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1. How does product segmentation reduce the risks of FIs?  How does it increase the risks of FIs?

Product segmentation reduces the risks of FIs by forcing them to specialize. Specialization generates expertise and access to information, which should enable FIs to more accurately price excessively risky situations.  Product segmentation also increases the risk of the FI because the benefits of diversification are reduced. Thus specialization leaves the FI more exposed to downturns in the specific market to which it is confined.

2.
In what ways have other FIs taken advantage of the restrictions on product diversification imposed on commercial banks?

Money market mutual funds that offer checking account-like deposits services have removed low cost deposits from bank balance sheets.  Insurance companies have successfully offered annuities as savings products to compete with bank CDs.  The commercial paper market has provided very effective competition for commercial lending activities of banks, and unregulated finance companies continue to make market share gains in the business credit market.

3.
How does product segmentation reduce the profitability of FIs? How does product segmentation increase the profitability of FIs?

Product segmentation reduces the profitability of FIs by preventing them from exploiting economies of scope across products.  Moreover, tie‑in sales across markets are restricted.  Customers are lost to FIs that could more completely supply all of their customers' financial services needs. Since customer relationships produce information and are profitable, this reduces the profitability of segmented FIs.  Product segmentation also increases the profitability of FIs by providing incentives for the FI to develop technology and other innovations to improve production efficiency.

4.
What general prohibition regarding the activities of commercial banking and investment banking did the Glass-Steagall Act impose?  What investment banking activities have been permitted for U.S. commercial banks? 

Sections 16 and 21 of the Glass-Steagall Act specifically prohibited banks from engaging in the underwriting, issuing, and distributing of stocks, bonds, and other securities, while specifically prohibiting investment banks from taking deposits and making commercial loans.  

See Table 21-2 for specific Glass-Steagall language. Commercial banks have been the following securities activities: a) underwriting U.S Treasury and U.S. agency securities, b) underwriting general obligation municipal securities, c) the private placement of bonds and equity securities, d) underwriting and dealing in securities offshore, e) mergers and acquisitions, f) individual trust accounts, g) dividend investment service, h) brokerage services, i) securities swaps, and j) research advice to investors separate from brokerage. 

5.
What restrictions were placed on section 20 subsidiaries of U.S. commercial banks that make investment banking activities other than those permitted by the Glass-Steagall Act less attractive?  How does this differ from banking activities in other countries?

Although banks are allowed to engage in otherwise ineligible investment banking activities by creating Section 20 subsidiaries, the revenue from these ineligible activities cannot exceed more than 50 percent of the total revenue of the security firm affiliations. Consequently, only the large banks with businesses in activities permitted under the Glass-Steagall Act, such as trading U.S. Treasuries or general obligation municipal bonds are able to undertake the ineligible activities. In addition, a stringent firewall between Section 20 subsidiaries and the commercial banks makes it difficult for banks to exploit economies of scale and diversification benefits. In most countries (except for Japan) both commercial and investment banking activities are undertaken under one roof, allowing full flexibility and benefits of integrated operations.  

6.
A section 20 subsidiary of a major U.S. bank is planning to underwrite corporate securities and expects to generate $5 million in revenues.  It currently underwrites U.S. Treasury securities and general obligation municipal bonds, earning annual fees of $40 million.


a.
Is the bank in compliance with the current laws regulating the revenue generation of section 20 subsidiaries?  With the laws in place prior to 1999?


Yes, the bank is in compliance with the laws, because its revenues are less than 50 percent of the total revenues earned from allowable investment banking activities.


b.
The bank plans to increase its private placement activities, and expects to generate $11 million in revenue. Is it in compliance with the revenue generation requirements?


Yes, the bank is in compliance because private placement activity is one of the permissible activities in the Glass-Steagall Act.


c.
If it plans to increase underwriting of corporate securities and generate $11 million in revenues, is it in compliance? If not, what should it do to ensure that it is in compliance?


Yes, the bank is in compliance because its revenues from ineligible activities do not exceed the 50 percent of total revenues earned from allowable investment banking activities in the Glass-Steagall Act [$11/($40 + $11) = 21.57 percent]. It can undertake these activities as long as it generates no more than $40.00 million in the ineligible activities.  [X/($40 + X) = 0.50 ( X = $40.00]

7.
Explain in general terms what impact the Financial Services Modernization Act of 1999 should have on the strategic implementation of section 20 activities.

The Financial Services Modernization Act of 1999 allows the creation of financial services holding companies that can engage in banking activities and securities activities.  The securities activities are allowed through the creation of Section 4(k)(4)(e) subsidiaries that replace the Section 20 subsidiaries.  Thus banks are able to underwrite securities providing that the activity is placed in a subsidiary under the regulation of the Office of the Comptroller of the Currency.  Thus full service financial institutions are available to compete with those of many other countries in the world.

8.
The Garn-St Germain Act of 1982 and several subsequent banking laws clearly established the separation of banking and insurance firms.  What were the likely reasons for maintaining this separation?

Typically, an insurance company (say, life insurance) has long-term policy liabilities, whereas a bank has short-term deposit liabilities.  The insurance company must price the policy according to actuarial determinants of risk of payout.  The bank prices risky loans on the basis of an assessment of risk exposure given past experience and borrower attributes.  Since bank deposit liabilities receive federal protection via deposit insurance, there was concern that expansion of banking powers to include insurance would extend the deposit insurance safety net to the insurance industry.  This would remove some of the risk of capital loss from insurance policy pricing.  If the deposit insurance guarantee was implicitly transferred to insurance lines (through, say, protection of big banks from failure), then this could lead to below actuarially fair insurance policy pricing.  Bank provided insurance would have a competitive pricing advantage and the deposit insurance guarantee (and therefore potential federal liability) would be greatly expanded.

Often, insurance company guarantees complement bank loans.  That is, personal (mortgage or other) loans often are backed up by an insurance policy on the life of the borrower.   Moreover, for commercial and industrial borrowers, a P-C insurer will often provide protection for the bank against destruction of any assets that might be used as collateral against a loan.  Thus, the combination of banking and insurance would increase bank risk exposure by eliminating this independent source of protection.

However, more likely than not, the explanation for the exclusion of insurance from the expanded range of banking powers was political.  The insurance lobby was successful in maintaining the protected status of the industry.

9.
What types of insurance products were commercial banks permitted to offer before 1999?  How did the Financial Services Modernization Act of 1999 change this?

Commercial banks were prohibited from offering almost all insurance products with the exception of annuities, life, health, and accident insurance related to credit products, and some forms of employment related insurance.  The Financial Services Modernization Act of 1999 allowed bank holding companies to open affiliates to underwrite insurance and to sell insurance under the same regulations as the insurance industry.

10.
How have nonbanks managed to exploit the loophole in the Bank Holding Company Act of 1956 and engage in banking activities?  What law closed this loophole?  How did insurance companies circumvent this law?

The Bank Holding Company Act of 1956 legally defined a bank as an organization that accepted demand deposits and made commercial and industrial loans.  By acquiring banks and subsequently divesting off either their deposits or their loans, nonbanks and commercial firms gained control over banking institutions, essentially exploiting a loophole. The 1987 Competitive Equality Banking Act redefined a bank as any institution that accepts deposit insurance, thereby closing this loophole, although nonbanks prior to the passage of the law were allowed to operate as before.  

11.
The Financial Services Modernization Act of 1999 allows banks to own controlling interests in nonfinancial companies.  What are the two restrictions on such ownership?

First, the investment cannot be made for an indefinite period of time, although the act did not specify a definition for the word “indefinite.”  Second, the bank cannot become actively involved in the management of the corporation in which it invests.

12.
What are the restrictions on the structure of a financial services holding company as specified by the Financial Services Modernization Act of 1999?

A financial services holding company must hold a minimum of 85 percent of its assets in financial assets.  Through mergers and acquisitions this constraint may be violated for 10 to 15 years, but eventually real sector assets and activities must be liquidated to compliance.

13.
What are the differences in the risk implications of a firm commitment securities offering versus a best-efforts offering?

Under a best-efforts basis, the underwriting firm serves as a placement agent with the promise to do the best job possible.  The firm has very little risk of loss in this situation. In a firm commitment offering, the investment bank actually buys the securities from the issuing firm and then must resell them to the public in the market.  The investment firm faces two risks in this process.  First, the securities cannot be sold at any price different from the negotiated price in effect during the offering window or period.  Second, if adverse events occur during this window, the investment firm may be unable to sell the securities and will either hold the securities in inventory or sell them at a reduced price after the offering period.  In either case, the investment firm is at risk to suffer a loss.  

14.
An FI is underwriting the sale of 1 million shares of Ultrasonics, Inc and is quoting a bid-ask price of $6.00-6.50. 


a.
What are the fees earned by the FI if a firm commitment method is used to underwrite the securities? 


Firm commitment:   ($6.50 ‑ $6.00) x 1 million = $500,000


b.
What are the fees if it uses the best-efforts method and a commission of 50 basis points is charged?


Best efforts: 0.005 x $6.50 x 1 million = $ 32,500  


c.
How would your answer be affected if it only manages to sell the shares at $5.50 using the firm commitment method? The commission for best efforts is still 50 basis points. 


Best efforts: 0.005 x $5.50 x 1 million = $27,500  


Firm commitment: ($5.50 ‑ $6.00) x 1 million = -$500,000

15.
What is the maximum possible underwriter’s fee on both the best-efforts and firm commitment underwriting contracts on an issue of 12 million shares at a bid price of $12.45 and an offer price of $12.60? What is the maximum possible loss? The best efforts underwriting commission is 75 basis points.


Maximum gain:  


Best efforts: $12.60 x 12 million x 0.0075 = $1.134 million


Firm commitment: ($12.60 ‑ $12.45) x 12 million = $1.8 million


Maximum loss: (the IPO share price = $0)


Best efforts: $0 x 12 million x 0.0075 = $0 loss


Firm commitment:  ($0 ‑ $12.45) x 12 million = ‑$149.4 million

16.
A section 20 affiliate agrees to underwrite a debt issue for one of its clients. It has suggested a firm commitment offering for issuing 100,000 shares of stock. The bank quotes a bid-ask spread of $97-$97.50 to its customers on the issue date.


a.
What are the total underwriting fees generated if all the issues are sold? If only 60 percent is sold?


If all shares are sold, underwriting fees = 100,000 x $0.50 = $50,000.  If only 60 percent are sold, the fee will depend on what price the remaining 40 percent are sold. Most likely the affiliate will keep it in inventory and try to sell them at a later date when the price for these shares has stabilized. 


b.
Instead of taking a chance that only 60 percent of the shares will be sold on the issue date, a bank suggests a price of $95 to the issuing firm. It expects to quote a bid-ask rate of $95-$95.40 and sell 100 percent of the issue. From the FI’s perspective, which price is better if it expects to sell the remaining 40 percent at the bid price of $97 under the first quote?


If the price quoted is $95.00-$95.40, its underwriting fees = 100,000 x $0.40 = $40,000.  If 60 percent is sold at $97.50, the underwriting fees = 60,000 x 0.50 = $30,000.  If the remaining 40 percent are sold at $97, the underwriting fee is $0 for that portion, and the total fees generated = $30,000.  Clearly the FI should recommend an issue price of $95 instead of $97.

17.
What are the reasons why the upside returns from firm commitment securities offerings are not symmetrical to the downside risk? 

The upside returns from firm commitment underwriting efforts are capped because the price at which the securities are sold to the public cannot be increased even when the market seems to value the shares at a higher price.  On the other hand, the underwriter may not be able to sell the shares at the offer price if the shares were overpriced.  In this case the shares unsold during the initial offering period will need to be sold at a lower price, and the underwriter stands to lose a larger amount.  

18.
What are three ways that the failure of a securities affiliate in a holding company organizational form could negatively affect a bank?  How has the Fed attempted to prevent a breakdown of the firewalls between banks and affiliates in these situations?

An FI could be affected negatively in three ways if its securities affiliate fails.  First, the holding company could upstream resources by increasing dividend and other fee payments from the bank to the holding company. To prevent excessive upstream, the Fed has restricted dividend payments if an FI is undercapitalized. In addition, Section 23B of the 1982 Federal Reserve Act prevents affiliates from charging fees above the normal rate charged by other institutions.

Second, a holding company could compel the bank to make interaffiliate loans to its loss-making unit. Section 23A of the Federal Reserve Act prevents banks from making loans to their affiliates in excess of 10 percent of their capital. In the case of Section 20 affiliates, no loans are permitted by their bank affiliates.

Third, a securities affiliate that incurs losses may induce depositors to engage in a run on the bank even though the Fed requires strict separation between the bank and nonbank affiliates. This is even more likely if the two affiliates bear a common name, such as Chase bank and Chase Securities. Such contagion effects cannot be controlled by the Fed except through publicizing the information on the soundness of the firewall between the institutions. 

19.
What are two operational strategies to reduce the risk to safety and soundness of the bank resulting from the failure of a securities affiliate or many other types of financial distress?

First, a well-diversified financial services firm enjoys a more stable earnings and profit stream than does a product-specialized bank.  Second, risk-reduction gains can be achieved when there are regional imperfections in the costs of raising debt and equity.

20.
What do empirical studies reveal about the effect of activity diversification on the risk of failure of banks?

The lower the correlation among the different activities, the greater is the potential gains and less risk from these activities.

21.
What role does bank activity diversification play in the ability of a bank to exploit economies of scale and scope?  What remains as the limitation to creating potentially greater benefits?

Most research studies have found revenue based economies of scope at large FIs, although economies of scale opportunities may be available to FIs with total assets under $25 billion.  The firewalls between banks and investment affiliates may be limiting the realization of greater benefits from revenue and cost synergies.

22.
What six conflicts of interest have been identified as potential roadblocks to the expansion of banking powers into the financial services area?  

The six conflicts of interest are (1) the incentive interest of the salesperson to sell rather than to just provide dispassionate advice, (2) the opportunity to sell unwanted securities in a firm commitment underwriting to trust department accounts within the bank, (3) the ability to encourage a creditor to issue bonds and to use the proceeds to pay down the bank loan under conditions where the creditor’s bankruptcy risk has increased, (4) the incentive to lend to third-party investors for the purpose of buying securities that ore offered by the investment affiliate, (5) the opportunity to tie lending availability to the use of the investment affiliate products for securities needs, and (6) the opportunity to misuse inside information.

23.
What are some of the legal, institutional, and market conditions that lessen the likelihood that an FI can exploit conflicts of interest from the expansion of commercial banks into other financial service areas?

Many of the activities such as tie-ins and third party loans described as a conflict of interest are against the law.  Second, banks have set up Chinese walls that inhibit the transfer of information that could benefit the bank at the expense of a customer.  Finally, the existence of a conflict presumes that the market for bank services is not competitive with asymmetric information between customers and banks, and that banks are unconcerned or unaffected by damage to its reputation.

24.
Under what circumstances could the existence of deposit insurance provide an advantage to banks in competing with other traditional securities firms?

The provision of insurance for deposits up to $100,000 provides banks with a source of funds at below-market cost. If these funds are loaned to securities affiliates at less than market rates, the affiliates have received explicit benefits.  In cases where the regulators implement the too big to fail (TBTF) guarantee, the institution may take excessive risk by placing aggressive bids for new issues.  In these cases the TBTF guarantees provide unfair competitive advantages.

25.
In what ways does the current regulatory structure argue against providing additional securities powers to the banking industry? Does this issue concern only banks?

The regulatory structure for most banks is multilayered and complex.  The efficiency of the overlapping structure is questionable from a public policy perspective because of the waste of monitoring and surveillance resources as well as the inherent coordination problems.  Further, these problems may become magnified in times of financial distress regardless of the source, causing potentially serious negative effects to occur for shareholders, customers, and the general financial system

26.
What are the potential procompetitive effects for allowing banks to enter more fully into securities underwriting? What is the anticompetitive argument or position?

The procompetitive arguments include (1) the increased access to capital markets for small firms, (2) the reduced commissions and fees to the securities issuers caused by the increased competition, and (3) the decrease in securities underpricing.  Each of the last two arguments would result because of increased competition for the underwriting business.  The anticompetitive argument is the potential for an increase in market concentration in the long-run as large banks force traditional investment houses out of business with aggressive pricing.  In this case the cost to issue securities ultimately could rise.
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