CHAPTER 12
INTERNATIONAL BANKING ISSUES AND COUNTRY RISK ANALYSIS
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CHAPTER OBJECTIVE
Chapter 12 discusses several aspects of international banking activities along with country risk. These aspects include types of foreign banking offices, interbank clearing house systems, the international debt crisis of  the 1980s, and the Asian financial crisis of 1997. This chapter looks at how banks assess unique risks of their foreign operations and how these risks can be incorporated into routine operations. 

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. A foreign parent bank owns them completely or in major part.
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.

Financial contagion occurs when: (1) events in one financial market trigger events in other markets and (2) the magnitude of the response in the other markets appears unfounded in economic fundamentals.
Syndicated loan is a credit in which a group of banks makes funds available on common terms and conditions to a particular borrower.

Country risk refers both to the possibility of default on foreign loans and to unanticipated restrictions of cash flows to the parent country.
Developing countries is a common term for low-income and middle-income countries.
Junk bonds are speculative bonds that have a high probability of default.  
ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
Discuss the types of functions that international banks perform.

International banks finance foreign trade and foreign investment, underwrite Eurobonds and foreign bonds, borrow and lend in the Eurodollar market, organize syndicated loans, participate in international cash management, solicit local currency deposits and loans, and give information and advice to clients. 

2.
Discuss the types of foreign banking offices.

There are six types of foreign banking offices. Representative offices are small offices opened up in foreign countries to help parent bank clients when their parent bank is doing business in these countries or in neighboring countries. Correspondent banks are banks in foreign countries that keep deposits from a bank in a country and that provide the bank with services and assistance. Branch banks are a legal and operational part of the parent bank. Foreign subsidiary banks are separately incorporated banks, owned entirely or in major part by a foreign parent. Agencies of foreign banks are those established to finance both exports and imports that originate from companies in their own country. Consortium banks are permanent groups of banks that handle large international loans. 

3.
What were the two major causes for the Asian financial crisis of 1997?

Although many explanations had been offered on the causes of the Asian crisis, most views fall into one of two theories: the "fundamentalist" view and the "panic" view. The fundamentalist view focuses on how borrowing countries' policies and practices fed the crisis, whereas the panic view focuses on the role lenders played. 

4.
What are the major differences between domestic and foreign loans?

There are two major differences between domestic and foreign loans. First, because repayments of foreign loans must go through exchange markets, international banks must evaluate possibilities for exchange rate fluctuations and controls on capital flows. Second, international banks do not have a common legal system or an ultimate arbitrator to settle disputed claims about their foreign loans. 

5.
What were the major causes of the international debt crisis of the 1980s?

First, the international debt crisis arose because of global economic dislocations and mismanagement by debtor countries. Second, developing debtor countries had large balance of payments deficits because of worldwide recessions in the early 1980s. Third, other causes include growth opportunities in these debtor countries by the 1970s, the 1973-1974 oil shock, and large capital flights by corrupt government officials and wealthy individuals.

6.
Explain the various steps taken by debtor countries and international banks to solve the international debt problems of the 1980s.

International banks have increased their equity-capital base, avoided new loans to developing countries, and sold exposed loans to investors at a big discount. Debtor countries have increased exports, reduced imports, attracted more foreign investment, adopted restrictive economic policies, and used debt-equity swaps.

7.
What is syndicated lending? Why do banks sometimes prefer this form of lending?

A syndicated loan is a credit in which a group of banks make a large amount of funds available on common terms and conditions to a particular customer. This form of lending is used to handle large loans that one bank is unable or unwilling to supply.

8.
What is country risk? How can we assess country risk?

Country risk refers both to the possibility of default on foreign loans and to unanticipated restrictions of cash flows to the parent country. Therefore, country risk is the possibility that borrowers in a country will not honor past obligations. Country risk may be assessed by various debt ratios and overall credit worthiness of a country.

9.
Describe policy responses to solve the Asian crisis. 
Just like the previous developing-country crises, lenders, borrowers, and international financial institutions worked together to overcome the crisis. External payments were stabilized through IMF-led aid programs, the rescheduling of short-term foreign debts, and reductions in foreign borrowings through painful reversals of current account deficits. The IMF have established new financing packages to encourage the adoption of policies that could prevent crises in selected developing countries. 
East-Asian countries closed many ailing banks, cleaned up non-performing loans, encouraged surviving banks to merge with other banks, and compelled these banks to meet the capital adequacy ratio set by the Bank for International Settlements. Corporate sector reforms included capital structure improvement through debt reduction, business restructuring to remove excess capacity, the reorientation of conglomerates on core specialties, and the upgrading of corporate governance standards. These countries also implemented market-opening measures to facilitate foreign investment.   

These and other policy responses strengthened financial systems, enhanced transparency of policies and economic data, restored economic competitiveness, and modernized legal and regulatory environment for more stringent regulatory oversight and consistent application of accounting standards. A modest rebound in exports, stock market prices, and capital investment has began to take place in 1999 as a result of these policy responses to the Asian crisis.

ANSWERS TO END-OF-CHAPTER PROBLEMS
1.
Total external debt/GNP = 160/380     = 0.42

Total external debt/exports = 160/140 = 1.14

Debt-service ratio = 29/140                 = 0.21

Interest-service ratio = 13/140             = 0.09

2.
Total external debt (TED) to GNP = TED/157 = 0.32

TED = 157 x 0.32 = $50 billion

Total external debt to exports (EXP) = 50/EXP = 1.12

EXP = 50/1.12 = $45 billion

Debt-service (DS) ratio = DS/45 = 0.11

DS = 45 x 0.11 = $5 billion

Interest-Service (IS) ratio = IS/45 = 0.06

IS = 45 x 0.06 = $2.7 billion

3a. 
If we denote the compound growth rate as g, 609 x (1 + g)21 = 2,332,  


(1 + g)21 = 2,332/609 = 3.829.

If you look across the 21-year raw of a compound-value-of-$1 table, you will find the interest factor of 3.829 between 6 percent and 7 percent columns. Thus, the total external debt of 138 developing countries grew at about 6.55 percent per year from 1980 to 2001.

3b.
Twenty-one year  growth  rate = (2001 debt - 1980 debt)/1980 debt

                                                  = (2,332 - 609)/609 = 2.82

Annual simple growth rate = 2.82/21 = 13.43%

4a.
502 x (1 + g)7 = 1,398

(1 + g)7 = 1,389/502 = 2.767
If you look across the 7-year raw of a compound-value-of-$1 table, you will find the interest factor of 2.767 between 15 percent and 16 percent columns. Thus, the syndicated loans grew at an average compound growth rate of about 15.5 percent per year from 1994 to 2001.

4b.
Seven-year growth rate = (2001 debt - 1994 debt)/1994 debt

                                                  = (1,389 - 502)/502 = 1.77
Annual simple growth  = 1.77/7 = 25.29%

ANSWERS TO END-OF-CASE QUESTIONS
1.
Table 12-9 summarized the five organizations of the World Bank Group, and this chapter discussed  the Asian Financial Crisis.  How might each part of the World Bank Group have helped after the crisis started?

The IBRD could have provided emergency loans to the countries directly affected by the crisis. This would have helped them weather the crisis. The IDA could have given additional IDA credits to the qualifying countries in the region, further helping them get through the crisis. Working with private businesses especially hurt by the crisis, the IFC could have used its lending power to support them. The MIGA could have played an especially large role by guaranteeing investments that were hurt by the instability of the financial crisis. These actions might have helped stabilize the economies in Asia, particularly their currencies. The ICSID could have offered to mediate any disputes resulting from the crisis in a fair fashion, thereby reducing risk in the region. This would be a last step in helping the involved countries during the crisis.

2.
Many critics claim that the World Bank Group is too large and attempts to do too much. Additionally, they claim that many of their activities overlap with the work of the World Trade Organization, the International Monetary Fund, and the United Nations. How valid do you find this criticism?

There are pros and cons to this criticism. Obviously, there is a large overlap between these organizations. Part of this is due to their common interest in international economic development and stability. This necessitates some overlap.  On the other hand, it may not be just to call this a weakness. In recent years, the World Bank Group has formed an alliance with the above organizations and they have worked together to meet mutual goals. Therefore, the similarities became an opportunity to strengthen the response to problems. Unfortunately, any attempts to promote economic development are going to be broad in scope and go beyond economics. Political systems, educational systems, infrastructure, and other factors all play a large role in development.

3.  
Imagine that you are the President of the World Bank. Who are your most powerful constituents? How much power do you have? Would you want this job?

Much like the leaders of other international organizations, the President of the World Bank is highly dependent on the support of the United States. The United States is the largest shareholder in the World Bank and therefore has the largest voice. France, Germany, Japan, and the United Kingdom have the next largest stakes, and also represent important constituencies for the President. The power of the President comes from his/her ability to compromise and create consensus.  Additionally, the President can create power by presenting a clear vision for the organization. The current President, James D. Wolfensohn, has done this by positioning the World Bank as the primary international organization for fighting poverty. Whether or not someone wants to be the President of the World Bank will differ from student to student, but it would definitely be a challenge.

4.  
What are the major differences between the IMF and the World Bank?

As sister organizations, there are many similarities between the organizations.  The main difference is in their mission. The World Bank’s primary mission is to support international development, focusing on poor and underdeveloped countries. The IMF’s mission, in contrast, is to support international economic stability, focusing on monetary system stability.
5.
Visit the World Bank’s website, www.worldbank.org to find its current projects.
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