 10% 563 459,573
7 793,437 88,160 10% 513 452,259

Value of patent = $3,345,933
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Direct Valuation of Equity

Year1 Year2 Year3 Year4  Year5 Residual

Income (after debt service)®  $1,000  $1,075  $1,200  $1350  $1525  § 1,650

Capitalization rate - - - - - 1%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor 870 756 657 571 497 432
Present value (rounded) $ 870 $813 §788 771 § 758 § 6480

Value of Equity by Direct Approach = $10.480

Indirect Valuation of Equity

Year1 Year2 Year3 Yeard Year5 Residual

Debt-free income* $1,045  $1,120  $1,245  $1395  $1570 § 1,695
Capitalization rate - - - - - 1%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor 870 756 657 571 497 432
Present value (rounded) $ 909 §847 $818 $ 797 §780 § 6656
Enterprise Value  §10,807
-2 Long-term Debt -500

= Value of Equity by Indirect Approach = §10.307

*Assumes business had $ 500 in long-term debt at 9 percent annual interest cost.
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Year1  Year2 Year3 Yeard  Year5 Residual
Income (rounded) $1000  $1050  $1,180  $1300 $1400  § 1500
Annual growth —  50%  124%  102%  7.7% 5.0%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor 870 756 657 571 497 432
Capitalization rate - - - - - 10%
Capitalized value (rounded) - - - - —  $15000
Present value $ 870§ 79 $ 775 § 742§ 69%  $6480
Sum of present values $10357

The income stream for years 1 through 5 is converted to present value by multiplying the income n a
given year by the discount factor for that year (e.g., for Year 3, the income of $1,180 is multiplied by
the discount factor of 657 to equal $775). The residual income levelis capitalized at 10 percent

(to equal $15,000), then converted to present value by multplying by the discount factor of .432

(to equal §6,480). The individual present value figures are summed to arrive at a value estimate.

*15% discount rate less 5% expected growth of the $1,500 level of residual incorne.
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Year  Income  DiscountRate DiscountFactor PresentValue

1 $500,000 10% 909 $454,500
2 540,000 10% 826 446,040
3 583,200 10% 751 437,983
4 629,856 10% 683 430,192
5 680,244 10% 621 422,432
6 734,664 10% 564 414351
7 793,437 10% 513 407,083

Value of patent = $3,012,531
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Bank A Bank B Adjustments  Combined

Assets
Cashand due forms $ 15,000 $ 6,000 - $ 21,000
Investments 75,000 45,000 - 120,000
Netloans 160,000 42000 - 202,000
Premises and equipment 9,000 5,000 - 14,000
Other assets 11000 2,000 - 13,000

Total Assets $270000 $100000 - $370,000

Liabilities
Deposits $200,000 $ 80,000 - $280,000
Short-term debt 30,000 10,000 - 40,000
Other liabilties 17,000 5,000 - 22,000
Long-term debt -

Total Liabilities
Shareholders' Equity

Common stock $ 5000  $ 1000 (52440 $ 3560
Surplus 6,000 1,000 2440° 9.440
Retained eamings 9.000 3,000 -

Total Equity $20000 § 5000 -

Total Liabilites and Equity $270000 $100000 -

Commen shares outstanding 150,000 40000 -

Book value/share s 133 s 125 - $12136

Equity/assets 7.41% 5.00% — 6.76%

*Assumes an exchange ratio of 1.4:1 (about 1.5 times B's book value); therefore, Bank A must issue
56,000 shares at $133 to issue to Bank B shareholders to redeem their 40,000 shares. Because Bank A
s “buying” shares worth § 125 for 1.4 of its shares that are worth $186, there must be offsetting
adjustments o common stock and surplus equal to the difference in book value (§61) times shares
redeemed (40,000). These entries do not affect the total equity, only the relative composition of the
equity account.





OEBPS/images/c09/n09f005.gif
GAamen»

E—s— e — @ -

NET
ASSET
VALUE

BOOR VALUE MARRET VALUE
OFSELLER ____ OF SELLER
CASH CASH
$5 _ s5
LOANS LOANS
$50 $47
INVESTMENTS INVESTMENTS
$30 35
FREMEES PREMISES
512
OTHER N
5 OTHER
—— $5
TOTAL $100 N TNTANGIBLES
4
TOTAL $108
DEPOSITS. DEPOSITS
$90 o1
520
PURCHASE
- PRICE
GTHER OTHER
$2 _ 2 /anthum)
TOTAL $92 TOTAL $93 GDO;)EW'LL
P
sis sis
s8






OEBPS/images/c09/table_image_001.gif
Fair Market

Tax Basis Value Basis Difference
Assets of Selling Bank
Cash 510 $ 10 50
Investments 50 52 2
Loans (net) 100 98 @
Premises 30 34 4
Other 10 1" 1
Core deposit intangible - 5 5
Total $200 $210 $10
Deposits $175 $180 $5
Other 10 10 0
Total $185 $19%0 85
Net Asset Value 515 $20 $5
Total Liabilities and Net 5200 $210 $10

AssetValue

Transaction:

Buyer agreed to pay §28 million for 100 percent of seller’s stock. The assets and liabilities are
revalued to market value. Identified assets less liabilities equals $20 million, leaving $8 million
(828 million purchase price less $20 million net identifiable assets) to be “allocated"” to goodwill
After the transaction, the buyer will have an $8 million intangible asset called goodwill o its

balance sheet.
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Year Income  Discount Factor  Present Value of Income
1 $ 900 885 $ 795
2 1,050 783 8222
3 1,200 693 8316
4 1,450 613 888.9
5 1,600 543 8688
Residual ~ $1,750 480 $ 76364

Total $11,844.44
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Type Description Frequency  Content

FRY-9C  Consolidated financial Quarterly Schedule HC-A securities
statements for (1) top-tier BHC. including U.S. Treasuries,
with total consolidated assets of municipal mortgage-backed,
$150 million or more; (2) lower- foreign governments,
tier BHC with total consolidated corporations, IDC debt,
assets of $1 billion ormore; and eqities. Schedule HC-F
(3 other multibank BHC vith instruments including futures
debt outstanding to general and forwards, forward rate
public or that are engaged in agreements, interest rate
certain nonbank activities swaps, foreign exchange,

currency swaps, options
commaodities, hybrids, index-
linked activities.

FRY-95R  Parentcompany-onlyfinancial  Semiannually  Includes only securities, no off-
statements for one BHC with balance sheet items.
total consolidated assets of less
than $150 million

FRY-9LP  Parentcompany-onlyfinancial  Quarterly Examiners review only
statements for each BHC that securities transactions. No
files the FR-Y-9C off-balance-sheet itemsare

captured

FRY-8 Reportof BHC intercompany Semiannually  BHCswith consolidated assets
transactions and balances and on an of $300 million or more are

interimbasis  required to file this report of
large asset transfers

FRY8f  Reportofintercompany Semiannually  Presentsintercompany asset
transactions for foreign banking  and on an transfers loans and securities)
organizations and their US. bank  interimbasis  and foreign exchange
subsidiaries transactions for foreign bank-

ing organizations.

(Continued)
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EXHIBIT 6.9 (Continued)
Type Description Frequency  Content
FRY-20  Financial statement for a BHC Quarterly Schedules SUD and SUD-A
subsidiary engaged in ineligible capture securities transactions
securities underwriting and and transactions involving
dealing equities, futures, forwards, and
options.
FRY-11Q  Financial statements for each Quarterly Captures both balance sheet
individual nonbank subsidiary of securities and off-balance sheet
a BHC with total consolidated instruments
assets of $150 million or more
FRY-111  Financial statements for each Annually Captures both balance sheet
individual nonbank subsidiary securities and off-balance sheet
thatis owned or controlled bya instruments
BHC subject-size consideration
FEIEC035  Monthly consolidated foreign-  Last business  Shows nformation on foreign
currencyreportofbanksinthe  dayofeach  exchange transactions (spot,
United States month forwards, futures), cross-
currency interest rate swamps,
and options for a BCH that files
an FRY-9 and has foreign
exchange commitmentsin
excess of U.S. $100 million.
FFIEC009  Country exposure information Quarterly Filed by US. commercial banks
report and/or BHCs that meet certain
ownership criteria
FFIEC Country exposure information Quarterly Provides public dislosure of
0092 report supplements FFIEC 009 significant country exposures of
US. BHCs.
X175 Focus report Quarterly Captures data on securities and

spot commodities owned by
broker-dealers
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Transaction  Deal Price
Completion  ValueSin  Sin

Buyer Name Target Name. Date Milions  Millons

PMorgan Chase&  BarkOneCorporation  6/30/2004. 59,200

Company

Bank of America FleetBoston Financisl a0 47000 25,600

Comoration Corporstion

Bank of America MerillLynch & Co 1172008 @182

Comporation

Bank of America MBNA Amro North 12006 35000 810

Comoration America HC NY

Mellon Fnancal BankofNew York 72000 18300 2,085

Comporation Compary Inc

Wachovi Corporation. Golden West Fnancial 1022006 25,000 2501
Corp.

Bank of America ABN Amvo North America  10/1/2007 16000

Comporation HONY

CapitslOne Financial  North Fork Bancorporation.  11/30/2006 13,200 15,133

Com.

Wells Fargo & Wachovia Coporation  12/31/2008 15,100 15117

Company.

Wachovi Corporation. SeutiTrst Comoration 11/1/2004 14,267 1,267
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Actual Estimated Projected

1990 2000 2009 2010 2011
County A 42,540 44,950 45500 46,000 45,000
County B 59,380 60,125 63520 65,000 70,000
County C 18,760 20175 24350 29,000 35,000
Total 120,680 125,250 133,100 140,000 150,000
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Fully Allocated Cost-Effectiveness

Branch Monthly Expenses’ Transactions’ Ratio®
A $150,000 70,000 92
B 200,000 75,000 74
c 75,000 62,000 163
D 300,000 175,000 115
E 100,000 38,000 75

“Includes direct operating expenses and pro rata share of indirect expenses based on consistent
allocation formula.

Teller transactions, used as a surrogate measure of benefits derived by the branch. Other measures
could be used, such as accounts opened, deposits, or loans made.

fRatio is computed as the percent of total transactions at the branch divided by percent of expenses
incurred by the branch (i.., the five-branch average would equal 1.0)
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Trading
Securities
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Type Description Frequency Content

FIECOS  Consolidstedreportsof | Quarterly Contains Schedules RC-B and
condiion and incame for RC-D, which capture all types of
2 bark wih domestic securites, and Schadls RO
and forsign oficas which shows off-balance shast

financilinstruments.

FIEC030  Reportofconditionfor  Amnuallyfor il Captures information on balance
forsign branchof US.  cverseasbranch  shestdta and selected off-
bank. offices, quarteryfor  balanca sheet nstrumerts

significant branches

FIECO35  Monhlyconsmidated  Lastbusinessdlay of | Capturas nformation on forsign
forsign cumency repert  aach month xchangs trnsactons.
ofbanks inthe United
States

FIEC002  Reportsofamstsand  Quarterly Shows information pertining to
Vil of US. balanca sheet and off-balince
branches and agencies Shest transactions raparted by
offorsign barks allbranches and agenciss.

FIECOSS  Wesklyreportofamats  Asof closaof Inclds ol on-balance shest
andlbitiss forlrgs business svery andoff-balance shest
US.branches and Wadnascsy instruments.
agencies of forsign
banks

FIECOI  Country scposurs for  Quarterly Prasents country distribution of
US.branches and forsign claims held by branches
agencies of forsign and agenciss
banks

23142 Reportofconditionfor  Annuslly Should be fled annuslly by
forsign subsicharis of banks withtotal sssets
U banking ‘xceading US. $100million and
orgamizations Quarterly for signicant

subsidiriss

2314 Reprtofcondtionfor  Annuslly Should be fled by banking
forsign subsicharis of crganizations ith totl sssts
U banking betuean US.$50 and 100
orgamizations million 35 of report date.

MR2314C  Reportofconditionfor  Annuslly For banking crganizations with
forsign subsicharies of totalassets los than U.5. $50
US.banking millan
orgamizations

2886 Reportofcondtionfor  Quarterly Reflscts consalction of all
Edge Act and agrasmnt Edge and sgraemant
comorations perations, excapt forthose.

majority-cnuned Edge or

agresment sutsidiniss






OEBPS/images/c06/table_image_001a.gif
\PanuRuAD)
913 94 Aq ponss suoneBiqo
paimasun (g) pue tAinsea.|

50 woypas o Ul e 7)
tuoneiods0) Bupuny uonnjosay (1)
se2un0s 9014 o) saWE> Bupuny

o ipsyn|

s3119pun s19sse Ayuadoid [eal
I 40 uorodsip pue uaweBeuE
10} sueiBoud pue sepipd sdojenaq

finseai] oyt jo1ueuniedaq Ui
21un wopuadapu se saesedg)

swoishs
puesuiof Bupiode. ‘spiepues
“saidpund ysiiqerss o3 Awouiny
Syueq painsu jovied o uo
Bupiodss jepueuy sejnBas seinboy
Givs)

pung 93uensu] uoneRossY sBunes

(q) pue {41g) puny soueinsu) yueg
(¢) ssuopmpsul [epueuy ainsu; o1

spury saueinsu) aiesedos suEUIen

paliey aney
124 101UBWILIEAOB 0 [0AUG3 PP
19pun 228 183 SUORE10SSE SBUINES

10§ J8NBI31 10 I0IEAI5UOD S8 S

Syueq sBupnes

esopoy pue 575 posoLeyp Ajeiopoy
Jo ssaupunos pue fiojes sainssy

ueq painsy

78S painsu A|l2iopsy (¢) pue
‘ooueinsuy usodop [eiopay 1oy Adde

1603 Sueq 21835 (2) ‘SHueq [euoneu (1)
U1 000001 01 dn jo susodep sainsu|

Jo KujiqepIoye pue Ayjiqe|ene
Jo uonensesaid sazyupceus (3)
pue s eus [er2ueuy pue 01150 (28l
e20] uo echu sezuu (g) tpuny
SouRINSU| DI O3 59550 SSZLIUII
pue sumes sozuixews (¢) 3o
Jouueus e uj esse [enpisal jo ssodsig
suopmpsu; YUy pafanon

Alepueuy onjose. pue obeueus o)
suopeposse

sBupes posuep-o1es Bussivadng
soueduios

Buip(oy 1oy pue suopeposse
sBupes [e1op; BupenBo) pue
Bupianiewp 1o} Aujqisuodsas ser

suopmpsu eueuy o uoisedns
pue uoneuweXo [219p9} Ul
ssaiBoud pue Aousrsisuod opnoid o)

susodap Joj oBesencs eaueinsu)
yBnosp Aiddns Keuow e 1efoid o)
SuopMAsu| [epuBLl Ul @UsplUE
jand enieseid pue erowoid o)

Py wowssio3
3 Kianosay
“wiiojey suonmpsu|
JeruzuL Aq 6861

VARl
Joued seggsl

ssa16u0D Aq gL6L

1y @susinsy|
usodeq [eiopog o
Jopun 0561 i pue
19y anesay iopay
oy joredse gl

O
uopesodios
15011 uopnjosey

610)
uoswiadng
YL o 92140
ouno)
wopeuweg
suonmasu
Jerouzury jesapay

©iad
uopesodios
aouensy

usodaq feiopey

suorsinoid fupqeonddy. uorssig Fe— 2unog
joereq
(panunuon) €9 119IHX3





OEBPS/images/c06/table_image_001b.gif
Sl seoines
ersueuy Aq paseyo sranpoid jepueuy
1910 pue 'spe3 1pa> 's95eBrIOw
ssesse o) uonewnioyul a8

pue 0P OAP9. SIOINSUOS S
020505 01 poUBIsop sa|r anss| 01

saeduios
JerouBuy yuequOU pue ueq
awevodul Ajeo1wershs iuepi ol
sepuabe

o501 jo uopenBal 01 palans
(€)Pue 1DIQ4 Aq paunsul (z) ‘witshs
anissay [eiopa jo siaquiaul (1)
osle a1e Siueq passep-oens Auepy

SSLI [BPUBUY 6002-L007
o1 painquues ey seapsesd
Ansnpuy 9610w UeLe3 00D O]

e
eueUY 'S 01 S5 AjBUSPL 0L

Sjueq paisueyp
-1 sioyuow pue sasyedns
103 AousBe ue sey a3e3s iong

SIENpINPU BUICO U SYRIepOW
pue 0| 1oy Auedoid jenuspises

0107
jowVlueIIPPOq

0107
jowVlueIIPPOq

(@d40) neaing
uoaioig
JepuuLy
Jownsuo)

(2054) 2uno)
WBSI9M0
OIEES

JepuuLy

sweuiedsg
Bupjueg aveis

(panunuo?)

€9 119IHX3





OEBPS/images/c04/table_image_001.gif
Sponsoring Year

Certifications/Attributes _ Organization Established Education
1. Accracltad n Business American Insttuescf 1997 Education
Valuation (48V) Certified Public: requirements for
Accountants (AICPA) CPA designation
2 Accrdited Semicr  Amsrican Societycf 1952 College degres o
Appraser (ASA) Appraisers (ASA) equialent
3. AcoedtedSenicr  ASA 1952 College degres o
Member (ASM) <quivalent
4. Chartared Financial  Association for 1963 Collge degres.
Anslyts vestment
Mansgement and
Ressarch (AMR)
5.CothiedBusinass  hstitutaof Business 1978 College degres o
‘Appraiser (CBA) Appraisers (BA) equialent
6. BusnesValustor  BA 1998 None
Accraditedtfor
Litigation
7. Acosdtedby BA BA 1991 Nne
(aiBA)
8.CortedValuation  Nationl Association of 1991 Education
Aralyst CVA) Cartified Valustion requiremants of
Anlysts (NACVA) cps
9. Govemmnt Valustion NACVA 199 Collge degres.
Aralyst GVA)
10. Accradited Valuation  NACVA 1999 Business degres.
Anabyst (AVA)
1. Chanersd Business  Caradian nsttteof 1971 Business degres.
Valuator (CBY) Chartered Business

Valuation (CICBV).





OEBPS/images/c12/c12-mdis-003.gif
Value

5,000,000/(.15 — Growth rate)
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EXHIBIT 4.11  (Continued)

Experience Examination Continuing Education  Others
Tenbusinessvakiation  Wrtten examinstion. 60 hours and CPAIngood
sgreements ivobementinfive  standing

2 Five years of flltime
quivalent exparience.

o, Twa spprasal reports

Nans

Signifcant professionsl
xperisnce.

Nans

Nans

Nans

lcansed CPAS

Gavemmantal smployes.

Holding ASA or CFE
designation

Thres years of fultime.
experizncs; o five years
of part time; or tw years
of experience nda
required course

 Tachnical and sthics
examination
b. Four courses and
rlated technical
Eight hours oftachnical
‘xam and ane hourof
ethics axam before
siting for the axam
Minimum thrse-year
program for passing
xamination; three.
extansive annual
examintions
Four hourwiten
examination
Four hourwiten
examination

Four-hour sxam

 Tworday AICPA
course vith apen-
book take-home

b, Fivercay other
elated course and
take-home exam

Five-cly course with

opan-bock take- home

Five-cly course with

opan-bock take- home

Weten sxam

businsss valustion
engagamants every
thrasyear pricd
40hours svery fve years

40hours svery fve years

Professions] continuing
ecucation

Nene.

Nene.

Nene.

Cortinsing sdcation
rquiraments of CPAS
28 hours first twa years;
36 hours avery thrse
pu——

2ahours fist yesrand
36 hours svery three
pu——
2ahours fist yesrand
36 hours avery thrse
yearstherasfter

40hours svery fve years

Tom appraisal
eports

No continuing
xparience

Public company
orisntation

Investment
management

oo fullvaluation
reports

Nene.

Nene.

Periodic rport
ritng course and
qualty enhancement

Qualty
erhancemant

Qualty
erhancemant
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Based on the market capitalization of each bank in dollars. Data as of July 27, 2009.
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