Answers to Chapter 11 Questions
1.   A depository institution is a financial intermediary that obtains a significant proportion of its funds from customer deposits. Industrial corporations tend to obtain a greater proportion of their funds from stockholders, bondholders, and other types of creditors.

2.  The major sources of funds for commercial banks in the U.S. are reported on the liability side of the balance sheet:

Deposits:  Transaction accounts (demand deposit and NOW accounts); and Time deposits (small savings accounts and time deposits over $100,000).

Borrowed funds: Federal funds; Repurchase agreements; Eurodollar deposits; bankers acceptances, etc.

Equity: 
Common stock; long-term subordinated debt.

The major uses of funds for commercial banks in the U.S. are reported on the asset side of the balance sheet:

Loans:  Commercial and industrial; Real estate and consumer.

Securities:  Government (Federal and municipal) securities. 

Cash:  Vault cash; Reserves at the Federal Reserve Bank.

3. The answer to this S&P question will vary depending on the date of the assignment.

4.  According to Figure 11-4, the four asset types are securities, business loans, mortgages, and consumer loans.  Over the longer term, there has been a drop in securities and an increase in mortgages.  More recently, we have seen a drop in business loans an increase in securities holdings, and a continued increase in mortgages. Among the reasons for this changing composition are the growth in the commercial paper market, the securitization of mortgages, and the credit crunch of 1989-92. Credit or default exposure is the primary risk from these assets.  

5.  Investment securities consist of items such as interest-bearing deposits purchased from other FIs, federal funds sold to other banks, repurchase agreements, U.S. Treasury and agency securities, municipal securities issued by states and political subdivisions, mortgage-backed securities, and other debt and equity securities. Investment securities generate interest income for the bank and are also used for trading and liquidity management purposes. Many investment securities held by banks are highly liquid, have low default risk, and can usually be traded in secondary markets.

6.  According to Table 11-2, the principal sources were deposits, borrowings and other liabilities. Of these, deposits comprised 72.8% of total liabilities.  The deposits consist of transaction accounts such as non interest bearing deposits and interest bearing NOW accounts and nontransaction accounts in the form of small savings accounts (time deposits) and large negotiable certificates of deposits. The short term nature of these liabilities exposes the banks to interest rate risk.

7.  Transaction accounts are checkable deposits that either bear no interest (so‑called demand deposits) or are interest bearing (most commonly called negotiable order of withdrawal accounts or NOW accounts). Since their introduction in 1980, interest‑bearing checking accounts, especially NOW accounts, have dominated the transaction accounts of banks. Noninterest‑bearing demand deposits are still issued by banks because limitations are imposed on the ability of corporations to hold NOW accounts and because NOW accounts have minimum balance requirements.

8. The answer to this S&P question will vary depending on the date of the assignment.

9. Bank size has traditionally affected the types of activities and financial performance of commercial banks. Large banks( relatively easy access to purchased funds and capital markets compared to small banks( access is a reason for many of these differences. For example, large banks with easier access to capital markets operate with lower amounts of equity capital than do small banks. Also, large banks tend to use more purchased funds (such as fed funds) and have fewer core deposits than do small banks. At the same time, large banks lend to larger corporations. This means that their interest rate spreads have usually been narrower than those of smaller regional banks, which were more sheltered from competition in highly localized markets and lend to smaller, less sophisticated customers. In addition, large banks tend to pay higher salaries and invest more in buildings and premises than small banks do. They also tend to diversify their operations and services more than small banks do. Large banks generate more noninterest income than small banks. Although large banks tend to hold less equity, they do not necessarily return more on their assets. However, as the barriers to regional competition and expansion in banking have fallen in recent years the largest banks( have generally improved their return on equity (ROE) and return on asset (ROA) performance relative to small banks.

10.  An off-balance-sheet activity is a transaction, contract, or commitment that a bank enters into but is not directly accounted for on the bank(s balance sheet. They are often reported in the notes to the financial statement or on a separate schedule. Examples of these are letters of credit, lines of credit, options, forwards, and swaps. Their increase has been a result of increased competition from other financial institutions as well as other risk management and regulatory incentives to move these activities off the balance sheet.

11.  An off-balance-sheet (OBS) asset is an OBS in which an event occurs that moves this item onto the asset side of the balance sheet. An off-balance-sheet liability is an OBS in which an event occurs that moves this item onto the liability side of the balance sheet.

12. The major types of off‑balance‑sheet activities are loan commitments, letters of credit, when issued securities, loans sold, and derivative securities. A loan commitment is a contractual commitment to loan a certain maximum amount to a borrower at given interest rate terms over some contractual period in the future (e.g., one year). Letters of credit are essentially guarantees that FI(s sell to underwrite the future performance of the buyers of the guarantees. Commercial letters of credit are used mainly to assist a firm in domestic and international trade. The FI's role is to provide a formal guarantee that it will pay for the goods shipped or sold if the buyer of the goods defaults on its future payments.  Standby letters of credit cover contingencies that are potentially more severe, less predictable or frequent, and not necessarily trade related. When‑issued securities are forward of future commitments to buy or sell securities (e.g., Treasury bills) before they are issued. Because the FI locks in a price on the securities before their issuance, these off‑balance‑sheet commitments expose it to interest rate risk. Loans sold are loans that the FI originated and then sold to other investors that can be returned to the originating 
institution in the future if the credit quality of the loans deteriorates. Derivative securities are futures, forward, swap, and option positions taken by the bank for hedging and other purposes.

13.  The number of commercial banks has declined from 14,483 in 1984 to 8,080 in 2001. Consolidations in the form of mergers and acquisitions and departures due to bank failures explain the decline. Many of the acquired banks were banks that had failed or were failing.

14. Economies of scale are the degree to which average unit costs of producing the existing set of financial services falls as the output of these services increases. Economies of scope are the degree to which average unit costs of producing all financial services falls by producing new lines of financial products. Thus, economies of scale look at the cost decrease as the size of the existing set of services increase, while economies of scope look at the cost decrease as the number of different services offered increases.

15. Diseconomies of scale occur when technological or other capital investments of banks result in higher average costs of financial service production. For example, if investments( future revenues do not cover their costs of development, they reduce the value of the bank and its net worth to the bank(s owners. On the cost side, large‑scale investments may result in excess capacity problems and integration problems as well as cost overruns and cost control problems. Then small banks with simple and easily managed computer systems and/or those leasing time on large banks( computers without bearing the fixed costs of installation and maintenance may have an average cost advantage. In this case, technological investment of large‑sized banks result in higher average costs of financial service production, causing the industry to operate under conditions of diseconomies of scale.
16. The result of the Financial Services Modernization Act of 1999 and the rulings leading up to it was a number of mergers and acquisitions between commercial and investment banks in 1997 through 2004. Some of the largest mergers included UBS(s $12.0 billion purchase of Paine Webber in 2000, Credit Suisse First Boston(s 2000 purchase of Donaldson Lufkin Jenrette for $11.5 billion in 2000, Deutsche Bank(s $9.7 billion purchase of Banker(s Trust in 1999, Citicorp(s $83 billion merger with Travelers Group in April 1998, Bankers Trust(s April 1997 acquisition of Alex Brown for $1.7 billion, NationsBank(s 1997 purchase of Montgomery Securities for more than $1 billion, U.S. Bancorp(s December 1997 acquisition of Piper Jaffray for $730 million, and Bank of America(s June 1997 purchase of Robert Stephens for $540 million (resold to Bank of Boston for $800 million in April 1998).10 In each case the banks stated that one motivation for the acquisition was the desire to establish a presence in the securities business as laws separating investment banking and commercial banking were changing. Also noted as a motivation in these acquisitions was the opportunity to expand business lines, taking advantage of economies of scale and scope to reduce overall costs and merge the customer bases of the respective commercial and investment banks involved in the acquisitions.

17. The three dimensions of revenue synergies obtained from geographic expansion are that (1) acquiring an FI in a growing market may enhance revenue; (2) the acquiring bank(s revenue stream may become more stable if the asset and liability portfolio of the target institution exhibits different credit, interest rate, and liquidity risk characteristics from the acquirer; and (3) the expansion into markets that are less than fully competitive offers an opportunity for revenue enhancement.

18.  Money center banks operate in the global banking market. They are active in international lending and lending to multinational corporations and usually have operations abroad. Moreover, they access international money markets for  funds to finance their global asset portfolios. Therefore, money center banks perform intermediation services on a global scale.
Regional banks tend to concentrate more on domestic business than do money center banks. They are often market makers for smaller commercial banks in their regions (correspondent banks), providing them with intermediation and information services. They also service the large domestic corporations operating in their region.
Size alone, however, does not distinguish money center banks from regional banks. Money center banks tend to be located in the major cities and are also net borrowers of funds in the interbank market. Thus, even though Bank of America is large and located in Los Angeles, it is not classified as a money center because its extensive retail outlet makes it a net supplier of funds in the interbank market. Small commercial banks tend to focus more on local customers. They offer highly personalized service to smaller corporate and individual clients. They rely on regionals and money center banks to obtain more sophisticated money management and information services on behalf of their customers.

19. Small banks generally concentrate on the retail side of the business(lending and issuing deposits to consumers and small businesses. In contrast, large banks engage in both retail and wholesale banking and often concentrate on the wholesale side of the business. Further, small banks generally hold fewer off‑balance‑sheet assets and liabilities than large banks. For example, while small banks issue some loan commitments and letters of credit, they rarely hold derivative securities. Large banks( relatively easy access to purchased funds and capital markets compared to small banks( access is a reason for many of these differences. For example, large banks with easier access to capital markets operate with lower amounts of equity capital than do small banks. Also, large banks tend to use more purchased funds (such as fed funds) and have fewer core deposits (deposits such as demand deposits that are stable over short periods of time) than do small banks. At the same time, large banks lend to larger corporations. This means that their interest rate spreads (i.e., the difference between their lending rates and deposit rates) and net interest margins (i.e., interest income minus interest expense divided by earning assets) have usually been narrower than those of smaller regional banks, which were more sheltered from competition in highly localized markets and lend to smaller, less sophisticated customers.
           In addition, large banks tend to pay higher salaries and invest more in buildings and premises than small banks do. Thus, their noninterest expenses are generally higher than small banks. They also tend to diversify their operations and services more than small banks do. Large banks generate more noninterest income (i.e., fees, trading account, derivative security, and foreign trading income) than small banks. Although large banks tend to hold less equity, they do not necessarily return more on their assets. However, as the barriers to regional competition and expansion in banking have fallen in recent years, the largest banks have generally improved their return on equity (ROE) and return on asset (ROA) performance relative to small banks.

20.  The commercial banking industry performance in the 1990s and 2000s is quite an improvement from the recessionary and high interest rate conditions in which the industry operated in the late 1980s. As reported in Table 11-7, the average ROA and ROE for commercial banks in 1999 was 1.31 percent and 14.02 percent, respectively, compared to 1989 when ROA and ROE averaged 0.49 percent and 7.71 percent, respectively. The provision for loan losses to assets ratio and net charge-offs to loans ratio averaged 0.63 percent and 0.61 percent, respectively, in 1999 versus 0.94 percent and 1.16 percent, respectively, in 1989. Net operating income grew by an annualized rate of 20.40 percent through 1999 versus a drop of 38.70 percent in 1989. Finally, note that in 1999 only seven U.S. commercial banks failed versus 206 in 1989. In the last decade the commercial banking industry essentially went from the brink of disaster to unprecedented profit and performance.
With the economic downturn in the early 2000s, however, bank performance deteriorated slightly. For example, commercial banks( string of eight consecutive years of record earnings ended in 2000 as their net income fell to $71.2 billion. Banks( provision for loan losses rose to $9.5 billion in the fourth quarter of 2000, an increase of $3.4 billion (54.7 percent) from the level of a year earlier. This was the largest quarterly loss provision since the fourth quarter of 1991. Finally, the average ROA was 1.19 percent in 2000, down from 1.31 percent in 1999.

This downturn was short-lived, however. In 2001, net income of $74.3 billion easily surpassed the old record of $71.6 billion and net income rose further to $106.3 billion in 2003. Moreover, in 2003, both ROA and ROE reached all time highs of 1.40 percent and 15.34 percent, respectively. For the first three-quarters of 2004, ROA and ROE were again high at 1.31 and 14.01 percent, respectively. The two main sources of earnings strength in 2003 were higher noninterest income (up $18.9 billion, 10.3 percent) and lower loan loss provisions (down $14.2 billion, or 27.6 percent). The greatest improvement in profitability occurred at large institutions, whose earnings had been depressed in the early 2000s by credit losses on loans to corporate borrowers and by weakness in market sensitive noninterest revenue. Only 5.7 percent of all institutions were unprofitable in 2003, the lowest proportion since 1997. In 2004, a combination of continued strength in consumer loan demand and growing demand for commercial loans added to the strength of earnings. The third quarter of 2004 saw the sixth time in seven quarters that industry earnings set a new record. Further, at the end of September noncurrent loans fell to their lowest level since the end of 2000.

Several explanations have been offered for the strong performance of commercial banks during the early 2000s. First, the Federal Reserve cut interest rates 13 times during this period. Lower interest rates made debt cheaper to service and kept many households and small firms borrowing. Second, lower interest rates made home purchasing more affordable. Thus, the housing market boomed throughout the period. Third the development of new financial instruments such as credit derivatives and mortgage backed securities helped banks shift credit risk from their balance sheets to financial markets and other FIs such as insurance companies. Finally improved information technology has helped banks manage their risk better. Nevertheless, the question still remains, what will happen to this industry if and when interest rates rise? If historical patterns hold, bank stocks should be highly vulnerable to rising interest rates. For example, after fairly modest increases in interest rates in 2004 mortgage originations (which totaled $3.3 trillion in 2003) fell to $1.6 trillion in 2004.

21. Earnings for those banks that had relatively large investments in commercial and industrial loans has been the lowest, while to those banks that focused on consumer business have seen the highest performance levels.

22. The answer to this S&P question will vary depending on the date of the assignment.

23 Wholesale Banking Services: Probably the most important area on which technology has impacted wholesale or corporate customer services is a bank(s ability to provide cash management or working capital services. Cash management service needs have largely resulted from (1) corporate recognition that excess cash balances result in a significant opportunity cost due to lost or forgone interest and (2) corporate need to know cash or working capital positions on a real time basis. Among the services that modern banks provide to improve the efficiency with which corporate clients manage their financial positions are these:

a.  Controlled disbursement accounts. An account feature that allows almost all payments to be made in a given day to be known in the morning. The bank informs the corporate client of the total funds it needs to meet disbursements, and the client wire transfers the amount needed. These checking accounts are debited early each day so that corporations can obtain an early insight into their net cash positions.

b. Account reconciliation. A checking feature that records which of the firm=s checks have been paid by the bank.

c.  Lockbox services. A centralized collection service for corporate payments to reduce the delay in check clearing, or the float. In a typical lockbox arrangement, a local bank sets up a lockbox at the post office for a corporate client located outside the area. Local customers mail payments to the lockbox rather than to the out‑of‑town corporate headquarters. The bank collects these checks several times per day and deposits them directly into the customer(s account. Details of the transaction are wired to the corporate client.

d. Electronic lockbox. Same as item 3 but receives on‑line payments for public utilities and similar corporate clients.

e. Funds concentration. Redirects funds from accounts in a large number of different banks or branches to a few centralized accounts at one bank.

f. Electronic funds transfer. Includes overnight payments via CHIPS or Fedwire, automated payment of payrolls or dividends via automated clearinghouses (ACHs), and automated transmission of payment messages by SWIFT, an international electronic message service owned and operated by U.S. and European banks that instructs banks to make specific payments.

g.  Check deposit services. Encoding, endorsing, microfilming, and handling customers( checks.

h.  Electronic initiation of letters of credit. Allows customers in a network to access bank  computers to initiate letters of credit.

h.  Treasury management software. Allows efficient management of multiple currency and security portfolios for trading and investment purposes.

i.  Electronic data interchange. A specialized application of electronic mail, allowing businesses to transfer and transact invoices, purchase orders, and shipping notices automatically, using banks as clearinghouses.

j.  Facilitating business‑to‑business e‑commerce. A few of the largest commercial banks have begun to offer firms the technology for electronic business‑to‑business commerce. The banks are essentially undertaking to automate the entire information flow associated with the procurement and distribution of goods and services among businesses. 

k.  Electronic billing. Provides the presentment and collection services for companies that send out substantial volumes of recurring bills. Banks combine the e‑mail capability of the Internet to send out bills with their ability to process payments electronically through the interbank payment networks.

l.  Verifying identities. Using encryption technology, banks certify the identities of its own account holders and serve as the intermediary through which its business customers can verify the identities of account holders at other banks.

m.  Assisting small business entries into e‑commerce. Help to smaller firms in setting up the infrastructure(interactive website and payment capabilities(for engaging in e‑commerce.
Retail Banking Services: Retail customers have demanded efficiency and flexibility in their financial transactions. Using only checks or holding cash is often more expensive and time consuming than using retail oriented electronic payments technology, and increasingly, the Internet. Further, securities trading is increasingly moving towards electronic platforms, not tied to any specific location. Electronic trading networks have lowered the costs of trading and allowed for better price determination. For example, with a single click of a mouse, Merrill Lynch customers can obtain information on all research (conducted by Merrill Lynch) on a company. Another click gives the customer information on the best terms available on a trade and a final click executes a customer=s trade. A typical customer transaction through a branch or phone call costs a customer about $1, while a similar online transaction costs just $0.02. Some of the most important retail payment product innovations include the following:
a.  Automated teller machines (ATMs). Allow customers 24 hour access to their checking accounts. They can pay bills as well as withdraw cash from these machines. In addition, if the bank(s ATMs are part of a bank network (such as CIRRUS, PLUS, or HONOR), retail depositors can gain direct nationwide(and in many cases international(access to their deposit accounts by using the ATMs of other banks in the network to draw on their accounts.
b.  Point of sale (POS) debit cards. Allows customers who choose not to use cash, checks, or credit cards for purchases to buy merchandise using debit card/point‑of‑sale terminals (POS). The merchant avoids the check float and any delay in payment associated with credit card receivables since the bank offering the debit card/POS service immediately and directly transfers funds from the customer(s deposit account to the merchant's deposit account at the time of card use. Unlike check or credit card purchases, the use of a debit card results in an immediate transfer of funds from the customers; account to merchant(s account. Moreover,

the customer never runs up a debit to the card issuer s is common with a credit card.

c. Preauthorized debits/credits. Includes direct deposit of payroll checks into bank accounts and direct payments of mortgage and utility bills.
d.  Paying bills via telephone. Allows direct transfer of funds from the customer(s bank account to outside parties either by voice command or by touch tone telephone.
e.  On‑line banking. Allow customers to conduct retail banking and investment services offered via the Internet. Connects customers to their deposit and brokerage accounts and provides such services as electronic securities trading and bill paying service via personal computers.
f.  Smart cards (stored‑value cards). Allows the customer to store and spend money for various transactions using a card that has a chip storage device, usually in the form of a strip. These have become increasingly popular at universities.

24. The key regulators are the Federal Deposit Insurance Corporation (FDIC), the Office of the Comptroller of the Currency (OCC), the Federal Reserve System (FRS), and state bank regulators.
The Federal Deposit Insurance Corporation (FDIC) insures the deposits of commercial banks. In so doing, it levies insurance premiums on banks, manages the deposit insurance fund, and conducts bank examinations. In addition, when an insured bank is closed, the FDIC acts as the receiver and liquidator, although the closure decision itself is technically made by the bank(s chartering or licensing agency such as the OCC. Because of problems in the thrift industry and the insolvency of the savings and loan (S&L) insurance fund (FSLIC) in 1989, the FDIC now manages both the commercial bank insurance fund and the S&L insurance fund. The Bank Insurance fund is called BIF and the S&L fund is called the Savings Association Insurance Fund, or SAIF.
The Office of the Comptroller of the Currency (OCC) is the oldest U.S. bank regulatory agency. Its primary function is to charter so‑called national banks as well as to close them. In addition, the OCC examines national banks and has the power to approve or disapprove their merger applications. Instead of seeking a national charter, however, banks can seek to be chartered by 1 of 50 individual state bank regulatory agencies. Historically, state chartered banks have been subject to fewer regulations and restrictions on their activities than national banks. This lack of regulatory oversight was a major reason many banks chose not to be nationally chartered. Many more recent regulations (such as the Depository Institutions Deregulation and Monetary Control Act of 1980) attempted to level the restrictions imposed on federal and state chartered banks. Not all discrepancies, however, were changed and state chartered banks are still generally less heavily regulated than nationally-chartered banks.
In addition to being concerned with the conduct of monetary policy, the Federal Reserve, as this country(s central bank, also has regulatory power over some banks and, where relevant, their holding company parents. Since 1980, all banks have had to meet the same noninterest‑bearing reserve requirements whether they are members of the FRS or not. Because the holding company(s management can influence decisions taken by a bank subsidiary and thus influence its risk exposure, the FRS regulates and examines bank holding companies as well as the banks themselves.
State-chartered commercial banks are regulated by state agencies. State authorities perform similar functions as the OCC performs for national banks.

25.  Established in 1933, the Federal Deposit Insurance Corporation (FDIC) insures the deposits of member banks. In so doing, it levies insurance premiums on member banks, manages the deposit insurance fund, and conducts bank examinations. In addition, when an insured bank is closed, the FDIC acts as the receiver and liquidator, although the closure decision itself is technically made by the bank chartering or licensing agency such as the OCC. Because of the problems in the thrift industry and the insolvency of the savings and loan (S&L) insurance fund (FSLIC) in 1989, the FDIC now manages both the commercial bank insurance fund and the S&L insurance fund. The Bank Insurance fund is called BIF and the S&L fund and is the Savings Association Insurance Fund, or SAIF.
26.  The primary advantages of FRS membership are direct access to the federal funds wire transfer network for nationwide interbank borrowing and lending of reserves.

27.  International expansion has six major advantages:
Risk Diversification. As with domestic geographic expansions, an FI(s international activities potentially enhance its opportunity to diversify the risk of its earning flows. Often domestic earnings flows from financial services are strongly linked to the state of that economy. Therefore, the less integrated the economies of the world are, the greater is the potential for earnings diversification through international expansions.
Economies of Scale. To the extent that economies of scale exist, an FI can potentially lower its average operating costs by expanding its activities beyond domestic boundaries.
Innovations. An FI can generate extra returns from new product innovations if it can sell such services internationally rather than just domestically. For example, consider complex financial innovations, such as securitization, caps, floors, and options, that FIs have innovated in the United States and sold to new foreign markets with few domestic competitors until recently.
Funds Source. International expansion allows an FI to search for the cheapest and most available sources of funds. This is extremely important with the very thin profit margins in domestic and international wholesale banking. It also reduces the risk of fund shortages (credit rationing) in any one market

Customer Relationships. International expansions also allow an FI to maintain contact with and service the needs of domestic multinational corporations. Indeed, one of the fundamental factors determining the growth of FIs in foreign countries has been the parallel growth of foreign direct

investment and foreign trade by globally oriented multinational corporations from the FI(s home country.
Regulatory Avoidance. To the extent that domestic regulations such as activity restrictions and reserve requirements impose constraints or taxes on the operations of an FI, seeking low regulatory tax countries can allow an FI to lower its net regulatory burden and to increase its potential net profitability.

Disadvantages. International expansion has three major disadvantages:
Information/Monitoring Costs. Although global expansions allow an FI the potential to better diversify its geographic risk, the absolute level of exposure in certain areas such as lending can be high, especially if the FI fails to diversify in an optimal fashion. For example, the FI may fail to choose a loan portfolio combination on the efficient portfolio frontier (see chapter 21). Foreign activities may also be riskier for the simple reason that monitoring and information collection costs are often higher in foreign markets. For example, Japanese and German accounting standards differ significantly from the generally accepted accounting principles that U.S. firms use. In addition, language, legal, and cultural issues can impose additional transaction costs on international activities. Finally, because the regulatory environment is controlled locally and regulation imposes a different array of net costs in each market, a truly global FI must master the various rules and regulations in each market.

Nationalization/Expropriation. To the extent that an FI expands by establishing a local presence through investing in fixed assets such as branches or subsidiaries, it faces the political risk that a change in government may lead to the nationalization of those fixed assets. If foreign FI depositors take losses following a nationalization, they may seek legal recourse from the FI in U.S. courts rather than from the nationalizing government. For example, the resolution of the outstanding claims of depositors in Citicorp(s branches in Vietnam following the Communist takeover and expropriation of those branches took many years.

Fixed Costs. The fixed costs of establishing foreign organizations may be extremely high. For example, a U.S. FI seeking an organizational presence in the Tokyo banking market faces real estate prices some five to six times higher than in New York. Such relative costs can be even higher if an FI chooses to enter by buying an existing Japanese bank rather than establishing a new operation, because of the considerable cost of acquiring Japanese FI equities measured by price‑earnings ratios. These high acquisition costs exist despite the significant bank loan problems of Japanese banks in recent years and the secular decline in Japanese share prices. These relative cost considerations become even more important if the expected volume of business to be generated and, thus the revenue flows from foreign entry are uncertain. The failure of U.S. acquisitions to realize expected profits following the 1986 deregulation in the United Kingdom is a good example of unrealized revenue expectations vis à vis the high fixed costs of entry and the costs of maintaining a competitive position.
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