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1- In the USA, what is the difference between a money centre commercial bank and a global investment bank or global wholesale financial services company?

A first way to answer to this question is to look at a dictionary. If we believe the InvestorWords web site, the definition of a commercial bank is:

“An institution, which accepts deposits, makes business loans, and offers related services.”

And an investment bank is defined as:

“An individual or institution which acts as an underwriter or agent for corporations and municipalities issuing securities, but which does not accept deposits or make loans. Most also maintain broker/dealer operations, maintain markets for previously issued securities, and offer advisory services to investors. Also called investment banker.”

Furthermore, the Deutsche Bank web site
 tells us how this global bank sees itself:

“Becoming Deutsche Bank, a universal bank with all its group companies and affiliates, offers the full range of modern banking services. As well as deposit-taking, lending and issuing business, this includes numerous forms of corporate finance, investment and asset-management business, as well as trading in foreign exchange and derivatives. In addition the bank offers advisory services for small and medium-sized companies, building finance products, and a wide variety of insurance products, particularly life insurance.”
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Found also on the Deutsche Bank web site is this pic​ture presenting what is a global bank. It is ob​vious from it that a global bank re​groups the spe​ci​fic area co​ve​red by com​mercial and investment bank in the USA.

What these three definitions tells is that basically, in the United States of America, two type of banks exist: commercial and investment banks. Due to the Glass-Steagall Act of 1933, a bank can’t be both commercial and investment bank. This contrasts with the situation in Germany, where banks, like Deutsche Bank, can virtually do whatever they want. That is, in the USA, a bank can whether receive deposits and make loans (commercial bank) or underwrite securities (investment bank). They are legally forced to do business as one or the other, but in no time as both.

2- In the context of this case, explain:

(a) The traditional difference between merchant and investment banking. Is there any difference in the 1990s?

Traditionally, a merchant bank was, according to Xrefer.com:

“A bank that formerly specialized in financing foreign trade, an activity that often grew out of its own merchanting business. This led them into accepting bills of exchange and functioning as accepting houses.”

The investment bank, on the other hand, is seen as previously, as involved in underwriting securities and etc. However, the merchant bank has changed to become something similar to the investment bank, according once again to the definition taken from Xrefer.com:

 “More recently they have tended to diversify into the field of hire-purchase finance, the granting of long-term loans (especially to companies), providing venture capital, advising companies on flotations and takeover bids, underwriting new issues, and managing investment portfolios and unit trusts. Many of them are old-established and some offer a limited banking service. Their knowledge of international trade makes them specialists in dealing with the large multinational companies. They are most common in Europe, but some merchant banks have begun to operate in the USA. Several UK merchant banks were taken over in the 1990s either by the commercial banks or by large overseas banks.”

What is more, the case specifies what is a merchant bank when saying that the “Financial Services” unit of BT was the merchant bank. That is, a merchant bank should be made of these functional units: Corporate Finance, Emerging Markets and Global Markets.
 Later in the case, it says “At the time, the bank congratulated itself for being a model modern investment bank”

What this tells us is that in the 1990’s, there is not really a difference between a merchant bank and an investment bank. Both are playing in the same fields, and therefore should be considered more or less as the same one.

(b) The meaning of “the broad relationship list of a commercial bank”.

In the BT case it means that they used the commercial bank like a platform, a basis to support their investment banking activities. In other words, they could use their huge database of actual clients as a potential buyer of the securities the new investment bank will underwrite. All together, it gives place to possible economies of scale in the whole process. For example, a debt security was underwritten via their Corporate Finance department, and then sold to their commercial banking activities’ customers. Therefore, they build a cross trade system 
to optimise the profit they could make with the clients. TThe new global bank is more efficient and more competitive.

As for the companies already doing business with the old commercial bank, they become, within the new system, a very attractive target for the Corporate finance department, since the bank already knows them and can charge fees without occurring the cost of assessing the value of this already known customer. On this way, it looks like BT aimed to make Relationship banking, defined on Xrefer.com as:

“The establishment of a long-term relationship between a bank and its corporate customers, often in the form of a bilateral bank agreement. The main advantage is that it enables the bank to develop in-depth knowledge of a company's business, which improves its ability to make informed decisions regarding loans to the company. The company expects to benefit by increased support during difficult times.”

(c) Corporate finance activities as the main focus of attention among BT’s investment banking activities.

The Corporate finance is the first of the four main functions of an investment bank. The three others are Underwriting, Distributing and Administrate. The Corporate finance department gets all its importance for a wannabe global investment bank because it supplies the other departments with customers from its own activities, allowing once again to take full advantage of the economies of scale. That is, once the bank knows its customer, they don’t have to do such operations as enquiries, because they know it. They can then collect more fees, and still be cheaper than another investment bank that would have to charge to get to know the firm.

What is more, BT wanted to develop a niche in the then new-fashioned leveraged buy-out (LBO). Adding to the fact that in 1984, BT wanted also to focus on M&A advisory, which is directly a Corporate finance activity, the link is easily done between the M&A and the LBO. Possessing a strong Corporate finance department allows the bank to own a big fee in the LBO niche.

(d) The meaning of the initiation of a large-scale loan sale programme to control and stabilise balance sheet growth.

Before the restructuring, BT had many loans present in their balance sheet, because they were a commercial bank and loans are a regular business in such a bank. They wanted to reduce this figure in their balance sheet for three reasons:

1- To reduce their vulnerability to commercial banking activities, that is, to distribute the risk they were formerly taking as a commercial bank;

2- To change their revenue source from interest revenues to fees revenues, as a regular investment bank would do;

3- To present a balance sheet that reflects their new vocation of investment banking, and not anymore present a commercial bank’s balance sheet.

The best way to achieve these three objectives was obviously to sell out their loan business. Furthermore, this concord with the “Shiftability Theory” of Moulton
, “that recognized that liquidity could be provided if a certain portion of deposits were used to acquire such assets as loans and securities for which a secondary market exists”.

In 1984, they expanded this program, after finding out that they were better off by originating and selling the loans than by holding it. It means that the return from fee revenue was higher than from interest revenue. This gave another advantage to the New-BT. That is, with their new know-how, they were now in position to take part in the sale of loans to big corporations, instead of small borrowers, coming back once again to the LBO niche.

(e) Regulation Q.

According to Xrefer.com, the Regulation Q was:

“A Federal Reserve regulation setting ceilings on rates of interest paid by banks on their deposits. In 1970 and 1973 the application of the regulation was lifted on certificates of deposit (CDs) of maturities of 30 to 90 days, and over 90 days, respectively. Regulation Q was an important stimulus to the Eurodollar market because it encouraged US banks to bid for funds at higher rates from their branches abroad.”

In the case, it was mentioned as threat against Bankers Trust, since until the lifting of these ceilings rules, deposits held in a bank constituted a very cheap way of getting funds for the bank. The new regulation, allowing commercial banks to pay interest on such deposits would lead to an interest rates war in the market, reducing considerably the benefits from these deposits for the banks.
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