Lecture 4: International banking

 Learning objectives are as follows:

1. History of international banking

2. Reasons for bank expansion

3. Types of bank entry in foreign markets

4. International banking services
International banking refers to banking services undertaken across national borders using different currencies. International banking can be undertaken with physical presence or without. For example, UK banks can undertake domestic currency transactions with customers without physical presence in US. 
The Medici Bank was the chief bank for the Roman Catholic curia, and it had branches in the major cities of Italy, as well as in London, Lyon, Geneva, Bruges, and Avignon. The history of international banking dates back long time when civilizations used letter of credit to finance trade across boundaries. Banks of Florentine had physical presence outside home country in 15th century and established subsidiaries to finance trade.
Development of modern international banking can be divided into two phases. The first phase is Colonial banking (from 19th to 20th century) and the second phase is modern international banking (from 1950 until now).
Colonial banking started with the rise of colonialism during 19th century. British banks opened branches in Australian, Caribbean and North American colonies in 1830 then opened in Asia and Latin America. German and French banks also opened branches at the end of 19th century. The main difference was British colonial banks provided services for only outside UK. The European counterparts undertook both domestic and foreign activities by establishing subsidiaries. Various Japanese and Canadian banks developed international banking activities in the early of 20th century. 
The second phase of development of international banking was linked with US multinational firms from 1950 to 1960. US banks expanded activities to meet the financial requirements of multinational firms. One of the motivating factors was that they had advantage to access cheaper financial resources outside the country. There were limits on US banks how much interest they could pay on deposits at home and by establishing subsidiaries they were not subject to the home regulations. 
2. Reasons for bank expansion
There are some several reasons of bank expansion in practice. We look at some of them on this part of the lecture.
1. Customer-seeking strategies. Banks expand their activities in order to obtain new clients or follow available consumers. Banks can offer services or get new clients without physical presence. 
2. Obtaining foothold strategy. Some banks try to establish subsidiaries in order to test the market. Information can be obtained and then decided weather to continue activities or not.
3. Follow-the-leader strategy. Most banks invest in foreign markets and offer services overseas as a result other banks also follow them to expand activities in foreign markets. 
4. Customer-following strategies. Most corporate banks fit with this category because if big companies enter new markets, it may wish to obtain banking services locally and this encourages foreign expansion. Big firms need big banks to meet their growing financing needs. Big banks can finance by applying capital markets but if capital markets do not work well then, they have to turn to their banks. 
5. Performance and efficiency advantages. One of the various reasons of bank expansion is that it adds shareholder value. Cross border operations usually boost profit and increase banks stocks for its shareholders. Major strategic objective of any bank is to generate sufficient return for shareholders. 
6. Managerial motives. Managerial motive is one of the reasons for motivating international banking activities rather than maximizing profit and shareholder value. Managers may seek to expand internationally so they control larger firms – salaries and benefits being higher in bigger banks. Managers may wish to expand in order to make their companies less prone to hostile takeovers, or they may believe that geographical diversification helps improve their managerial prospects, but this may not necessarily be the same as increasing the share price or profits of the bank. 
7. Government motives. In order to increase competitiveness innovation and open market, government motives the growth of international banking activities. As a result of competition, domestic banks will become more efficient and competitive. 
3. Types of bank entry in foreign markets

Banks have more choices with regards to the structure of their activities. There are five main types of structure that banks can choose when they undertake business in foreign markets:
1. Correspondent banking;

2. Representative office;

3. Agency;

4. Branch;

5. Subsidiary.
Correspondent banking. The lowest level of exposure to foreign markets is through establishing correspondent banking relationship. banks will use correspondent banks to do business in markets where they have no physical presence and these types of services are used by smaller banks. Correspondent banking relationship relates to offer payment and other transaction services as well as various trade credit facilities. 
Representative office. Banks can obtain slightly greater exposure to a foreign market via a representative office. Representative offices are usually small and they cannot provide banking business. For example, they cannot take deposits or make loans. Representative offices are used to develop new business and they usually act simply as marketing offices for parent banks. 
Agency. Agency is referred to as branch of foreign bank in United States.  Agencies are similar to branches that they form an integral part of the parent bank. They lie somewhere between branches and representative offices. In US, for example, agency banks cannot make loans or take deposits in their own name. They do on behalf of the parent bank in the foreign country. 
 Branch office. A branch is a key part of the parent bank and acts as a legal and functional part of the parent’s head office.  Branches can perform all the functions that are allowed by the banking authorities of the host country, namely taking loans and making deposits, as well as selling other types of products and services. 
Branches are the most common form of foreign bank expansion, cost is less than establishing subsidiary and they enable banks to conduct a full range of business activity.
Subsidiary. A subsidiary is a separate legal entity from the parent bank, it has its own capital and it is organized and regulated according to the laws of the host country. The risk exposure of a subsidiary is limited by its own capital exposure. One main advantage of having a subsidiary is that it generally signals a stronger commitment to do business in a country compared with other forms of entry. Subsidiaries are usually allowed to undertake a broad range of banking business subject to the rules and regulations of the host country. 
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Figure 1.  Main advantages and disadvantages of the different types of entry in foreign markets.
4.
International banking services
. Traditionally, main feature of international banking was providing services for multinational companies. At the moment, international banking services covers a wide range of services from retail banking products to investment banking activities. Now we will look at banking services for international business. 
International banks offer a variety of financial services for international businesses especially corporate clients. These services are as follows:
1. Money transmission and cash management;

2. Credit facilities (loans, overdrafts)

3. Debt finance via bond issuance 
4.  Domestic and international equity 
5. Securities underwriting and fund management services;

6. Foreign exchange transactions and trade finance

Cash management and transaction services are dealing with remittances and payments in both the domestic and foreign currency. Small and mid-sized companies do not have well-developed treasury system so they need services of banks. The largest companies will have treasury functions that resemble small banks conducting this type of business.
Credit facilities (loans, overdrafts). All banks have access to use bank loans to finance their operations. Banks also have opportunity to access to Eurocurrency markets. The Eurocurrency markets are essentially a high-volume, low-risk borrowing and depositing market. The main segment of the market is the interbank market where large commercial banks undertake deposit and lending activity.
Debt finance via bond issuance. In addition to the credit facilities mentioned above, large companies can raise funds in the capital markets by issuing debt instruments known as bonds. Large companies and governments also raise funds with issuance of bonds. Bonds are divided 3 according to term (short-term, medium-term, long-term). Government bond is more liquid and has low risk so pays less interest. 
Domestic and international equity. Large companies are publicly listed on their domestic stock exchanges before establishment and raise equity finance through the issue of shares. If company is listed in foreign market, it is known as a Euro equity issue. 
Securities underwriting and fund management services. In addition to services we mentioned above, international banks provide more sophisticated services such as securities underwriting and fund management services. Most banks have underwriting services means that banks guarantee payment in case of damage or financial loss and accept the financial risk for liability arising from such guarantee. 
Foreign exchange transactions and trade finance. Banks help customers to buy and sell foreign currency. International trading companies rely on banking system to provide various forms of trade finance that help facilitate the import and export of goods. These services are letters of credit, forfaiting and countertrade.
Letters of credit have been used for centuries in international trading transactions. A letter of credit is a letter from a bank guaranteeing that a buyer's payment to a seller will be received on time and for the correct amount. In the event that the buyer is unable to make a payment on the purchase, the bank will be required to cover the full or remaining amount of the purchase. 
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Figure 2. Process of letter of credit

Forfaiting is a means of financing that enables exporters to receive immediate cash by selling their medium and long-term receivables at a discount through an intermediary. The exporter eliminates risk by making the sale without recourse. It has no liability regarding the importer's possible default on the receivables.

The forfeiter is the individual or entity that purchases the receivables, and the importer then pays the receivables amount to the forfeiter. A forfeiter is typically a bank or a financial firm that specializes in export financing. Here is given how forfeiting works. 
Forfaiting transactions can be on a fixed or floating interest rate basis. The exporter will receive the funds upon presentation of all the relevant documents, shortly after shipment of goods.
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Figure 3. Process of Forfaiting

Countertrade is a reciprocal form of international trade in which goods or services are exchanged for other goods or services rather than for hard currency. Countertrade can be classified into three broad categories: barter, counter-purchase and buyback 
· Barter direct exchange of physical goods between two parties. 

· Counter-purchase. The exporter sells goods or services to an importer and agrees to also purchase other goods from the importer within a specified period.
· Buy-back. This is an agreement where the exporter of plant or equipment agrees to take payment in the form of future production from the plant
