International Financial Intermediation:
Implications for Bankers and Regulators

. Introduction

The growth of international financial intermediation through
the Euromarket and other regional financial centres is one of the
most temarkable phenomena of the last 15 years. Attracted by the
growth and profit potential or merely imitating their competitors,
more and more financial institutions have enteted this new field
and several of them have in the process set up branches or subsidia-
ries in the main international financial centres.

Both public regulators and bankers often have problems in
fully understanding the peculiar nature of international financial
intermediation. Consequently, regulators tend to regard the phe-
nomenon -as, in the main, speculative and destabilizing. Bankers,
for their part, frequently misinterpret its potential and underrate
the risks involved.

The purpose of this article is first to elucidate the nature of
international financial activity — through a model of financial
intermediation — and then to undetline:

a) the potential benefits from and risks inherent in the
various activities, and

b) their healthy and destabilizing macroeconomic impact.

A deeper understanding of the international financial:mecha-
nism should benefit both bankers and regulators. Bankers will
acquire a general framework helping them to manage their inter-
national operations, and regulators in enforcing positive' behavior
on the part of the banks and in discouraging destabilizing : ope-
rations by them. e
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1I. International Financial Activities

Traditionally, banks petform at least two basic functions: a
monetary one, by transfersing funds through checking accounts,
and an interinediation one, by recycling funds from surplus units
to deficit units. International financial activity, as an extension
of domestic operations, also combines these two functions. Here
1 will concentrate on the latter.. 1 will, however, comment on
the monetary function in order to place the subsequent conside-

rations in petspective.

lli. The Monetary Function in an International Setting

Banke discharge a monetary function in the international con-
rext, just as they do on the domestic scene. 1f they did not do
‘so, businessmen and individuals would have to pass cash from

hand to hand. Banks make international payments by transferring

balances from a checking account in their country to another one

abroad. This transfer often also involves a currency operation
effected through the foreign exchange market, as shown below:

. Bank Bank in Deposit
Deposit holder A ——j, country A 7 + country B~ holder B

]

Foreign Exchange
Market

The currency transformation may be carried out on behalf of
customer A or B by bank A or B, depending upon the terms of

the commercial ttansaction.

1n the domestic markets it is considered that payment through
er via the multiplier

in the international

checking accounts creates new putchasing pow
effect. Does something similar take place
monetary function? Is m
ments are made through

ore money created just because the pay-
banks rather than from hand rfo hand?
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The answer would be in the affirmative only if new monetary b
were .created or it the deposits ‘moved from countries with )}:i Iise
liquidity reserve ratios to others with lower resetve oz;es. o
. It has been contended that the shift from high reserve coun
tries to low reserve ones is automatic in international financial ac i
vity, since substantial funds move to centres with no resacn-
obligation. This argument, however, misses an important lc;‘-r‘ta-e
de‘mand deposits, the basic component of M, are practicallpnn .
existent il:l offshore financial centres. Check'in:g facilities are lel oy
of necessity located in the country issuing the currency in wﬁ?gli

. the deposit is denominated. Thus, in the case of US dollar deposits

the checlfing accounts are held and all the clearing operations ar
effeqed in the United States, The deposits in the offshore marla;i
are interest-bearing time deposits. In short, statistically sapeatkine
when banks perform pure across-the-border payments, they do nogtJ
expand world-wide money supply. Of course the)’z change th
monetary base inside the countries affected by the -paymenfs anfi
hf:n:ce the money supply therein, In order to control an res;rlt'n
disturbances each country adopts its particular policy. ! Somelo%
them control every payment or collection; others maintain total
freedom for transfers of funds in commercial transactions lbl?t
c_ontrol the money transfets generated by capital movernents: ,h

finally, have no foreign exchange control. ney omhers

IV. International Financial Intermediation

llnterrTanonal finanoial intermediation transfers funds from
surplus units (savers) to deficit ones {borrowers), a process which

s not dissimilar from the domestic one. However, there are a

number of differences between the two cases:

1. structure of the operations and the risks involved:
2. intermediation chain; and

3 structure of the markets.
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1. The Structure of the Qperations and the Risks Favolved

International financial operations involve:

(i) a sransfer of funds from surplus units resident in one
country to deficit units located in another;

(ii) and/or a conversion of funds raised in one currency
into funds expressed in another currency. .

The currency transformation is not a necessary characten'stlc

of the international financial intermediation: funds can be raised
in one country and lent to another in the same currency. However,
curtency transformation is effected either directly by the bank on
its own account or by the ultimate depositors or borrow.er.s. When
no such transformation is needed, this is because the orlgxpal depc.»
sitors own foreign currency which they did not exchange into their
domestic currency, or because the final borrowers nef:d the pro-
ceeds of the loan to pay for obligations denominated in a foreign
currency. _ ‘
The curtency transformation generates foreign exchange bu-
siness for the bank if this is on behalf of the customers. .If the
bank itself raises the funds in one currency and tlend-s. them in ano-
ther, the structure of the transactions diff.ers considerably from
that of the domestic ones, as shown in the figure below.

iary Deficit
Domestic. Surplus , Intermediary . lu)l;tift s(:1
transactions units . !
International Surplus _, Intermediary - Dneit:;,n
: ) . . "
financial trans- units . I
actions with cur- v )
rency transforma- Foreign exchange
tion market

Lending to non-residents and/or in foreign currencies creates
new tisks for bankers. o ‘

These risks are either incremental or different in quality. T}_mey
are incremental when they are of a commercial nature. ‘Lendmg
to units outside their own sphere means less information, less
control over the loans, and proportionally higher risks from inade-
quate credit evaluation and loan management.’

. 5 Offs 5. in Offshore
1 > MueLer, “ A Conspectus for Offshore Lenders” in U
Lendin?gecéyPUEFNézmmer('ial Bunks, ed. by John Mathis, Bunkers Assaciatien tor
Toreign Tradec and Robert Morris Associates. £973.
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But two other risks are peculiar o international financial
transactions:

1. country risk; and
2. foreign exchange nisk,

The former is related to the location of the borrower in a
country other than that of the lender. Political shake-outs, foreign
exchange crises, wars and other events may then transform an other-
wise sound commercial risk into a bad risk or a loss because of
factors outside of the borrower’s control.

The latter risk is possible when the loan is denominated in
a currency other than the one used in the funding., Since the bank
has to go through the foreign exchange market at two different
moments in time, the possibility of a change in foreign exchange
rates could dramatically alter the prospects of the operation. Tak-
ing or hedging this risk becomes a key factor which demands
additional shrewdness and expertise on the part of the banker.

Another important chatactenistic of activity in international
tinancial markets is its wholesale nature.

Consequently, it is less labour intensive, and more ™ expertise
intensive.” The single risks incurted are latger, the possibility of
diversifying them wvia an insurance-type of portfolio more limited.
Altogether, it is a different type of activity from the one practised
in domestic markets. This is clearly demonstrated by the volume
of assets per employee, which is much higher in offshore banking
than in domestic operations.

2. The Long Chain of Intermediation and Large-Scale Interbank
Activity '

The simplest chain of intermediation is composed of the sur-
plus unit, the intermediary and the deficit unit. Even in domestic
markets, part of the funds to be recycled do not reach the deficit
units in a single step. They move from the bank which received
the original deposits through an interbank account or the interbank
market to another bank which lends them to the final borrower.

Because of the " distance ™ between the savers and the borro-
wers in international financial activity, the chain of intermediation
may be very long and interbank activity considerable. By distance
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I mean the reciprocal information gap, geographical separation, thf:
difference in social, political and legal systems and dissimilar busi-
ness practices.

The multiple chain of intermediation can be represented as

follows:
Broker Broker Broker
PR PR P -
” ~

- PN Badc . ik Surphus
Deficit _ -B?k — Bzg]k a(\: D units

units

In reality, the deficit unit may be. an oil company in Iran
depositing in an Iranian bank, which in turn -pla::es the funds
in a bank located in London; the funds may then be transfe.n:ed
to another bank in New York, which lends them to a Brazilian
bank which finally finances the ultimate borrower in his country.
As is shown in the picture, the contact between two bar%ks is
often facilitated by a broker; in some markets, this service is
unavoidable, or even compulsory.

The existence of a multiple chain of intermediation h?s Sl;l.b'
stantial implications as regards the nature of intgrnational financial

activity,

3. The Different Roles in the Chain of Intermediation

Scholars have sometimes questioned the usefulness of multiple
intermediation in domestic markets, There is a !:endency to regard
this phenomenon as inefficient, since it seems to 1mgly.1arger global
spreads between savers and final borrowers. But this is not alway;
true. Larger or smaller spreads depend upon the competitiveness O
the markets: if multiple intermediation facilitates spatial arbitrage,
it will enforce rather than hinder competition. '

Whatever the situation in the domestic markets, int.ernatlona'l
intermediation takes place at lower total margins _in spite .of the
many intermediaries. But a more important point i that d1f-feren‘;
roles may be played along the intermedmt}or? cha‘1‘n — t}.m.\lse o
collecting final lending, interbank intermediation, * transmission ,
and speculation,
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a} The Collecting Role

Usually the funds which are transferred along the interme-
diation chain are large and the transactions of a standard nature.
But, at the beginning of the chain, there are banks collecting funds
from the ultimate surplus units almost on a retail scale by tailoring
instruments, maturities and the like to the customers’ needs. The
banks which perform this function have usually developed marked
competence in retail funding and excellent credibility, thus attract-
ing sunplus units. If they do not have enough lending outlets,
they pass the excess funds, “packaged” in larger amounts and
different terms, to other banks which ate short of ultimate deposits.
Even when they do not lend to the ultimate customers, these banks
effect a certain degtree of transformation which calls for compensation.
The extent of this compensation depends upon the relationship bet-
ween the supply and demand of loanable funds. The banks which
specialize in this role may be labelled “ deposit banks.”

b) The Final Lending Role

For. a number of reasons, some banks can be placed mainly
at the end of the intermediation chain: this situation may be due
to historical ties with companies, to a superior expertise in credit
evaluation, to a network of banking facilities placed in, or in proxi-
mity of, strong borrowing areas, or to underdeveloped retail funding.
Banks with head offices in * deficit countries ” have this character
by nature and are at the end of the chain. The banks which do the
final lending perform a substantial transformation function, since
they use the funds received on standard terms in the interbank
market to tailor loans to the customers’ needs. They also bear the
risk involved in the final lending. The banks specializing at the
end of the intermediation chain must, of necessity, have marked
credit evaluation capabilities as well as a good service for money
market funding.

¢} The Interbank Intermediation Role

Because of the gap between the surplus units and the deficit
ones in international financidl activity, in between the depositing
banks and the lending banks there are one or more banks which
may effect in the interbank market:
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1. a maturity transformation by buying interbank money short
term and placing it in the interbank market at longer term;

2. a currency transformation by accepting interbank‘ deposits'an
one currency, exchanging them for another currency in the foreign
exchange market, and replacing them in the interbank market;

3. a spatial transmission or arbitrage by funding in one geo-
graphical intetbank market and lending in another;

4. a “ packaging " function by raising the funds in certain amounts
and placing them in larger or smaller amounts; and

5. a risk transformation by taking funds from banks_of higher
standing and placing them with banks of lower standing.

Banks which place themselves in the middle of the interme-
diation chain may discharge one or another or a mix of th:e above
functions. They are banks to banks. The larger the ‘cred.lt trans-
formation, the higher the added value they can build into the

spread.

d} The * Transmission” Role

In some instances, a bank may enter the intermediation chain
without playing any of the above roles. Its only role is that of
transmission; it is very similar to that of brokers, except fr_om the
legal point of view: it connects the depositing bank with the
lending bank through an intermediation instead of a brokerage
contract, _

Practically speaking, this is the case when banks do not per-
form any of the transformation functions mentioned above. They
simply exploit a contingent information advantage over both the
depositing and the lending banks by passing the funds, unchanged,
from one to the other, |

Usnderstandably, the spread for such activity will be more or
less in line with the brokerage commissions.

e} The Speculation Role

In economic analysis, it is always difficult to argue about
speculation as distinct from any other activity if based on ex.[')ecte.d
economic results. LEven more difficult is to identify speculation in
the financial activity.
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However, there are cases when banks enter the intermediation
chain, not to perform a transformation which is ** functional” to
the transfer of fund to the ultimate borrower, but just because
they expect to make a profit through a maturity or a currency
transformation based on expected interests or foreign exchange
rate movements. An example of this behavior occurs when a
bank borrows funds at long term and lend them at shotter term
in the interbank market, because it bets on rising interest tates.
Similar operations may take place by switching from one curtency
to another. While this could help to avoid abrupt changes in
interest and foreign exchange rates by smoothing out the tips, it
can also be purely speculative. In fact, the positions taken by
strong institutions can determine the expected results which would
not otherwise materialize: in short, they become self-fulfilling
predictions. '

The possibility of banks entering financial intermediation with
speculative objectives worrties public regulators who see the pos-
sible destabilizing effects of such operations. But bankers have
also to monitor this kind of activity carefully, because it is risky.
It is worth while obsetving that, without a good management con-
trol system, speculative positions can be taken by peripheral units
almost without the headquarters knowing it.

4. The Deposits Pyramid

Since, at every transfer from one bank to another, new liabi-
lities and assets are created, a multiple link intermediation model
leads to a multiplication of financial assets which could be easily
misinterpreted,

This phenomenon differs from the domestic type of interbank
business, which is fundamentally a two-bank affair often and main-

ly determined by liquidity reasons. In international activity in a

unique deposit chain with many links, the successive interbank de-
positing and redepositing has basically an allocative function. It
allows a rapid and efficient recycling of funds from banks with
excess deposits to banks — often in very distant parts of the
world — with excess loan demand.

This pyramiding of deposits creates a special statistical pto-
blem: total offshore deposits, as a matter of fact, are equal to the
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original deposits times the number of links in the chain, They
represent the gross size of the marker. In domestic systems, since
there is a single clearing house, the interbank deposits are settled
on consolidation. At the international level, interbank settlements
of offshore deposits take place through various banks in the coun-
tries issuing the currency in which these deposits are denominated.
For this reason, consolidation is not possible, nor is the deter-
mination of the volume of the original deposits.

Pyramiding of deposits creates the illusion of money creation.
But this is true only statistically. It is like a relay race, where, to
reduce the time needed to bridge a distance, a baton is passed by
one athlete to another.

Similarly, the multiple intermediation chain speeds up the
velocity of money by passing it quickly from surplus to deficit
units. But it is not money creation, as is sometimes maintained.

Fven the question of the lack of teserve requirements in inter-
national financial markets should be reconsidered in the light of
the above considerations. For, since a large part of transactions
are interbank, the application of teserve requirements would practi-
cally prevent the multiple intermediation chain from carrying out
its function of connecting widely separated surplus and deficit units.
In short, the pyramiding of deposits is not necessarily: a bad thing.

'5. Legal and Actual Financial Flows

In the domestic market, the regulatory environment is homo-
geneous. Legal and actual financial flows therefore coincide. A
loan is usually booked where it is arranged. In international
financial activity, funds can follow different potential routes to
reach the final borrowers, Each one of these routes has peculiar
fiscal and legal environments as well as political safety. Sometimes
the best route in economic terms implies the booking of loans in
a country which is not the best place to carry on the actual financial
activity. Thus, there is a geographical split between the legal flows
of funds (the booking) and the operational activity, that is the
place where the financing packages are put together.

This peculiarity is essential for an understanding of both
the global organization of international financial markets and the
framework in which international bankers work out their decisions.
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. IToaglethe; witl: the previous observations, the split berween
egal ond actual location of financial activities helps us

. \ v . L] v [0
understand the proliferation of international financial centres

6. The Different Nat .
ure of f N : .
Centros [ the Various International Financial
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s hthe last decade, a number of new international financial
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ment of sophisticated communicati .
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shoul,rI:I'hhave worked against geographical dispersion.
foregat},; C(}lecci)t Of. a market as a place where buyers and sellers
: s lost its meaning in an age of tel ic
| : telexes, efficient tele-
p.hones, telecopiers and the like. Theoretically, in this new en
\;ronment, a global market should have developed instead of nu-
trgfl;(();;s ;Eglonsﬁ rgarkets. What is the reason for this unexpected
? Lhe split between the legal and actual i
nd? : actual location of fi ial
aotivities partially explains th ation
: : s the present network of i i
ey, Bartially explain of international
: : it justifies the existence of '
. j the booking centres
;SO rﬂf aplacles Erhere loans arranged elsewhere are Iegaﬂ‘lyg booked
xampie there are the Bahamas, G and
, Guam, New Hebrides
o : uam, rides, -and
tentigu(ti(:‘?f Antilles, The' long intermediation chain with the po-
fen eme; ferent rfoleshwhmh can be played along the line explains
gence of other ™ spedialized ” finandi ‘
& < inancial centres: the de-
posit A:ercz-ltres, ‘the funding centres, the arranging centres.’ .
imerme{ﬁ:golsllt }(;'ex_ltre ;me-rges typically ar the beginning of the
ation chain, It owes its existence i imi
: . . to 1ts pro
the szrplus units. Bahrain is an example. proRy o
i ofrllméiggig cen;ﬂre és mainly placed in the middle of the inter-
chain,  tunds come mostly from the inter
: ' e interbank mark
mediatic | = mostly fr market
and tgi;)nprf:ccllc‘mman'tly to banking institutions. It performs a relay
and owes 1its existence to an entrepd it i
: epOt position.  Singa
is often quoted as a fundi i cloning
i ng centre, although it is rapi i
into an all-function centre ¢ rapicly developing
o Fjl-r;aléy, 'there ate centres where financing packages and other
ancial business are arranged, without being booked there for

 See, J.B, CaougTTE, “Tj :
money, Tuly) 1978, ol THEL ime Zones and the Arranging Centres.” in Euro-
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fiscal or political reasons. Hong Kong partially fits into this defi-
nition. An arranging centre is typically placed at the end of the
intermediation chain and owes its existence to the proximity to
ultimate borrowers, both in geographical and time zone terms. Of
course, in afl financial centres there are transactions which cross
the whole intermediation line, The specialization defined above is
based on the predominance of one type of activity or another,

If the framework described so far holds good, it is possible
to hypothesize that, in their strategic posture, banks, at least
partiafly, conform to the predominant specialization of their location.
This issue will be examined below. ‘

7. The Structure of the International Financial Markets

The transfer of funds from surplus units to deficit units lo-
cated in different countries and/or in different currencies may

take place:

1) directly in the international financial markets — usually
with the support of special institutions such as the merchant banks;

2) indirectly through intermediaries such as commercial
banks.

As with domestic operations, this financial recycling may be
short, medium or long term. But there are a number of aspects
which differentiate the international financial matket from the
domestic ones. Here I will comment only on two aspects:

1. the fleeting or non-existent distinction between commercial and
investment banking and between short-term and long-term
financing; :

2. the limited regulation.

As regards the first aspect, in many countries commercial
banks are not allowed to extend their operations beyond short
term financing: in others, they are permitted to finance long-term,
but are barred from investment banking.

In very few countries is universal banking the norm. In
international markets, these barriers do not exist, and institutions
compete actoss all these segments.

International Financial Intermediation. ete

103

As a consequence, the internationalization of a bank
ofteEn leads, not only to new markets, but also io completel new
business. The managerial implications of thig strategic cha y ngw
meaningful and often underestimated. The competitive s igf are
which a bank operates when it enters the international -
quite different in structure and extent from the domestic Orfgene *

The limited regulation regards liquidity reserve ratios 'ca= ital
adequacy ratio, interest rates ceilings, foreign exchange tran;acn-;ins
and the like. The absence of regulations, as opposed to tl:xe Wide’
spread ‘cont-rorl systems in most national matkets, creates a euﬁial:
competitive situation and the risk for banks to * overplay i This
behaviour has already caused some famous victims, especially |
toreign exchange business.  especiadly n

V. The Actual Functioning of a Branch Operating in International
Financial Centres

1. Money Desk Branches

In order to participate in financial intermediation many banks
have opened branches or subsidiaries in the major f’financial cen-
tres outside the jurisdiction of the parent bank, How do these
units operate, and what kind of activity do they perform?

While these units have different strategies depending upon
the strengths and weaknesses of the parent bank, they have certiin
aspects in common. First of all, they are very different from the
tFathlonal foreign branches located outside the international finan.
cial centres. These ones are heavily involved in trade financing. if
not in retail banking as well, They often have banking facilitief’ on
the street. Although they must rely for funding on the interbank
market too, this is mainly 4 two-bank affair.

Branches or subsidiaries in- international financial centres on
the contrary, are fundamentally wholesale in nagure. Fusthermore
all these banks, for one reason or another, have to develop strong
money desks: the “ depositing ™ banks in order to place the fund{;I
at the best rates; the “ lending ” banks in order o fund the ope-
rations at the minimum rates: the “ trading " banks'in order pro
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manage efficient operations on both sides and to avoid being sques-

zed out.
Thus, these banks have to be in the interbank market both

as takers and lenders, for two reasons:

1. for liquidity management;
2. in order to stay in the market and to keep the channels “ well
oiled.”

Liquidity management compels banks, domestically too, to
keep funds in other banks, even when they are net takers in the
interbank market. In the intetnational markets, the need to ma-
nage the liquidity -position is even more important because of the
tack of stable retail deposits and the “ distance” from the parent
bank.
On the other side, to stay in the interbank market, even when
there is no need per se, is also crucial, in order to be able to tap
it when the need emerges. It is more important to be in the
market on both sides, taking and placing, even if a bank is a
net taker: this is essential in order to have the best quotations
when the money desk trader calls a broker.

For the above reasons, the money desk is the real heart of
any branch located in international financial centres. In fact,
such units should be really called money desk banks. Their nature
_is visuakized by the frequent location of their offices on the top
floors of skyscrapers. The managerial implications of this pecu-
liarity ate tmany, and the bankers who enter this activity for the
first time should ponder well if they are to avoid disagreeable sur-
prises. The closest parallel is with banks moving suddenly into
intense liability management.

Since all banks have to trade in the interbank market to a
larger extent than would be justified by the pure transmission
need, they understandably try to add the speculative operations
previously described in this activity. In fact, banks try to manage
this “ functional ” overtrading in order to make a profit from it.
Some banks may end up by overextending this activity at the
expense of lending to final borrowers: in these cases, the specu-
lative dimension exceeds the intermediation function, and the banks’
balance sheet will consequently be inflated by excessive operations
in the interbank market. Theoretically a bank could stay exclu-
sively in the interbank market by carrying out space and time
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arbitr: i
ter?_geﬁ on interest and exchange rates. This activity, even if
po ntilaﬂy very profitable, is extremely risky , :
essential an
csser tg irfa 7EL0-SUIn. game, where one can casily win or lose
s therefore crucial for bank managements to control the exten£

The operation is

2. The Role of the Foreign Exchange Department

As was iow i i
e 5 esn previously explamed, intermediation may take place
o Ca:s C)L til':msfonmauon on the foreign exchange market
e oo de, the ank has to go to that market when the loan nis'
gran’e mark“:; e? -’.chedfu-nc;i-s are reimbursed. It has also to resort
et it it decides to hed i .
ge the ‘ i
through a forward contract. : foreign. exchange ik
E . y -
he b;;n in ctll;gt case, in order fo be in the market and to obtain
e best, conditions, the bank cannot intervene sporadically: it
ase tra Oe ;)Jn a {;:or;bmuou-s basis. This need is exacerbated 'bec;use
anks also provide foreign exchange servi ir fi e
oo > P ‘ g vices to their final customers
nvo \;efezgi Internguonal payments. In order to be competitive in
c —_— . ] » . ' :
Juch a ser a:C - Le. in buying and selling foreign exchange on the
e oggtin —m]‘theh;bankh needs to offer the best prices
through bei i ,
v | y ugh being constantly present in the
Thes ! erati
il Cemr:s n::eds lead I.Ja-nl‘.;s operating in the international finan-
e t0 l;:ngagf: in intense foreign exchange trading, to a
greater e ezn.l. ;{ 931 th?,t ‘reqm-rfadl'both by their currency tr;nsfor-
mation need lin le.: to intermediation and by their foreign exchange
o be. ° eir clients. Even in that case, the supplementary -trad'ir?
may be 31 oportionate and essential to the basic activity or it m.alg
orome < sproportionate and fundamentally speculative in naturey
ity dzr? zsed overtrad;ng, as business per se rather than as an
signed to perform the basic functi imi
acth : nctions, similar risk
incurred to those described in the previous section risks are

3. The Crucial Role of the Dealing Department

’
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tional financial market, its role is crucial. Since the economic fea-
sibility of many transactions implies predictions both regarding
interest and exchange rates, the two sub-departments are clearly
complementary. Some transactions really involve funding through
the money desk in one currency, a transformation into another cut-
rency plus a forward cover through the foreign exchange, and finally
a placement in the interbank market, again via the money desk.
The dealing department is even more important in branches in
funding centres, that is, in centres where funds are recycled mostly

via the interbank market.

4. An Evolutionary or Contingent Growth Model?

What kind of growth model is the most appropriate for a
bank entering international financial activity? Davis adumbrates an
evolutionary growth model® In his view, a bank could enter the
international financial scene with g step-by-step process: at the be-
ginning, it would just trade in the interbank market (in my termi-
nology, it would be in the middle of the intermediation chain);
then, after establishing a reputation, it could move backward (to
the surplus units) or forward (to the ultimate lenders). While
this has really happened in some cases, in others banks immediately
took up a position at one or the other extreme of the chain.

In fact, the entty of a bank into international financial inter-
mediation is a function of a number of endogenous factors (the
present strategic posture of the bank) and of exogenous factors (the
conditions of the home countty, as regards savings generation, fo-
reign exchange reserves, international political and military position,
etc.). The positioning to be taken in the intermediation chain is
therefore specific to every bank. To be sure, international financial
intermediation is new to many banks, and therefore a period of
trial and error is normal. '

But the fact that a bank is at the beginning or at the end of
the intermediation chain depends not only on time and willingness,

but even more on the strength and position of its country.’ Italian

banks, for example, are badly handicapped vis-d-vis German or
French banks, independently of their managerial capabilities.

3 See, S.I. Davis, The Management Function in International Banking,

McMillan Press 1979, pp. 31.36. .
4 See, C. Durrovx, * Furo-Banquiers et Euro-Capitaux,” in Bangque, no. 391,

January 1980, pp. 35-47 and no. 392, February 1980, pp. 169-175.
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VL. Implications for Bankers

. th?s{/};iiéa;; we infer from the intermediation model presented
. ’For bankers, the peculiar nature of international financial
activity has a number of implications. First of 4l there s no
just one undifferentiated activity, as is mainrained ’b somAlS .
demxm.‘ar.]s‘ and also by some practitioners’ There are digferente pes
of activities which can be carried on by a bank inside th RGN
zation of the international intermediation function As s o
quence, different potential strategies or roles are ope.n to a ?inmns':i
Institution entering the field. Each one implies particular stre??h
afmi lorga:rgzatiq)a;l structures. A clear vision of which strateg? i:
:r;legn ethan h():pnmal for E specific bank is the first crucial step;
e choice of location and the propet organizational arranpe-
ments will follow. There are many examples of banks sett"L g»
in mtc.err_xgtional financial centres with vague ideas about whlltn %{dg
of activities they were going to carty on. Some banks mi‘; ]a;c}ci
th'ernsel-vgs, convinced they could run, internationally traditiél?ai ;
:call bank'mg through facilities on the street. Others enterea t;c-
intermediation chain with the intention of collecting offshore funde
from-l'}on~.bank customers without having sufficient standin Ths
1den-t1ff1cat1or‘1 of ithe proper positioning is not at all easy: it %e i Z
fieep strategic thinking and an understanding of the or anization o
International markets. ereamation of
how E);;t;a}ﬂ;erngnﬁortanfr .forfa bank is the decision whether and
o o extend s activity rom short-term commercial banking to
1 ant baniaing.  For institutions unable to do so at home. the
e.«:.k qf know-how and expertise in the new fields makes the di
sification extremely hazardous. e

ol 3 t;nov?mént tow-ards. 'these. new activities should be made

Y 1t thete is an understanding of the key factors for success and of
the r'tsks_ involved, and by the implementation of the ade .
orgam_zat:onal arrangements in order to manage and r:ont&rolquahti
operations, The policy as regards the money desk and foreign ;)f

® See, 8.1. Davis, T e i .
Press 1979, pp. 3695, The Management Function in International Banking, McMillan
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change operations is also very important. Here, what is needed
is a clear headquarters policy defining the scope of both functions
in order to avoid the risk of overtrading, The more a bank moves
away from its natural business — which is intermediation — and
takes positions on its own account, the more it resembles a gam-
bler: it may be successful, if it is superior in predicting future
changes, but it has to cope with the volatility of the results.

VIl. Impfiications for Regulators

The model presented in this article should help regulators
to scrutinize the various activities performed by banks in the inter-
national Financial markets. Three issues appear to be important:

(i) money creation in international activity;
(ii) the behavior destabilizing domestic monetary policy;

(iii) the risks to the soundness of banks engaged in inter-
national financial activity.

The debates regarding the money creation properties of inter-
national financidl activities are familiar: given the mature of the
issue, no definite conclusions will ever be reached. Thus, I will
limit myself to a few modest observations.

First of all, it should be clear that the operations in interna-
tional offshore markets are nothing but an intermediation of check-
ing deposits, which still remain booked in the domestic markets
of the currency denominating these deposits. This activity is si-
milar to the one carried on by non-bank intermediaries in national
financial systems, Whether non-bank intermediaries create or do
not create money is an old issue, which has never been setiled’
But at least one point should now be clear: there are no checking
accounts in the off-shore books, and therefore there is no My mul-
tiplication in these external markets.

5 See, |. Tommw, * Commercial Banks as Creators of * Money * in Banking
and Monetary Studies, R. Irwin, Inc,, Homewood, Illinois, 1963, pp. 408-419,

For the large number of subsequent articles specifically on the issue of money
creation in the Eurodollar market, see bibliography at the end of article in note 7.
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There is, however, a better utilization of the money already
created in the various national systems via its rapid recycling from
surplus units with idle funds to deficit units spending them.

Thus, it is true that this intermediation produces an increase

of the total purchasing power in action. In Fisher’s terms, there
is a speed-up of the velocity of monev. ,
' -A-nother question of interest to regulators is the extent of
hquidity creation, as distinct from money creation. Does the inter-
national activity produce substantial maturity transformation so that
the surplus units remain with liquid assets, while the deficit units
are given long-term availability of funds?

If this were true, liquidity creation would be implied, with
a potential impact on total spending. This issue had already been
dealt with by some authors, who have demonstrated the limited
maturity transformation taking place in international financial
markets.”

This outcome is consistent with the nature of these markers
as described in this article: the role is essentially that of a world-
wide reallocation of liquidity, with little maturity transformation.
A different issue is the potential disturbances on the domestic
markets due to international financial operations. These do exist
with regard to the monetary base, interest rates and foreign exchange
rates, When funds move from one system to another, they produce
desired as well as unwanted effects on these variables. But, it is
t%xe very existence of an open market which creates this ambivalent
situation,

The offshore market sometimes operates as a buffer, ensuring
domestic ‘monetary equilibrium. Excess funds flow out, attracted
by the expectation of higher yields, or a domestic shortage of liquidiry
is satisfied by the inflow of outside funds. Sometimes, however
the offshore market works against internal equilibrium, baffling the
monetary authonities’ efforts to control the domestic monetary en-
vironment.

The action against a country’s policy is visible when the mo-
netary authority of this country attempts to maintain certain foreign
exchange rates, while the market bets against it. . What can be
done in grder to save the advantages of the offshore market and to

7 See, J. Nienans - J. Hrwson, * The Eurodollar Market and Moner
in fournal of Money, Credii und Banking. February I976.dn anetny Thﬁ&

”
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avoid its disturbances is a central issue in all plans aiming at
controlling the international financial markets. The answer lies in
the possibility of central banks elaborating a plan of mutual assi-
stance when the market plays against their targets. This approach
respects the market, but prevents organized speculation from setting
the prices.

The last issue to be raised concerns the responsibility assigned
to regulators to monitor the solidity of the banks.

When moving into markets, most banks face a dramatic change
in their traditiomal activity: they go into money desk banking,
whose development is not limited by the constraints typical of
retail banking.

In the offshore matket, furthenmore, banks are free from re-
gulations and can play space ‘and time arbitrages to an almost un-
limited extent. They can also play {and overplay) the foreign ‘ex-
change markets.

In short, because of the nature of international financial ac-
tivity and of the unregulated environment, banks in the offshore
markets can inflate their operations beyond the point of equili-
brium, with consequent risks to their liquidity and solidity.

Since more than one thousand billion of dollars are recycled
by banks in international financial markets, protecting the soundness
of the system has become a major issue for the international com-
munity. The plan to create an international protocol on minimum
capital ratios to protect banks” solvency is one of the steps under way
to solve the problem.

But the extensive trading required in order to perform the
allocation function should also be carefully monitored. In addition,
liquidity and capital ratio guidelines should be considered as a control
mechanism, as is the practice with the internal procedures of the
best managed banks.

Milan
Craupio DEMATTE'






