                    Chapter 14
                     Global Banking Activities

Chapter Objectives

1. Describe the different types of organizational units that engage in global banking activities. 

2. Demonstrate the impact that foreign banking organizations have in U.S. markets. Explain the universal banking model, which is common outside the U.S.

3. Identify the foreign banking activity of the largest U.S. banks.

4. Analyze the basic features of the Eurocurrency, Eurobond, and Eurocredit markets. 
5. Explain the status of the European Community and its potential impact on world markets.

6. Describe the organizational structure of U.S. banks’ that engage in global banking activities.

7. Describe the mechanics of bankers acceptance financing and extending loans globally. 

8. Examine the role of bank foreign exchange activities, and explain the relationship between foreign exchange rates and interest rates.

Key Concepts

1. U.S. banks have generally reported significant earnings from banking activities conducted outside the U.S. Foreign banks have similarly reported strong earnings on U.S. banking activities. International banks are those that have operations in many geographic markets.
2. U.S. commercial banks conduct global business primarily through their home offices, foreign branches, foreign non‑bank subsidiaries, Edge Act Corporations, and international banking facilities. Foreign banks conduct business in the U.S. via agencies and branches, bank subsidiaries, Edge Act banks, New York State Investment companies, and thrifts. Banks headquartered in Japan, Canada, France, the Netherlands, Switzerland, United Kingdom, and Germany have a major presence in various U.S. banking markets.

3. Many of the largest U.S. banks have extensive exposure in loans to foreign governments, private businesses, and individuals located outside the United States. Citigroup has perhaps the greatest exposure and is involved in the widest range of activities as any U.S. based commercial bank. At year-end 2000, the U.S. had just 3 of the top 25 banks ranked in terms of total assets. By 2004, these three U.S. banks were ranked second, 14th and 16th.

4. Global financial markets enable participants to borrow and invest in different currencies quite easily. The Eurocurrency, Eurobond and Eurocredit markets are extremely well-developed to serve participants that want to issue securities denominated in many different currencies.

5. Short‑term trade financing is handled via bankers acceptances. These instruments allow banks to guarantee exchanges initiated by exporters and importers.

6. It is difficult to evaluate the creditworthiness of many international loans via traditional methods, especially when the borrower is a foreign government entity. These loans may be subject to exchange rate risk as well as default risk and country risk.

7. Many banks operate foreign exchange trading desks that enable customers to convert currencies. Banks assist 

customers in this and also trade currencies for their own accounts.

8. Foreign exchange risk is the current and potential risk to earnings and stockholders’ equity arising from changes in foreign exchange rates. It is found in assets and liabilities denominated in different currencies that are held on a bank’s balance sheet and in certain off-balance sheet activities. The magnitude of foreign exchange risk on balance sheet is indicated by a bank’s net exposure in a currency and the potential volatility in the underlying foreign exchange rate.

9. Spot and forward exchange rates are linked globally via global spot and forward markets in currencies and interest rate instruments.

Teaching Suggestions

Global banking activities are becoming increasingly important to worldwide business activity and financial markets. Students should examine current periodicals for examples of global partnerships among domestic and foreign institutions, and non‑financial businesses. The Economist and the Financial Times are excellent resource in this regard. In recent years, there have been numerous global mergers and acquisitions involving both financial and non-financial firms that characterize the increasingly global activity of many firms.

This chapter emphasizes the role that U.S. banks play outside the U.S. and the role that foreign banks play in the U.S. It introduces foreign exchange risk, which is important to global market participants and U.S. firms that have foreign-based customers. Many community banks along the U.S. border must offer services related to foreign trade finance and foreign currency exchanges.

Have students collect recent evidence of global merger activity by investigating financial and nonfinancial combinations. Focus on the performance of HSBC, ABN Amro, the Royal Bank of Scotland, and RBC Centura for examples of foreign banks with a significant U.S. presence. Have students read Citigroup’s annual report and estimate the impact of foreign operations on bottom line earnings.

Spend some time discussing foreign exchange risk as measured by a bank’s net exposure in a currency. This reflects both on- and off-balance sheet exposures. Foreign banks have the same types of exposures. Ask students to review the annual reports of the largest U.S. banks and foreign banks to read the footnotes and assess what the banks say regarding their foreign exchange risk and international activities. Review how much of these banks’ bottom line earnings are generated outside their home country.

Answers to End of Chapter Questions

1. Eurocurrency refers to any deposit liability denominated in a currency other than that of the country in which the issuing bank is located. Eurodollars are one type of Eurocurrency. Eurobonds are similar conceptually in that they are bonds denominated in a currency other than that of the country in which the issuing firm is located. Eurocredits are variable rate term loans denominated in currencies other than that of the lending institution's home currency.

2. International banking facilities (IBFs) exist only as book entries. Organizational units, such as banks and subsidiary Edge Corporations, establish and operate IBFs. The main purpose of EBFs is to serve as a conduit for Eurodollar transactions, yet avoid the cost of setting up separate branches.

3. Country risk refers to economic and political risks associated with loans to foreign entities. While economic risk can be quantified, political risk is highly subjective and volatile. Exhibit 21.9 presents one typical political rating model that is used to assess a component of country risk.

4. Federal and state banking regulation in the U.S. historically limited the geographic scope and product mix of U.S. banking organizations. Thus, there are many more of them and they are generally smaller in size with more limited powers. The passage of the Financial Services Modernization Act in 1999 now allows U.S. banks to better compete globally.

5. Foreign lenders that may have a competitive advantage are those with large amounts of capital who can acquire other firms readily and have the resources to enter new lines of business and price loans and other services aggressively relative to competitors. Many foreign-based banks have had success following their domestic customers to the U.S. and offering banking services both in and out of the U.S. Several with the strongest market presence and reputations at present are HSBC, ABN Amro, the Royal Bank of Scotland, and RBC Centura, among others.
6.
a. Establish an export trading company


b. Establish a head office division of a domestic bank

     c.  Open a loan production office in Moscow.


d. Create a foreign subsidiary of a domestic bank

7. A bankers acceptance is a time draft in which a bank guarantees that payment will be made under the specified terms. Exhibit 14.7 documents the process of creating and using bankers acceptances.

8. The prohibition against underwriting within the U.S, while allowing it outside the U.S., is unreasonable and symptomatic of regulatory irrationality. The restriction within the U.S. results from the Glass‑Steagall Act, which was designed to separate lending from commerce.

9. The spot market is the cash market where currencies are immediately exchanged. The forward exchange market represents contracts to exchange currencies at a fixed point in time in the future at terms (prices) negotiated today. Forward exchange rates will be at a premium to spot exchange rates when the forward market values a currency higher than it is valued in the spot market. This differential reflects information about relative interest rates, expected inflation rates, and other factors.

10.
Covered interest arbitrage: let subscript 1 refer to the U.S. and subscript 2 refer to Japan. Interest rate parity implies an equality for the following relationship.

(1.0698) (121)
=          0.9435  <   1

(1.0554) (130)

so arbitrage is possible. A trader would borrow yen, convert yen to dollars in the spot market, invest the dollars in U.S. securities, and sell the dollars for yen in the forward market. In this example, for each 100 yen borrowed, the trader could make 5.992 yen forward. [1.0554/1.0698][130/121] = 1.05992.

11. [1+ 0.0554(90/365)] [130/121]   =   1.07063;    So a trader can earn an even greater arbitrage profit.

      [1+0.0698(90/365)]

12. Commerce Bank , Poland

  a.  Net exposure in dollars:   nexp(d)  =  $400  -  $1,000  =  -$600

b. Initial exchange rate is $1 = 145 zlotys; If the dollar appreciates to $1 = 152 zlotys, 

           The loss  =   (-$600) x (152  -  145)  =    -4,200 zlotys.

c. If the dollar depreciates to $1 = 141 zlotys, 

     The gain  =  (-$600) x (141  -  145)   =    2,400  zlotys.

.

