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INTRODUCTION

This brief covers the following:

· INTRODUCTION

· DESCRIPTION OF THE SIMULATION

· THE BUSINESS SITUATION

· DESCRIPTION OF THE DECISIONS

· DESCRIPTION OF THE RESULTS

· RECENT TRADING HISTORY

This simulation is designed to allow you to manage the development of a bank in direct competition with several like banks so that you can explore how a bank functions. It does not attempt to replicate your bank or banking environment precisely. Rather it is designed to raise key banking issues and explore basic bank operations. 

A business model simulates the operation of your bank. Your decisions and those of your competitors influence the responses to this model. The results of your decisions are used to produce several reports that you must analyse to see how well you are performing and what further action is needed.

Your objective is to make your bank successful and it is up to you to agree your criteria of success.

THE SIMULATION

The simulation consists of the following:

· PREPARATION

· DECISION MAKING

· REVIEW

PREPARATION

Preparation involves becoming familiar with the basic situation, defining individual responsibilities, considering objectives and deciding how to measure and control. While doing this it is important to recognise that it takes some time before you fully understand all the facets of the bank that you are managing. It is probable that you will only fully understand the bank after you have run it for several periods. Thus your understanding and the effectiveness of decision making will improve throughout the simulation.

DECISION MAKING

Once the initial preparation is complete the operation of the business is simulated for several periods each representing one year. (The first period is year 1). Each period involves the following:

· SUBMISSION OF DECISIONS

· SIMULATION OF THE BUSINESS

· ANALYSIS OF THE RESULTS

Decision Submission - the decisions (as described later) must be submitted to the simulation control centre at or before the time set. You must keep to the decision making schedule for, if decisions are not submitted on time, the previous decisions are used in their place. The decisions must be submitted on the forms provided and should be complete and legible!

Simulation - the decisions are evaluated and their impact calculated. These calculations take some time, and you should use this time to reflect on your objectives and strategies and to update your business control systems.

Results – a series of reports are returned to you for you to analyse and consider before making your decisions for the next year. 

REVIEW

At the end of the simulation there is a review of your results and those of your competitors. And you may be asked to make a presentation.

THE BUSINESS SITUATION

The business is a bank that has been operating for some time in direct competition with several other banks. In the past these banks have not competed strongly against each other and your task, as the new senior management is to change this and turn your bank into a successful, thriving business.

THE MARKET SECTORS

Your bank operates in two market sectors:

· Retail Banking
· Corporate Banking
The Retail Banking sector involves providing services for private individuals including private demand deposits, savings & deposits, overdrafts, term loans & mortgages.

The Corporate Banking sector involves providing services for businesses including demand & deposit accounts, overdrafts and lines of credit, term loans and leasing.

CLIENT NEEDS

Although very different in terms of level and detail of business, both private (retail) banking clients and corporate banking clients use a similar range of products:

· Demand Deposits

· Long Term Deposits

· Short Term Loans & Overdrafts

· Long Term Loans

Demand Deposits are the basic account held by clients to provide their short-term cash needs. Clients receive no interest on these and they represent a major source of funds to the bank. Unfortunately, the clients can withdraw their funds at short notice and so demand deposits fluctuate during the year. Associated with these accounts the bank charges fees for depositing and making payments. 

Long Term Deposits are accounts used by clients who have surplus funds that they do not need immediate access to. Money invested by clients in long term deposits earns reasonable levels of interest but are not immediately accessible (as are demand deposits). There a no fees associated with these accounts and you must decide the interest to pay to clients.

Short Term Loans & Overdrafts are borrowing by clients to fund short-term cash needs. The bank charges the clients reasonably high interest on this together with fees for arranging lines of credit (for pre-approved overdrafts) and fees where the overdraft is not approved. Generally, overdraft for retail clients do not involve collateral and so there is some impairment losses associated with these. For corporate clients, overdraft are often secured on working capital (inventory and accounts receivable) but this does not eliminate impairment losses. You must decide the interest to be charged on overdrafts. As no notice is given when borrowing or repaying these loans their level can vary significantly. 

Long Term Loans are long-term borrowing much of which involves collateral. So the funding level is more stable and impairment losses are lower. This is especially true for long-term retail loans that are for home purchase with the home as collateral. Although long-term corporate loans are generally for plant and equipment and will be secured on this, they have a higher default risk. Arranging long-term loans earns a fee and you must decide the interest to charge. To simplify matters there are no fixed rate loans and both interest and part of the balance is paid each year.

In reality, each of these four products subdivide into many types, but, to simplify the simulation, each of these products is treated as a single one.

Most clients will have a demand deposit account but some will have a short term loan (overdraft). The number of clients with long-term deposits or loans is likely to be less.

SOURCES OF INCOME

The bank derives income from the difference between interest earned on loans and the interest paid on deposits plus the net income from fees. You are able to influence client demand for loans and deposits and the income derived through deciding what interest to charge for these products.

Interest is paid by clients on overdraft and long-term loans and paid to clients on  long-term deposits. (No interest is paid on demand deposits.)  Interest earned is based on the average level of loans and interest paid is based on the average level of deposits.

Fee income is relatively small and derives from transaction fees on demand deposits, authorisation and other fees on overdrafts, arrangement and valuation fees on long-term loans and legal and recovery fees on impaired loans. 

BUSINESS DEVELOPMENT

Business Development involves winning new clients and then increasing their use of the bank’s services. 

Winning new clients is likely to involve a combination of promotion and (for the corporate market) selling effort. Promotion is decided annually for the retail and corporate markets separately and it covers advertising, leaflets, public relations etc. The nunber of the Account Managers who sell to the corporate market is also decided annually. The annual cost of each Account Manager (including salary, social security and pension plans) is  €12000.

Once a client starts using the bank their experience of the quality of service and staff availability will affect their use the bank. Good experience will increase use but bad experience is likely to reduce use and may cause the client to stop using the bank. 

Each year you will be informed of the number of clients continuing to use the bank (existing clients) and new clients (who started using the bank during the year).

OPERATING STAFF

Although in reality a bank has may types and grades of staff, to simplify matters you are only concerned with two grades of operating staff:

· Senior Staff
· Junior Staff
These work with both retail and corporate clients. The work done involves both senior and junior staff and the mix depends on the complexity and importance of the work.

Senior Staff are concerned with more complex and important work and larger clients. So they are more involved with corporate clients than with retail clients. Also, they are more concerned with large loans and long-term deposits than with demand deposits.

In contrast, Junior Staff are more concerned with the more routine work (such as processing demand deposits and doing retail client work).

Each year you must decide how many Senior and Junior Staff to employ and how much to spend on improving their quality of work and productivity. If you employ too many staff, some may be idle. If you employ too few staff you will not be able to adequately service clients and so lose business (and perhaps clients to other banks). Because of this, if there are surplus senior staff but a shortage of junior staff, the senior staff will do the work of junior staff. But, if there is a shortage of senior staff, the junior staff cannot do the work of senior staff.

	
	Junior
	Senior

	Annual Cost/Staff 
	7000
	11000

	Equipment/Staff
	2000
	4000

	Staff/thousand New Clients
	0.97
	0.97

	Staff/thousand Retail Clients
	1.95
	1.12

	Staff/thousand Corporate Clients
	2.32
	1.36


The table above shows the annual cost per staff member, the value of equipment required for each and an indication of the staff required per thousand clients. If you reduce staff levels, equipment will be sold off.

Each year you can spend on improving staff quality and productivity. Quality Improvement enhances the staff’s ability to deal with clients and the expenditure is evenly split between costs charged to the Income Statement and capital investment in equipment. Productivity Improvement enhances the staff’s ability to handle larger number of clients and the expenditure is split so that a quarter is charged to the Income Statement as an expense and the rest is capital expenditure. The capital expenditure associated with Quality and Product Improvement is depreciated at 25% per year.

GENERAL OVERHEADS

Besides the Senior, Junior Staff and Account Managers, the bank employs other staff (management, etc.). And these, together with administrative expenses etc. are included in general overheads of €1500000 a year.
FIXED ASSETS

In order to operate the bank requires premises and equipment. Bank premises are expected to be sufficient to handle any anticipated growth in the business and are currently valued at €50000 and are not depreciated. Except for investment in quality and productivity improvement, depreciation on other equipment is exactly matched by investment in refurbishment and repairs. So the value of these assets will not change on the Balance Sheet but there will be a depreciation charge to the Income Statement and the expenditure on refurbishment and repairs will be a capital expenditure. 

FUNDING

Ideally, funds lent to clients should balance with funds borrowed from clients. In practice, this is not likely to happen and so there is a need to plan for other sources of funds. In practice there are several such sources but here you can only borrow from other banks. Or, if you have surplus funds you can lend to other banks. Interest on these loans is at the discount rate. (So, it is cheaper to obtain funds from your clients and more profitable to lend to your clients.) If you borrow too little from the other banks this may affect your ability to make loans, may require expensive short-term borrowing and/or may threaten your bank's liquidity and perhaps solvency.

BANK SOUNDNESS

It is vital that the bank maintains sufficient capital and liquid assets to ensure that the bank’s depositor are protected against risk – risks due to changing economic conditions, borrowers defaulting on their loans and fluctuations in deposits. To ensure this the following are controlled according to the regulations set down by the National Bank:

Capital Adequacy

Liquid Assets – Required Reserves

Capital Adequacy means that the Share Capital of the bank is adequate to handle any probable loan defaults and is measured by Capital Adequacy %. This expresses the bank’s capital as a percentage of risk weighted assets. Risk weighting assets takes into account the chance that the asset will become impaired and so depends on the borrower and the extent to which (if appropriate) suitable collateral is held on the loan. The table below shows the weights (likelihood of default) for the various assets.

	Asset
	Weight

	Cash & Cash Equivalents
	0%

	Loans & Advances to Banks
	20%

	Long Term Loans to Retail Clients
	60%

	Long Term Loans to Corporate Clients
	100%

	Short Term Loans (Overdrafts)
	100%

	Fixed Assets
	100%


Note: The Long Term Loans to Retail Clients is less than 100% because it is assumed that a significant portion (but not all) of these will be home loans with the property as collateral. If all these loans had been home loans, then the weight would be 50%. Although Long Term Loans to Corporate Clients may be secured on plant and equipment, like the bank’s own fixed assets, there is little guarantee that these assets could be sold at anything near purchase value. Short-term loans for retail clients may not be secured and for corporate clients, even if the loan is secured against working capital, there is little change of recovering the debt. 

The Capital Adequacy % is calculated by expressing the bank’s Share Capital as a percentage of the total of the risk weighted assets. The National Bank stipulates that Capital Adequacy % must exceed 10% and the bank may have to stop providing additional loans if Capital Adequacy falls below this figure. (Even though this will mean a loss of potential income and will offend clients – possibly causing them to change banks.) 

Liquid Assets – Required Reserves
In the short term, the bank must be in the position to handle client demand for payment from their clients’ deposits. And the bank must plan to cover this through:

· Cash 

· Balances with the National Bank
The National Bank requires that the total of these must be equal to or greater than 20% of the total of client and bank deposits. If the total of cash in hand and the balances with the National Bank fall below the required amount the bank will need to borrow the balance from the National Bank at 400% of the current discount rate.
OTHER FINANCIAL INFORMATION

This section provides information about:

· Taxation
· Dividends
Taxation

The bank is taxed on its operating profit at 10%. This is paid in the following year and is shown as a current income tax liability. If the company makes a loss this is carried forward as deferred income tax asset to be set against the time the bank is profitable

Dividend

The Board of Directors insist on an annual dividend equal to ten percent of the sum of the previous year’s share capital plus retained earnings and paid in the following year.

COMPETITORS

During the simulation you are in direct competition with several other banks (run by your fellow course members) all of which started from exactly the same position. However, outside this group there are other financial institutions that provide similar products and services.

THE ECONOMY

Initially the economy is reasonably stable and it is unlikely that the discount rate or the mix of demand for financial services will change substantially. However, this state of affairs may not continue indefinitely.

DECISIONS

The decisions that are made each year are as follows:

· Interest Rates
· Operating Staff Numbers
· Promotion
· Account Managers Numbers
· Quality & Productivity Improvement
· Loans from Banks
Interest Rates are entered as multiples of the discount rate. So, interest rates on loans will be above 1.00 and interest rates for term deposits will be below 1.00. 

Operating staff are the number necessary to support the day to day operation of the bank. The mix of junior and senior staff depend on the number of retail and corporate clients, the mix of business, productivity and quality improvement.

The promotion decisions are the amount to spend on encouraging clients to use the bank. As senior management you are not concerned with the way that promotion is spent but just in deciding an appropriate amount. Promotion is likely to be especially effective in obtaining new clients but may influence existing clients to make use of other bank services.

The account managers will be used to support the corporate clients and help them decide on the appropriate bank service. 

The quality improvement and the productivity improvement decisions are the total amounts to be spent in for these.

In order to maintain an optimum liquidity level you can either take loans from other banks or (if you enter a negative number) make loans to other banks. The number you enter is the total size of the loan (or if negative, deposit).

	Interest Rate Decisions – Retail
	Year –2
	Year -1
	Year 0

	Short Term Loan Interest
	2.50
	2.60
	2.40

	Long Term Loan Interest
	1.50
	1.65
	1.35

	Long Term Deposit Interest
	0.90
	0.80
	0.80


	Interest Rate Decisions - Corporate
	Year –2
	Year -1
	Year 0

	Short Term Loan Interest
	2.50
	2.50
	2.40

	Long Term Loan Interest
	2.50
	2.55
	2.40

	Long Term Deposit Interest
	0.90
	0.90
	0.80


	Marketing Decisions
	Year –2
	Year -1
	Year 0

	Retail Banking Promotion
	100
	110
	125

	Corporate Banking Promotion
	100
	110
	125

	Account Managers Numbers
	8
	9
	10


	Junior Staff Decisions
	Year –2
	Year -1
	Year 0

	Operating Staff Numbers
	60
	55
	60

	Quality Improvement
	15
	15
	15

	Productivity Improvement
	15
	15
	15


	Senior Staff Decisions
	Year –2
	Year -1
	Year 0

	Operating Staff Numbers
	30
	32
	35

	Quality Improvement
	12
	12
	12

	Productivity Improvement
	12
	12
	12


	Bank Loans
	Year –2
	Year -1
	Year 0

	Loans from Banks
	11000
	11000
	12000


BUSINESS RESULTS

Each period you will receive results in three stages. First, immediately after the decision time you will receive some preliminary results for you to work on before the full results for your business are provided. Finally, you will receive some business research so that you can compare how you are performing against the other banks. Below are shown these results for the last three years (where Year –2 is to three years ago, Year –1 two years ago and Year 0 last year). (All financial information is in thousands of Euros.)

PRELIMINARY RESULTS

These are returned to you immediately after the decision submission time 

	Performance Summary
	Year –2
	Year -1
	Year 0

	Net Interest Income
	3392
	3707
	3192

	Net Fee Income
	413
	415
	459

	Operating Profit
	763
	1020
	400

	Total Assets
	38614
	39092
	40557

	Total Liabilities
	33973
	33928
	35458

	Return on Capital %
	14.8
	17.8
	7.1

	Return on Assets %
	1.8
	2.3
	0.9

	Net Interest Margin %
	8.8
	9.5
	7.9

	Capital Adequacy %
	18.0
	19.9
	18.7

	Reserve Requirements
	6679
	6673
	6922

	Cash & Balances with National Bank
	6726
	7044
	6925

	National Bank Loan
	44
	0
	347


Return on Capital is profit after tax as a percentage of the shareholders' capital and measures profitability from the owners' viewpoint. Return on Assets is the operating profit as a percentage of total assets and measures profitability from the management viewpoint. Net Interest Margin is net interest expressed as a percentage of the total assets and shows how efficiently the bank is generating revenue from its assets.
FULL RESULTS

A few minutes after you receive your Preliminary Results you will be provided with the following reports:

· Income Statement

· Balance Sheet

· Client Changes

· Staff Workload 

· Market Sector Reports

INCOME STATEMENT
This report shows for the retail and corporate sectors combined, the revenue generated, the costs and expenses incurred and the profits earned for the year.

	Income Statement 
	Year –2
	Year -1
	Year 0

	Interest Income
	5474
	5568
	5111

	Interest Expense
	2082
	1860
	1919

	Net Interest Income
	3392
	3707
	3192

	Fee Income
	545
	542
	621

	Fee Expense
	132
	127
	162

	Net Fee Income
	413
	415
	459

	Impairment Losses
	214
	225
	228

	Operating Expenses
	2828
	2878
	3023

	Operating Profit
	763
	1020
	400

	Income Tax
	76
	102
	40

	Profit after Tax
	687
	 918
	360

	Dividend
	395
	425
	474

	Transfer to Retained Earnings
	292
	493
	-114


BALANCE SHEET
This report shows the bank’s Assets, Liabilities and Capital at the end of the year. The Assets show things of value owned by the bank. The Liabilities show the funds owed by the bank. And the Equity shows the amount invested by the bank’s shareholders. The Assets are balanced by the total of the Liabilities and the Capital.
	Assets
	Year -2
	Year -1
	Year 0

	Cash & Balances
	6726
	7044
	6925

	Loans & Advances to Banks
	0
	0
	0

	Loans & Advances to Clients
	30903
	31010
	32505

	Fixed Assets
	986
	1038
	1127

	Deferred Income Tax
	0
	0
	0

	Total Assets
	39614
	39092
	40557


	Liabilities
	Year -2
	Year -1
	Year 0

	Deposits from Banks
	11000
	11000
	12000

	National Bank Loan
	44
	0
	347

	Client Deposits
	22393
	22366
	22611

	Creditors
	460
	460
	460

	Current Income Tax Liability
	76
	102
	40

	Total Liabilities
	33973
	33928
	35458


	Capital
	Year -2
	Year -1
	Year 0

	Share Capital
	2500
	2500
	2500

	Retained Earnings
	1746
	2239
	2125

	Other Reserves
	0
	0
	0

	Dividend
	395
	425
	474

	Total Capital
	4641
	5163
	5099


CLIENT CHANGES
This report shows changes in the number of clients that your bank has as existing clients (clients who used the bank last year) and new clients (clients who started using the bank this year). This year's existing clients may be less than last year’s client total because some of these may have been lost to competing banks.

	Client Changes – Retail

	
	Year –2
	Year -1
	Year 0

	Existing Clients
	19648
	19576
	19521

	New Clients
	520
	452
	655

	Total Clients
	20168
	20028
	20176


	Client Changes – Corporate

	
	Year –2
	Year -1
	Year 0

	Existing Clients
	4919
	4995
	5093

	New Clients
	199
	214
	240

	Total Clients
	5118
	5209
	5333


STAFF WORKLOAD
This provides information about the number of staff needed and the current workload on a per thousand client basis for new clients, existing retail and corporate clients. 

	Staff  Workload – Junior Staff

	
	Year –2
	Year -1
	Year 0

	Operating Staff Numbers
	60
	55
	60

	Staff Needed
	51
	51
	52

	Average Work/New Client
	0.97
	0.99
	0.97

	Average Work/Retail Client
	1.94
	1.96
	1.95

	Average Work/Corporate Client
	2.32
	2.33
	2.32


	Staff  Workload – Senior Staff

	
	Year –2
	Year -1
	Year 0

	Operating Staff Numbers
	30
	32
	35

	Staff Needed
	30
	30
	30

	Average Work/New Client
	0.97
	0.99
	0.97

	Average Work/Retail Client
	1.11
	1.11
	1.12

	Average Work/Corporate Client
	1.36
	1.35
	1.36


MARKET SECTOR REPORTS

These reports show the results for each of the two market sectors and so allows you to compare them.

	Market Sector Report - Retail

	
	Year –2
	Year -1
	Year 0

	Short Term Interest
	776
	800
	745

	Long Term Interest
	1926
	2137
	1781

	Interest Income
	2703
	2937
	2526

	Fee Income
	924
	824
	824

	Total Revenue
	3627
	3762
	3350

	Term Deposit Interest
	924
	824
	824

	Total Fee Expense
	65
	55
	75

	Impairment Charge
	111
	116
	115

	Other Expenses
	471
	488
	525

	Total Expenses
	1571
	1482
	1639

	Profit
	2055
	2279
	1811

	Short Term Loans
	3638
	3558
	3743

	Long Term Loans
	15264
	15214
	15835

	Sector Assets
	18947
	18772
	19578

	Demand Deposits
	5460
	5423
	5463

	Long Term Deposits
	12162
	12078
	12167

	Sector Liabilities
	17623
	17501
	17629


	Market Sector Report - Corporate

	
	Year –2
	Year -1
	Year 0

	Short Term Interest
	618
	637
	645

	Long Term Interest
	1884
	1972
	1922

	Interest Income
	2502
	2609
	2567

	Fee Income
	 98
	101
	92

	Total Revenue
	2601
	2710
	2659

	Term Deposit Interest
	98
	101
	92

	Total Fee Expense
	68
	72
	87

	Impairment Charge
	103
	109
	113

	Other Expenses
	382
	416
	461

	Total Expenses
	651
	698
	753

	Profit
	1950
	2012
	1906

	Short Term Loans
	2952
	3045
	3280

	Long Term Loans
	9003
	9192
	9647

	Sector Assets
	11956
	12237
	12927

	Demand Deposits
	3466
	3528
	3611

	Long Term Deposits
	1305
	1338
	1370

	Sector Liabilities
	 4770
	4866
	4981


Note: For the corporate market sector the promotion cost is the total of the promotion decision and the cost of account managers.

BUSINESS RESEARCH

After you have received the reports for you own bank you will receive information about the other banks as follows:

· Comparative Accounts

· Competitor Interest Multipliers

· Market Interest Multipliers

· Discount Rate Research

· Press Comments

COMPARATIVE ACCOUNTS

These provide information comparing key Income Statement and Balance Sheet data. Up to this point (when you take over the bank) all competitors have had identical data.

	Comparative Accounts (all teams)

	
	Year –2
	Year -1
	Year 0

	Net Interest Income
	3392
	3707
	3192

	Net Fee Income
	413
	415
	459

	Operating Profit
	763
	1020
	400

	Profit after Tax
	687
	918
	360

	Total Assets
	38614
	39092
	40557

	Total Liabilities
	33973
	33928
	35458

	Total Capital
	4641
	5163
	5099

	Return on Capital %
	14.8
	17.8
	 7.1

	Return on Assets %
	1.8
	2.3
	 0.9

	Capital Adequacy %
	18.0
	17.8
	18.7


COMPETITOR INTEREST MULTIPLIERS

This report provides information about the interest rate multipliers used by your direct competitors. Up to this point (when you take over the bank) all competitors have used the same interest rate multipliers (as shown in your decisions earlier).
MARKET INTEREST MULTIPLIERS

This report provides information about bank interest rates in the general bank market.

	Market Interest Multipliers – Retail Banking

	
	Year –2
	Year -1
	Year 0

	Long Term Deposits
	0.80
	0.80
	0.80

	Short Term Loans
	2.50
	2.50
	2.50

	Long Term Loans
	1.50
	1.50
	1.50


	Market Interest Multipliers – Corporate Banking

	
	Year –2
	Year -1
	Year 0

	Long Term Deposits
	0.80
	0.80
	0.80

	Short Term Loans
	2.50
	2.50
	2.50

	Long Term Loans
	2.50
	2.50
	2.50


DISCOUNT RATE RESEARCH

You will be provided with a forecast of the probable level of the discount rate. Initially the economy is expected to be reasonably stable with a reasonably static discount rate. Also, it is believed that these initial forecasts will be reasonably accurate but, if the economy becomes less stable the accuracy of these forecasts may reduce.

	Discount Rate Research

	
	Year –2
	Year -1
	Year 0

	Discount Rate
	8.5
	8.5
	8.5

	Forecast Discount Rate
	8.5
	8.7
	8.3


PRESS COMMENTS

These are comments that appeared in the financial press and may indicate client perceptions (such as poor quality of service), National Bank concerns (such as liquidity problems), expansion or contraction (such as promotion drives or downsizing staff). Additionally, if warranted, there may be information about the next year’s economic climate.

	This simulation was developed by Jeremy J. S. B. Hall who can be contacted at jeremyhall@simulations.co.uk
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