AN OVERVIEW OF BANKS AND THE FINANCIAL-SERVICES SECTOR


Banks generate make money in two major ways.  The most traditional way is to borrow money through deposits or nondeposit funds and make loans or investments at a higher rate after adjusting for expenses such as operating expenses and loan losses.  The second way is to provide services that generate fees that are higher than the costs to produce those services.  Larger banks tend to generate more of their revenues from those services.

Different types of loans include commercial loans, real estate loans, consumer loans, and leases while deposits include checking or demand deposits, savings deposits, time deposits.  Nondeposit borrowings include short-term borrowings (federal funds purchased, repurchase agreements, commercial paper) and long-term borrowings (mortgages, bonds). 

Services that generate fee income include trust or fiduciary services, deposit service charges, brokerage activities, management of mutual funds, investment banking, correspondent services for smaller banks, and selling insurance policies and retirement plans.

Another important component of the financial markets is securitization or asset-backed securities (ABS).  Financial firms make money by originating loans for ABSs, servicing loans that are part of ABS, investment banking related to the ABSs.  ABS are a major part of the mortgage markets, auto loans markets, and credit card loans markets.
Banks and financial firms operate in a regulated environment.  We will discuss the latest regulations and how they affect a bank’s ability to take risks and make money.  The financial system is important to a well-functioning economy and the regulations deal with its safety and soundness.
Many of the elements of this course offer expanded coverage of corporate finance topics.  For example, even though mortgages and other types of loans and leases are major sources of funds for nonfinancial businesses, they are rarely covered in the traditional corporate finance courses.  We will also discuss the purchase of different fees services from banks.

Key Trends Affecting All Financial-Service Firms

A.
Service Proliferation

B.
Rising Competition

C.
Government Deregulation (3 major types = interest rates, products, geographic);                                                            
               however, there has been a move to reregulation due to financial crisis in 2007-09, i.e. 

    
               Dodd-Frank Act.
D.
An Increasingly Interest-Sensitive Mix of Funds

E.
Technological Change and Automation
F.
Consolidation and Geographic Expansion

G.
Convergence

H.
Globalization 
Which businesses are banking’s closest and toughest competitors? What services do they offer that compete directly with banks’ services?

Among a bank’s (CB) closest competitors are savings institutions (SI), credit unions (CU), money market funds (MMMF), mutual funds (MF), hedge funds (HF), security brokers and dealers (B&D), investment banks (InvB), finance companies (FC), financial holding companies (FHC), life (LI) and property-casualty (PC) insurance companies, pension funds (PF).  Others are government sponsored enterprises, e.g., FNMA, FHLMC, (GSE), and Asset-backed securities (ABS).  All of these financial service providers are converging and embracing each other’s innovations.  The Financial Services Modernization Act of 1999 (aka Gramm-Leach-Bliley or GLB Act) has allowed many of these financial service providers to offer the public one-stop shopping for financial services.

Examples (Q1 2013):  Sources = Flow of Funds Accounts, Federal Reserve Statistical Release Z.1 at http://www.federalreserve.gov/releases/z1/Current/; (table numbers are designated after category name)
EXAM:  Students should know the top three major players for each designated (*) category and their relative rankings.  Miscellaneous does not count as a top three major player.
*Household & NPO Financial Assets (L.100): Total = $57,698B (NPO = $2,004B when discontinued in 2000); PF reserves = $15,008B; corporate equities = 11,243B; equity in non-corporate business = 8,195B (includes farms); time & savings deposits = 7,164B; MF shares = 5,779B; Corp. Bonds = 2,455B; LI reserves = $1,202B; MMMF shares = 1,060B; Municipal securities = 1,658; Treasury securities = 1,048B, checking deposits and currency = 876B.  

Additional Information on PF that will be used later in course but will not be on first exam:

PF Reserves (L.225):  Total = $15,008B; Private PF = 6,857; SLGPF = 3,593B; LI = 2,947; Fed Govt. = 1,611; Private PF = 62% defined contribution, e.g, 401(k), and 38% defined benefit (see L.116.b and c) and excludes IRAs not held by insurance companies. ($5,507B; L.225i)
Household & NPO Liabilities (L.100):  Total = $13,379B; Home mortgages & HELs = $9,379B; Consumer credit = $2,762B.

*Nonfarm Nonfinancial Corporate Business Liabilities (L.102):  Total = $14,073B; Corp. Bonds = $5,938B; Trade Payables = 1,892B; CB & other loans = 1,696B; Mortgages = 575B; Misc. = 3,250B (including 2,580B of foreign direct investment in US).
*Nonfarm Nonfinancial Noncorporate Business Liabilities (L.103):  Total = $5,809B; Mortgages = 2,769B; CB & other loans = 1,259B; Trade Payables = 431B; Misc. = 1,350B.
*Small Time and Savings Deposits (<$100K) (L.205): Total = $7,871B; US-Chartered CB & SI = 7,019B; CU = 766B; Foreign Banking Offices in US = 68B 
*Large Time Deposits (>=$100K) (L.205):  Total = $1,491B;  Foreign banking offices in U.S. = 722B; U.S.–chartered CB & SI = 709B; CU = 41B
MMMF (L.206) = $2,554B (similar to time and savings deposits)
Financial department store and universal bank refer to the same concept.  A financial department store is an institution where banking, fiduciary, insurance, and security brokerage services are unified under one roof.  A bank that offers all these services is normally referred to as a universal bank.  These have become important because of convergence and changes in regulations that have allowed financial service providers to offer all services under one roof
Why do banks and other financial intermediaries exist in modern society, according to the theory of finance?  There are multiple approaches to answering this question. The traditional view of banks as financial intermediaries sees them as simultaneously fulfilling the financial-service needs of savers (surplus-spending units) and borrowers (deficit-spending units), providing both a supply of credit and a supply of liquid assets. A newer view sees banks as delegated monitors who assess and evaluate borrowers on behalf of their depositors and earn fees for supplying monitoring services. Banks also have been viewed in recent theory as suppliers of liquidity and transactions services that reduce costs for their customers and, through diversification, reduce risk.  Banks are also critical in the payment system for goods and services and have played an increasingly important role as a guarantor and a risk management role for customers.
EXAM:  Know relationship of important trends:  Consolidation refers to increase in the size of financial institutions and the decline in the number of small independently owned banks and financial service providers.  If economies of scale exist then that will encourage larger firms.   Convergence is the bringing together of firms from different industries to create conglomerate firms offering multiple services.  Clearly, these two trends are related.  In their effort to compete with each other, banks and their closest competitors have acquired other firms in their industry as well across industries to provide multiple financial services in multiple markets.  If economies of scope exist then that will encourage more diverse products within a firm.
FINANCIAL CAREERS and JOB SEARCHES:
Prof. Smith has a list of materials on his web page which may be found at https://webcourses.ucf.edu/eportfolios/21247/Financial_Careers_and_Job_Searches under Links.  The St. Petersburg Times profiled it as, “University of Central Florida banking and finance professor Stanley Smith shares links to lots of sites in his field, along with job-hunting tips for those interested in financial careers.”  
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