
Chapter Objectives

1. To describe the types of foreign banking offices.

2. To explain the interbank clearing house systems.

3. To discuss the international debt crisis of 1980s, its causes, and possible solutions. 

4. To discuss the Asian financial crisis of 1997, its causes, and policy responses.

5. To explain three major techniques to assess country risk: debt ratios, overall country creditwortiness, and sovereign ratings.

Chapter Outline

I.
International Banking Operations

A. International banks perform a long list of vital tasks to help the international transactions of multinational companies:

i. Finance foreign trade and foreign investment.

ii. Underwrite international bonds.

iii. Borrow and lend in the Eurodollar market.

iv. Organize syndicated loans.

v. Participate in international cash management.

vi. Solicit local currency deposits and loans.

vii. Give information and advice to clients.

B. Commercial banks establish multinational operations for a variety of reasons:

i. Managerial and marketing knowledge developed at home can be used abroad with low marginal costs.

ii. Foreign bank subsidiaries have knowledge advantages over local banks because they can draw on their parent’s knowledge of personal contacts and credit investigations.

iii. Large international banks have high-perceived prestige, liquidity, and deposit safety that can be used to attracts clients abroad.

iv. A saturated market may limit growth prospects in a home market.

v. International banking operations may reduce risk because greater stability of earnings is possible with international diversification.

vi. Banks follow their multinational customers abroad to prevent the erosion of their client base.

C. World’s largest financial companies:

i. The United States and Japan each have three of the world’s 10 largest financial companies.

1. Germany has two, the United Kingdom has 1, as does Switzerland.

ii. China is on its way to becoming a new center of global economic power.

1. After adjusting for purchasing power parity, the Chinese economy is the 2nd largest in the world (after the US).

2. Its GDP grew 7.3% in 2001 and an average of 9% from 1980 to 2000.

3. In 2002, China attracted more foreign direct investment than the US.

iii. Some argue that host governments in developing countries are powerless over large financial institutions.

1. In 2002, the grand total assets of the world’s largest ten financial companies was greater than the combined GDP of the eight largest economies, excluding the US and Japan.

2. In 2002, only six countries had a GDP greater than the total assets of Mizuho Financial Group of Japan.

D. Types of Foreign Banking Offices

i. Representative Offices:  These offices obtain information, give advice, and arrange local contacts for their parent bank’s business customers.

1. These offices do not have traditional banking functions such as deposits, loans, letters of credit, drafts, and Eurodollar markets.

2. These offices typically help local business executives initiate inquiries about the parents bank’s service, put clients of the parent banks in contact with government officials or local businesses, and provide their parent bank with credit analyses of local firms and political information about the country.

ii. Correspondent banks:  This is an informal arrangement in which a bank in a country maintains a deposit balance with banks in foreign countries and looks to them for services and assistance.

1. These offices accept drafts, honor letters of credit, provide credit information, and collect or pay foreign funds from import or export transactions.

iii. Branch banks:  These banks are an operational part of the parent bank and their assets and liabilities are those of the parent bank.

1. They do not have a corporate charter, board of directors, or shares of common stock outstanding.

2. These offices provide a full range of banking services under the name and guarantee of the parent banks; they also attract big local borrowers because legal loan limits depend on the size of the parent bank.

iv.  Foreign subsidiary banks:  These banks have their own corporate charter, board of directors, their own stockholders, their own managers, but a foreign parent banks owns them completely or in major part.

1. They must comply with the laws of the host country.

2. They maintain their status as local institutions with local ownership and management, and, due to this, are able to attract additional local deposits and have greater access to the local business community.

3. They are also more likely to appeal to the foreign business community than a local bank because of their relationship with their foreign part owner.

v. Agencies:  Agencies of foreign banks can offer only a limited range of banking services, and their primary function is to finance both exports and imports that originate from companies in their own country.

1. They cannot accept transaction deposits from residents of their own country, and they must deal exclusively with commercial customers.

2. They also actively participate in interbank credit markets and some other loans to companies in their own company.

vi. Consortium bank:  This is a permanent group of banks that handle large international loans.  It has it own charter, but is a joint venture owned by two or more shareholder-parent banks usually with different nationalities.

1. These banks develop their own business and take customers the parent bank suggests.

2. They arrange global syndicates for large international loans to spread risk and overcome the inability of single bank to handle a large loan alone.

E. There are three key clearinghouse systems for interbank fund transfers that transfer funds between banks through wire rather than through checks.

i. The Clearing House Interbank Payments System (CHIPS) is used to move dollars among New York offices of about 150 financial institutions that handle 95% of all foreign exchange trades and almost Eurodollar transactions.

ii. The Clearing House Payments Assistance System (CHPAS) provides a service similar to CHIPS.  It is used to move funds among the London offices of most financial institutions.

1. It began operations in 1983.

iii. The Society for Worldwide Interbank Financial Telecommunications (SWIFT) is an interbank communication network that carries message for financial transactions.

1. It began operations in 1973.

2. Its membership includes European, North American, Asian, and Latin American banks.

3. The network has reduced the number of formats used by banks in different parts of the world.

4. Currently, 6000 live network users send ten million message daily through SWIFT.

II. Developing Country Crises

A. The International Debt Crisis of the 1980s

i. Developing countries increased their borrowing from lenders in the West from 1973 to 1982.

1. In August of 1982, Mexico announced that it could not meet its regularly scheduled debt payments.

2. By spring of 1983, 25 developing countries could not make their payments and negotiated reschedulings with creditor banks.

a. These countries accounted for two-thirds of the total debt by non-oil developing countries.

3. The crisis was worsened by a worldwide recession.

ii. Experts argue about the cause of the international lending crisis:

1. Some claim it was solely due to global economic dislocations.

2. Some claim it was solely due to mismanagement by the debtor countries.

a. The truth is somewhere in the middle of these positions.

iii. A variety of steps were taken to solve the crisis:

1. International banks took steps to reduce their burden of developing-country debts.

a. This included increasing their equity-capital base, raising loan-loss reserves, avoiding new loans to developing countries, and selling exposed loans at a big discount to investors.

2. Many debtor countries took steps to alleviate their external debt problems.

a. This included increased exports, reduced imports, attracting more foreign investments, adopting restrictive economic policies, and the use of debt-equity swaps.

i. Debt-equity swaps are the process whereby creditors exchange their loans for equity in local companies.

3. Policy makers of the creditor nations, the World Bank, and the International Monetary Fund (IMF) worked together to provide partial debt relief for countries in extreme difficulties.

a. This included having a portion of the country’s external debt permanently forgiven, a total of $20 billion from 1982 to 1993.

4. The above steps did not solve the debt crisis completely, so in 1989 US Secretary Nicholas Brady put forth a set of principles, known as the Brady Plan to resolve the problem.  It offered creditor banks three options:

a. Convert their loans to marketable bonds with a face value equal to 65% of the original loan amount.

b. Convert their loans into new guaranteed bonds with a reduced interest rate of 6.5%.

i. The bonds that originated from this option are called Brady bonds.  By 1992, 20 debtors nations had issued Brady bonds.

c. Keep their old loans but provide additional funds equal to 25% of their original loan amount.

B. The Asian Financial Crisis of 1997

i. The crisis pushed one-third of the world into recession during 1998.

ii. It, as well as the crisis discussed above and the Mexico pesos crisis of 1994, all happened under fixed exchange regimes.

1. Pegged exchange rates can become vulnerable when cross-border capital flows are highly mobile.

iii. A Thai crisis spread throughout the world.

1. Thailand’s economy surged before 1997 partly because Thais found that they could borrow dollars at lower interest rates overseas than they could the bath at home.

2. By late 1996, foreign investors began to move their money out of Thailand because they were worried about their ability to repay.

3. In February of 1997, investors and Thai companies rushed to convert their baht to dollars.

a. The Thai central bank responded by buying baht with its dollars reserves and raising interest rates.

i. The rise in interest rates drove prices for stocks and land downward.

b. The situation drew attention to the problems in the Thai economy:

i. Huge foreign debt.

ii. Trade deficits.

iii. A banking system weakened by the heavy burden of unpaid loans.

c. The Thai central ran out of dollars to support the baht.

4. On July 2, 1997, the central bank stopped the baht’s fixed value against the dollar and the currency lost 16% of its value in one day.

iv. Investors and companies in the Philippines, Malaysia, Indonesia, and Korea realized that their economies all shared Thailand’s problems.

1. The peso, ringgit, rupiah, and won toppled next.

v. By the end of 1998, the Asian crisis of 1997 spread to Russia, Brazil and many other countries.

vi. The IMF arranged emergency rescue packages for Thailand ($18 billion), Indonesia ($43 billion), Korea ($58 billion), Russia ($23 billion), and Brazil ($42 billion).

vii. In theory, capital is a boon, enabling developing countries to reduce poverty and raise living standards, but a variety of factors can reduce the validity of the theory:

1. Country mismanagement of inflows.

2. Banks rife with favoritism or incompetence.

3. Multinational companies may build too many factories.

4. Speculation may propel stock price to unrealistic heights.

5. Ample foreign exchange provides by overseas investors may support a spending spree on imports.

6. If capital inflows slow or reverse, a boom may collapse.

a. This is what happened in Thailand.

viii. There are two views of the causes of the crisis – the fundamentalist and panic views.

1. The fundamentalist view holds that flawed financial systems were at the root of the crisis and its spread.

a. The pegging of currencies to the dollar meant that when the dollar appreciated against the yen and major currencies since 1995, East Asian countries began to lose their competitiveness in export markets.

b. Maturity mismatch and currency mismatch made banks and firms vulnerable to sudden swings in international investors’ confidence.

c. An increasing portion of foreign capital inflows to the region consisted of liquid portfolio investment rather than long-term direct investment.

i. These liquid capital flows were mainly directed into long-term, risk investments such as real estate.

ii. These same assets were often used as collateral.

d. Banks started to borrow foreign exchange abroad, converting it into the domestic currency, and lending it to their domestic customers.  This meant the banks assumed all of the exchange risk.

e. All of these actions led to a bubble that had to burst.

2. The panic view admits that there were vulnerabilities, but that these vulnerabilities are not enough to explain the abruptness and depth of the crisis.  

a. Most developing countries facing financial crises in the past had macroeconomic imbalances such as large budget deficits, large public debt, high inflation, slow economic growth, low savings rates, and low investment rates.

i. Most Asian economies did not have these problems.

b. The crisis was instead caused by a swift change in expectations that triggered a massive capital outflow.

i. International investors acted irrationally.

ii. The IMF prescribed harsh fiscal and monetary policies that worsened the crisis.

c. Several factors support this view:

i. There were no warnings signs.

ii. Prior to the crisis, international banks made substantial, none guaranteed loans. This hints that investors panicked in unison and withdrew money from investments that may have been strong.

iii. After the crisis, the affected countries experienced widespread credit crunches.

iv. The trigger for the crisis was not the deflation of asset values, but was the sudden withdrawal of funds from the region.

d. Overall, the panic view is consistent with the concept of financial contagion.  This occurs when:

i. Events in one financial market trigger events in other markets.

ii. The magnitude of the response in the other markets appears unfounded in economic fundamentals.

III. International Finance Trends

A. Syndicated Loans

i. Syndicated loan are credits in which a group of banks makes funds available on common terms and conditions to a particular borrower.

ii. These loans have grown in use over the last two decades.  They have become more popular because of:

1. The increasing size of individual loans.

2. The need to spread risks in large loans.

3. The attractiveness of management fees.

4. The publicity for participating banks.

5. The need to form profitable working relationship with other banks.

B. The international banking community seems fragile due to the large amount of global debt outstanding.

i. The external debt of 138 developing countries reached a total of $2,332 billion at the end of 2001.

C. International loans have some advantages for banks:

i. International loans have been profitable for many large banks and have had a significant impact on the earnings of these international banks.

ii. Many banks have improved risk-return performance because they can diversify international loans by country, by type of customer, and by currency.

iii. Several safeguards have reduced the risk of international loans.

D. International loan also have some disadvantages for banks:

i. Country risk analysis is extremely complex because it depends on many variables.

ii. International bankers recently did not anticipate dramatic increases in country risk.

iii. Critics question the ability of debtor countries to service their external debt because many loans are short-term variable loans.

iv. If borrowing countries are unable to meet their obligations on time, banks will be forced to roll over their loans indefinitely.

v. The ultimate purpose of some loans is to finance balance-of-payments deficits, and these loans do not improve the debtor country’s ability to generate foreign exchange earnings.

IV. Country Risk Analysis

A. Sovereign or country risk refers both to the possibility of default on foreign loans and to unanticipated restrictions of cash flows to the parent country.

i. There are two major differences between domestic and foreign loans:

1. Foreign loans must go through the exchange markets, and, therefore, banks must assess prospects for exchange rates and for controls on capital flows.

2. There does not exist a common legal system or ultimate arbitrator to settle disputed foreign loan claims.

ii. Based on these differences, it is critical for commercial banks to safeguard their international loans against country risk.

B. Country risk is nothing more than an assessment of economic opportunity against political odds.  Thus, country-risk assessment is an analysis of political and economic indicators.

C. There are many different country-risk rating systems available.  To be effective it should meet several criteria:

i. Lending officers should be able to understand and use the system easily.

ii. The system should rank all developing countries with foreign loans.

iii. The system should have both short-term and medium-term horizons.

iv. The system should be effective in forecasting which countries are likely to reschedule their debts.

D. Debt ratios are a method for assessing country risk as countries vary in regards to their debt burden.

i. Some countries external debt does not place a hardship on the economy while in other countries it is so large that it hampers growth-oriented policies.

ii. The World Bank classifies the debt burden of developing countries according to two ratios:

1. The ratio of present value of total debt service in 2001 to average GNP in 1999, 2000, and 2001.

2. The ratio of present value of total debt service in 2001 to average exports in 1999, 2000, and 2001.

iii. The World Bank uses these ratios and GNP per capita to classify countries.

1. A country is classified as severely indebted if the GNP ratio exceeds 80% or the export ratio exceeds 220%.

2. A country is classified as moderately indebted if the GNP ratio exceeds 48% or the export ratio exceeds 132%.

a. If neither is true, a country is classified as less indebted.

3. Countries with a GNP per capita of no more than $734 in 2001 are classified as low income.

4. Countries with a GNP per capita between $745 and $9,025 are classified as middle-income countries.

a. Middle and low-income countries are usually called developing countries.

5. Using the above debt ratios, the World Bank identified 37 severely indebted low-income countries, 13 severely indebted middle-income countries, 15 moderately indebted low-income countries, 26 moderately indebted middle-income countries, 14 less indebted low-income countries, and 33 less indebted middle-income countries.

iv. Ratio analysis can be problematic.

1. They present the debt situation in a particular reference year, and this year may not be representative.

2. The ratios are static.  They need to be compared to some standard to gain meaning.

a. Two common standards used are historical (future) standards and world standards.

b. Another common standard is world average ratios.

E. Overall Country Creditworthiness is a measure of country risk that combines economic, political and other indicators to rate country risk.

i. For example, Euromoney country risk rankings are based on political risk, economic performance, debt indicators, debt in default or rescheduled, credit ratings, access to bank finance, access to short-term finance, access to capital markets, and discount on forfeiting.

F. There also exist Sovereign-Government Bond Ratings that solely analyze the quality of bonds but can be used as a measure of country risk.

i. The two major bond ratings are done by Standard & Poor’s and Moody’s Investor Service.

1. Both assign letter ratings to indicate the quality of bonds.

a. Single A and triple B bonds are called investment grade.

b. Double B and lower bonds are speculative and are junk bonds with a fairly high probability of default.

Key Terms and Concepts

Representative offices obtain information, give advice, and arrange local contacts for their parent bank's business customers. 

Correspondent Banking System is an informal arrangement in which a bank in a country maintains deposit balances with banks in foreign countries and looks to them for services and assistance.

Foreign branch banks do not have a corporate charter, board of directors, or shares of common stock outstanding. Thus, they are an operational part of the parent bank; their assets and liabilities are, in fact, those of the parent bank.

Foreign subsidiary banks have their own charter, their own board of directors, their own stockholders, and their own managers.
Consortium Bank is a permanent group of banks that handle large international loans.

Clearing House Interbank Payments System (CHIPS) is used to move dollars between New York offices of about 150 financial institutions that handle 95 percent of all foreign exchange trades and almost all Eurodollar transactions.

Clearing House Payments Assistance System (CHPAS) began its operation in 1983 and provides services similar to those of the CHIPS. It is used to move funds between London offices of most financial institutions.

Society for Worldwide Interbank Telecommunications (SWIFT) is an interbank communication network that carries messages for financial transactions.

Debt-Equity Swaps are swaps where creditors exchange their loans for equity in local companies.

Syndicated Loans is a credit in which a group of banks makes funds available on common terms and conditions to a particular borrower.

Country Risk is the possibility that borrowers in a country will not honor past obligations.
Developing Countries are those with low and middle income.

Multiple Choice Questions

1.
Brady Bonds designed to solve the international debt crisis of the 1980s recommends that globally active banks maintain capital equal to at least ___ percent of their assets.

A.
 7

B.
 8

C.
 9

D.
10

E.
11

2.
Country risk rankings can be found in the following journal ___. 

A.
IMF Staff Papers

B.
Euromoney

C.
the Journal of International Business Studies

D.
Multinational Business Review

E.
Journal of Finance

3.
Which of the following countries does not have debt-servicing problems of international debt?

A.
South Korea 

B.
Mexico

C.
Thailand

D.
Indonesia

E.
Taiwan

4.
Major types of foreign banking offices include _____.

A.
representative offices, correspondent banks, and branch banks

B.
subsidiaries, Edge Act Corporations, and international banking facilities

C.
agencies and banking consortia

D.
A and C

E.
A, B, and C

5.
_____obtain information, give advice, and arrange local contacts for their parent bank's business customers.

A.
correspondent banks

B.
representative offices

C.
branch banks 

D.
subsidiaries

E.
international banking facilities

6.
The _____banking system is an informal arrangement in which a bank in a country maintains deposit balances with banks in foreign countries and looks to them for services and assistance.

A.
international

B.
representative office

C.
subsidiary

D.
correspondent 

E.
none of the above 

7.
A _____bank is a permanent group of banks ready to handle large international loans.

A.
Correspondent

B.
Consortium

C.
Representative

D.
Subsidiary

E.
None of the above

8.
Which of the following is not a key clearing system of interbank fund transfers?

A.
Clearing House Interbank Payments System(CHIPS)

B.
Clearing House Payments Assistance System(CHPAS)

C.
Society for Worldwide Interbank Financial Telecommunications(SWIFT)

D.
International Interbank Financial Telecommunications(IIFT)

E.
A, B, and C

9.
The _____ is used to move dollars between New York offices of about 90 financial institutions that handle 95 percent of all foreign exchange trades and almost all Eurodollar transactions.

A.
CHIPS

B.
CHPAS

C.
SWIFT

D.
IIFT

E.
none of the above

10.
The international debt crisis of the 1980s started when the following countries could not make international debt payments       .

A.
Mexico, Brazil, and Taiwan

B.
Brazil, Mexico, and Argentina

C.
Argentina, Brazil, and Korea

D.
Taiwan, Korea, and Mexico

E.
all of the above

11
Junk bonds are those bonds whose ratings are _____.

A.
triple A and lower

B.
double C and lower

C.
single A and higher

D.
double B and lower

E.
triple B and lower

12.
A country risk analysis does not include _____.

A.
political risk

B.
economic risk 

C.
objective criteria

D.
company financial analysis

E.
foreign relations

13.
The first major blow to the international banking system came in August 1982, when _____ announced that it could not meet its regularly scheduled payments to international creditors.

A.
Mexico

B.
Brazil

C.
Argentina

D.
Venezuela 

E.
the Soviet Union

14.
Lenders, borrowers, the IMF, and the World Bank, worked together to overcome the global debt crisis of the 1980's through _____.

A.
rescheduling and refinancing 

B.
additional loans

C.
restrictive economic policies

D.
A and B

E.
A, B, and C

15.
Country risk can be assessed by _____.

A.
debt ratios, overall country creditworthiness, and sovereign-government bond ratings

B.
the United Nations

C.
the European Union

D.
the U.S. State Department

E.
G-7 Countries 

16.
A(n) _____ loan is a credit in which a group of banks makes funds available on common terms and conditions to a particular borrower.

A.
bridge

B.
unsyndicated

C.
syndicated

D.
ceiling

E.
none of the above

17.
The Asian financial crisis of 1997 started in        .

A.
Korea

B.
Thailand

C.
Malaysia

D.
Indonesia

E.
Philippines

18.
The causes of the Asian financial crisis fall into one of two theories __ .

A.
the fundamental view and the pessimistic view

B.
the pessimistic view and the panic view

C.
the panic view and the optimistic view

D.
the pessimistic view and the optimistic view

E.
the fundamental view and the panic view

19. During the Asian financial crisis, the three principles of prudent behavior not followed by private lenders were:


A. maturity mismatch


B. currency mismatch


C. failure to monitor total assets and liabilities of borrowers.


D. A and B


E. A, B and C

20.
_____ is critical for commercial banks to safeguard their international loans against country risk.

A.
Granting credit to any government 

B.
Country-risk assessment 

C.
Credit management by politicians

D.
A and C

E.
none of the above

21.
_____ country credit ratings are based on views by a cross section of specialists on each country with particular reference to some economic and other factors.

A.
The Economist's

B.
The IMF's 

C.
Euromoney's

D.
The World Bank 

E.
None of the above

22.
_____ risk is the possibility that borrowers in a country will not honor past obligations.

A.
Government

B.
Economic

C.
Socio-economic

D.
Country 

E.
None of the above

23.
The World Bank classifies all debt-burdened nations as _____ countries.

A.
severely indebted low-income

B.
severely indebted middle-income

C.
moderately indebted low-income 

D.
moderately indebted middle-income 

E.
all of the above

24.  Which of the following is a belief of the fundamentalist view of the Asian Crisis:

A. international investors’ are irrational and therefore their behavior is unpredicatable.

B. the crisis was caused by a swift change in expectations serving as a catalyst for the massive capital outflows that triggered the crisis

C. flawed financial systems were at the root of the crisis and its spread

D. overly harsh fiscal and monetary policies prescribed by the IMF once the crisis broke worsened the problem

E. economic fundamentals in Asia were essentially sound

25. As Asian companies turn to capital markets for funds:


A. the amount of money raised by share offerings has increased


B. bank lending has increased


C. there has been an increase in syndicated lending


D. Asian banks are less cautious about making loans


E. international banks have increased the amount they are lending

Answers

Multiple Choice Questions

1. B

2. B

3. E

4. E

5. B

6. D

7. B

8. D

9. A

10. B

11. D

12. D

13. A

14. E

15. A

16. C

17. B

18. E

19. E

20. B

21. C

22. D

23. E

24. C

25. A
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