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Introduction

Since 2007, we have taught the core international banking course in the Master of 
International Affairs Program (International Finance and Economic Policy 
Concentration), at Columbia University’s School of International and Public 
Affairs (SIPA). Coming from complementary backgrounds in economics, finance, 
bank management, and intellectual history, we have sought to offer our students a 
comprehensive perspective of the evolution of international banking, including 
economic, geopolitical, and cultural determinants.

In 2010, Routledge invited us to develop a textbook in international banking 
encompassing the financial crisis of 2008 and its implications for banks and bank-
ing systems globally. We were excited by this opportunity, if slightly daunted by 
the enormity of the task. Yet, we could not have foreseen the extent to which 
events such as the EU sovereign debt crises, the gradual (but still incomplete) 
convergence of new banking regulations, the expanded supervisory roles of central 
banks, and too-big-to-fail legislation would necessitate rewrites and updates.

Banks have shown extraordinary resilience, aided in part by innovative 
programs introduced by governments during the worst of the crisis to make funds 
available to financial institutions, but we have witnessed an important erosion of 
the trust of society at large in these institutions. Our challenge has been to address 
the critical elements of this process, while the identity and culture of banks, and 
the fundamental role played by them, continue to be questioned and redefined.

Methodology

This volume is organized into nine chapters. In Chapter 1, we present an historical 
overview from the origins of international banking through the first decades of the 
twenty-first century. We explore the evolution of banks from domestic to global 
institutions; from separate deposit, savings, investment, and custody functions to 
the universal banking model; and from institutions bound by national jurisdiction 
to globally-interconnected institutions. The individual cases that we examine in 
this chapter include institutions once instrumental in domestic and cross-border 
economic development, but which, since the early 1990s, have been dissolved or 
have undertaken a much-reduced scope of activities (Barings, Rothschild, and 
Crédit Lyonnais), as well as institutions that have achieved global predominance 



xâ•‡â•‡  Introduction

since their inception, despite challenges and setbacks (HSBC, Citibank, JPMorgan, 
Deutsche Bank).

In Chapter 2, we consider international wholesale banking, and examine how, 
between the late 1980s and early 2000s, international banks redefined themselves 
in order to compete effectively for the business of their institutional clients – 
corporations, governments, and other financial institutions. We begin by exploring 
why and how major commercial banks around the world have engaged in invest-
ment banking, and then describe the corporate commercial and investment banking 
product offerings of international wholesale banks.

In Chapter 3, we consider international personal banking, retail and private.  
We explore how some of those same forces that led to the reinvention of corpo-
rate banking, and the enforcement of legislation to prevent tax evasion and 
money laundering globally, have influenced banks in their pursuit of international 
personal banking activities, private banking, and consumer banking. We begin by 
exploring the common aspects and the distinctive features of the provision of 
personal banking services to high net worth individuals versus the public at large, 
and then examine alternative strategies adopted by financial institutions in their 
pursuit of private banking and consumer banking activities abroad.

In Chapter 4, we examine the causes, ramifications, and resolution of specific 
bank failures, systemic crises, and country and regional banking crises, from the 
U.S. Savings and Loan crisis (mid 1980s), Nordic banking crisis (1991–1993), 
Japanese banking crisis (1995–1998), to the U.S. financial crisis and global credit 
crunch of 2008. We explore the case of Iceland, where the collapse of the banking 
sector brought about a near-default on sovereign debt, and that of Ireland, where 
the failures of Irish banks induced near financial collapse.

In Chapter 5, we consider sovereign risk, exploring the causes of, build-up  
to, and resolution of sovereign debt crises, and the implications for banks. We 
examine a number of sovereign debt crises that have resulted in major regulatory 
reform and/or institutional changes, in addition to offering valuable risk manage-
ment lessons to creditors, borrowers, and the International Monetary Fund (IMF). 
We study the Latin American debt crisis of the 1980s that preceded the Basel I 
Accord; the Asian crisis of 1997 and Russian crises of 1998 (the latter causing 
the collapse of Long Term Capital Management) that preceded the Basel II 
Accord; the Argentine crisis of 2002, a unilateral default still unresolved as of 
mid 2014; and the Economic and Monetary Union (EMU) debt crises of the 
European Union (EU) that preceded important institutional reforms, including  
the establishment of the EU Banking Union.

In Chapter 6, we begin by reviewing the rationale for bank regulation. We then 
examine the domestic regulatory regime of Canada, and the evolution in form and 
substance of the international bank regulation accords, Basel I (1988), Basel II 
(2004), and Basel III (2010). We discuss briefly measures aimed at protecting the 
stability of domestic and global financial systems beyond the Basel III guidelines, 
including restrictions to banks’ proprietary trading activities, and the evolving 
debate around regulation of non-bank financial institutions, often bundled under 
the label of shadow banks.
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In Chapter 7, we examine how domestic macroeconomic conditions, internal 
political forces, and major external economic events have combined to shape the 
structure of the banking industries of eight selected emerging economies, in 
particular the resulting dynamics of competition among public sector, domestic 
private sector, and foreign banks. The countries selected – all G-20 nations and as 
such members of the Basel Committee on Bank Supervision – are from Latin 
America (Mexico and Brazil); Asia (China, India, and Indonesia); and Europe, the 
Middle East, and Africa (Russia, Turkey, and South Africa).

In Chapter 8, we examine a series of situations in which international banks have 
failed to comply with domestic and international laws or regulations, resulting in 
significant penalties and severe reputational damage. The situations selected include 
the Securities and Exchange Act violations of Madoff and Enron; the activities of 
rogue traders at UBS, Société Générale, and JPMorgan (London Whale); money 
laundering violations at BCCI, Vatican Bank, Standard Chartered, and BNP 
Paribas; tax evasion violations at UBS and Credit Suisse; and manipulation of the 
London Interbank Offered Rate (LIBOR).

In Chapter 9, we review in brief the forces that resulted in the internationalization 
of leading OECD banks between the late 1980s and 2008 (see Chapters 2, 3, and 7). 
We examine the consequences of government responses to the US subprime crisis 
and global credit crunch (see Chapters 4, 5, and 6), and explore the political and 
cultural consequences of those cases of financial fraud examined in Chapter 8. We 
conclude Chapter 9 with a discussion of a conceptual framework for decision 
making by major international banks, regarding the scope of their international 
activities, and taking into consideration the challenges faced by their boards of 
directors and management in rebuilding and maintaining the trust of clients, 
investors, and society at large.
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1	 History of international banking
International banks (almost)  
never die

Introduction

This chapter presents a historical overview of the origins of international banking 
through the first decades of the twenty-first century. It examines the evolution 
from domestic to global institutions; from separate deposit, savings, investment, 
and custodial functions to the universal banking model (or financial supermar-
ket); from institutions bound and limited by national jurisdiction to globally 
interconnected institutions, subject to cross-border regulation.

Equally important to note is what this chapter does not cover. A history of 
banking and money would encompass a broader geographic and geo-economic 
spectrum, including the development of merchant societies in the Levant from the 
Byzantine to the Ottoman Empire; the rise of commercial banks in eighteenth and 
nineteenth century India and China; and the beginning of transactional trade and 
deposit activities in Africa and Latin America.

However, the concept of international banks defined as financial institutions, 
which offer retail, wholesale (corporate and investment banking), and insurance 
services, establish branches, subsidiaries, and conduct business across borders, is 
much more limited in geo-historic scope. Our focus, therefore, will be on its 
origins in Europe and the United States, moving from Italy northward through 
Amsterdam to London and, from 1905, to New York.

International banking was contingent on a strong central bank, a stable 
currency, and the growth of a retail client base, which entrusted financial institu-
tions with deposits and savings, and a corporate client base, which needed credit 
lines to further expand domestic and, in time, its international operations.

Nineteenth century economic expansion and wealth generation was fueled by 
industrial innovation, a new economically active middle class, and the rise of 
colonial empires. The surge in global trade required British and French banks to 
extend their reach across Africa, the Indian subcontinent and South-East Asia.

London was the epicenter of banking and the markets in stock, bonds, and 
currency, with the pound sterling the sole globally convertible currency from the 
late seventeenth-century to the twentieth century, followed by the French franc 
after 1865 and the US dollar after 1905.
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The historic resilience of European banks (including those of Britain and 
Switzerland) and American banks is illustrated by the 2014 list of global systemi-
cally important banks (G-SIBs) in Table 1.1.

International banks in Europe, Japan, the United States, and Canada have a 
long history of survival despite internal and external shocks, including acquisi-
tions and mergers, restructurings, wars, and economic crises. The financial crisis 
of 2008 first spelled the near death of Royal Bank of Scotland (United Kingdom), 
ING (Netherlands), Commerzbank (Germany), UBS (Switzerland), and Citibank 

Table 1.1â•‡ Global systemically important banks (G-SIBs) as of November 2013 allocated 
to buckets corresponding to required level of additional loss absorbency

Bucket1 G-SIBs in alphabetical order within each bucket

5 (Empty)
(3.5%)
4 HSBC
(2.5%) JP Morgan Chase
3 Barclays
(2.0%) BNP Paribas

Citigroup
Deutsche Bank

2 Bank of America
(1.5%) Credit Suisse

Goldman Sachs
Group Crédit Agricole
Mitsubishi UFJ FG
Morgan Stanley
Royal Bank of Scotland
UBS

1 Bank of China
(1.0%) Bank of New York Mellon

BBVA
Groupe BPCE
Industrial and Commercial Bank of China
ING Bank
Mizuho FG
Nordea
Santander
Société Générale
Standard Chartered
State Street
Sumitomo Mitsui FG
Unicredit Group
Wells Fargo

Source: Financial Stability Board, 2013 (available at http://www.financialstabilityboard.org/wp-Â�
content/uploads/r_131111.pdf).
1�“The bucket approach is defined in Table 2 of the Basel Committee document Global Systemically 
Important Banks: Updated Assessment Methodology and the Higher Loss Absorbency Requirement, 
July 2013. The numbers in parentheses are the required level of additional common equity loss absor-
bency as a percentage of risk-weighted assets that will apply to G-SIBs identified in November 2014, 
with phase-in starting in January 2016” (Financial Stability Board, 2013: 3).

http://www.financialstabilityboard.org/wp-�content/uploads/r_131111.pdf
http://www.financialstabilityboard.org/wp-�content/uploads/r_131111.pdf
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(United States), but government assistance, and partial takeovers or restructuring 
enabled these institutions to remain in business, and most returned to 
profitability.

On the French CAC 40, German DAX 30, and London FTSE 100 stock 
indexes, over one third of the listed companies were created before World War I. 
The financial institutions listed on these exchanges include Société Générale, 
BNP Paribas, Crédit Agricole, Commerzbank, Deutsche Bank, Postbank, 
Standard Chartered, HSBC, Barclays, Lloyds, and Royal Bank of Scotland. On 
the Japanese Nikkei 225, the eleven banks listed include Sumitomo Mitsui, 
Mizuho Trust, Resona Holdings, and Mitsubishi Financial, which originated in 
the period of bank–industry conglomerates of the 1880s to 1900.

In the last decades of the twentieth century, banks such as Deutsche Bank 
(Germany), UBS (Switzerland), HSBC (United Kingdom), UniCredit (Italy), and 
Citibank (United States) evolved from powerful domestic brands with global 
presence to multinational and multiregional, universal institutions, their profita-
bility often dependent more on host country investment and corporate arms than 
on home country retail operations. International bank interconnectivity has 
increased as transactions have come to depend increasingly on political and 
economic conditions of more than one nation, and on the stability and effective-
ness of more than one system of laws and financial mores.

This chapter is organized into four sections as follows:

1.	 The evolution of cross-border and cross-regional banking from the Middle 
Ages to the 1600s.

2.	 The history of central banking from the 1600s to the 1800s.
3.	 The maturation and expansion of international banking from the 1800s to 

World War II.
4.	 Financial institutions, multilaterals, and international banks post-World War II.

The evolution of cross-border and cross-regional  
banking from the Middle Ages to the 1600s

The concept of international banking developed in Europe in concert with almost 
a thousand years of cross-border wars, cross-regional trade, and currency transac-
tions, as money lenders, money changers, and merchants were needed to provide 
funds, lend, and create instruments for expansionary wars.1

Great natural resources did not automatically generate domestic or regional 
economic development. Empires rich in commodities, mineral wealth and human 
capital such as the Mamluks in Egypt or the Ottoman Empire, remained 
entrenched in autocratic and theological structures, which often hindered the 
development of independent financial systems and institutions. Although these 
dynasties fostered merchant classes, urban commercial centers, and monetary 
transactions, banking remained extremely limited as rulers maintained absolute 
control over state and private wealth, constricting capital mobility and the devel-
opment of financial instruments and services.



4â•‡â•‡  History of international banking

Across Europe, development of a merchant and financial class was far from 
even. From the Renaissance period onwards, key players in international banking 
were small geographic entities in need of trade and international monetary trans-
actions to increase productivity and exert power. These included the Italian city 
states of Genoa, Florence and Venice, as well as the Netherlands and England. 
These latter thrived due to parliamentary and republican regimes, few Church-led 
constrictions and relatively tolerant open societies, which fostered wealth genera-
tion and industrial activity. Hampered by church interdictions, repression of 
minorities and lack of economic control, the Holy Roman Empire, encompassing 
Spain, Portugal, and parts of Germany, never became a banking or financial 
center, despite vast maritime power and movement of currencies.2

Origins of cross-border banking

From the fall of the Roman Empire (456) until the Crusades (1095–1270), 
Â�banking was limited within domestic borders. Under the Carolingian Empire 
(800–888), silver coinage circulated over an area almost the size of the present 
day European Union (EU), but trade did not extend beyond limited perimeters. 
By the eleventh century, seasonal markets, fairs, and the greater concentration of 
urban centers helped propagate acceptance of coins and specie. Yet barter econo-
mies remained the norm in isolated rural communities. From 1095 to 1270 the 
expeditions of the Crusades, instigated by the Vatican, led thousands toward the 
Holy Land. All routes from Europe passed to and from Italy, requiring complex 
financial dealings and activating commodity and currency markets. Italian 
merchants took on international banking functions, serving as intermediaries 
between monarchies, lending and extending credit to finance wars and trade. In 
1338, there were more than eighty banking houses in Florence. The Bardi, 
Peruzzi, and Datini families, with branches in England, lent to the British Crown 
until Edward III’s massive debts at the start of the Hundred Years’ War provoked 
the first city state bankruptcy in 1345 to 1347. By 1470, the House of Medici had 
branches in Avignon and Lyon (France), Bruges (Belgium), and London 
(England), where accounts were kept in florins, the official gold coin minted in 
Florence and convertible throughout Europe. In fourteenth century Florence there 
were clear distinctions between moneychangers and bankers who dealt in inter-
national trade and coordinated government and papal loans.

Cross-border trade and exchanges

Cross-border trade transacted by dynastic merchant families generated immense 
profits and wealth. As merchants required the freedom to conduct trade year 
round and travel without restrictions new instruments were created, which did not 
require carrying large amounts of specie, including bills of acceptance, endorsed 
checks, bank notes, and promissory notes. A merchant in Florence could 
purchase goods from a merchant in Bruges, and pay for them by buying a bill  
of exchange drawn by a third party in Seville. The concept of one-month, 
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three-month, and six-month or year-long maturities stems from the period 
assigned to payment based on geographic distance. The 1596 records of the 
Besançon fair describe the proceedings of wealthy merchants, government emis-
saries, brokers and important moneychangers who came from Genoa, Seville, 
and Florence to establish a syndicate to regulate rates of exchange by decree. 
From 60 to 200 men paid a membership fee of 3,000 gold ecus for the privilege 
of deciding rates and closing deals worth 30–40 million ecus: “Four times a year 
it was the scene of decisive but discreet meetings, something like the International 
Bank of Basel in our day” (Braudel Vol. 1, 1979: 91). During the reign of 
Francois I of France (1517–47), and under the Spanish-led Holy Roman Empire 
(1519–1608), large merchant houses no longer limited or beholden to their 
community, thrived wherever money could be generated and reinvested in differ-
ent regions or countries.

The Age of Discovery, from the sixteenth to the mid seventeenth century, 
transformed trade and currency transactions as new markets in Asia and the 
Americas fueled a surge in trade in gold and silver from the Americas to Seville, 
Lisbon, and on to Amsterdam and London.3 Unregulated, exploitative, and 
extremely profitable, trading houses functioned as centers of exchange, finance, 
and multinational transactions. The Dutch East India Company, chartered in 
Amsterdam in 1601, dominated trade between Europe and Asia through the 
seventeenth and eighteenth centuries as the world’s largest import–export 
company. Declaring annual dividends for its stockholders, it offered “longer 
terms of credit, low prices, forswearing of freight and related charges, offers of 
full insurance, substantial advances, new arrangements for pay involving half bill 
and half bond: such became the stock in trade for merchants eager to acquire a 
piece of the growing India traffic” (Hancock 2002: 164).

The history of central banking from the 1600s to the 1800s

Public finance and independent central banks first developed in the Netherlands, 
Sweden, and England. These parliamentary monarchies or republics relinquished 
total control over state finances and promoted interdependency between fledgling 
markets, merchants, and financiers. By the end of the seventeenth century, bank-
ers in Amsterdam and London no longer served the monarch solely, but rather 
invested in the interests of a community or nation.4 At the end of the Wars of 
Religion (1524–1598), Protestantism helped further promote economic develop-
ment in Northern Europe, freeing commercial activity from theological restric-
tions and enabling the rise of an empowered merchant class.

After almost two generations of wars and the Revolution of 1688, England 
achieved fiscal harmonization, putting into practice the use of bank notes and 
deposits, a century before Continental Europe. The creation of the Bank of 
England in 1694, the monetary reforms of 1699, and increased Parliamentary 
control of state finances allowed British merchant and trading houses, including 
the Royal Bank of Scotland and Barclays, to evolve organically into joint stock 
companies.
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Central banking: political and economic evolution

The evolution of government guaranteed financial institutions5 established to 
foster international trade, finance the government, and function as national 
commercial and deposit banks represented a major shift from autocratic to oligar-
chic control of a nation’s finances. The creation of the Bank of England under the 
aegis of Parliament in 1694 marked a major evolution away from Crown control 
of money issuance, to a separate institution granted the power to set monetary 
policy through its monopoly right to print fiat money with legal tender. 
“Independence of central banks is itself not a measurable variable, but it usually 
goes hand in hand with institutional settings such as the nomination of members 
of the monetary policy board for defined terms, the protection of board members 
from political interference, and the independence of central banks’ budgets 
within the confines of applicable public sector guidelines” (Standard and Poor’s 
2011). In addition to “[t]he truly unique power of a central bank … the power to 
create money …” (Deane and Pringle 1994: viii), each central bank was entrusted 
with custodial, transactional and settlement powers.

As central banks in the European Union, Japan, and the United States expanded 
the scope of their activities and responsibilities in the wake of the 2008 financial 
crisis, it is important to distinguish between (i) central banks established organi-
cally as economies evolved from private to public finance, which called for 
harmonization of minting and note issuance, government guaranteed trading and 
credit facilities, unified monetary policy, and supervision of financial institutions; 
and (ii) central banks that were created in times of crisis as a means of stabilizing 
and restructuring economies. The former include the German Reichsbank (1875), 
Bank of Japan (1882), Bank of Canada (1934), Imperial Bank of Russia (1866), 
and the Federal Reserve System (1913). The latter include the Bank of France 
(1801), Deutsche Bundesbank (1957), Bank of Russia (1991, 1998), and Bank of 
China (1949). The role and responsibilities of these institutions evolved over 
time, in response to events both at home and abroad.

The Bank of Amsterdam, established in 1609 “…under the city’s guarantee […] 
took in a merchant’s coinage, assessed the valid metal and […] gave him credit 
on its books and stored the metal away” (Deane and Pringle 1994: 34). It acted 
as a custodial and deposit entity, but high risk loans to the Dutch East Indian 
Company brought about its demise in 1819.
The Bank of Stockholm was established by royal charter in 1656 as both a lend-
ing and exchange bank, combining commercial and deposit functions. Over-
lending and inadequate collateral provoked a run and the Bank collapsed in 1664. 
In 1668, Parliament created the Bank of the Estates (Riksens Ständers Bank) as 
a government lending bank, which only “advanced money against six month 
interest bearing deposits or tangible assets” (Deane and Pringle 1994: 35). 
Renamed Sveriges Riksbank in 1867, it assumed all private banks’ right of issu-
ance and was granted monopoly over note issuance in the early twentieth century.
The Bank of England was chartered in 1694 when merchant financier William 
Patterson, backed by a powerful group of London merchants, provided a 
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£1.2Â€million loan to the government at 8 percent return. “The subscribers to the 
loan were to be incorporated as the Governor and Company of the Bank of 
England, the first joint stock bank in the country” (Deane and Pringle 1994: 38). 
Once approved by Parliament, the Bank was granted a “monopoly of joint stock 
banking, the handling of the government’s account, the right to deal in bullion, to 
discount approved bills of exchange … and to issue notes” (Deane and Pringle 
1994: 39). Established in Threadneedle Street in 1734, the Bank of England has 
never ceased operations nor changed location in nearly 300 years. The Bank 
received a monopoly over all banking activity until 1800, when a new charter 
began to “permit joint stock banks of deposit in London or within 65 miles 
thereof” (Bank of England Charter of 1800). “With the government’s promise to 
pay behind it, the Bank could issue notes to match the sum lent to the govern-
ment” (Deane and Pringle 1994: 39), the Bank would also become the bankers’ 
bank, where other commercial banks used accounts with it to settle claims 
between themselves and kept their reserves. Oversight power over all financial 
institutions was further reinforced in the aftermath of the South Sea Bubble in 
1720 (see Chapter 4).

Reforms were enacted under Sir Robert Peel’s Bank Charter Act of 1844. The 
note-issue department was separated from its commercial banking operations in 
an attempt to mitigate the inherent conflict of interest between the ability to print 
fiat money and the temptation to lend, for either profit or power. Furthermore, 
oversight of commercial and merchant banking was enhanced as the Bank 
balanced its various responsibilities: “a political duty to attend to the govern-
ment’s financial needs […]; a statutory duty to maintain the convertibility of 
banknotes into gold” and a commercial duty to pay dividends to its shareholders 
(Ferguson 2001: 179). Finally, in the 1870s, the Bank of England assumed the 
role of lender of last resort to the banking system as a whole.

The Gold Standard

The decisions to unilaterally peg the pound sterling to gold occurred in stages 
over the course of the nineteenth century from the creation of the universal Gold 
Standard of 1880 to 1914. During the period 1815 to 1860, England’s flexible 
gold standard and France’s bimetallism worked in concert to assure cooperation 
on currency fluctuations, especially in the volatile period following the American 
Gold Rush of 1849 and the Australian Gold Rush of 1851. As gold production 
rose dramatically, destabilizing currency markets and contributing to the Crash of 
1857, the Bank of England and the Bank of France coordinated efforts to main-
tain stability in the inflows and price of gold.

Despite currency destabilization and realignments in the wake of World WarÂ€I, 
the United Kingdom remained on the Gold Standard until 1931. Yet, France and 
England experienced economic crises provoked by their inability to coordinate 
and stabilize monetary policies, exacerbated by delayed and ineffective responses 
to German hyperinflation in the period 1921 to 1922, and the failure of the Bank 
of England, the Bank of France and the Federal Reserve to act as lenders of last 
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resort. Following World War II, the Bank of England was nationalized on 
MarchÂ€1, 1946.

The next major challenge to the Bank of England’s authority and role came 
with the signing of the Maastricht Treaty (Treaty on European Union) in 1991–2, 
with an opt-out clause for the United Kingdom regarding economic and monetary 
union. British Prime Minister Margaret Thatcher rejected the concept of an inde-
pendent super-banking structure: “We do not accept that a European system of 
central banks or Eurofed should be wholly independent” (Smith 1990). In 1992, 
the United Kingdom, Denmark and, in 1995, Sweden were granted opt-out 
clauses, allowing them membership of the European Union without the require-
ment to participate in the European Monetary Union. They would retain their 
domestic currencies, and their monetary and regulatory policies would remain 
under the control of their central banks. In conclusion, the Bank of England 
retained full autonomy and, in 1997, following the edicts of the Maastricht 
Treaty, the Bank gained operational independence in setting monetary policy. EU 
Banking Union (2014–15) will be discussed in Chapter 6.

The Bank of France

The Charter of the Bank of France, signed by Napoleon Bonaparte and the 
Minister of Finance, stated that “as inevitable result of the French Revolution and 
a long and expensive war, the nation needed to establish a bank that would rees-
tablish commercial credit, movement of capital in order to foster the recovery of 
public and private entities” (Charter of the Bank of France, 13 February 1800). 
The founding shareholders were Napoleon Bonaparte, members of his family, 
and Consuls of the Republic. It was created with state funds and private capital 
of 30 million francs, in the form of metal alloy (as France was devoid of gold or 
silver), and divided into 30,000 shares.

The Bank of France was subject to the policies of the state in coordination with 
the Ministry of Finance, with the Governor of the Bank appointed by the state. 
The Bank would be entrusted to honor the obligations of the newly created 
French Republic. Its mandate was to discount bills of exchange, and to extend 
credit and payment to the extent permitted by its reserves. The Bank enjoyed a 
monopoly over issuance of the new French franc (1801), power of decision over 
monetary policy, and the sole authority to open branches or subsidiaries.

From 1840, the Bank could offer lending facilities, bank branching, and serve 
as a vehicle for the government’s industrial and monetary policy. And in 1866, 
special decree extended its authority over monetary policy and currency issuance 
in Algeria, and throughout the French colonial Empire of French Indochina 
(1898), Tunisia (1902), and Morocco (1907).

The Reichsbank

Until unification in 1871, German banking was dominated by independent 
merchant banks in Bremen, Frankfurt, and Cologne. There were divergent 
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currency standards: The Prussian thaler and Austrian gulden were linked to 
silver, while Bremen was on the gold standard. Paper money was neither readily 
accepted nor trusted, as different principalities issued non-convertible notes. By 
the mid 1860s, bankers and industrialists called for a new currency, the mark, and 
the introduction of the gold standard, to link the German currency to the pound 
sterling. Following unification under Bismarck, Germany accepted the Gold 
Standard in the Coinage Act of December 4, 1871. The Banking Act of March 
14, 1875 established the Reichsbank, modeled on the Bank of England. The 
Banking Act named the Reich’s Chancellor as head of the Reichsbank, giving 
Bismarck unsurpassed power over financial and political institutions.

Post-world War I banking crisis and hyperinflation

In the aftermath of World War I, the burden of reparations imposed on defeated 
Germany severely destabilized the European balance of power. While the Allies 
could raise capital in the United States, German assets were expropriated under the 
Trading with the Enemy Act of October 1917 (Kobrak 2008). Between 1919 and 
spring 1921, the exchange rate of the German mark to the US dollar remained 
steady until the Allies delivered the ultimatum to Germany requiring 121 billion 
gold marks in reparations by October 1921. Hyperinflation took hold, and the rate 
of the mark to the dollar spiked from 275 in May 1922, to 370 in June 1922, to 400 
in July 1922, 2000 by August 1922, reaching 7000 by November of that year. The 
Reichsbank continued to print money in higher and higher denominations until 
byÂ€the end of 1923, the exchange rate reached 12 trillion marks to one US dollar 
onÂ€ the black market. The crisis was partially staunched when Hjalmar Schacht, 
President of the Reichsbank, created a new currency, the Rentenmark. In June 
1931, the Federal Reserve, Bank of England, Bank of France, and the newly formed 
Bank for International Settlements (BIS) organized to lend the failing Reichsbank 
US$100 million, but it was too little, too late. Political and social chaos ensued and 
in the wake of economic disaster in 1933 the Nazi regime came to power. The Bank 
was nationalized and served as finance vehicle for the Third Reich’s war efforts and 
their appropriation of capital and assets from occupied countries.

World War II and reconstruction

Under Allied Occupation following its defeat in World War II, Germany was 
forbidden from recreating an independent banking system. German banking was 
reconstructed in 1948, allowing regional banks, Landesbanken, to be established 
as note issuing banks. In order to control immediately rampant inflation, a new 
currency was created in June 1948: the Deutsche mark.

The Bundesbank

Germany’s new central bank was created under the Bundesbank Act of 1957, under 
which the eleven Landesbanken became regional headquarters of the Bundesbank. 
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The Bundesbank enjoyed a monopoly over note issuance, clearing house, and 
supervision of all German banks. It acted as the state’s banker and manager of 
currency reserves. Far more importantly, the Bundesbank Charter “designates the 
safe guarding of the currency as the bank’s prime responsibility” (Bernanke and 
Mihov 1996: 2). Based in Frankfurt, the bank was declared absolutely independent 
of the German government in Bonn. With the collapse of the Soviet Union in 1991, 
and the reunification of East and West Germany, Chancellor Kohl required the 
Bundesbank (over the objections of its Governor, Otto Pohl) to establish immediate 
parity of 1:1 between the near worthless ost mark and powerful Deutsche Mark. 
With the signing of the Maastricht Treaty, the Bundesbank and the Bank  
of France coordinated policies to maintain the structure of the European  
Monetary System (the Snake fixed parity bands of the 12 EU currencies). 
Bundesbank monetary policy would become the model for the new European 
Central Bank in 1998.

Bank of Japan

The Edo reign of the Shogunate era, where financial activity was limited to 
merchant banks was replaced by the Meiji Restoration in 1871 to 1882. Japan 
established the yen under the New Currency Act of 1871, and the Bank of Japan 
under the Bank of Japan Act in June 1882. In 1884, the Bank abolished regional 
(former feudal fiefdoms) rights to open private banks and print money, establish-
ing monopoly of the money supply. The period from the 1880s to 1905 saw the 
modernization of market and banking practices and institutions. Following the 
German model of industrial-financial interdependency with emphasis on heavy 
industry, military expenditures, large industrial groups (zaibatsu) established 
their own in-house banks: Mitsui, Mitsubishi, Sumitomo, and Yasuda.

During World War II, the Bank of Japan was reorganized under ward powers 
in 1942 to help finance the military. Following its defeat and under U.S. occupa-
tion (1945 to 1949) the functions of the Bank of Japan (as was the case with the 
Reichsbank) were suspended. The Bank of Japan reopened in 1949, the same year 
that the American Dodge Plan was put into effect, based on the model of the 
Marshall Plan. American funded reconstruction required Japan to have a balanced 
budget, reduced inflation, and a fixed exchange rate pegged to the US dollar of 
US$1=360 yen. Although General McArthur abolished the industrial monopolies 
(keiretsu) in order to force diversification and transparency, the Japanese Diet 
amended the Anti-Monopoly Law in 1953, allowing major corporations to 
resume the practice of cross shareholdings and interlocking directorates. Mitsui, 
Mitsubishi, Sumitomo, and Dai-ichi-Kangyo reorganized into “horizontal keiretsu 
comprised of several dozen members including a main bank, large financial insti-
tutions, the largest manufacturing firms and a large general trading company” 
(Pyle 1996: 250). Between 1950 and 1973, “74.1% of all external financial 
sources raised by Japanese corporations were provided through banks (the corre-
sponding number for the Federal Republic of Germany was 66.6%, and only 28% 
for the U.S.)” (Schaede 1996: 5). A strong recovery was fueled by capital 
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accumulation (savings rate reached 27 percent in 1970), and export driven indus-
trial growth financed by public and private banks.

The Ministry of International Trade and Industry (MITI), the Ministry of 
Finance, and the Bank of Japan set industrial policy and interest rate policy aimed 
at export growth and innovation. Companies could borrow massively from state 
approved banks with lax oversight. In case of default there would be “bailouts by 
mother banks of troubled industrial entities” (Schaede 1996: 4). Following the 
economic collapse of 1995 to 1998, a number of reforms were implemented, with 
independence and transparency included in the Bank of Japan’s new charter 
under the Japanese bank reform edicts of June 1997 (see Chapter 4).

The Federal Reserve system

In the United States, the U.S. Government sought to establish a central bank in 
1792 and again in 1816. Yet both the First and Second Bank of the United States 
were rejected by Congress as infringements of state rights and federally imposed 
regulation. Only following the Knickerbocker Bank crash of 1907, and a series 
of scandals that exposed the level of corruption and unregulated activity in 
stocks, bonds and interlocking directorates, did the House Committee on Banking 
and Currency call for hearings to establish a central bank with supervisory and 
oversight functions. The United States Congress was under pressure to establish 
a central bank within the Treasury, but a consortium of bankers proposed the 
alternate Aldrich Plan to maintain central bank independence. The Federal 
Reserve Act of 1913 was a compromise between the Wilson Administration and 
the Aldrich Plan. “The Federal Reserve, then was a regionally diversified joint 
venture […] that affiliated the banking community with the federal government” 
(Shull 2005: 57), with one member elected from each district for its Reserve 
Board.

The Federal Reserve assumed responsibility for monetary policy, as monopoly 
issuer of fiat money with legal tender, and as lender of last resort. The prosperity 
and expansion of the U.S. economy until 1927 seemed to validate Federal 
Reserve monetary policy, which encouraged the expansion of consumer credit, 
and stock market speculation often on margin calls.

Post-1935, the Charter of the Federal Reserve was expanded to include 
“formulating and executing monetary policy; Supervising and regulating deposi-
tory institutions; Providing an elastic currency; Assisting the Federal Government’s 
financing operations and; Serving as the banker for the U.S. Government” 
(Federal Reserve Bank of New York). Following the financial crisis of 2008, the 
powers of the Federal Reserve were expanded once again, and this will be exam-
ined in more detail in Chapters 4 and 6.

Following the stock market crash of October 1929, the values of all stocks and 
investment trusts declined dramatically. Bank deposits were not protected and in 
December 1929, when the New York City-based Bank of the United States was 
closed, 400,000 depositors were affected. The Federal Reserve and New York 
State banking authorities did not intervene to save the bank.
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Between 1932 and 1937, a number of significant banking reforms were intro-
duced. In 1932, the first Glass-Steagall Act addressed issues of giving the Federal 
Reserve more leeway in lending to banks. Although bank reserves increased in 
1932, this did not “stem the continued decrease in bank loans and investments or 
in the money supply” (Shull 2005: 99). Between 1930 and 1932, over 5,000 
banks failed: “Most banks had both liquidity and solvency problems resulting 
from declines in the value of their assets” (Shull 2005: 99). In February 1933, on 
the eve of Franklin D. Roosevelt’s inauguration, groups of banks began to 
suspend payments. In March 1933, President Roosevelt declared a four-day bank-
ing holiday and, under Proclamation 2039, prohibited “any transactions in foreign 
exchange and the export, hoarding, melting, or earmarkings of gold or silver coin 
or bullion or currency.”

Congress enacted the Securities Act of 1933 and the Securities Exchange Act 
of 1934, giving the newly-created U.S. Securities and Exchange Commission 
(SEC) supervisory responsibility for all U.S. broker dealers, trading, and invest-
ment firms. Full disclosure was required on new security issues. Inside operations 
and short selling were outlawed. The Federal Reserve Board was granted author-
ity to fix margin requirements, and, under the Glass-Steagall Act of 1934, 
commercial banks were divorced from their securities affiliates.

Title 1 of the Banking Act of 1935 established Federal Deposit Insurance “on 
a permanent basis under the auspices of the Federal Deposit Insurance 
Corporation” (Shull 2005: 115). Furthermore, The Banking Act of 1935 increased 
the powers of the Board of Governors of the Federal Reserve, making it “an 
independent agency of the federal government, removed from political considera-
tion” (Shull 2005: 117).

Although the Federal Reserve Act codified the function of “examination and 
supervision of member banks” in its charter, major banks could choose whether 
they would be regulated by state charters or by a national charter with oversight 
by the Office of the Comptroller of the Currency (OCC) (see Chapters 4 and 7 on 
the JPMorgan London Whale trading losses, which revealed both a lack of 
compliance with OCC regulations and the inability of the OCC to monitor U.S. 
global bank subsidiaries).

The Federal Reserve Bank of New York, has powers in addition to those of the 
other Reserve Banks. These additional powers include “conducting open market 
operations; intervening in foreign exchange markets, storing monetary gold for 
foreign central banks and international agencies” (Federal Reserve Bank of New 
York). The New York Fed’s functions include responsibility for the regulation 
and supervision of international operations of the banks under its charter. 
Supervisory powers are complemented by the New York State Banking 
Department on the oversight of the largest U.S. global banks, including Citi and 
JPMorgan Chase. The New York Clearing House Interbank Payments System 
(CHIPS), was established in 1953 (and restructured in 1970), as a computerized 
funds transfer system for international dollar payments linking major U.S. and 
foreign banks with offices in New York. Since 1981, settlements occur at the end 
of each day with the final settlement through adjustments in the special accounts 
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balance at the Federal Reserve Bank of New York. The role of the Federal 
Reserve in the 2008 financial crisis is discussed in Chapter 4; and its expanded 
regulatory powers under the Dodd–Frank Wall Street Reform and Consumer 
Protection Act (2010) (Dodd-Frank Act) are presented in Chapter 6.

European Central Bank

The creation of the European Central Bank on January 1, 1998 was a unique 
phenomenon. For the first time in financial history, a central bank was established 
to set monetary policy for a regional bloc rather than one sovereign nation and 
one currency zone. The Maastricht Treaty mandated as of January 1993 that:

When exercising the powers and carrying out the tasks and duties conferred 
upon them by this Treaty and the Statute of the ESCB,6 neither the ECB, 
nor a national central bank, nor any member of their decision-making bodies 
shall seek or take instruction from Community institutions or bodies, from 
any government of a Member State or from any other body.

(Treaty on European Union, The Maastricht Treaty,  
Article 107, 1993:221)

Functions

Under the provisions of the Maastricht Treaty, all central banks of the European 
member countries had to renounce sovereignty and become part of a new entity, the 
European Central Bank. “The prime objective of the ESCB shall be to maintain 
price stability” (Article 105: 218). This mandate respected the legacy of the 
Bundesbank which had served as the anchor for European monetary policy. (The 
European Central Bank will be examined in greater depth in subsequent chapters.)

The gradual convergence in the functions of central banks is illustrated in 
Table 1.2.

Maturation and expansion of international  
banking from the 1800s to post-world War II

Great Britain and France: Bankers to the World

By 1800, as banker to Europe, London functioned as “clearing house to foreign 
countries” (Bagehot 1897: 33) with its financial center on Lombard Street serving 
as intermediary between international commerce and British finance. England 
was the world’s largest lender: “because she possesses an unequalled fund of 
floating money, which will help in a moment any merchant who sees a great 
prospect of new profit” (Bagehot 1897: 15).

From the 1850s, Britain and France established vast industrial financial networks 
spread across Africa, India, and most of South East Asia, while maintaining trade 
connections in the Americas, Canada and Russia through railroad financing. 
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British and French banks established branches, representative offices, and subsidi-
aries in their respective colonial holdings to finance railroads, mining, diamonds, 
and trade in agricultural commodities. Standard Bank of British South Africa 
financed diamond fields and gold mining in Johannesburg. The Charter Bank had 
offices in Bombay, Calcutta, Shanghai, Hong Kong, and Singapore.7

From 1850 to 1900, merchant banking shifted into specialized investment houses, 
and large domestic institutions were established based on universal banking, mixed 
banking, house banking, and overseas and colonial banking (Bonin 2009).

Hong Kong Shanghai Bank (HSBC) was founded in 1865 by Thomas 
Sutherland, Hong Kong Superintendent of the largest British navigation 
company. He envisaged the need to create a separate bank to help finance the 
growing trade between China and Europe, and new opportunities for China–
United States trade, opening the first branch of a British bank in San Francisco in 
1865. Instrumental in railroad financing in India and China, within a decade the 
bank also opened branches in Yokohama and Kobe (Japan), and Shanghai 
(China). In 1889, HSBC took a stake in Imperial Bank of Persia. The 
Commonwealth Bank Corporation, founded in Australia in 1912, extended the 
presence of the Commonwealth through the Pacific Islands.

In India, Charter Bank established subsidiaries in Bombay and Calcutta in 
1853, followed by HSBC which was to dominate the banking market in India 
after 1870. After independence in 1947, there were 1,100 small banks across 
India, which combined insurance and commercial activities. The evolution of the 
Indian banking sector from nationalization (1969), to the consolidation of public 
sector banks (1991), to the slow privatization and creation of new private banks 
from (1993 to 2014) will be examined in Chapter 8 on emerging markets).

In North Africa and Indochina, the French Banque Suez and Banque IndoChine 
(1875) functioned as political vehicles for the interests of the French State and as 
conduits for trade and investment.

International investment banks

The Barings and Rothschild banking dynasties led their respective sectors from 
the domestic to the global market. Both families began as merchant houses in 
London and Frankfurt in the 1760s, and had expanded by the mid nineteenth 
century into bond issuance, advising governments, and acting as intermediaries 
in cross-regional financial transactions. Beyond Europe, Barings led in the 
Americas and Rothschild in Russia and the Ottoman Empire. Barings, according 
to an anecdote circulated as early as 1817, was perceived as the sixth great power 
in Europe following England, France, Prussia, Austria, and Russia (Fay 1996). 
Rothschild, and to a lesser degree Barings, bridged the gap between being banker 
to the Crown, banker to the state, and partner or guarantor to other banks.

The Second Empire (1852 to 70) pursued pro-business policies and legislative 
measures, which allowed corporate and regional deposit banks to flourish. The 
challenge was to catch up rapidly with British finance and to mobilize “‘sleeping 
funds’ (hoarded, liquid, or savings) … to support the growth of industry and 
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Box 1.1â•‡ Barings banking dynasty

Francis Baring founded Barings bank in 1762, lending to the Crown during 
the American Revolutionary War of 1776. During the Napoleonic Wars of 
1801 to 1815, Alexander Baring transformed the bank into a major interna-
tional house. In the railroad boom of the 1840s, Barings speculated on its 
own account in French and Russian bonds, Austrian stocks, and American 
railroad shares. Barings partnered in syndicated loans and bond issues across 
Europe, with Rothschild, Bischoffsheim, Cassel, and Oppenheimer Banks, 
and in New York and Boston with Kidder Peabody and JPMorgan, becom-
ing America’s lead correspondent banker. Its reputation was undisputed 
until the near-fatal decision to invest in the volatile Argentinian market in 
1890, when the bank disastrously opted to underwrite a share issue for 
Buenos Aires Water Supply and Drainage Company. Once the market 
collapsed amid political chaos in South America, the shares became worth-
less, leaving Barings heavily overcommitted. The resolution to the crisis was 
the first multinational bailout of an international bank. In November 1890, 
Barings was rescued by a consortium established by the Bank of England, 
the Bank of France, the Imperial Bank of Russia, and Rothschild. After 
World War I, Barings functioned as banker to the monarchy. Expanding in 
the 1970s and, following the transformation of British investment banking 
in 1986 (known as Big Bang), it engaged in corporate finance and trading 
activities. By the late 1980s, once again under family ownership, the bank 
turned from traditional banking to high risk foreign exchange (FOREX) 
transactions, concentrated in its overseas subsidiaries, falling victim to and 
unwitting participant in a massive rogue trader fraud (See Chapter 4). 
Barings lost over US$1.8 billion in 1995. The bank collapsed and was taken 
over by the Netherland bank ING for the price of US$1.

Box 1.2â•‡ The house of Rothschild

The Rothschild family originated in Frankfurt as textile and commodities 
traders dealing in bills of acceptance in the late 1780s. During the Napoleonic 
Wars, Nathan Rothschild arrived in London and made a fortune buying gold 
bullion and selling it to the British government. By 1815, established in Paris, 
Frankfurt, and London, the family set up information networks, alliances, and 
cross linkages with German, Austrian, and French banking houses and 
governments, including the establishment of Credit-Anstalt in Vienna in 
1855. Instrumental through the 1850s in the underwriting of railroad bonds 
throughout Europe, their interests later turned to copper, rubber, and oil. 
Railroads required government–private sector cooperation and joint Â�financing. 
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services growth … [and] to accelerate economic history” (Bonin 2009: 3). In 
1863, a new law was passed on the creation of joint stock companies, no longer 
under the aegis of the Bank of France and its branches. Crédit Lyonnais, Société 
Générale, and Crédit du Nord were established in competition, but also in coop-
eration with the Banque de France. These commercial banks established univer-
sal banking, defined as “the overlap between retail and corporate banking, on one 
hand, and investment banking on the other—that is, the convergence of lending 
activities and the management of payment type on one side, and issuing securi-
ties, underwriting and brokerage activities, and structured finance (long-term 
lending, financial engineering, project financing) on the other” (Bonin 2009: 3).

These institutions evolved into international banks in three separate and intersect-
ing venues: deposit-taking and corporate commercial banking, cross regional invest-
ment banking, and colonial banks. In the first category, Crédit Lyonnais (1863) and 
Société Générale (1864) established branches and offices abroad, opening the first 
foreign branch of a French credit facility in London in 1870. By 1875, Crédit 
Lyonnais had branches in Cairo and Alexandria to finance cotton, in Constantinople 
to serve wheat trade from Ukraine, and in Smyrna, Jerusalem, and Jaffa. Branches 
were opened in Russia from 1878, extending credit facilities between Russia and the 
Ottoman Empire. Yet Crédit Lyonnais was closed out of two major markets: India 
due to British hegemony, and the United States due to protectionist tariffs against 
foreign banks, state banking laws, and British competition led by Barings.

German Hausbank: from domestic to international banking

Universal banking remained the European model until the 1890s, when Germany 
developed a new concept of industry–bank interdependency. Based on cross-Â�
shareholdings, which allowed banks to promote industrial policy, the hausbank 
model was created. Following German unification in 1871, and the creation of the 
Reichsbank in 1875, Deutsche Bank, Commerz, Dresdner and Disconto were 
established.

Governments had to sell or lease land, and private engineering, construction, 
design and industrial companies had to build the tracks, trains, and stations 
which created immediate need for cross-border bonds and massive long-term 
investment and guarantees. In 1852, at the start of the Second Empire (1852 
to 1870), the French branch of the Rothschild’s, wanting to emulate British 
joint stock banks, helped fund the first French investment bank, Société 
Générale du Crédit Mobilier in direct competition with the Bank of France. 
Following the Franco-Prussian War of 1870, the bank played a key role in the 
first French war reparation bond issue. Returning to France after being forced 
out during World War II, the bank was briefly nationalized in 1981 under 
President Mitterrand’s socialist government. In the early 2000s, the French 
and British houses of the Rothschild bank merged.
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Deutsche Bank was created as a joint-stock company in 1870 by George 
Siemens of Siemens and Halske “for the purpose of representing German finan-
cial interests on international markets … to clear transactions, absorb foreign 
debt, and take positions in foreign firms” (Kobrak 2008: 5). From 1876 to 1899, 
Deutsche Bank, like Crédit Lyonnais, expanded activities outside the country 
with offices in Bremen, Hamburg, and London, followed by holdings in France, 
New York, and branch offices in Shanghai and Yokohama. As British banks were 
dominant in Asia, Germany decided to focus on South America and the United 
States, working closely with Morgan, Warburg, and Speyer, as well as the 
Rockefellers. Deutsche Bank’s business expanded significantly: “from 1870 to 
1913 business volume grew from 239.3 million mark to 129.2 billion mark” 
(Kobrak 2008: 19). Forced out of American markets in World War I, as an enemy 
agent institution, and branded with collaborating with the Third Reich during 
World War II, Deutsche Bank and other German banks reconstituted in the late 
1950s, kept a low profile and did not return to the United States until the 1970s.

Swiss banks

Swiss banking focused on small private banks, founded from the 1760s, to repre-
sent French interests through Geneva, and German Austrian interests through 
Zurich and Basel, with domestic offices in Geneva, Zurich, Basel, and Lugano, 
and international offices in Luxembourg, London, and New York. Post-1848, the 
creation of the Swiss franc and the neutrality of Switzerland made it a safe haven.

Adopting the French universal banking model, Credit Suisse was founded in 
1856, the Swiss Bank Corporation in 1872, and Union des Banques Suisses in 
1912. After World War I, Swiss banks offered discrete wealth management 
services with the added advantage of political neutrality through the 1930s. The 
Swiss Banking Act of 1934 assured total confidentiality on numbered accounts. 
The evolution of Swiss international private banking and expansion into interna-
tional investment banking is discussed in Chapter 3. The ramifications of the 
2008 crisis are discussed in Chapters 4 and 7.

The first Pan-European investment bank: Paribas

Paribas, chartered in 1872 in the aftermath of the Franco-Prussian war, became the 
leading international investment bank in Europe, under French home office and 
directorship. It was a unique model of cross-border cooperation: “to German 
signatures were added French, Swiss, Belgian, Dutch, and Danish signatures; 
Jewish signatures next to Catholic and Protestant signatures; Paris is associated to 
London, Brussels, Amsterdam and Geneva” (Bussière 1992: 28). The founding 
German Bischoffsheim family opened a small private bank in Brussels after 
Belgium’s independence in 1830, and a bank in Paris during the July Monarchy 
(1830–1848). In 1869, they set up the third major deposit bank in France, Banque 
de Paris. By 1877, Paribas became lead bank in Russia and Sweden, and estab-
lished connections to Barings and the Americas. With branches in Amsterdam, 
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Brussels, and Geneva, Paribas participated in the creation of the Russo-Chinese 
Bank in 1896, to help finance railroad and mining projects in Siberia and 
Manchuria (Bussière 1992: 51). Rival and partner in international syndications 
with Crédit Lyonnais and Société Générale, the bank remained the leading French 
investment bank through the twentieth century. Briefly nationalized from 1983 to 
1986, it merged with BNP in 1999 to become France’s largest universal bank.

Russia: imperial bank to the Trans-Siberian railroad

Russia under Tsar Alexander II opened to the modern economic world with the 
creation of the Imperial Bank of Russia in 1860, modeled on the Bank of England. 
However, as in previous (and future) periods of economic and social reform, the 
momentum was short-lived and impacted only a small segment of the urban popu-
lation. Although the Imperial Bank in the 1890s had the largest reserves of gold 
and was an active partner in transcontinental transactions, its economic progress 
remained sporadic and barely extended beyond Moscow and St Petersburg. Russia 
never created independent banks and depended on vast investments and bond 
issues from French and American investors to finance the Trans-Siberian railroad, 
completed in 1905. Defeat in the Russo-Japanese War (1904 to 1905), with a 
newly militarized Japan and the beginnings of popular rebellion in 1905, further 
limited Russia’s fledgling entry into the modern economic age.

In 1917, during the Russian Revolution, the revolutionary leader Lenin appro-
priated and nationalized all foreign holdings in the Imperial Bank of Russia, 
closing the door to international investment. Crédit Lyonnais, the largest bank in 
St Petersburg in 1917, lost all assets invested in railroad bonds. U.S. National 
City’s office in Petrograd (formerly St Petersburg) was forced to close on 
December 14, 1917, when all banking assets were appropriated by the State, 
losing almost US$26 million.

Under the Soviet Union (1917 to 1991), Russian banking consisted of four 
state-owned banks: Gosbank, the USSR state bank, which presided over credit 
allocation; Vneshtorgbank for foreign trading operations; Stroibank for long term 
capital investment; and Sberbank, the only deposit savings bank for Soviet citi-
zens, with all deposits backed by a government guarantee.

The fall of the Soviet Union and transition period: 1991–1998

In 1991, individuals were given the right to create banks, which, “led to a huge 
increase in the number of small banks from less than one hundred in 1988 to 
nearly 2,500 at the end of 1995” (Fitch Ratings Report 2007). Sberbank was 
privatized, but volatility and changes in the leadership of the Central Bank, in 
conjunction with large-scale privatization of over 250,000 state and municipal 
enterprises, created a period of confusion and a need for emergency funds. 
Although the policies of the Central Bank stabilized in 1994, the privatization 
process remained opaque and prone to corruption, setting the stage for  
the oligarchs’ takeover of the former government-owned commodity and oil 
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and gas sectors. The Russian ruble crises and the international consequences 
will be examined in Chapter 4.

By 2000, a second wave of foreign bank penetration into Russia had begun, led 
by Citi, HSBC, Société Générale, Unicredit, Raiffeisen, and Goldman Sachs.

United States: global banker

After the American Revolution in 1787, currencies began to flow toward the 
United States, with Holland the largest subscriber to overseas loans. Banking 
remained a state-by-state endeavor with little interest in international transactions 
outside of New York, Boston, and San Francisco – following the gold rush of 
1849. French and Dutch bond issues helped finance the railroads until the 1857 
financial crises on Wall Street and the Paris Stock Exchange briefly curtailed the 
flow of capital to the United States. The first foreign bank, Bank of Montreal, 
opened in 1859, followed by the Hong Kong Shanghai Banking Corporation.

Prior to the American Civil War (1861 to 1865), banks proliferated, and were 
largely unregulated. In the West, wildcat banks were issuing close to 7,000 differ-
ent kind of notes, many totally worthless, with no proof that they were backed by 
gold or silver. By 1860, there were about 1,600 banks with capital of more than 
US$400 million, and bank note circulation of more than US$200 million. In 
1863, during the American Civil War, President Lincoln established the Office of 
the Comptroller of the Currency (OCC) under the auspices of the Treasury 
Department, which would serve as the sole chartering, supervisory, and monitor-
ing bank regulator until the creation of the Federal Reserve in 1913. The OCC’s 
function was to regulate, supervise, and charter agencies of foreign banks, and to 
guarantee “the safety and soundness of the national banking system” (Office of 
the Comptroller of the Currency 2007: 11).

Throughout the nineteenth century, state restrictions required foreign banks to 
go through London for transactions denominated in foreign currency, and for 
commercial transactions with European counterparts (Wilkins 1989). These limi-
tations created opportunities for Barclays and Barings, which established partner-
ships with U.S. investment houses, including Morgan, and Kidder Peabody. An 
American bankers’ conference, in 1901, emphasized the need to combat 
“American banking provincialism” and hoped to persuade Washington that 
“authorizing the establishment of international banks with headquarters to be in 
New York” would facilitate international trade and benefit the U.S. economy 
(“Bankers Discuss Far Eastern Commerce.” The New York Times, 1901). 
However, despite interest from American bankers in 1904 to set up a Russo-
Chinese bank for Far Eastern commerce, and in 1910 to create a Russo-American 
bank to facilitate investment in the Russian fleet, French and British banks domi-
nated global financial markets right up to World War I.

In the late 1890s, retail banks opened in urban immigrant communities to serve 
ethnic communities, with businesses focused on facilitating remittances back to 
the home country: Bank of America began as Bank of Italy in San Francisco in 
1904, to cater to the Italian small-businesses community.
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National City Bank of New York (Citibank):  
first American international bank

Foreign exchange operations opened in First National Bank of Chicago in 1873, 
in Bank of New York in 1893, and in National City Bank in New York in 1897. 
National City Bank, which represented the interests of Rockefeller and Standard 
Oil, was the first major U.S. bank to establish branches abroad. By 1905, National 
City directors were on the boards of railroad and insurance companies, as well as 
Western Telegraph, and utility companies engaged in foreign investment.

During World War I, the United States, a major supplier of grain, steel, and 
arms, also became the world’s leading provider of capital as Wall Street financed 
the war with foreign loans and war bonds. By 1919, “the country shifted from its 
former net debtor position and became a net creditor to the world” (Myers 
1970:Â€270). Foreign holdings of American securities declined from US$5.4 billion 
in 1914 to US$1.6 billion in 1919. “When their securities had been liquidated, the 
Allies had to borrow and by the end of 1920, Great Britain owed the United States 
4.2 billion dollars, France owed 3 billion and Italy 1.6 billion” (Myers 1970: 270).

The Edge Act of 1919 allowed corporations to carry on commercial banking 
activities abroad and issue foreign securities. Between 1914 and 1916, American 
banks led by National City Bank opened branches in Buenos Aires, Rio de Janeiro, 
Santiago, and Havana. In 1927, National City Bank had branches across China, with 
the largest amount of loans, assets, and overdrafts in Shanghai, totaling US$8.7 
million. Between 1920 and 1929, “the total of American foreign investment, direct 
and portfolio, increased from US$7 to 17 billion” (Myers 1970: 96). By 1930, 
“European firms and governments were far and away the largest borrowers under-
written by National City” (Miller 1993), and in 1933, National City Bank was present 
in twenty countries with seventy-six branches (Annual Reports of the Comptroller of 
the Currency 1927–29). After World War II, First National City Bank and Chase 
Manhattan led the return of U.S. financial firms to international markets. In 1961, 
First City Overseas Investment Corporation was created for new U.S.-based subsidi-
aries and affiliates. In 1966, the newly named Citibank introduced Dollar Certificates 
of Deposit in London and a year later, the first international credit card, which would 
later become MasterCard. Under the leadership of Walter Wriston (President and 
Chairman from 1967 to 1984), Citi began to aggressively expand abroad its corporate 
and retail operations. Once the Soviet Union fell, Citibank became one of the first 
foreign-owned banks in Russia and returned to China in 1995. After the merger with 
Travelers in 1998, under the guidance of Sandy Weil, Citi’s presence in over 100 
countries began to suffer setbacks. Foreign retail operations were cut back in the 
2003–7 period, after legal and risk management problems in Italy, Japan, Australia, 
and India. (For more details of the post-2008 period, see Chapters 2 and 4).

JP Morgan: the first U.S. lender of last resort

JP Morgan opened JP Morgan & Company in 1861. Willing to invest in new 
scientific and industrial ventures in the late 1870s, he funded the work of both 
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Thomas Edison and Andrew Carnegie. In the crash of 1873, Morgan orches-
trated a compromise between the battling railway interests, establishing himself 
as the mediator in financial rescues. In 1893, in order to calm the markets during 
the bimetallism currency crisis, President Cleveland called on Morgan to rescue 
the Treasury’s gold supply by setting up a special bond issuance, guaranteed by 
JP Morgan & Company. Assuming the mantle of central banker, “Morgan spent 
most of the decade reorganizing bankrupt railroad and industrial companies. 
When the government all but ran out of gold in 1895, he raised 65 million dollars 
and made sure it stayed in the Treasury’s coffers” (Strouse 1999: 66). In 1907, 
without interstate or federal regulations in place, banks functioned haphazardly 
across the country with processing and clearing house operations in New York. 
As a result of failed commodity ventures in October 1907, New York-based 
Knickerbocker Trust could not meet its obligations with US$60 million dollars 
on deposit, and only US$10 million in cash. With no national central bank, the 
Government called on Morgan to bring together the heads of all major New 
York banks to arrange a loan to Knickerbocker Trust in order to calm markets 
and stem the flight of gold from New York, staunching a potential crisis in 
London and Paris.

The creation of the Federal Reserve and U.S. income tax: 1913

The Stock Market Crash of October 1929 and period of the Great Depression 
happened against all expectations. Irving Fischer, respected U.S. economist had 
stated only a few months before that “stock prices have reached what looks like 
a permanently high plateau” (Shull 2005: 96). “Tuesday, 29 October, was the 
most devastating day in the history of the New York stock market” until October 
19, 1987, and September 15, 2008 (Galbraith 1988: 133). New York banks 
increased loans in order to avert a money panic, as banks outside New York 
reacted “by calling home over two billions” (Galbraith 1988: 136).

The two major New York banks with international operations, National City 
and Chase National, suffered huge losses of money, prestige, and credibility. 
Charles Mitchell, head of National City was arrested on tax evasion in 1933, 
accused of stock manipulation and insider trading. The repercussions of the Great 
Crash and the subsequent reforms are discussed in Chapters 4 and 6.

From the end of World War II until the 1980s, U.S. banks consolidated, with 
investment banks focused on traditional underwriting and advisory services. 
Through the early 1990s, American banks began to merge, starting at the regional 
level.8 The 1994 repeal of the McFadden Act of 1927, which had prohibited 
interstate branching by commercial banks, precipitated a surge of acquisitions. 
The announcement of the Travelers–Citibank merger in 1998 brought about the 
repeal of the Glass-Steagall Act (1934), which had established the separation 
between commercial banking and securities underwriting activities, including 
insurance. Following the enactment of the Gramm-Leach-Bliley Act in 1999, 
most major U.S. corporate commercial lenders began to engage in investment 
banking (see Chapter 2).
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The Eurodollar and Eurobond market

Eurodollars was the term for dollars on deposit outside of the United States, “an 
international money market focused on short term credit flows, while the Eurobond 
market is an international capital market dealing with long term bonds (debt)” 
(Hughes and McDonald 2002). In 1948, under the Marshall Plan (European 
Recovery Program), the United States provided US$13 billion in aid to help 
rebuild the infrastructure and industrial base of war-torn Europe. Within a decade, 
American corporations such as IBM, General Motors, and General Electric 
expanded into Europe, generating vast flows of US dollars. This phenomenon 
coincided with a weakening of British trade hegemony following the 1956 Suez 
Canal crisis, and the recovery and gradual return of Germany to the international 
financial market after 1957, increasing the need for US dollar-based instruments. 
The first international transactions between the United States and the European 
Economic Community were in the Eurobond market, and took place between 
European investors who owned dollars and European borrowers who wanted 
dollars. SG Warburg of London (who created the market in 1963 with a US$15 
million issue for the Italian State Highway Authority) competed with Credit Suisse 
for the first 1.8 billion Eurobond issue by the European Economic Community. 
“About $4.8 billion of Eurobonds were issued from 1963 through 1967, rising to 
$17.5 billion in the five years through 1972” (Glover 2013).

The establishment of the London Interbank Offered Rate (LIBOR), in 1963, set 
the criteria for the euro currency interbank market, channeling flows of capital 
between international banks. (The Libor scandal on manipulation of rates 
between 2008 and 2012 will be discussed in Chapter 7). President Nixon’s deci-
sion to decouple gold and the US dollar in August 1971, and the 1973 oil crisis, 
generated a flood of petrodollars (oil was denominated in US dollars) recycled in 
U.S. and British banks. Between 1973 and 1988, euro deposits increased from 
$300 billion to $1.2 trillion, the result of the flow of petrodollars and the resur-
gence of Asian economies. As international banks used the euro bond market as 
a safe haven for placing surplus funds short term, it created a need for new clear-
inghouses and oversight mechanisms.

In 1973, Society for Worldwide Interbank Financial Telecommunications 
(SWIFT) was created in Brussels, with 239 banks in 15 countries to establish 
common standards for financial transactions and standardization of financial 
messages. In 2009, it expanded to centers in Switzerland, the Netherlands and the 
United States. (Global syndicated loans and fixed income securities markets are 
examined in Chapter 2.)

Financial expansion and reciprocity in foreign markets

U.S. bank presence abroad

In 1960, only nine U.S. banks had overseas offices, led by First National City 
Bank, Bank of America, and Chase Manhattan. By 1970, the number increased 
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to 80 banks with 540, increasing to over 900 by the 1990s. In the early 1970s, 
U.S. banks held 30 percent of the world’s banking assets (by contrast, in May 
1990 they held less than 10 percent). By the end of 1974, U.S. banks (with Bank 
of America, Citicorp, and Chase Manhattan) were in the top five global banks by 
total assets. As U.S. bankers sought access to the recovering economies in Europe 
and Asia, there began a demand for reciprocity by foreign banks entering the U.S. 
market, led by French, Swiss, and British banks and followed after 1878 by 
German and Japanese banks.

Foreign corporate banks seeking to expand into new markets, took advantage 
of more flexible regulation in the United States, which allowed foreign banks to 
open interstate branches or subsidiaries. After the Crash of 1987, Alan Greenspan, 
Chairman of the Federal Reserve, endorsed efforts by large industrial corpora-
tions to acquire banks, creating vast pools of capital which favored large mergers. 
The U.S. Treasury decided that “the Government should encourage creation of 
very large banks that could better compete with financial institutions in Japan and 
Europe” (Nash 1987). In 1991, after the fall of the Soviet Union and the opening 
of new markets across Central and Eastern European countries, U.S. and 
European banks competed for market share in emerging markets across Asia, 
Latin America and the former Eastern Europe. However, following the Asian and 
Russian currency crisis of 1997 to 1998, 65 to 80 percent of the banking sector 
of the Central and Eastern European countries came under foreign ownership, led 
by Austrian (Raiffeisen, Ernst), Swedish (Swedbanken, Nordea), Italian 
(Unicredit), and French (Société Générale) banks. For political and cultural 
reasons, Germany did not pursue buyouts in these countries or in the former 
Soviet Union. Deutsche Bank expanded its U.S. and Asian operations, while 
Spain’s Santander expanded into Latin America.

The Bank for International Settlements

The Bank for International Settlements (BIS) “is an international institution, 
founded in 1930 with the goal of resolving the reparations problems that arose 
following World War I” (Yago xvi). However, in May 1931 when Austria’s largest 
bank, Credit-Anstalt, collapsed, when called upon to help engineer a bailout, the 
BIS did not have the power to intervene (see Chapter 4). In 1938 it was suggested 
that the BIS serve as a clearing house or common fund to help finance trade and 
stabilize economies, as volatility in exchange rates increased, but this plan failed. 
The BIS came under severe attack after World War II, when it was revealed to have 
violated neutrality and served as conduit for Third Reich confiscated gold, which 
allowed the Nazi regime to purchase raw materials and equipment. At Bretton 
Woods in 1944, the American contingent represented by Harry Dexter White and 
Treasury Secretary Robert Morgenthau asked that the BIS be liquidated and 
replaced by the IMF (Steil 2013). The BIS survived and, following the Smithsonian 
Agreements in the 1970s, the BIS took on new advisory and regulatory functions 
with the establishment in 1974 of the Basel Committee on Banking Supervision.
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Following the Crisis of 1987, the Basel Committee set out recommendations 
on capital adequacy requirements, which became Basel I. Basel II was set out in 
2003, and in 2010 the framework for Basel III was established (see Chapter 6).

Post-World War II financial institutions,  
multilaterals and international banking

Bretton Woods

The Bretton Woods meeting in July 1944 at Mount Washington hotel in Bretton 
Woods, New Hampshire, brought together delegates from 44 countries to create 
a global financial framework under the aegis of the United States. In a near-
completely devastated world, it established a system of fixed exchange rates with 
one percent parity bands pegged to the US dollar, with the US dollar acting as 
reserve currency, overseen by the International Monetary Fund (IMF), and the 
International Bank of Reconstruction (World Bank). Following John Maynard 
Keynes’ and Harry Dexter White’s blueprint, it established the United States as 
guarantor of economic security. Until August 1971, when President Nixon expe-
diently decided to decouple the US dollar from gold and freed foreign exchange 
markets (formalized in the December 1971 Smithsonian Agreements), the condi-
tions set out in Bretton Woods guided all global financial decisions.

The International Monetary Fund

The International Monetary Fund (IMF), established in 1944 in the framework of 
Bretton Woods, was to provide international coordination of monetary policy; 
coordination of inflation criteria; and coordination and oversight of trade 
balances, in order to protect against the devastating post-World War I conse-
quences of hyperinflation, severe trade imbalances, and adversarial and disjointed 
monetary policy.

This was accomplished by “making general resources of the Fund temporarily 
available … under adequate safeguards” (IMF 2014) in order to allow nations to 
correct balance of payments, stabilize currencies and regain market credibility. 
De facto, after 1960 the IMF assumed the function of global lender of last resort 
to sovereign governments, expanding from 30 members in 1947 to 103 in 1966, 
and 187 in 2011.

Starting in the 1960s, the IMF increased in size and scope, its mandate enlarged 
to include: technical assistance; consultative monitoring to new countries 
(Africa); increased collaboration with the World Bank, the General Agreement 
on Tariffs and Trade (GATT), and the Organisation for Economic Co-operation 
and Development (OECD); and the creation of Special Drawing Rights facility 
(SDR). With the fall of the Soviet Union, the IMF assumed a larger role in emerg-
ing economies: monitoring inflation, growth, and productivity as preconditions to 
assistance (Article IV consultation). In the Asian and Russian crises of 1997–8, 
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the IMF began to demand greater scrutiny of countries’ banking and financial 
supervision, and regulatory soundness.

After 1998, the IMF worked in closer coordination with BIS, central banks, 
and the World Bank to prevent as well as resolve banking crises. (See Chapter 5 
on the Turkish crisis of 2001; see Chapters 4 and 5 on the global financial crisis 
of 2008 and the EU sovereign debt crisis.)

The World Bank group

The World Bank and in particular the International Bank for Reconstruction and 
Development was established in 1946 to provide long-term financing for the 
reconstruction of Europe’s destroyed infrastructure. Its functions include the 
promotion of economic development, with specific emphasis on the financing of 
infrastructure investments, business and social development initiatives. Under the 
presidency of Robert McNamara (1968 to 1981), driven by the emergence of new 
nations across Africa, the World Bank expanded its role in non-OECD countries.

The interrelationship between the World Bank and international finance devel-
oped in the 1950s to promote closer cooperation between private business invest-
ment and joint public private endeavors in developing countries. The International 
Finance Corporation (IFC) was established in 1956 as a member of the World 
Bank Group, its function to be a multilateral source of loans for the private sector 
in emerging markets. The first investment in 1958 was a US$1 million loan to 
help finance Siemens’ projects in Brazil. The objectives of the IFC are financing 
private sector projects in the developing world, helping private companies mobi-
lize capital, and providing technical assistance and advisory services to help build 
financial markets.

European international banking: consolidation and  
mergers pre- and post-Maastricht

The fall of the Soviet Union, and the creation of the European Union following 
the currency crisis of 1992 to 1993 was accompanied by a series of financial 
shocks, reversals, and major restructuring. Over the course of the decade and a 
half from 1992 to 2007, Europe underwent privatization, reform, consolidation, 
and deregulation.

The 1989 Single Banking Market Program, implemented in the 1993 Second 
Banking Directive, established the single banking passport, which provided any 
bank licensed to do business in one European Union member state reciprocal 
rights to do business in all other European Union states. The goal was to establish 
pan-European banks and to facilitate the creation of bank branches and subsidiar-
ies across the European Union. Domestic consolidation (see chart below) began 
in the 1990s through privatization, deregulation, and liberalization prompted by 
increased competitiveness, led by the United States. After the 1995 bailout of 
Crédit Lyonnais, the largest French state-owned bank, the European Commission 
had to address the issues of privatization, limits on state subsidies and the rights 
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of foreign banks to acquire any other EU member country banks (see also 
Chapter 4). Under the provisions of the European Commission on Competitiveness 
decision of July 1995 on state subsidies and privatization of state banks, any bank 
in a European Union member state could set up a branch, subsidiary, merge or 
acquire any bank in another member state.

Between 1997 and 2005, the European Union, and in particular Germany and 
France remained heavily overbanked. Despite domestic mergers, cross-border 
deals (outside of the Nordic region) rarely occurred, nor were encouraged.9 
Cross-border mergers worked more smoothly in countries with long traditions of 
financial and commercial cross-border interactions and interdependencies, such 
as was the case with Finland’s Merita Bank, Sweden’s Nordbanken, and in the 
Belgian-Dutch merger of Banque Brussels Lambert and ING.

Germany

Despite becoming Europe’s economic powerhouse, German banking remained 
averse to consolidation. In 1997, Germany’s major merger occurred between 
Bayrische Vereinsbank and Bayrische Hypotheken und Wechsel bank to create a 
“bank of regions” with an emphasis on retail banking seeking to emulate the 
United States approach to “super regional” banks (Dermine 2006). Deutsche 
Bank initiated the first large scale US–EU merger with Bankers Trust in 1998. 
However, despite powerful corporate and industrial cross-shareholdings and 
international name recognition, German international banks represent only a 
small share (about 35 percent) of the domestic market, which was dominated by 
the State-subsidized Landesbanken until 2005 and savings institutions (see also 
Chapter 4). Failed attempts at mergers between Deutsche Bank and Commerz 
Bank, and Deutsche Bank and Dresdner in 2000 were symptomatic of the internal 
fragmentation and lack of efficiency. Only in summer 2008, Commerz and 
Dresdner were merged to create a new German mega bank.

France

From 1950 to 1980, France benefited from three decades of steady recovery and 
growth in domestic retail and corporate banking. The largest banks (BNP, 
Crédit Lyonnais and Société Générale) as well as the Bank of France and large 
segments of the industrial base remained under Government majority owner-
ship. In 1981, a Socialist government under President Mitterrand imposed 
nationalization of all private and semi-private banks with assets of over one 
billion francs. As the economy faltered these measures were reversed by 1983, 
following the British and U.S. model in favor of modified capitalism promoting 
growth and an aggressive push for investment abroad. From the mid 1980s to 
1993, corporations and banks were denationalized: Paribas in 1984, Société 
Générale privatized in 1987, and BNP in 1993. Crédit Lyonnais was privatized 
in 1999 and merged with Crédit Agricole in 2003. In 1999, BNP merged with 
Paribas, rapidly diversifying from traditional commercial activities and 
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corporate banking into investment banking, underwriting, proprietary trading, 
and mergers and acquisition activity.

Italy

Italian banks, weakened by fragmentation, inefficiency, and close to 80 percent 
public sector control, underwent an aggressive turnaround in the 1990s. Bank 
ownership was further complicated by federal, regional, and municipal holdings as 
well as century-old foundation and church holdings. Consolidation reduced the 
number of banks from nearly 1,200 to about 900. In 2000, only about 15 percent of 
the sector remained under state control. Five large international banking groups 
dominated, further reduced to three, Unicredito, Intesa and Capitalia, by 2010.

United Kingdom

After two decades of post-war economic stagnation under heavy government 
regulation, the U.K. economy surged under Prime Minister Margaret Thatcher’s 
pro-privatization, pro-business, pro-market policies. The London euro dollar 
market attracted global capital and new opportunities for U.S. investment banks, 
led by Solomon and Morgan Stanley. The U.K. bank model of separation of 
merchant bankers, stockbrokers, and jobbers under fixed commissions began to 
unravel under intense U.S. competition. By 1984, merchant bankers began to buy 
stakes in brokers and jobbers, and foreign banks led by SG Warburg and Morgan 
Stanley were allowed to participate in the privatization of British Telecom. These 
reforms culminated in the October 27, 1986 deregulation of the financial 
merchant banking structures known as Big Bang.

U.K. banks concentrated on the United States, Far East, and emerging markets, 
largely bypassing the European Union. Although U.K. banks were judged more 
profitable and better run than their competitors, by 2007 after the failure and 
government bailout of Northern Rock, the situation had deteriorated drastically 
(see also Chapters 4 and 5).

Spain

After the acquisition of Banco Banesto in 1994, Santander began a process of 
growth through mergers and acquisitions in Latin America and the United 
Kingdom. Santander was the EU leader in successful cross-border mergers and 
acquisitions, with the acquisition of Abbey National in 2004, and the Santander–
Royal Bank of Scotland–Fortis buyout of ABN Ambro in 2007 (which subse-
quently collapsed in 2008). Santander and BBVA, the leading Spanish corporate 
banks, emerged relatively unscathed from the 2008 crisis until the failure of the 
Spanish savings and thrift sector and the collapse of Bankia in 2012, requiring 
massive EU bailouts (see Chapter 4).

Through 2013, cross-border banking mergers have been limited as each 
member state maintained its own banking regime and internal regulatory 



History of international bankingâ•‡ â•‡ 31

structures, coupled with economic patriotism policies: France, Germany, Italy, 
and Spain avoided rigorously foreign buyouts of major domestic banks.

Central and Eastern Europe and former Soviet Union

Between 1991 and 1993, the countries of Central and Eastern Europe and the 
former Soviet Union established central banks, reinstated domestic currencies, and 
sought to create and restructure their banking sectors. The European Commission’s 
1995 White Paper, “Preparation of the Associated Countries of Central and 
Eastern Europe for Integration into the Internal Market of the Union” described a 
number of major impediments including a lack of trained management, supervi-
sory bodies, appropriate legislation, and credit worthiness. The World Bank IFC 
Emerging Markets Yearbook (1997) and the Fink et al. paper (1998) found the 
sectors extremely weak due to: residual inefficient state ownership; ineffective 
supervision due to lack of funding and training; excessive corruption due to crony-
ism and lack of accountability and information.10 In the aftermath of the 1998 
ruble crisis, all Central and Eastern European banks had to be recapitalized (see 
also Chapter 5).

Between 1998 and 2003, between 65 and 80 percent of these banking sectors 
were foreign bought or acquired by the core EU banks: Unicredit, Raiffeisen, 
Swedebank, Nordea, and Société Générale. Despite these economic challenges, 
under the Accession Clauses of the Treaty of Nice, Poland, Latvia, Lithuania, 
Hungary, the Czech Republic, Estonia, Slovenia, and Slovakia (as well as Cyprus 
and Malta) became new members of the European Union in 2004, followed by 
Romania and Bulgaria in 2007, and Croatia in 2013.

Global consolidation in banking

From the end of World War II until the 2008 U.S. subprime meltdown crisis, 
through country and regional financial crises and bank failures (discussed in 
Chapters 4 and 5), the world marched inexorably toward globalization, through 
the increased liberalization of the flows of goods and factors of production 
(including capital, although not labor) and the resulting expansion of the interna-
tional reach of business enterprises.

As amply discussed in the previous sections of this chapter, the internationali-
zation of banking activities can be traced to the early 1200s, and has never ceased 
to expand. But until the early 1980s, it had rested fundamentally in green field 
type initiatives by banks, such as the opening of representative offices and/or 
branches overseas to explore trade financing opportunities, provide credit in 
foreign currency to large institutional borrowers and/or capture personal savings 
of individual customers in the host country.

It is only toward the end of the 1980s that a process of financial liberalization 
that increasingly lowered the barriers to entry to foreign banks in most jurisdic-
tions around the world (see Chapter 2) and greater harmonization of banking 
regulations among sovereign jurisdictions (see Chapter 6) created the conditions 



32â•‡â•‡  History of international banking

for their more aggressive allocation of capital in the establishment of commercial 
and investment banking operations overseas

Table 1.3 at the end of this chapter illustrates this trend. It presents a list of 
major domestic and international acquisitions and mergers involving OECD 
banks around the world between 1989 and 2008. For the purpose of this table, 
“major” is defined as either a merger between two of the top five competitors of 
any particular jurisdiction (a country or, in the case of the United States, a state) 
or an acquisition where the institution being acquired is one of the top five 
competitors in its home jurisdiction.

A few observations to be more thoroughly explored throughout this book 
already emerge from the examination of Table 1.3.

First, the establishment of national champions – defined as clear domestic 
market leaders – tended to precede major cross-border acquisitions.

Second, U.S. and Japanese national champions, formed only around the 
turn of the century, showed significantly less aggressiveness toward major 
cross-border acquisitions than their European counterparts, formed during the 
early 1990s.

Third, German and Swiss banks – the former facing domestic cultural barriers 
to further domestic consolidation in commercial banking as a result of the relative 
strength of state-owned Landesbanks and the latter already internationally well-
established in wealth management – were the ones that engaged in the most 
important acquisitions of investment banks overseas.

This long period of market-driven expansion of geographic reach and broaden-
ing of the scope of activities by leading banks around the world came to a halt in 
2008. The U.S. subprime meltdown crisis and global credit crunch forced govern-
ments to come to the rescue of many of their major financial institutions, a 
process that included financial support for bank mergers without much regard for 
potentially excessive concentration of market power.

Examples of such transactions were: the Commerzbank–Dresdner and Lloyds–
HBOS mergers in Germany and the United Kingdom, respectively; the absorp-
tions of Bear Stearns and Washington Mutual by JPMorgan Chase, of Countrywide 
and Merrill Lynch by Bank of America, and of Wachovia by Wells Fargo in the 
United States; and the acquisition of Fortis by BNP Paribas.

The crisis also brought about a thorough re-examination of bank regulation 
globally, which resulted in significantly tighter standards of minimum capital 
adequacy, minimum liquidity, and transparency and disclosure requirements, in 
addition to expanded supervision and intervention power to bank regulators.

Faced with the need for immediate replenishment of capital cushions, interna-
tional banks began to divest from non-core operations, many of them overseas 
businesses sold to home banks.

Examples of such transactions were the acquisitions by Capital One (United 
States) of HSBC’s credit card operations and of ING-Direct in the United 
States; the purchase by Itau Unibanco (Brazil) of Citibank’s Credicard subsidi-
ary in Brazil; and of Barclays (United Kingdom) of ING-Direct in the United 
Kingdom.
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However, as the global economy in 2014 continued to heal from the great 
recession and the international framework of bank regulation across multiple 
jurisdictions to evolve, important challenges remained for the boards of directors 
and the management of banks around the world to navigate their companies 
toward growth, and less volatile profitability, while also collectively contributing 
to the restoration of society’s faith in the financial system.

Table 1.3â•‡ Major mergers and acquisitions involving OECD banks, 1986–2008

Country1 Domestic2 International3

France Crédit Agricole-Indosuez, 1996
Crédit Agricole-C. Lyonnais, 2003 

-> Crédit Agricole
BNP-Paribas, 1999 ->  

BNP Paribas
Germany Deutsche: M. Grenfell (UK), 1989; 

B. Trust (US) 1999
Dresdner: K. Benson (UK), 1995

Bayerische Vereins-B. Hypotheken, 
1998 -> HVB

HVB: Bank Austria, 2000; Credit 
Anstalt, 2003 (Austria)

Italy C.Romagnolo-C.Italiano, 1995 -> 
UniCredito

UniCredito: HVB (Germany, 
Austria, C. Europe), 2005

Ambroveneto-Cariplo, 1997 -> 
INTESA

Sanpaolo-IMI-B.Napoli,1999 -> 
Sanpaolo IMI

INTESA-Sanpaolo, IMI, 2006 -> 
Intesa Sanpaolo

Netherlands ABN-Amro, 1990 -> ABN Amro ABN Amro: Real (Br), 1998; 
Antonveneta (It), 2005

NMB Postbank-ING,  
1991 -> ING

ING: Barings (UK), 1995

Spain B.Vizcaya-B.Bilbao, 1988 (BBV)
BBV-Argentaria, 1999 -> BBVA

BBVA: Continental (Peru), 1995; 
Francez (Arg), 1996; Bancomer 
(Mex), 2000

B.Central-B.Hispano, 1992 (BCH)
Santander-Banesto, 1994
Santander-BCH, 1999 -> 

Santander

Santander: Rio (Arg), 1997; Serfin 
(Mex), 2000; Banespa, 2000 and 
ABN Real, 2007 (Br); Totta, 
(Portugal),1999; Abbey (UK), 
2004; Sovereign (US), 2005

United 
Kingdom

Britain HSBC(HK)-Midland (UK), 
1992 -> HSBC

HSBC: Marine Midland (US),1980; 
Roberts (Arg), 1997

Bamerindus (Br), 1997; Bital (Mex), 
2002;

Household International, 2003 (US)

Source: Authors
1Country or state of acquirer’s headquarters
2Name of acquirer first; name of resulting financial group in bold at the end
3Name of acquirer in bold; country of acquired in parentheses
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Notes

  1.â†œæ¸• These wars of conquest, religion and expansion included the Crusades; the Hundred 
Years War (1347–1453); Dutch–Spanish and Anglo Dutch Wars (1558–1674); 
American War of Independence (1775–1776); Napoleonic Wars (1799–1815); 
Revolutions of 1848; Franco Prussian War of 1870; World Wars I and II.

â†œæ¸• 2.â†œæ¸• In spite of its political and military power, France never achieved a corresponding 
level of economic power. This is explained by the power the absolute monarchy 
retained over the State Treasury, and their refusal to transfer minting privileges to a 
central bank to reform a corrupt and exploitative tax system or to establish independent 
oversight of State finances.

â†œæ¸• 3.â†œæ¸• Despite being leaders in international maritime trade, German and Nordic city states 
of the Hanseatic League remained wary of banking and credit-based activities.

â†œæ¸• 4.â†œæ¸• This was contrary to the situation in the Austro-Hungarian, Russian, Mongol and 
Ottoman Empires.

â†œæ¸• 5.â†œæ¸• The term central bank does not appear until the mid 1800s.
â†œæ¸• 6.â†œæ¸• European System of Central Banks
â†œæ¸• 7.â†œæ¸• Standard Chartered was created by the 1969 merger of these institutions.
â†œæ¸• 8.â†œæ¸• In the north east, Bank of America acquired Bank of Boston and Bank of New 

England (1985); Wells Fargo expanded throughout the west, acquiring Signet Banking 
Corporation, Crocker National Bank, First Fidelity Bancorp (1986–7), and Core States 
Financial Corp (1990). In New York, Bank of New York and Irving Trust merged 
into Bank of New York Mellon (1988); and Chemical, Manufactures Hanover Trust 
merged with Chase Manhattan (1996). JPMorgan and Chase merged in 2000.

â†œæ¸• 9.â†œæ¸• “For continental Europeans recent takeover battles and mergers constitute a radical 
departure. But it will be pointless radicalism if politicians and bankers are unwilling 
to permit a genuine efficient economic outcome. The arrival of the Euro will not in 
itself, create competitive European financial markets” (“Shaking Up Europe’s Banks”, 
Financial Times, 24 August 1999).

â†œæ¸•10.â†œæ¸• The assets of the eight countries of Central and Eastern Europe totaled only US$188 
billion, with disproportionately high liquid assets and bad loans.



2	 International wholesale banking

Introduction

In this chapter we examine the process of adjustment and re-invention engaged 
in by international banks over recent decades in order to compete effectively for 
the business of their institutional clients – corporations, financial institutions, and 
government entities.

We begin by exploring why most major commercial banks around the world 
have chosen to engage in investment banking activities, and how they have sought 
to achieve this goal and become fully-fledged wholesale banking (corporate 
commercial plus investment banking) franchises.

We explore next the typical corporate commercial and investment banking 
product offerings of international wholesale banks. We conclude each examina-
tion with examples drawn from publicly available information on the wholesale 
banking activities of two major international banks, Citibank and Deutsche Bank.

The concept of wholesale banking

The 1990s were a period of rapid expansion and reinvention for the banking 
industry globally. Three main factors affecting the fundamentals of financial 
intermediation contributed to this expansion: significant regulatory changes; an 
extraordinary acceleration in the use of digital technology; and the explosive 
growth of securities markets.

On the regulatory front, substantial changes in response to a trend toward 
financial liberalization came about almost simultaneously on both sides of the 
Atlantic. In Europe, the Financial Services Action Plan (1999) formalized a series 
of measures toward a single wholesale financial market and a more open retail 
market in the European Union (EU), completing a process of gradual reduction 
of barriers to cross-border financial intermediation initiated ten years previously, 
with the EU Second Banking Directive (Dermine 2002).

In the United States, over six decades of regulations around both interstate 
banking and universal banking were removed. In 1994, the Riegle-Neal Interstate 
Banking and Branching Efficiency Act revoked restrictions on interstate banking 
and mergers among banks, first introduced in 1927 under the McFadden Act.  
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The Gramm-Leach-Bliley Act of 1999 completed the elimination of regulatory 
constraints on securities underwriting activities by commercial banks set in place 
originally by the Glass-Steagall Act of 1933.

On the technological front, rapid acceleration of the paper-to-digital trend 
revolutionized the ways in which financial information could be consolidated and 
disseminated, contractual obligations established and monitored, and trades 
conducted and settled.

Finally, and facilitated by the technological evolution mentioned above, there 
was a huge increase in the volumes of savings managed outside the banking 
sector, from insurance companies and pension and mutual funds to a myriad of 
independent asset managers. As recorded by the working group commissioned by 
the Bank for International Settlements’ (BIS) Committee on the Global Financial 
System in 2007, financial assets managed by institutional investors had more than 
doubled in most countries between 1995 and 2005: from US$321 billion to 
US$1.507 trillion in Australia; from US$556 billion to US$1.432 trillion in 
Canada; from US$1.176 trillion to US$3.008 trillion in France; from US$1.057 
trillion to US$2.152 trillion in Germany; from US$1.759 trillion to US$4.014 
trillion in the United Kingdom; and from US$10.546 trillion to US$21.811 tril-
lion in the United States (www.bis.org/publ/cgfs27.pdf).

Other things being equal, increased competition for a particular asset class in any 
given market results in downward pressure on the credit risk spreads associated with 
that asset class. As investment opportunities in one country became increasingly 
available to savers from another country, credit spreads tended to narrow further. The 
extraordinary reduction in the costs associated with bridging the information asym-
metry between savers and borrowers that resulted from this technological change and 
financial liberalization, regardless of their geography, had the effect of substantially 
reducing the financial margins banks could charge for top credit risks. The most 
traditional core source of revenues for a commercial bank – carrying businesses’ 
credit risk on its balance sheet – became less and less financially rewarding.

The natural response of most leading commercial banks was to expand the 
scope of their corporate banking activities into securities underwriting and corpo-
rate finance advisory services, such as project finance mergers and acquisitions 
advice. The strategies adopted varied from building from within, acquiring inde-
pendent investment banks, and/or a combination of both. Nevertheless, once their 
investment banking capabilities became institutionally well-rooted, most banks 
proceeded to combine the offerings of corporate commercial and investment bank-
ing platforms under a single major organizational structure, the wholesale bank.

A selected list of well-known broker-dealers and/or investment banks acquired 
by commercial banks, such as the acquisition of Morgan Grenfell by Deutsche 
Bank (1990), prior to the global financial crisis triggered by the U.S. subprime 
meltdown in 2008 is presented in Table 2.1.

As a final observation, government entities and other financial institutions 
demand most of the same financial services offered by banks to large corporations. 
For this reason, while choosing different denominations (e.g. Institutional Clients 
Group, at Citicorp; Corporate Banking and Securities, at Deutsche Bank), most 

http://www.bis.org/publ/cgfs27.pdf
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banks have converged to place the full spectrum of their corporate banking, capital 
markets, and financial advisory services to institutional clients (large companies, 
government entities, and financial institutions) under a single organizational 
umbrella, a full service wholesale bank.

International corporate commercial banking

An international (or cross-border) loan is a credit obligation between a borrower 
established in one national jurisdiction and a lender from a second national juris-
diction. A cross-border loan can be structured as a funded (e.g. a cash advance by 
the lender to finance the exports of a borrower) or unfunded credit facility (e.g. a 
bank guarantee made to an exporter on behalf of an importer); it can be provided 
directly to a company, or take the form of credit support to another bank which, in 
turn, takes the credit risk of that company; it can be secured (e.g. backed by some 
sort of collateral such as inventory, receivables, a contracted flow of exports) or 
unsecured; it can be short-term or long-term; it can be made by one bank alone, a 
small group of banks (club deal), or a large number of banks with various roles and 
taking different levels of risk (loan syndicate); and, finally, it can be extended with 
full recourse to a particular borrower or with limited recourse to the borrower, with 
different third parties taking the responsibility for specific risks (project finance).

Table 2.1â•‡ Commercial banks’ acquisitions of investment banks, 1989–2006

Year Acquirer Country of 
Origin

Target Country of Origin

1989 Deutsche Bank Germany Morgan Grenfell United Kingdom
1995 Dresdner Bank Germany Kleinwort Benson United Kingdom
1995 ING Netherlands Barings United Kingdom
1996 Credit Suisse Switzerland First Boston United States
1997 Nations Bank United States Montgomery Secs. United States
1997 BancBoston United States R. Stephenson United States
1997 Bankers Trust United States Alex Brown United States
1998 SBC Switzerland Warburg D. Read United Kingdom
1998 Credit Suisse Switzerland Banco Garantia Brazil
1999 Chase Manhattan United States Hambrecht & Quist United States
1999 Deutsche Bank Germany Bankers Trust United States
2000 BNP France Paribas France
2000 Citigroup United States Schroder United Kingdom
2000 Credit Suisse Switzerland DLJ United States
2000 UBS Switzerland Paine Webber United States
2001 SunTrust United States Robinson Humphrey United States
2003 Chase Bank United States R. Flemings United States
2003 Wachovia United States Prudential United States
2006 Wachovia United States A.G. Edwards United States
2006 UBS Switzerland Banco Pactual Brazil
2006 Wells Fargo United States Barrington Assoc. United States

Source: Authors
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International trade finance and correspondent banking

As suggested by Beard and Thomas (2006), the settlement of an international 
commercial transaction can range from a cash payment in advance (risky for the 
importer, riskless for the exporter) to a deferred payment until final sale of goods 
with ability to return unsold merchandise by the importer (risky for the exporter, 
riskless for the importer). Banks step into the middle of this push-pull of risk 
between exporter and importer to provide the type of financial settlement and 
credit support solution which best meets the objectives and constraints of both 
parties.

The confirmed import letter of credit (import LC) is the most common and 
effective financial instrument utilized by banks from different countries to pair-up 
efficiently and with great attention to detail, and make possible an international 
trade, which might not, otherwise, materialize.

Let us assume a cutlery manufacturer in Germany wants to export specialty 
knives with a total price of €1 million to a retailer in Argentina. While the 
German cutlery manufacturer may have a positive perception of the Argentine 
retailer’s commercial record, (s)he cannot be certain of payment in full and on 
schedule. The import LC resolves this dilemma. Bank A, an Argentine bank that 
knows the Argentine retailer well and can assess its credit risk, issues an LC in 
favor of the importer guaranteeing that if the Argentine retailer fails to make the 
payment in full and on schedule, the Argentine bank will do so on their behalf. 
Nevertheless, as the German cutlery manufacturer cannot properly assess the 
creditworthiness of the Argentine bank, it becomes necessary for another bank, 
in this case most likely a German bank, Bank G, to provide advice on the authen-
ticity of the documentation and to confirm to the German manufacturer that it 
guarantees the performance of the LC issued by Bank A on behalf of the 
Argentine importer. Bank G collects from Bank A an LC advice and confirmation 
fee. Bank A charges the Argentine retailer an import LC fee, which covers the 
cost of Bank G’s LC advice and confirmation fee plus compensation for the credit 
risk taken by Bank A.

Upfront payment to the German manufacturer upon the contracting of the sale 
or the shipment of the goods to the Argentine retailer could have been also 
arranged through a cash advance from the German bank, based on its assessment 
of the export transaction. In this case, the German bank would also be providing 
export financing to the German manufacturer.

A major contributor to the cost efficiency of this process has been the continu-
ous development over the past three centuries of international correspondent 
banking networks. It should be noted that correspondent banking, the cooperative 
interaction between two banks to work together under pre-agreed conditions to 
meet the financial needs of clients in locations not served by one of them, is not 
specific to the international arena, as insightfully described below:

Before the existence of the Federal Reserve System, many of its functions 
were performed for the smaller banks by the larger correspondent banks in 
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the principal financial centers… The correspondent banking system is an 
entirely informal arrangement whereby the small banks in towns and vil-
lages maintain deposits with larger banks in nearby cities and look to them 
for a variety of services and assistance. The city banks, in turn, keep cor-
respondent balances with still larger banks in the principal money centers… 
Thus, correspondent banks provided liquidity and credit fluidity to a diverse 
Â�economy… Correspondent banks are still active in the collection of checks 
and still supply credit to the smaller banks in consideration of the balances 
the latter maintain. In addition, correspondent banks perform many services 
that would otherwise be unobtainable to the smaller banks and their custom-
ers. They give investment advice, hold customers’ securities, arrange inter-
national financial transactions, trade in Federal funds, participate in loans too 
large for the small banks, sell participations in large loans to small banks with 
surplus funds, and provide a wide range of other services.

(Crosse and Hempel 1973: 14)

Commercial banks understood early on that the support of international trade 
should be a central element of the offering to be provided to corporate customers. 
As a result, they have sought to establish and maintain a network of stable inter-
national correspondent banking relationships to ensure effective facilitation of 
credit for, and reliable settlement of, their customers’ cross-border trades.

A correspondent banking relationship is, by nature, bilateral as it typically 
encompasses a pre-approved line of credit and a pre-agreed rate structure for 
standardized transactions (revised annually), so that individual transactions 
between customers of the two banks can flow seamlessly and securely through 
the two organizations. The juxtaposition of the multitude of bilateral correspond-
ent banking relationships among financial institutions from every corner of the 
world results in the creation of a global correspondent banking network of credit 
and settlement services, crucial for the smooth functioning and continued devel-
opment of international trade.

Given that significant economies of scale can be achieved in the highly capital-
intensive payments and collections services industry, it is natural that interna-
tional money center banks would choose to pursue aggressively leadership in 
global payments and custody services, as we shall examine.

Term lending and bank syndicates

Credit risk increases not only as a function of the amount of the exposure a bank 
has to a customer, but also as a function of the tenure of the loan. It is, therefore, 
unsurprising that banks should seek ways in which to combine efforts to accom-
modate the larger and longer-term loan demands of their customers.

A syndicated loan is defined as a credit extended to a borrower by two or more 
banks under the same loan agreement. The most visible and profitable role for the 
bank is to be the arranger (or book runner), the bank that negotiates the facility 
with the borrower and syndicates the loan to the other banks. The arranger is also 
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typically the leading underwriter, the bank committing to the highest level of risk 
participation in the hierarchy of the loan syndicate. The agent of a loan syndicate 
is the bank responsible for the administration of the credit facility, which includes 
collecting fees, interest, and principal payments from the borrower for distribu-
tion to all participants and monitoring the borrower’s adherence to the conditions 
of the loan agreement. Frequently, the arranger is also the agent for the syndicate. 
Box 2.1 provides a simple hypothetical example of the hierarchy of roles and 
corresponding returns for credit risk taken in a major loan syndicate.

Column 6 of Box 2.1 shows the average annual return on risk assets (RORA) of 
the transaction for each bank. As can be observed, the average annual RORA 

Box 2.1â•‡ International steel loan syndicate

Borrower: International Steel
Amount: US$700 million, fully disbursed upon loan signing
Maturity: six years, semi-annual interest payments, bullet repayment of 
principal
Repayment of Principal: Bullet (one single principal repayment), at the 
end of six years from initial disbursement
Underwriting conditions: Full commitment (as opposed to best efforts) 
by lead arranger(s) and underwriter(s)
Interest rate: six-month LIBOR plus 2%
Arrangement fees: 50bps on the total amount of the transaction upon 
disbursement
Participation fees, upon disbursement: 0.60% for US$50 million, 0.40% 
for US$30 million, 0.25% for U$20 million

Syndicate structure and compensation (per bank)

Role (1) No.  
of banks

(2) 
Amount

(3) Total fee + 
 interest income

(4) Avg.  
annual rev.

(5) Avg. 
RORA

Arranger 1 $50m 0.50% x $700m + 
0.60% x $50m + 
2% x $50m x  
6 = $9.8m

$1.63m 3.26%

Lead Manager 4 $50m 0.60% x $50m +  
2% x $50m x  
6 = $6.30m

$1.05m 2.10%

Manager 6 $30m 0.40% x $30m +  
2% x $30m x  
6 = $3.72m

$0.62m 2.06%

Co-Manager 10 $20m 0.25% x $20m +  
2% x $20m x  
6 = $2.45m

$0.41m 2.04%

Source: Author
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increases with the amount of underwritten commitment, but is significantly higher 
for the top position, the arranger and book runner. Furthermore, the relative attrac-
tiveness of higher levels of participation is, in fact, even more pronounced than is 
suggested in the calculations in Box 2.1, as upfront fees are typically treated as 
income in the moment they occur. In other words, for the arranger of this particular 
example the RORA would have been ten percent (US$5m/US$50m) for the first 
year, and two percent thereafter, while still 3.26 percent per annum, on average. In 
addition, the arranger is also often agent, further reinforcing its profitability as a 
result of the additional annual stream of fee income for the service of administering 
the credit facility until final maturity.

Competing successfully for lead arranger positions requires not only access to 
key decision makers and an understanding of the needs of major borrowers and 
the business risks but, also, strong distribution (or syndication) capacity. While 
major international banks have these capabilities in place and consistently seek 
the lead arranger role, they can also be found in senior secondary positions in 
major transactions for their target clients. Two principal reasons explain this 
acceptance of secondary roles: first, it is often better tactically to remain close to 
an important customer, even at a lower but still acceptable level of return; and, 
second, syndicated lending is a two-way street, the ability of a bank to step into 
the leading role and obtain from others the level of balance sheet commitments 
necessary at the higher levels of a loan syndicate is also dependent on its willing-
ness to cooperate with peers and accept a lower role in other transactions.

Not uncommon when speed is of the essence – and/or credit conditions are 
tight – are club deals where arrangement and underwriting fees are shared equally 
by a small group of co-lead arrangers and underwriters to fully subscribe a credit 
facility for later distribution to other banks. These types of transactions, which 
had become popular in the late 1980s, in the aftermath of the Latin American 
debtÂ€crisis when stricter minimum capital requirements imposed by Basel I inhib-
ited wider distribution of non-OECD sovereign credit risk (Hughes and 
MacDonald 2002: 100), are, today, a not uncommon financing solution for major 
acquisitions by corporations as well as private equity funds.

Global syndicated lending

The consolidation of the Eurodollar market in London in the 1960s was a funda-
mental stepping stone for the development of the global syndicated loan market 
(Rhodes 2011: 2–16) as it allowed for London branches of foreign banks to fund 
themselves at the London Interbank Offered Rate (LIBOR) to provide medium 
term LIBOR-based credit facilities to major corporations and governments 
around the world. Recycling by international banks of petrodollars – fast growing 
U.S. dollar surpluses accumulated by oil exporting nations during the 1970s – 
gave the international loan syndication market another major boost, in great part 
concentrated on private and public sector Latin American debt.

By the mid 1980s, the Latin American debt crisis – and its resolution – had 
pushed sovereign borrowers away from the syndicated loan market toward the 
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fixed income securities market. By then, however, the U.S. domestic loan syndica-
tion market had become a major source of financing for leveraged buy-outs 
(LBOs) and management buy-outs (MBOs). While this type of highly leveraged 
financing would not immediately take off outside the United States, the interna-
tional syndicated loan market would, in short order, present itself as a preferred 
source of financing for large private sector borrowers engaging in major strategic 
moves where expediency was of the essence. By 1997, global syndicated loan 
borrowings had reached US$1.8 trillion (up from US$500 billion in 1992), and 
acquisition finance had become the most important segment of the syndicated 
loan market globally (Fight 2004: 5).

Figure 2.1 shows the evolution of global syndicated loan issuance since 1997. 
As can be observed, total volume dropped from US$1.8 trillion in 1997 to under 
US$1.5 trillion in 1998, reflecting the effects of the Asian (1997) and Russian 
(1998) debt crises. It resurged to almost US$2 trillion in 2000, but sank back to 
below 1997 volume in 2002 (approximately US$1.6 trillion), as the world 
absorbed the impacts of the Enron debacle and corporate governance crisis (late 
2000), Argentina’s sovereign default (2001), and the September 11, 2001 terrorist 
attacks. Total syndicated loan issuances returned to dramatic growth in 2004, 
benefitting from perceived robust global economic growth and unusual levels of 
monetary liquidity, before declining sharply US$4 trillion in 2007 to approxi-
mately US$1.6 trillion in 2009, as a result of the international financial crisis 
following the U.S. subprime mortgage meltdown. By 2010, total volume was 
back to approximately US$2.6 trillion, a modest gain on 2004 levels, and a 
demonstration of the resilience and importance of this capital market for corpora-
tions around the world.

A fundamental characteristic of the syndicate loan business is that it demands both 
financial structuring and distribution capacity (typically perceived as investment 
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banking skills), as well as the ability and willingness to underwrite and often retain 
(for a significant period of time, if not to maturity) credit risk, a traditional core 
competency of corporate commercial lenders. This notion is clearly reflected in 
Table 2.2, which ranks the top 25 lead-managers of syndicated loans globally.

As can be observed, the first four positions were occupied by U.S. universal 
banks with long histories in corporate commercial lending: JPMorgan, Bank of 
America, Citicorp, and Wells Fargo. Former investment banks and since 2008 
bank holding companies, Goldman Sachs and Morgan Stanley, ranked 12th and 
16th respectively, still among the top 20, but not the top ten.

The rest of the list is composed of universal banks with long traditions in 
medium-term international corporate commercial lending from other developed 
economies (such as Mizuho, Mitsubishi, and Sumitomo of Japan; Deutsche Bank 
and Commerzbank of Germany; Barclays, HSBC, and RBS of the United Kingdom; 
BNP Paribas, Crédit Agricole, and Société Générale of France; RBC, CIBC, 
Scotiabank, and TD of Canada; Credit Suisse and UBS of Switzerland), in addition 

Table 2.2â•‡ Global syndicated loans, 1Q 2014

Rank Book Runner Proceeds Amount 
(US$ Million)

Mkt.  
Share

Number of  
Issues

1 JP Morgan 84,328.58 10.0 316
2 Bank of America Merrill Lynch 72,094.01 8.6 301
3 Citi 43,687.96 5.2 147
4 Wells Fargo & Co 38,938.06 4.6 205
5 Deutsche Bank 36,907.42 4.4 141
6 Mitsubishi UFJ Financial Group 35,979.37 4.3 309
7 Mizuho Financial Group 35,036.81 4.2 241
8 Barclays 31,632.61 3.8 117
9 Sumitomo Mitsui Finl Grp Inc 27,260.07 3.2 237

10 RBC Capital Markets 25,626.53 3.0 107
11 Credit Suisse 25,324.74 3.0 101
12 Goldman Sachs & Co 24,656.70 2.9 96
13 BNP Paribas SA 20,999.65 2.5 83
14 HSBC Holdings PLC 19,035.51 2.3 86
15 State Bank of India 18,558.92 2.2 40
16 Morgan Stanley 18,349.90 2.2 69
17 RBS 16,674.98 2.0 85
18 Crédit Agricole CIB 14,373.24 1.7 57
19 US Bancorp 12,264.70 1.5 89
20 UBS 11,840.34 1.4 52
21 BMO Capital Markets 9,791.59 1.2 70
22 PNC Financial Services Group 8,233.99 1.0 76
23 TD Securities Inc 7,025.55 0.8 23
24 Societe Generale 6,615.39 0.8 36
25 Commerzbank AG 6,584.74 0.8 31

Subtotal with Book Runner 842,681.08 100.0 2171
Subtotal without Book Runner - 0.0 0
Industry Total 842,681.08 100.0 2171

Source: Thomson Reuters Date: 2014-05-24 04:58:16 EDT
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to a number of leading U.S. regional franchises (such as US Bancorp and PNC), and 
one emerging market lender (State Bank of India (SBI), the latter due, primarily, to 
a strong presence in their domestic markets.

Secondary markets for syndicated loans

Contractual arrangements have always made possible the transfer – at a premium, 
par or discount – of a loan from one bank’s balance sheet to another’s. In 
December 1995, in an effort to establish standard operational and settlement 
procedures for greater efficiency in loan trading, a group of banks decided to 
create the Loan Syndications and Trading Association (LSTA), with headquarters 
in New York. This initiative preceded the establishment in London of the Loan 
Market Association (LMA), formed in mid 1996 by leading financial institutions 
operating in Europe with the specific purpose of developing a more efficient 
secondary loan market.

The market response was immediate. Between 1995 and 2000, annual second-
ary loan trading volumes quadrupled from US$30 billion to US$120 billion 
(Fight 2004: 146–57). The development of the secondary loan market had the 
effect, also, of transforming an exclusively bank-based loan trading activity into 
a broader investment market, further stimulated by the introduction of external 
credit ratings to syndicated loans in the late 1990s.

The 1998 Basel II Accord (see Chapter 6) provided an additional boost to a 
market craving credit ratings. By formally allowing external credit ratings to 
materially affect the minimum capital requirements imposed on banks by regula-
tors, Basel II helped make them a critical ingredient for successful distribution of 
the largest transactions. By 2001, syndicated loan issuances benefitting from 
external credit ratings already accounted for 67 percent of total syndicated loan 
issuances and 90 percent of those of US$750 million and above.

Nonetheless, the time urgency toward closing that characterizes major 
Â�acquisition-type situations and/or the sheer complexity of certain credit situations 
(such as more complex project financing structures, and private-public partner-
ship endeavors) has continued to demand from bank syndicates the ability and 
willingness to underwrite significant amounts of credit risk with the assumption 
of long-term carry of such positions in participant banks’ balance sheets.

Project finance

The fundamental difference between project finance and conventional long-term 
corporate lending is that in project finance the borrower is not a corporation with 
a financial history and significant assets of its own, but a newly-formed company 
created for the specific purpose (special purpose company (SPC)) of engaging in 
a capital intensive and very specific economic mission (e.g. energy, transporta-
tion, telecommunications, mining, and real estate projects).

From the project sponsors’ standpoint, the benefit of the project finance struc-
ture is its limited recourse nature: failure by the SPC to meet debt obligations 
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would have either no impact on the project sponsors’ balance sheet or affect it 
only to the extent of the limited credit support (or guarantee) provided by them 
to the SPC. For the lender, this requires careful assessment of creditworthiness 
based on sensitivity analysis of the future cash flows of the project under different 
scenarios, in light of which additional specific credit support from the project 
sponsors may be demanded to mitigate clearly identified and well-quantified 
risks. In-depth understanding by lenders of a project’s specific risks, with the 
resulting appropriate allocation of these risks to the parties better qualified to 
‘bank’ them, allows for project finance structures to offer longer repayment peri-
ods than traditional corporate loans (Sotelino and Gustafson, 1985).

A typical project finance structure brings together participants with different 
objectives: equity investors, service providers, and project lenders (Weber and 
Alfen, 2010). The equity investors are the project’s principal sponsor(s) – the 
party (or parties) with the primary interest in the exploration of the particular 
economic activity – plus other, possibly unsecured, passive financial investors 
willing to be rewarded exclusively from a share of the venture’s cash flow, follow-
ing payments to service providers and lenders. The service providers are the 
different parties hired by the SPC to perform well-defined and specific tasks such 
as construction and operation of the facilities, supply of critical inputs to the 
production process, and/or marketing of output. The obligations of service 
providers are established in task specific agreements, which also contemplate 
penalties for failure to perform as contracted as well as guarantees, provided by 
them to lenders. It is not uncommon for service providers, such as large engineer-
ing contractors, to act also as project sponsors in infrastructure-type ventures 
such as transportation (e.g. ports, airports, and highway concessions), and alter-
native energy (e.g. wind farms, waste-to-energy, etc.).

The project lenders are the banks and other financial institutions providing debt 
financing to the venture on the basis of its cash generating capacity, and addi-
tional credit support arising from the contractual obligations of the service 
providers, as well as, in some cases, limited recourse to the project sponsors in 
the form of capped guarantees, temporary sinking funds, etc. The debt portion of 
a project finance structure may bring together different financing sources such as 
commercial banks, development banks, insurance companies, dedicated investors 
(e.g. infrastructure investment funds), and other institutional fixed income inves-
tors. Also, it can contemplate the succession, under certain conditions, of one 
type of lender by another (for instance, the planned take-out, after three years, of 
a bank syndicate by a group of insurance companies, provided pre-agreed upon 
performance indicators are met). The complexity of project finance structures 
typically demands that sponsor(s) select a financial advisor, often a specialized 
dedicated team housed within the bank’s specialty industry leading groups or 
within its investment banking arm.

From the standpoint of a bank, being the financial advisor offers, on the one 
hand, the possibility of significant additional fee income in addition to greater 
visibility in the eyes of both project sponsors and investors. On the other hand, it 
poses a potential conflict of interest between its advisory role in securing the best 
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interests of the client and a most likely lending role. As in the mergers and acqui-
sitions advisory arena, this opens the field up to competition from major corpo-
rate consulting firms and specialized boutiques. Nonetheless, easy access to 
major project sponsors, close monitoring of industry specific developments, 
sound valuation and negotiation skills, depth of knowledge of financial markets, 
and, crucially, the ability to lead the loan and/or securities syndicates necessary 
to bring a project to fruition make wholesale banks formidable competitors in the 
project finance advisory arena.

Global payments and custody services

The time value of money makes an efficient payments and collection process 
crucial for the optimization of a firm’s working capital, thus banks have sought 
to embrace this challenge to provide corporate customers with increasingly 
sophisticated global cash management services for the secure and efficient settle-
ment and short-term bridge financing of commercial trades.

The explosive growth of the securities markets over the past two decades has 
made global administration and custody services for institutional clients (such as 
broker-dealers, asset managers, and corporate trusts) a very important source of 
revenue for a select group of international banks.

The offering of securities servicing that these banks can provide to investors 
globally has been further enhanced over recent decades by the fact that an 
increasing number of publicly traded companies have chosen to become listed on 
foreign stock markets also. This can be accomplished through the issuance of 
global depositary receipts (GDRs), negotiable certificates issued by a depositary 
bank which represent ownership of a given number of a company’s shares which 
can be listed and traded in a foreign stock exchange. Companies can choose 
between issuing GDRs, used to access two or more foreign markets, or American 
Deposit Receipts (ADRs), for trading exclusively in the U.S. market.

The size of the contribution that transaction services can make to the scope and 
operating results of a wholesale banking franchise is illustrated in Box 2.2. As 
shown in Box 2.2 below, Citicorp’s Global Transaction Services Division (GTS), 
comprising Treasury and Trade Solutions and Securities and Fund Services, 
accounted for over one-third of the revenues and approximately 40 percent of the 
net profit after tax of Citicorp’s wholesale bank, its Institutional Clients Group 
(ICG) in 2011.

International investment banking

The role of the investment bank

The primary role of an investment bank is to design and realize financing struc-
tures that satisfy the objectives and constraints of both the issuers and investors. 
In this regard, it is quite distinct from the role of a pure commercial bank, which 
earns interest to carry on its own balance sheet the credit risk of the borrower, or 
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Box 2.2â•‡ Global transaction services at Citicorp

Citigroup’s history dates back to the founding of City Bank of New York 
in 1812. In 1968, First National City Corporation, a bank holding company 
later renamed Citicorp, became the parent of Citibank. In 1998 Citicorp 
merged with the Travelers Group Inc. to form Citigroup Inc.

At year-end 2013, Citigroup had two major divisions: Citicorp, 
comprising the businesses the company had made the decision to retain 
in the aftermath of the 2008 financial crisis; and Citi Holdings, housing 
the assets and activities Citigroup were still in the process of orderly 
disposing of.

For 2013, Citigroup had earned US$13.7 billion on average total assets 
of US$1.88 trillion and average common equity of US$238.7 billion, corre-
sponding to a return on average equity of 7% for the year. Citigroup’s net 
income of US$13.7 billion resulted from a US$15.5 billion gain at Citicorp 
and a US$1.9 billion loss at Citi Holdings.

At year-end 2013 Citicorp comprised two major client groups: Regional 
Consumer and Institutional Clients Group, and Corporate Center (which 
included Treasury). Citicorp´s net income of US$15.5 billion for the year 
resulted from gains of US$7.1 billion from Regional Consumer and 
US$9.5 billion from the Institutional Clients Group, and a net loss of 
US$1.2 billion by the Corporate Center.

Regional Consumer, the bank’s retail commercial banking arm, was 
organized along four regional divisions: North America, EMEA (Europe, 
Middle East, and Africa), Latin America, and Asia. The Institutional 
Clients Group (ICG, the bank´s wholesale banking arm) was organized 
along two major business divisions, Securities and Banking and Global 
Transaction Services.

Securities and Banking comprised the activities of corporate and institu-
tional lending, investment banking (corporate finance advisory, fixed 
income and equity capital markets), structured finance and real estate, and 
the Private Bank.

Global Transaction Services consisted of Treasury and Trade Solutions 
(TTS) and Securities and Fund Services (SFS). TTS provided trade finance 
and cash management services for corporations, financial institutions and 
public sector entities worldwide. SFS provided a whole range of securities 
services (such as custody, clearing, agency services) to investors, asset 
managers, broker-dealers, multinational corporations and governments.

The table breaks ICG revenues between Securities and Banking and 
GTS. As can be observed, GTS accounted for approximately one-third of 
the bank’s wholesale banking (ICG) revenues, while being also very well 
diversified globally.



48â•‡â•‡  International wholesale banking

of a pure securities broker, which earns a commission to buy and/or sell securities 
on behalf of its primary client, the investor.

While having issuers and investors as their primary clients, investment banks 
can trade also for their own account with other market participants (or counter-
parts). The proper balancing of these inherent conflicts of interest (issuer versus 
investor versus counterpart) requires from investment banks the establishment of 
firewalls among the activities of structuring and underwriting of securities to be 
issued by an institutional client, sales and trading of securities on behalf of inves-
tors, and proprietary trading on their own account.

This is not new, as evidenced by the quote below, from the U.S. Securities and 
Exchange Commission (SEC) documenting its creation in 1934 (author’s 
italics):

Citicorp’s Institutional Clients Group, Revenues 2013 (US$ million)

Region Securities and 
Banking

Global Transaction 
Services (GTS)

Total

North America 9,045 2,502 11,547
EMEA 6,462 3,533 9,995
Latin America 2,840 1,822 4,662
Asia 4,671 2,703 7,374
Total 23,018 10,560 33,578

As can be observed in the table, GTS accounted for approximately one-
third of total wholesale banking (ICG) revenues, while also globally diver-
sified (75% international).

For the fiscal year 2013, GTS’s net income amounted to US$2.9 billion, 
corresponding to over 30% of ICG´s net income of US$9.6 billion and 
almost 20% of Citicorp’s profit of US$15.5 billion. GTS’s 2013 perfor-
mance once again underscored its importance as a source of significant and 
stable earnings for Citigroup, a fact specifically acknowledged in its 2010 
annual report by then CEO, Vikram Pandit, in his letter to shareholders as 
quoted below:

Citi’s GTS franchise brings in highly stable revenues with relatively 
low capital usage, making it one of the most attractive businesses in 
the industry.

Source: http://www.citigroup.com/citi/investor/quarterly/ 
2011/ar10c_en.pdf, Page 6 of 2010 Annual Report

(Source: Authors, based on Citigroup Inc., 2013 Annual Report on Form 10-K 
filing with the SEC)

http://www.citigroup.com/citi/investor/quarterly/2011/ar10c_en.pdf
http://www.citigroup.com/citi/investor/quarterly/2011/ar10c_en.pdf
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Based on the findings in these hearings, Congress – during the peak year of 
the Depression – passed the Securities Act of 1933. This law, together with 
the Securities Exchange Act of 1934, which created the SEC, was designed to 
restore investor confidence in our capital markets by providing investors and 
the markets with more reliable information and clear rules of honest Â�dealing. 
The main purposes of these laws can be reduced to two common-sense no-
tions: Companies publicly offering securities for investment dollars must tell 
the public the truth about their businesses, the securities they are selling, 
and the risks involved in investing. People who sell and trade securities – 
Â�brokers, dealers, and exchanges – must treat investors fairly and honestly, 
putting investors’ interests first.

(www.sec.gov)

The key elements of the U.S. Securities Act and Securities Exchange Act are 
present also in the securities legislation of most countries. There was, however, one 
aspect of capital markets legislation that was unique to the United States: the prohi-
bition from engagement in securities underwriting, sales, and trading by depositary 
banks, introduced in 1933 under the Glass-Steagall Act. This prohibition was lifted 
fully in 1999, through the enactment of the Gramm-Leach-Bliley Act, yet, securi-
ties underwriting remained the exclusive domain of broker-dealers in the world’s 
largest market economy in the ensuing years. This may help explain why the lead-
ing U.S. investment banks were able to evolve from private partnerships to major 
publicly traded companies, with market valuations by late 2006 comparable to 
those of the world’s largest financial institutions.

The main revenue generating activities of an investment bank encompass:

â•¢• securities underwriting;
•	 secondary market-making in these securities for investors;
•	 structuring of, and market-making for risk management instruments Â�(derivatives);
•	 proprietary trading in securities, commodities, foreign exchange, and Â�derivatives;
•	 credit (typically short-term and secured) to issuers, investors, and trading 

counterparts;
â•¢• mergers and acquisitions advisory services.

Securities underwriting

As suggested above, the primary role of an investment bank is to act as the finan-
cial intermediary between issuers and investors. The type of security issued can 
range from the purest form of equity (common stock) to the simplest forms of 
debt (such as straight bonds, notes, and commercial paper).

The tension between debt (offering higher leverage without dilution of owner-
ship) and equity (attracting the purest form of risk capital – superseded by all 
other financial claims – but with dilution of ownership) has led to the creation of 
a range of both quasi-equity instruments (such as convertible bonds, preferred 

http://www.sec.gov
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stocks, and various forms of subordinated debt) and asset backed securitizations, 
the pooling of certain assets (such as commercial or residential mortgages, auto-
loans or credit card receivables) against which securities are issued.

Finally, a securities issue can be a public offering – with no restrictions on sale 
to the public at large; or a private placement – restricted for purchase only by 
well-defined types of sophisticated investors. A private placement tends to be less 
costly for the issuer (because of less demanding registration requirements and 
legal responsibilities), but it also enjoys less secondary market liquidity than does 
a public offering. Cross-border transactions often combine both an unrestricted 
listing in the stock exchange of the company’s country of origin and a restricted 
offering to qualified investors abroad.

From the standpoint of the investment bank, a securities offering encompasses 
four stages, origination, structuring, underwriting and distribution.

During the origination stage the investment bank seeks to demonstrate to the 
prospective issuer its superior execution capabilities in order to win the mandate 
to lead manage the transaction. The key areas of competence considered by the 
issuer are the bank’s structuring, distribution, and secondary market trading 
(including continued sell side research support) capabilities. The structuring 
stage, conducted in intense cooperation with a dedicated team from the issuer, 
comprises: the design of the issue (type of security and price range, and issuer 
contractual covenants and obligations); the responsibility for and supervision of 
the due diligence process (conducted with the assistance of independent law and 
accounting firms hired for the particular offering); the necessary filings with the 
appropriate regulatory authorities; and, last but not least, assembling the securi-
ties underwriting syndicate.

The underwriting stage precedes final distribution to the market. Unlike loan 
syndicates, which normally provide a firm commitment from the underwriters to 
the borrower to place the entire amount of the facility, securities offerings are 
almost always on a best efforts basis: the lead underwriters commit only to 
engage their best efforts to sell the securities in the volume and price range indi-
cated through a well-designed process of book building to take place during the 
distribution stage. A road show (one to two weeks during which the issuer meets 
face to face with investors selected by the lead underwriters) is often undertaken 
immediately prior to the launch of the offering to stimulate orders from investors. 
The underwriters provide a firm commitment to the issuer only after the examina-
tion of the book of orders built by their distribution (or sales) desks. Concrete 
evidence of the market’s acceptance of the issue provides the basis for the final 
agreement between issuer and underwriters on both the amount and price of secu-
rities being placed. Full commitment is then finally given, and the underwriters’ 
securities traders rush to their desks to fully distribute the issue.

Critical to the success of the offering is the investment bank’s ability to place 
the securities with final investors (as opposed to flippers, who could be quickly 
selling them back in the secondary market, leading to immediate downward pres-
sure on the market price of the security). This requires specialized sales forces 
organized for distribution according to the specificities of the issue (e.g. equity, 
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debt, hybrids), of the issuer (e.g. developed versus emerging), and of the type of 
investor (e.g. retail versus institutional with their respective sub-segments).

Table 2.3 presents the ranking of the top book runners of global debt, and 
equity issues for 2013. As can be observed, structuring, underwriting, and distri-
bution fees from over 17,000 securities offerings totaling approximately US$6.2 
trillion were up for grabs by investment banks and investment banking arms of 
universal banks.

Global fixed income

Fixed income securities play a fundamental role in complementing – and competing 
with – banks in the provision of credit to families, businesses, and governments.

As shown in Table 2.4, 15,148 fixed income offerings totaling US$5.6 trillion 
were distributed in the market in 2013.

Table 2.3â•‡ Global debt and equity issues, 2013

Rank Book Runner Proceeds 
Amount  
(US$ Million)

Mkt.  
Share

Number 
of Issues

1 JP Morgan 481,187.22 7.8 1991
2 Deutsche Bank 412,015.78 6.7 1814
3 Citi 388,646.71 6.3 1656
4 Barclays 379,313.51 6.1 1440
5 Goldman Sachs & Co 371,645.06 6.0 1339
6 Bank of America Merrill Lynch 357,607.94 5.8 1760
7 Morgan Stanley 341,396.04 5.5 1579
8 Credit Suisse 253,336.04 4.1 1212
9 HSBC Holdings PLC 233,702.87 3.8 1234

10 BNP Paribas SA 201,801.15 3.3 787
11 RBS 152,372.48 2.5 702
12 Wells Fargo & Co 148,815.34 2.4 847
13 RBC Capital Markets 148,073.78 2.4 882
14 UBS 137,004.57 2.2 825
15 Nomura 113,020.94 1.8 648
16 Société Générale 104,599.21 1.7 385
17 Crédit Agricole CIB 98,043.75 1.6 408
18 UniCredit 86,217.14 1.4 342
19 Mizuho Financial Group 72,602.87 1.2 622
20 TD Securities Inc 66,650.19 1.1 434
21 Natixis 54,523.61 0.9 257
22 Daiwa Securities Group Inc 49,025.57 0.8 380
23 Sumitomo Mitsui Finl Grp Inc 40,119.90 0.6 309
24 Santander 37,056.83 0.6 195
25 CIBC World Markets Inc 36,524.98 0.6 220

Subtotal with Book Runner 6,192,452.48 100.0 17373
Subtotal without Book Runner - 0.0 0
Industry Total 6,192,452.48 100.0 17373

Source: Thomson Reuters Date: 2014-05-24 05:20:32 EDT
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As can be observed, universal banks topped the ranking of lead underwriters of 
fixed income issues globally, similarly to what we observed for loan syndication 
(Table 2.2). However, the three non-universal investment banks listed (Morgan 
Stanley, Goldman Sachs and Nomura Securities) showed significantly higher rank-
ings for fixed income (Table 2.4) than for loan syndications (TableÂ€2.2): Morgan 
Stanley, 6th in fixed income versus 16th in loan syndications; Goldman Sachs, 7th 
in fixed income versus 12th in loan syndications; and Nomura, 14th in fixed income, 
not among the top 25 in loan syndications.

This is explained by the fact that fixed income securities, while a credit prod-
uct, are a more tradable and liquid instrument than bank loans, and so much less 
demanding of potential medium-term carry in the underwriters’ balance sheets.

The importance of the structure of a bank’s balance sheet for its ability to 
compete for leadership of fixed income securities issues is further illustrated by 

Table 2.4â•‡ Global fixed income issues, 2013

Rank Book Runner Proceeds  
Amount  
(US$ Mil)

Mkt.  
Share

Number of 
Issues

1 JP Morgan 427,417.23 7.6 1632
2 Deutsche Bank 384,348.62 6.8 1558
3 Barclays 352,340.16 6.3 1239
4 Citi 344,498.97 6.1 1360
5 Bank of America Merrill Lynch 308,626.08 5.5 1417
6 Morgan Stanley 289,852.59 5.2 1277
7 Goldman Sachs & Co 286,693.53 5.1 968
8 HSBC Holdings PLC 242,708.80 4.3 1289
9 Credit Suisse 216,277.50 3.8 899

10 BNP Paribas SA 203,472.35 3.6 814
11 RBS 154,435.37 2.7 711
12 RBC Capital Markets 138,380.50 2.5 758
13 Wells Fargo & Co 135,925.32 2.4 701
14 Nomura 104,712.70 1.9 580
15 Société Générale 100,354.06 1.8 361
16 Crédit Agricole CIB 96,023.13 1.7 405
17 UBS 88,960.78 1.6 547
18 UniCredit 82,286.08 1.5 322
19 TD Securities Inc 70,604.52 1.3 474
20 Mizuho Financial Group 68,624.34 1.2 603
21 Natixis 54,355.09 1.0 254
22 Daiwa Securities Group Inc 43,369.88 0.8 356
23 Standard Chartered PLC 38,011.61 0.7 392
24 Commerzbank AG 36,276.91 0.6 160
25 CIBC World Markets Inc 34,685.56 0.6 191

Subtotal with Book Runner 5,626,154.35 100.0 15148
Subtotal without Book Runner - 0.0 0
Industry Total 5,626,154.35 100.0 15148

Source: Thomson Reuters Date: 2014-05-24 04:49:12 EDT
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an examination of the market for offerings in euros. Table 2.5 shows the ranking 
of the top 25 book runners of bonds in euros, totaling €1 trillion in 2013.

As can be observed, universal banks once again topped the book runners’ rank-
ing. However, when compared to Table 2.4, more Eurozone-based banks 
appeared among the top 25 (12 versus 7). Also, for all Eurozone banks listed in 
Table 2.5 (with the exception of Deutsche Bank, #2 in both Table 2.4 and 
TableÂ€2.5), their ranking rose from Table 2.4: BNP Paribas rose from #10 to #1; 
Société Générale rose from #15 to #5; Unicredit rose from #18 to #6; Crédit 
Agricole rose from #16 to #7; Natixis rose from #21 to #10; Commerzbank rose 
from #24 to #15; and Intesa San Paolo, Landesbank Baden, Santander, BBVA, 
and ING previously outside of the top 25 rose to #17, #18, #19, #20, #23.

The reason for this goes beyond the possible closeness of these underwriters to 
issuers in their home countries. It is related also, as we will discuss in Chapter 6, 

Table 2.5â•‡ All bonds in Euro, 2013

Rank Book Runner Proceeds  
Amount  
(EURO million)

Mkt.  
Share

Number of  
Issues

1 BNP Paribas SA 83,271.81 8.1 351
2 Deutsche Bank 73,547.99 7.1 356
3 HSBC Holdings PLC 67,508.65 6.5 299
4 Barclays 64,611.42 6.2 255
5 Société Générale 62,855.05 6.1 283
6 UniCredit 59,545.81 5.8 300
7 Crédit Agricole CIB 55,861.48 5.4 258
8 JP Morgan 52,932.60 5.1 208
9 Goldman Sachs & Co 43,339.27 4.2 165

10 Natixis 36,489.15 3.5 218
11 RBS 34,941.73 3.4 182
12 Citi 34,091.43 3.3 156
13 Credit Suisse 28,667.45 2.8 131
14 Morgan Stanley 26,200.21 2.5 119
15 Commerzbank AG 22,614.42 2.2 139
16 Bank of America Merrill Lynch 21,922.64 2.1 120
17 Banca IMI (Intesa Sanpaolo) 19,790.67 1.9 84
18 Landesbank Baden-Wurttemberg 18,333.71 1.8 135
19 Santander 17,747.97 1.7 99
20 BBVA 17,246.96 1.7 117
21 UBS 14,768.28 1.4 84
22 DZ Bank 14,699.51 1.4 119
23 ING 13,177.45 1.3 93
24 BMPS 11,135.93 1.1 1
25 Nomura 10,878.90 1.1 53

Subtotal with Book Runner 1,033,996.73 100.0 1818
Subtotal without Book Runner - 0.0 0
Industry Total 1,033,996.73 100.0 1818

Source: Thomson Reuters Date: 2014-05-24 04:52:58 EDT
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with underwriters’ greater appetite for credit risk in the currency of their primary 
and more stable funding sources.

Global equities

From the second century BC in Rome, where shares in private sector legal entities 
organized to engage in construction and other public services were traded in the 
Roman Forum and could be owned by non-citizens, through the milestones of the 
foundations of lively exchanges in shares of joint-stock companies in business 
and financial hubs around the world – such as Antwerp (La Bourse) in 1531, 
London in 1698, and New York in 1792 – stock exchanges have always been 
international in nature (Smith, 2003).

Table 2.6 shows the 2013 book runner ranking for global equity and equity 
related securities issues. Consistent with equity being the permanent capital base, 

Table 2.6â•‡ Global equity and equity related issues

Rank Book Runner Proceeds  
Amount  
(US$ Million)

Mkt.  
Share

Number of  
Issues

1 Goldman Sachs & Co 91,246.09 11.4 411
2 JP Morgan 66,441.34 8.3 455
3 Morgan Stanley 61,172.31 7.6 427
4 Bank of America Merrill Lynch 56,962.32 7.1 414
5 Citi 51,058.13 6.4 372
6 UBS 49,543.84 6.2 310
7 Deutsche Bank 43,955.99 5.5 348
8 Credit Suisse 40,359.67 5.0 341
9 Barclays 36,979.71 4.6 272
10 Nomura 15,440.26 1.9 121
11 Wells Fargo & Co 14,383.19 1.8 187
12 RBC Capital Markets 11,549.60 1.4 160
13 Jefferies LLC 9,010.54 1.1 126
14 HSBC Holdings PLC 8,162.95 1.0 73
15 Daiwa Securities Group Inc 7,850.87 1.0 69
16 Macquarie Group 6,578.67 0.8 64
17 Sumitomo Mitsui Finl Grp Inc 6,421.97 0.8 63
18 BNP Paribas SA 6,353.32 0.8 55
19 Mizuho Financial Group 5,645.98 0.7 53
20 China International Capital Co 5,344.21 0.7 21
21 Haitong Securities Co Ltd 5,317.03 0.7 28
22 Société Générale 4,994.06 0.6 33
23 CITIC Group Corp 4,414.96 0.5 42
24 UniCredit 4,079.26 0.5 21
25 Credit Agricole CIB 4,006.26 0.5 23

Subtotal with Book Runner 803,479.19 100.0 4464
Subtotal without Book Runner - 0.0 0
Industry Total 803,479.19 100.0 4464

Source: Thomson Reuters Date: 2014-05-23 23:30:08 EDT
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on top of which debt can be raised to pool the necessary resources to finance 
investment and growth, total equity and equity-related offerings amounted to 
US$803 billion, accounting for approximately 14 percent of total fixed income 
issues (US$5.6 trillion, Table 2.4).

As can be observed, while most universal banks listed in Table 2.4 are ranked 
highly in Table 2.6 also, the two leading U.S. investment banks – Goldman Sachs 
and Morgan Stanley – occupied two of the three top positions, ranking significantly 
higher than for debt underwritings. This should not be entirely surprising given:  
(a) the non-credit risk related and full book building nature of equity underwritings, 
which eliminate the balance sheet carry advantages of universal banks over invest-
ment banks for this type of activity; and (b) their long-standing position as leading 
U.S. and global broker-dealers, a segment for many years closed to U.S. depositary 
banks by the Glass-Steagall Act, as discussed previously.

Derivatives

A derivative is a financial contract whose value varies in response to changes in 
the price of an underlying asset that can also be traded in the market place. 
Derivatives are used to manage risk by transferring it from a party that wishes to 
reduce its exposure to another party that wishes to take on that exposure. Over 
the past 20 years, trading in derivatives has become a critical piece of the archi-
tecture of the global financial markets.

A derivative exposure can be a hedge – a sacrifice of potentially higher future 
returns to reduce risk; or a speculative trade – an uncovered calculated risk taken in 
the expectation of a financial gain. Classic examples of derivatives are swaps 
(commitments between two counterparts to exchange future streams of cash-flows, 
e.g. floating for fixed interest rate), and futures, transferable contracts promising 
delivery of a defined quantity of an asset at a specified price on a pre-determined date.

Banks design and trade in derivatives not only to help their clients manage risk, 
but also for their own account. When serving a client, the bank has the mission 
of providing the best match for the hedge or the speculative position desired by 
that client. When trading for its own account, the bank is itself the counterpart 
for the trade.

Similarly to what happens with securities trading, proprietary trading in deriva-
tives poses internal conflicts of interest, therefore requiring from banks the estab-
lishment of internal firewalls (Apostolik et al. 2009: 155–67, op.cit.). Proprietary 
trading (of securities and derivatives) also implies higher risk of loss for the bank 
than market-making for clients in these instruments. For this reason, as will be 
discussed in Chapter 6, bank regulators have, in the aftermath of the 2008 global 
financial crisis, come to impose significantly higher capital charges for securities 
and derivatives trading, as well as restrictions on the scope and magnitude of 
proprietary trading permissible to banks.

Organized securities exchanges – almost without exception born as domestic 
cooperative type entities owned and run by the institutions trading in the particu-
lar exchange – have evolved, particularly over the past decade, to become major 
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independent publicly traded corporations. Expanding trading volumes and 
increased internationalization of capital flows have further combined to push 
organized exchanges away from domestic single purpose trading venues (e.g. a 
stock exchange or a commodity futures exchange) and to multi-product trading 
venues with broad international scope.

The derivatives market can be divided into two: exchange traded derivatives and 
over-the-counter derivatives. Standardized derivatives contracts, such as options 
and futures contracts, are traded in organized exchanges, or central counterparties. 
Each party assumes the credit risk of the central counterparty (not each other’s). In 
order to ensure that all trades are honored as contracted, the central counterparty, in 
turn, imposes real time margin requirements (cash collateral) on the parties to any 
trade. Less standardized (bespoke or tailor-made) derivatives are traded over the 
counter by market-makers on these instruments. These market-makers (also called 
swap dealers) are typically investment banks and investment banking arms of 
universal banks serving institutional clients such as asset managers, commercial 
banks, insurance companies, corporations, and government entities.

As of year-end 2012, total over-the-counter (OTC) derivatives notional amount 
outstanding was US$633 trillion, of which US$490 trillion was in interest rate 
derivatives, US$67 trillion in foreign exchange derivatives, US$25 trillion in 
credit default swaps, and US$6.3 trillion in equity-linked and commodity deriva-
tives (BIS 2013).

The total gross market value of OTC derivatives outstanding – defined as the 
total cost of replacing each outstanding contract at current market prices – was 
US$24.7 trillion. Total gross OTC derivatives credit exposure, which deducts 
from gross market value the legally enforceable bilateral netting among counter-
parties, was US$3.6 trillion.

As we will discuss in Chapter 6, in recent years a wide range of regulatory 
measures have been implemented in order to mitigate the complexity and lack of 
transparency associated with OTC derivatives trading. Swap regulation under the 
Basel III Capital Requirements Directive, the European Market Infrastructure 
Regulation (EMIR), and Title VII of the Dodd-Frank Act in the United States all 
push toward centralized clearing of trades through the imposition of substantially 
higher capital and collateral requirements for OTC bilateral trades.

Regulatory consistency among different jurisdictions is being pursued by 
legislators globally in order that prudential regulation of financial institutions and 
markets can result in both sustained stability and efficiency in the global financial 
system. To the extent that they level the playing field for financial agents around 
the world, these measures will most likely reinforce a trend, not without political 
tension, toward cross-border consolidation of organized exchanges.

Organized securities exchanges – almost without exception born as cooperatives 
owned and run by the institutions trading in the particular exchange – have evolved 
to become major independent publicly traded corporations, particularly over the 
past decade. Increasing trading volumes and internationalization of capital flows 
have further combined to push organized exchanges away from being single 
purpose trading venues (e.g. cash equities or commodities futures) and primarily 
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domestic institutions, to multi-purpose trading (e.g. cash equities, and derivatives), 
services provided (e.g. trading, clearing, and custody), and geographies.

On the other hand, cross-border consolidation among organized exchanges is 
not without geo-political tensions and resistance from local financial institutions 
to the idea of migration of trading volume to foreign jurisdictions. The unsuccess-
ful attempt by the London Stock Exchange (LSE) to seize control of the Toronto 
Stock Exchange (TMX) in 2011 exemplifies this phenomenon. In the end, 
however, a group formed by some of Canada’s largest banks joined forces to 
outbid the LSE offer and take control of TMX (Jordan and Jeffs, 2011).

Looking ahead, however, competitive pressure for low-cost, real-time, reliable 
execution of centrally cleared trading of securities contracts should continue to 
push the management and boards of directors of organized exchanges around the 
world to seek control of expanded multi-purpose trading platforms and broader 
international reach.

Mergers and acquisitions advisory services

Mergers and acquisitions (M&As) are among the most important strategic deci-
sions companies make. It is little wonder that investment banks, as experts in 
business valuation and financial structuring, should seek to position themselves 
as dominant providers of M&A advice.

As providers of credit to businesses, banks must be able to assess the financial 
impact of strategic decisions and investment decisions, such as an acquisition or 
a merger. As regional and/or industry specialists, they can identify – and effec-
tively attract to the negotiating table – the ideal strategic counterpart for a dives-
titure, a merger, or an acquisition. Finally, as financial securities experts, banks 
can provide an investors’ perspective on the merits of a particular strategic course 
of action and, possibly, assist with the financing of the undertaking.

Compensation for a bank’s M&A advisory services combines a retainer fee 
(typically capped and often deductible from the success fee) and a success fee, 
payable upon completion of the transaction.

Table 2.7 shows that, in 2013, the world’s top 25 M&As were involved in 
8,932 closings for a total transaction amount of US$1.9 trillion. Also, and simi-
larly to what we observed for equity offerings, the two leading U.S. investment 
banks, Goldman Sachs and Morgan Stanley, again topped the list.

Several of the world’s leading international universal banks, particularly those 
highly ranked as book runners of equity underwritings (e.g. JPMorgan, Bank of 
America Merrill Lynch, Barclays, UBS, Deutsche Bank, Citibank, and Credit 
Suisse) were also among the top M&A advisors.

However, unlike the league table for securities underwritings, this list features 
several non-bank financial advisors (Lazard, Rothschild, Taubman, Centerview, 
Evercore, Moelis, LionTree, and PricewaterhouseCoopers).

These firms with their leading professional talent, often sourced from  
international investment banks (or the wholesale investment banking arms  
of universal banks), have clearly benefitted from the nature of their client 
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relationships – offering purely strategic advice, without credit or market risk 
undertakings – while also effectively reinforcing their absolute independence 
from any potential conflict of interest as they embrace a new advisory mandate.

It seems unlikely, however, that non-bank financial advisors could outrank 
their leading bank competitors in M&A advisory given the advantages enjoyed 
by the latter by dint of their intense coverage of potential customers globally and 
their ability to claim privileged understanding of likely market responses to 
specific corporate initiatives, as well as their to ability to arrange, when required, 
the most appropriate funding.

It should be noted that several of these non-bank financial advisory boutiques 
specialize in at least one other major area, often asset management and/or private 
equity. While demanding a somewhat similar set of skills, M&A advice and 
principal investing embody an inherent conflict of interest, not very different 
from those faced by banks in M&A advice and either securities underwriting or 

Table 2.7â•‡ Global M&A advisory

Rank Financial Advisor Ranking Value  
inc. Net Debt of 
Target ($Mil)

Mkt.  
Share

Number  
of Deals

1 Goldman Sachs & Co 617,383.70 26.0 401
2 JP Morgan 538,407.29 22.6 308
3 Morgan Stanley 519,199.55 21.8 334
4 Bank of America Merrill Lynch 516,352.04 21.7 237
5 Barclays 365,284.42 15.4 211
6 UBS 315,485.63 13.3 203
7 Deutsche Bank 245,497.52 10.3 204
8 Citi 233,578.52 9.8 229
9 Credit Suisse 210,450.78 8.8 250

10 Lazard 199,804.79 8.4 279
11 Guggenheim Securities LLC 143,644.39 6.0 16
12 Paul J Taubman 130,298.32 5.5 1
13 Rothschild 120,333.46 5.1 270
14 Centerview Partners LLC 105,216.86 4.4 35
15 Evercore Partners 88,537.56 3.7 123
16 Moelis & Co 84,271.23 3.5 110
17 BNP Paribas SA 80,569.36 3.4 123
18 RBC Capital Markets 79,683.75 3.4 146
19 Wells Fargo & Co 62,855.06 2.6 54
20 Jefferies LLC 55,108.73 2.3 117
21 HSBC Holdings PLC 53,773.31 2.3 78
22 Nomura 47,643.68 2.0 142
23 Macquarie Group 45,504.50 1.9 123
24 LionTree Advisors LLC 45,022.62 1.9 8
25 PricewaterhouseCoopers 39,975.41 1.7 451

Subtotal with Financial Advisor 1,895,605.00 79.7 8931
Subtotal without Financial Advisor 482,999.62 20.3 29149
Industry Total 2,378,604.62 100.0 38080

Source: Thomson Reuters Date: 2014-05-28 12:00:20 EDT
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Box 2.3â•‡ Global investment banking at Deutsche Bank

At year-end 2013, Deutsche Bank (Deutsche), headquartered in Frankfurt 
and Germany’s largest bank, had total assets of €2.2 trillion.

Deutsche was organized along five divisions: Corporate Banking and 
Securities (CB&S), Global Transaction Banking (GTB), Deutsche Asset & 
Wealth Management (DeAWM), Private & Business Clients (PBC), and 
the Non-Core Operations Unit (NCOU).

CB&S consisted of two business divisions, Corporate Finance and 
Markets. Corporate Finance comprised the client coverage and the special-
ized product teams dedicated to the structuring of financing solutions for and 
providing M&A advice to institutional clients globally. Markets was respon-
sible for sales and trading of fixed income, equity, equity-linked, foreign 
exchange and commodity instruments, in addition to structuring and imple-
mentation of financial risk management solutions for institutional clients.

The table below illustrates the importance for Deutsche of its global 
investment banking activities. As can be observed, CB&S accounted for 
approximately 43% of total net revenues and 47% of the profit before tax 
of the businesses the bank had committed to maintain.

Deutsche Bank, 2013 (€ million)

Division Tax % Net Revenues % Income before

CB&S 13,623 42.6 3,062
47.0
GTB 4,069 12.7 1,107
17.0
DeAVM 4,735 14.8 782
12.1
PBC 9,550 29.9 1,555
23.9
Sub-total 31,977 100.0 6,506
100.0
NCOU 867 - (3,306)
Consolidation Adj. (929) - (1,744)
Total 31,915 1,456

Source: Deutsche Bank 2013 Annual Report on Form 20-F filing with the SEC, Financial 
Report, page 26

(Source: Authors, from Deutsche Bank’s Annual Report 2013 on Form 20-F filing 
with the SEC)

proprietary trading. As a result, and similarly to how investment banks manage 
these potential conflicts, internal firewalls between M&A advisory and other 
units must be established – and known by clients to exist – such that the credibil-
ity and independence of the firm to provide the best service may be preserved.
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Summary

In this chapter we have examined how the explosive growth of securities markets, 
the intensity of the shift from paper to digital contracting, settlement, and dissem-
ination of information, and the deregulation of financial services on both sides of 
the Atlantic have combined over recent decades to push most leading commercial 
banks toward investment banking and internationalization.

We have observed that these banks, acknowledging the synergies between 
corporate commercial and investment banking have, eventually if not initially, 
chosen to combine these two product platforms under a single organizational 
structure – the wholesale bank.

We then explored in some detail the specific product offerings of both 
platforms.

In the realm of international corporate commercial banking, we examined:

â•¢• the basic elements of international trade finance and the mechanisms through 
which banks around the world cooperate with each other to mitigate informa-
tion asymmetries and facilitate international commercial transactions among 
companies of all sizes;

•	 the origin, evolution, and workings of the international syndicated loan 
market, a critical source of financing for both major private sector and 
government institutions globally;

•	 the basic elements of international project finance, a traditional funding 
structure for large single-purpose capital intensive private sector endeavors, 
which has become increasingly relevant for the multiple source financing of 
infrastructure projects;

•	 the nature and workings of global cash management and securities services, 
offered by most international banks;

â•¢• the case of Citicorp’s Global Transaction Services division, as an example of 
a highly successful approach to trade finance, cash management, and securi-
ties transaction services globally.

In the realm of international investment banking, we have examined:

â•¢• the primary role of the investment bank as agent and intermediary of financ-
ing structures designed to satisfy objectives and constraints of issuers and 
investors;

•	 the full range of investment banks’ revenue generating activities and the 
nature of the internal conflicts of interest resulting from these activities;

•	 the basic elements and stages of the securities underwriting process and the 
nature of the competition for the book runner position for fixed income and 
equity issues globally;

•	 derivatives trading and the roles of investment banks as both market makers 
for customers and traders for their own account;
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•	 the recent global trend towards consolidation of exchanges across financial 
instruments and geographies;

•	 the competitive aspects of cross-border M&A advisory services;
â•¢• the case of Deutsche Bank, as an example of a fundamental commitment  

to investment banking globally by an, originally, major domestic commer-
cial bank.



3	 International personal banking

Introduction

In Chapter 2, we examined how financial liberalization, technological change, 
and the explosive growth of securities markets combined to trigger a reinvention 
of the business of corporate banking globally. In this chapter, we explore how 
these same forces, combined with the recent tightening of legislation to prevent 
tax evasion globally, to influence the strategic choices made by financial institu-
tions in their pursuit of international personal banking activities.

Under the heading The Concept of Personal Banking, we explore first the 
common aspects and key distinctive features of providing financial services to 
high net worth individuals (or private banking) and to the public at large 
(consumer banking).

Then, under the subheadings International Private Banking and International 
Consumer Banking, we examine separately the challenges for internationalization 
in each of these segments of personal banking services. We conclude each exami-
nation with real world examples of the business strategy and achievements of two 
major international personal banking services franchises, UBS (in international 
private banking) and American Express (in international consumer finance).

The concept of personal banking

Until the early 1980s, banks tended to divide the coverage of their individual 
customer base into two major groups: the consumer bank, serving the public- 
at-large; and the private bank, offering the more personalized attention of special-
ized banking executives to high net worth individuals and families.

Regardless of income level, net worth, or any other cultural and/or geographic 
consideration, an individual’s need for financial services will always combine 
demands for payment services (such as checking accounts and debit cards), loan 
products (such as overdraft accounts, personal, auto, mortgage and home equity 
loans, credit card facilities), and investment or wealth management products (such 
as savings accounts, brokerage services, asset management, and insurance). The 
challenge for the bank is to establish and effectively manage personal banking 
offerings that most efficiently capture the profit potential from serving constituen-
cies with different characteristics and priorities.
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In response to this challenge, banks around the world have sought to refine 
their personal banking client segmentation strategies. In consumer banking, sub-
segmentation tends to be guided by the customer’s income level, as a proxy for 
his/her likely demand for credit and ability to borrow. In private banking, sub-
segmentation is primarily determined by the customer’s net worth, as a proxy for 
his/her likely demand for investment advisory and execution services.

The explosive growth of the securities markets globally from the late 1980s 
onward (see also Chapter 2) has made the ability to assist customers with over-
seas investments an absolute priority for a private bank. At the same time, large 
profit margins from consumer lending at home have led some banks to pursue 
aggressively the establishment of consumer finance franchises overseas.

Table 3.1 summarizes the fundamental distinguishing characteristics of these 
two main lines of personal banking services, private and consumer banking, 
laying the foundations for the discussion on the challenges for internationaliza-
tion in each that follows.

International private banking

The shift to yield

Until the 1980s, high net worth individuals considered international private banks as 
primarily a provider of protection for their wealth from domestic turmoil and/or 
regulatory scrutiny. The fundamental change that has occurred in the nature of 
private banking over the past three decades has been the shift in priorities by high net 
worth individuals away from discrete protection of accumulated wealth toward yield.

This shift was, in large part, a consequence of the same forces that pushed 
corporate commercial lenders to engage in investment banking, as discussed in 
Chapter 2, namely the lowering of barriers to international capital flows, rapid 
technological change, and the explosive growth of securities markets. It was, 

Table 3.1â•‡ Private banking versus consumer banking

Client  
banking  
group

Main source  
of revenue  
for bank

Segmentation 
strategy

Service  
apparatus

Internationalization 
challenge

Private Wealth 
management; 
Fees

Geography; Net 
worth (stock 
of wealth)

Private Banker 
(or Investment 
Advisor) and 
support team 
plus access to 
above

Access to wealth 
management 
products globally

Consumer Credit; Interest 
income

Geography; 
Income level 
(cash flow)

Branch network; 
Call centers; 
Automated 
services

To become a local 
bank overseas

Source: Author
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however, reinforced by the sharp tightening and enforcement of legislation 
regarding tax avoidance and/or evasion in the aftermath of the global financial 
crisis of 2008.

As of year-end 2013, the largest penalty imposed on a bank for involvement in 
tax evasion was the US$ 2.6 billion fine imposed on Credit Suisse Group AG by 
the U.S. Department of Justice, with formal admission of guilt for having helped 
Americans hide money from the Inland Revenue Service (IRS) (see Chapter 7), 
capping a trend begun in 2009 (Saltmarsh 2011).

The shift by high net worth clients away from protection of wealth to yield, 
combined with increased competition for client asset management share-of-
wallet by banks and non-bank financial institutions, has pushed private banks 
(and private banking divisions of commercial and investment banks) to broaden 
and perfect their product platforms and distribution capabilities.

Product offering

The product offering of major international private banks typically encompasses 
the combination of very personalized delivery of the bank’s set of core commer-
cial banking convenience, lending, and investment products for individuals with 
a broad range of investment services, with international reach and tailored to the 
client’s appetite for risk.

The range of products provided to private banking clients includes: payment 
convenience services; personalized credit facilities (including tax efficient financ-
ings for luxury items, such as boats, private jets); investment products (including 
third-party managed investment funds); brokerage services and investment 
advice; financial protection solutions (such as life, property, health, pension plan-
ning and directors and officers liability insurance); custody services (including 
safekeeping); trust services and inheritance planning.

Payment convenience services include benefits such as a free checking account 
and personalized monitoring of account balance and credit card dues for inter-
nally handled payment from clients’ funds with the bank, ensuring that overdraft 
and interest charges are either avoided or reversed. This free of charge conveni-
ence is provided in the expectation that this personalized gesture by the bank will 
be more than compensated for by the fees associated with the provision of wealth 
management advisory and investment services.

Private banks often invite higher net worth individual clients to special rela-
tionship building events, such as investor conferences, art shows, and sponsored 
sports tournaments. This is similar to what is done by corporate and investment 
bankers for large institutional customers in wholesale banking.

As indicated above, a private bank’s offering of investment services must 
include funds discretionarily managed by independent asset managers that cover 
the full spectrum of investment options of possible interest to its private banking 
customers.

The independent asset manager pays a fee to the private bank in order to have 
a place in the bank’s investment products platform. This fee is, typically, a 
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fraction of the full fees – entry fee plus annual management fee – charged by the 
asset manager to the bank’s private banking customer.

The process of selecting third party funds to be included and maintained in the 
private bank’s investment products platform requires careful assessment on the 
part of the private bank of the funds’ performance (risk/return indicators) and of 
their manager’s operating integrity.

The private bank must make clear to a customer that once an allocation is made 
to a third party investment fund, the responsibility for its financial performance 
resides fully with the manager of the fund. The customer, however, continues to 
look to the private bank for assistance on the monitoring of the performance of 
that allocation and for advice regarding its maintenance. As history has repeat-
edly shown, failure on the part of the private bank to conduct the necessary due 
diligence and monitor third party providers of services can cost the bank dearly 
in reimbursements to these customers, even when not legally bound to do so, as 
underlined by the €1.38 billion Santander offered to repay to private banking 
clients who lost money in the Madoff scandal (Penty and Burton 2009).

It is critical, therefore, that the private bank must not only understand their 
client’s appetite for risk, but must communicate very clearly with the client, 
documenting appropriately investment decisions made, in order to prevent situa-
tions that could be characterized as either misrepresentation or failure to convey 
material information to clients.

Client coverage

Banks organize their coverage of wealth management clients according to region 
of origin and stock of wealth, with US$1 million in net worth being defined 
generally as the minimum threshold for private banking services (Maude 2006).

Other criteria, more directly related to potential revenue to be generated – such 
as the amount of investable assets – help the financial institution to sub-segment 
its private banking clientele into additional wealth brackets (e.g. high, ultra-high 
or mega-high net worth). The number of customers allocated to each relationship 
manager (or private banker) is a function of this further internal sub-Â�segmentation, 
with more senior and investment savvy private bankers tending to be allocated to 
higher wealth bracket customers.

The internationalization of investment possibilities available to high net worth 
individuals, many of them characterized by significant short-term volatility and 
liquidity, forces private bankers to seek to be not only more knowledgeable 
about, but also much more in tune with, movements in global capital markets. 
They typically participate in early morning market meetings conducted by wealth 
management investment strategists, have the support of sell-side research reports 
produced by the bank on countries, industries, and individual issuers (often the 
same materials that are available to the bank’s investment bankers), and maintain 
direct contact with the trading desks executing their customers’ orders.

Generally, a private banker counts on the administrative support of one or 
more associates, who are also known to and can be directly accessed by the 
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customer, for the handling of many of the time-consuming routine aspects of the 
banking relationship.

The competitive environment

During most of the twentieth century, Swiss banks’ dominance of and leadership 
in private banking was based on Switzerland’s political neutrality and its banks’ 
commitment to secrecy, as well as their image of reliability and financial sound-
ness. Increasingly, however, this dominance has been challenged by major lead-
ing universal banking franchises and international investment banks.

The pursuit of fully-fledged wholesale (corporate commercial plus investment 
banking businesses) banking strategies by most leading universal banking fran-
chises (see Chapter 2) has, nevertheless, strengthened the ability of these institu-
tions to present themselves to high net worth individuals as particularly well 
positioned to provide wealth management services. As a result, Swiss dominance 
in private banking has been challenged by both major international investment 
banks and leading universal banking franchises around the world.

This trend is illustrated in Table 3.2, showing the Scorpio Partnership 
Benchmark for the top 25 private banks globally in 2013. For the purpose of this 
ranking, assets under management refer to the total value of clients’ funds 
invested either through or under the advice of the financial institution.

As can be observed, 17 of the world’s 25 largest private banks1 appear also 
among the top 25 global book runners of debt and equity issues shown in 
Table 2.3 of Chapter 2. Regarding the presence of Swiss banks among the top 
ranked private banks in the world, we should note that, in spite of the competi-
tive pressures discussed above, at year-end 2012 they remained relatively 
dominant.

Bank of America’s acquisition of Merrill Lynch in the context of the U.S. 
subprime crisis (see Chapter 4) boosted it to second in the ranking, very close to 
the bank ranked first, UBS. Nevertheless, the two largest Swiss banks, UBS and 
Credit Suisse, not only topped the table, but they showed higher rankings for 
wealth management (1st and 4th, respectively, in Table 3.2) than for book 
running of debt and equity transactions (14th and 8th, respectively, in Table 2.3). 
In addition, three other Swiss private banks (Pictet, Julius Baer, and Lombard 
Odier) ranked among the top 25 globally.

Nonetheless, competition in private banking is fierce, involving not only the 
world’s major international banks, but also most leading private sector banks 
from around the world (including Banco Itaú, from Brazil, and Nordea from 
Sweden), and non-bank providers of wealth management services, such as 
Charles Schwab and Fidelity, from the United States.

In the case of Banco Itaú (Brazil), its acquisitions of the Latin American fran-
chise of Bank Boston in 2004 (following Bank of America’s acquisition of Fleet-
Boston) and of Unibanco (then Brazil’s third largest private sector bank) in 2008, 
gave the bank a solid number one position among all private banks operating in 
Brazil, and set the stage for the brewing of more ambitious international reach.
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Organized along five major lines of business (retail commercial banking, 
consumer finance, wholesale banking, wealth management, and insurance) and 
ranking among the world’s top 10 banks in market capitalization, Banco Itaú has, 
since 2010, made no secret of its international ambitions in private banking. In its 
Annual Report on Form 20 SEC filing, it notes that its client base in Latin 
America numbered 17,951 at the end of 2010, and “…private banking activity for 
Latin American clients had assets under management equivalent to R$118,295 
million (US$70 billion equivalent), including R$92,824 million in Brazil,  
R$15,299 million in Luxembourg, and R$9,743 million in the United States.”

Nordea Bank, formed in 2001 by the merger of all banking and financial 
services operations of Nordbanken (Sweden), Merita Bank (Finland), Unibank 
(Denmark), and Christiania Bank (Norway), was ranked among Europe’s top 
10Â€banks in market capitalization at year-end 2010.

Organized around three major business lines (retail banking, wholesale banking, 
and wealth management), Nordea was elected Best Private Bank in the Nordic 
Region by the 2010 and 2011 Euromoney surveys on private banking. By  
mid 2011, with €58 billion in assets under management, Gunn Waersted (Head  
of Wealth Management) was already emphasizing in formal presentations to 

Table 3.2â•‡ Top 25 private banks worldwide by assets under management (31 Dec. 2013)

Global Ranking Institution AUM (USD billions)

1 UBS 1,966.9
2 Bank of America Merrill Lynch 1,866.6
3 Morgan Stanley 1,454.0
4 Credit Suisse 888.2
5 Royal Bank of Canada 673.2
6 BNP Paribas 395.1
7 Deutsche Bank 384.1
8 HSBC 382.0
9 JPMorgan 361.0

10 Pictet 338.1
11 Goldman Sachs 330.0
12 Julius Bär 282.5
13 Barclays 233.2
14 ABN Amro 231.7
15 Northern Trust 221.8
16 Wells Fargo 218.0
17 Lombard Odier 198.0
18 Santander 196.5
19 Bank of NY Mellon 185.0
20 Crédit Agricole 182.0
21 BMO Financial Group 171.7
22 CIC 141.8
23 Société Générale 116.3
24 Bank Safra Sarasin 115.6
25 Citi Private Bank 112.3

Source: Scorpio Partnership Global Private Banking Benchmark 2014 (Note: All results are rounded).
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investors that Nordea would increasingly engage in the pursuit of a significant 
presence in private banking and wealth management services outside its region of 
dominance (Waersted 2011: 8).

The threat to the dominance of Swiss and other traditional leading providers of 
global private banking services has been further heightened by the fact that higher 
net worth individuals have tended not only to establish more than one wealth 
management relationship for reasons not only of risk diversification or of key 
perceived competences of a particular provider, but also as a stimulus to competi-
tion (thus spurring better service at lower costs) among providers. Demand for 
quality wealth management has also led to the establishment of family offices, 
typically run by former private bankers who, as agents for and advisors to a small 
group of high net worth individuals, interact on their behalf with bank and non-
bank providers of custody services (including safekeeping); trust services and 
inheritance planning.

More rigorous enforcement of regulations requires banks to ascertain the legiti-
macy of clients’ funds maintained with them, including severe penalties for 
involvement in situations that can be ascertained as tax evasion schemes. An 
example of these penalties is the US$780 million fine imposed by the U.S. 
Department of Justice on UBS in February 2009 (“Called to Account”, The 
Economist, 2009). The penalties resulted in higher costs of compliance and lower 
potential volumes for private banks. The competitive pressures described above 
have provided major incentives for much closer cooperation between wealth 
management and wholesale banking divisions. On the expense side, banks have 
sought to explore economies of scale and synergies of support function, such as 
marketing, compliance, and sell-side market research. On the revenue side, inter-
divisional financial incentives for greater cooperation between private bankers and 
investment bankers to cross-sell respective capabilities have been put in place.

For the leading Swiss private banks in particular, these competitive pressures 
have pushed them toward placing much greater emphasis on investment perfor-
mance as well as seeking to establish stronger physical presence – often in conjunc-
tion with their investment banking platforms – in selected overseas markets, as 
illustrated by the examination of UBS strategy at the end of this section.

UBS: a global approach to private banking

Brief history

In the early 1990s, Swiss Bank Corporation (SBC) and Union Bank of 
Switzerland, both commercial banks operating out of Switzerland, had a similar 
medium-term business proposition: to become world leaders in wealth manage-
ment and investment banking, while remaining important commercial and retail 
banks in their home land (UBS AG Form 20-F, 2011: 13).

While Union Bank of Switzerland, then the largest Swiss bank, chose to pursue 
this strategy through organic growth, SBC opted for a cross-border acquisition 
path which included the purchases of O’Connor (a leading U.S. derivatives firm) 
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in 1992, Brinson Partners (a U.S.-based institutional asset manager) in 1994, and 
the U.K. investment bank SGWarburg in 1995. In 1998, Union Bank of 
Switzerland and SBC merged to form UBS AG (UBS), and in 2000, with the 
objective of establishing a strong position in brokerage and wealth management 
services in the United States, UBS acquired PaineWebber.

Organization and 2011 performance

At year-end 2011, UBS was organized into five main divisions: Wealth 
Management & Swiss Bank, Wealth Management Americas, Global Asset 
Management, Investment Bank, and Corporate Center.

Wealth Management & Swiss Bank comprised two business units: Wealth 
Management, providing private banking services to clients around the world 
except for the United States; and Retail and Corporate banking, offering commer-
cial banking services to individual and business clients in Switzerland. Wealth 
Management Americas provided private banking services to high net worth 
customers in the United States and Canada, in addition to being responsible for 
international business booked in the United States.

Global Asset Management offered UBS’s discretionary asset management 
products to institutional and personal banking globally across all asset classes, 
traditional (e.g. equities, fixed income, currency) and alternative (real estate, 
hedge fund, infrastructure fund).

The Investment Bank offered capital markets, financial advisory and risk 
management services and products to corporate and institutional clients, includ-
ing financial institutions and government and sovereign bodies.

Finally, Corporate Center provided “support and control functions for the 
Group in such areas as risk control, finance, legal and compliance, funding, capi-
tal and balance sheet management, management of non-trading risk, information 
technology, real estate, procurement, corporate development, and service cent-
ers” (UBS AG Form 20-F, 2010: 7).

Wealth management at UBS

Table 3.3 presents the breakdown of the contribution of each business unit to 
UBS’s total pre-tax operating profit in 2011. While the figures have been 
extracted from the UBS AG Form 20-F 2011 Annual Report, they have been 
regrouped in this table, combining Wealth Management with Wealth Management 
Americas as opposed to with Retail and Corporate (or Swiss Bank) as per the 
UBS Group organizational structure.

As can be observed, UBS’s wealth management (or private banking) business 
accounted for over 40 percent (30.7 percent for Wealth Management, 11.6 
percent for wealth Management Americas) of the bank’s profit before Corporate 
Core Center non-allocable expenditures and taxes in 2013.

Changing market conditions and regulatory tightening, particularly in 
regard to capital charges for credit and market risk (described in detail in 
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Chapter 6), have pushed UBS toward rebalancing its business offerings with 
an emphasis on client oriented business activities and away from securities 
trading activities. As stated in the letter to shareholders by Chairman Kaspar 
Villager and Chief Executive Officer (CEO) Sergio Ermotti that accompanied 
the bank’s results for the fourth quarter of 2011, “[UBS seeks to] center its 
strategy on its pre-eminent global wealth management businesses… As part of 
this strategy, the Investment Bank will be simpler, more focused and less 
capital-intensive… Our strategy reflects the changing market and regulatory 
environment.”

International consumer banking

Until very recently, international consumer banking, defined as the provision of 
commercial banking services to individuals located in foreign countries, had been 
the realm of a handful of leading Organisation for Economic Co-operation and 
Development (OECD) banks targeting upper income and high net worth 
individuals.

The centerpiece of retail banking was the branch, where a customer would go 
to make a deposit, request a loan, or execute a commercial transaction. Until 
relatively recently the branch was also the place where credit decisions would be 
made or, at least, influenced by the recommendation of a bank officer with 
personal knowledge of the individual applying for the loan.

Over the past 30 years, however, the rapid evolution of telecommunications 
and data transmission technology plus continued refinement of credit scoring 
mathematical modeling (Mays 2004) have allowed financial institutions to not 
only engage in remote real-time transactional interaction with customers, but also 
to make quasi-instantaneous and depersonalized centralized consumer credit 
decisions.

It should not be surprising, therefore, that many banks, encouraged by the 
attractive margins typically associated with consumer lending, confident of the 
robustness of their business models, and perceiving the possibility of faster 
growth abroad, would become increasingly motivated to pursue consumer 
finance activities beyond their home base.

Table 3.3â•‡ Breakdown of UBS’s 2013 operating profits before tax (CHF billion)

Business unit Profit before tax Share of profit (2011)

Retail and Corporate 1,512 19.2
Wealth Management 2,425 30.7
Wealth Management Americas 917 11.6
Global Asset Management 585 7.4
Investment Bank Sub-total 2,455 7,894 31.1 100.0
Core Center (incl. Legacy) (3,751) -
Total 5,350 -

Source: Authors from UBS AG Annual Report 2013 on Form 20-F.
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Going overseas in retail banking

The main obstacle for a bank considering entry into a new retail banking market 
is the existence of well-entrenched financial institutions already enjoying the 
advantages of significant distribution networks, well-known brands, and long 
histories of cultural integration with the customer base.

How, therefore, can a bank use its perceived strengths relative to the existing 
competition (product offering, risk management capabilities, pricing, distribution 
schemes, institutional image) to penetrate a foreign consumer banking market in 
order to achieve acceptable levels of sustained profitability within a reasonable time?

From the 1980s onward, entry by foreign banks into consumer banking 
markets around the world at an economically viable scale of operations has been 
facilitated by (i) the lowering in many countries – but still not all – of regulatory 
barriers, including permission to open branches and acquire domestic franchises; 
and (ii) technological change, driving the adoption by all banks of more commod-
itized and depersonalized financial services, therefore making customers gradu-
ally more alike in how they interact with the financial institution.

A bank may initiate its penetration of a particular foreign consumer banking 
market with the opening of a few branches. The consolidation of an important share 
in that market abroad typically requires at least the acquisition – with the capital and 
management commitments of such – of at least one major existing franchise, as was 
the case, for example, for Citibank in Mexico when it bought BANAMEX in 2001.

There are less ambitious focused approaches that have proven effective. Examples 
of these are niche type incursions abroad, such as India’s ICICI Bank diaspora bank-
ing initiative (DiVanna 2004: 30), targeting Indian nationals in selected countries 
(such as the United Kingdom and Canada), and the ING (Netherlands) remote bank-
ing initiative ING-Direct, discussed in greater detail below.

Cross-border individual retail banking poses substantially different institu-
tional challenges from private banking. Private banking customers perceive the 
foreign bank as a passport to the world. Therefore, only modestly sized opera-
tions in relation to the bank’s headquarters are needed. In contrast, going abroad 
in retail consumer banking requires that the bank commit capital and personnel 
to make it a truly domestic bank overseas.

As a result, only a handful of banks, including Citibank, HSBC, and Banco 
Santander, have committed to a more global retail banking strategy. Most leading 
banks from the world’s largest developed and emerging economies have chosen 
to pursue more narrowly focused geographic strategies.

A regionally focused strategy for international retail banking was the choice, 
for example, of BNP-Paribas, Unicredit, and Commerzbank toward selected 
countries in Europe; of Banco Itaú toward Latin America; and of Toronto 
Dominium toward the United States.

Let us now turn to the examination of concrete examples of these three basic 
alternative approaches to internationalization of retail personal banking activities: 
regional focus, with UniCredit Group (Italy); green field niche penetration, with 
ING Groep (Netherlands); and acquisition driven, with Banco Santander (Spain).
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Alternative approaches to internationalization in retail

Regionally focused: the case of UniCredit Group

The UniCredit Group (UniCredit) resulted from the merger between Italian banks 
Credito Italiano SpA and UniCredito SpA in 1998. In 2005, UniCredit acquired 
the HVB Group (Germany) and in 2007 it absorbed the Capitalia Group (Italy), 
becoming Italy’s largest bank.

The UniCredit-HVB merger brought about the formation of one of Europe’s 
largest banks and also one of the region’s most international consumer banking 
franchises.

Prior to acquiring the HVB Group (HVB) in 2005, UniCredit had already 
targeted Central and Eastern Europe for international expansion through acquisi-
tions and bought local banks in Poland, Slovakia, Bulgaria, Croatia, Romania, the 
Czech Republic, and Turkey. HVB, while weakened by real estate losses over the 
three years prior to the transaction, was a particularly attractive franchise for 
UniCredit given its important presence in Germany and in Austria.

At year-end 2013, UniCredit had total assets of €845.8 billion, net worth of 
€46.8 billion, and had over 147,000 employees working in 17 countries. The 
bank had 8,954 retail branches: 4,171 in Italy, 851 in Germany, 290 in Austria, 
1,003 in Poland, and 2,639 in other Central and Eastern Europe countries 
(Azerbaijan, Bosnia & Herzegovina, Bulgaria, Croatia, Czech Republic, Hungary, 
Romania, Russia, Serbia, Slovakia, Slovenia, Turkey, and Ukraine).

Revenues per region were 43 percent for Italy, 22 percent for Germany,  
8 percent for Austria, 7 percent for Poland, and 22 percent for the group of other 
Central and Eastern Europe countries mentioned above.

UniCredit’s commitment to a regionally focused international strategy was 
reflected in the excerpt below from Giuseppe Vita, Chairman of the Board, in his 
letter to shareholders accompanying the bank’s 2013 annual report: “At 
UniCredit our objective is clear: to be a rock-solid commercial bank that drives 
the economy and unlocks Europe’s growth potential…” (Unicredit Group 2013 
Annual Report: 8).

Global niche approach: the case of ING Direct

ING Groep (Internationale Nederlanden Groep) was formed in 1991 by the 
merger of Nationale-Nederlanden and NMB Postbank Group, in the immediate 
aftermath of the lifting of regulatory restrictions on mergers between insurance 
companies and banks in the Netherlands (1990). Subsequently, between 1997 and 
2000, ING acquired Barings Bank (U.K. investment bank) in 1995, Brussels 
Lambert (Benelux commercial bank) in 1998, and several U.S.-based insurance 
companies (Equitable of Iowa, ReliaStar, and Aetna Financial Services).

ING Direct, an in-house technological platform designed by ING to provide 
remote low-cost reliable commercial personal banking services to technologically 
savvy customers, was introduced initially in Canada in 1997. It expanded 
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subsequently to Spain and Australia (1999), to France and the United States 
(2000), to Italy and Germany (2001), to the United Kingdom (2003), and to 
Austria (2004).

By year-end 2010, ING Direct offered commercial banking products (including 
payment services and mortgage loans) and other specialized financial services 
(such as e-brokerage, mutual funds and pensions) through the internet, call-centers, 
and direct mail to 24 million customers in these nine countries. Client funds 
entrusted to ING Direct worldwide amounted to €238 billion and loans amounted 
to €148 billion, over 25 percent of ING’s total customer lending (€566 billion).

In 2008, in the context of the global financial crisis (see Chapter 4), ING was 
forced to make several commitments to the Dutch Government in order to obtain 
its support. Among these commitments was the promise to divest ING Direct 
USA. This condition was met in June 2011, with ING’s sale of ING Direct USA 
to Capital One (originally a U.S. independent credit card issuer, which had been 
expanding through acquisitions into commercial personal banking since 2005) 
for US$9 billion.

At the time, ING Direct USA was the largest remote banking operation in the 
United States, with 7.7 million customers and €57 billion in entrusted funds. As 
part of the deal, ING agreed to a one-year transitional use in the United States by 
Capital One of its “ING Direct” trademark. As of December 31, 2013 ING Groep 
(ING) had total assets of €1,081 billion, net worth of €46 billion and had been 
reorganized along two major business divisions, NN Group and Banking.

NN Group comprised ING’s insurance and investment management company, 
serving individuals and institutional clients in 18 countries. ING’s Banking 
Division comprised Commercial Banking and Retail Banking. Commercial 
Banking, ING’s wholesale banking arm, provided credit, payments, and invest-
ment banking services to institutional clients. Retail banking offered branch-
based and direct banking services to individuals and small businesses. By 
year-end 2013, ING reported being well advanced in the process of combining 
traditional retail commercial banking and direct banking units into an integrated 
business model to be perceived by customers as easy and fair, and at a low cost 
(ING Groep NV Annual Report 2013).

Global acquisition oriented approach: Banco Santander

Banco Santander, the largest bank in Spain and one of the world’s largest inter-
national banks, is primarily the result of a major domestic consolidation process 
during the 1990s, combined with a series of important cross-border acquisitions 
from the late 1990s onward.

Having acquired Banco Español de Credito (BANESTO) in 1994, Santander 
merged with Banco Central Hispanoamericano (BCH) in 1999, to become 
Spain’s largest bank. Banco Santander’s incursions into domestic commercial 
banking in Latin America began in the mid 1990s with the purchases of Banco 
de Venezuela (1996), Banco Rio (Argentina) (1998), and two mid-sized Brazilian 
banks, Banco Geral do Comércio and Banco Noroeste (1998).
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Following the merger with BCH in 1999, Banco Santander pursued a more 
aggressive and non-exclusively Latin America focused expansion. In Latin 
America, it acquired Banca Serfin (Mexico), BANESPA (Brazil), and Banco 
Santiago (Chile) in 2000. In 2007, through its consortium bid with the Royal 
Bank of Scotland (United Kingdom) and Fortis (Belgium) for ABN Amro Bank 
(Netherlands), Banco Santander acquired Banco Real in Brazil.

In continental Europe, Santander acquired Banco Totta (Portugal) in 2000 and 
Santander Consumer in 2003, through the consolidation of previously established 
consumer finance subsidiaries in 11 continental European countries. In 2010, 
Santander acquired Allied Irish Bank’s commercial bank in Poland as well as that 
country’s third largest bank (Bank Zachodini WBK).

In the United Kingdom, Santander took over Abbey National in 2004, and 
proceeded in 2008 to absorb two other smaller mortgage lenders weakened by the 
financial crisis in 2008, Alliance & Leicester and Bradford & Bingley, thereby 
becoming the United Kingdom’s third largest bank by deposits.

Finally, in the United States, Santander took a 19.8 percent equity stake in 
Sovereign Bancorp in 2005 and proceeded to acquire 100 percent ownership of 
this northeastern banking franchise in 2009.

At year-end 2013, Banco Santander had total assets of €1,116 billion and net 
worth of €84 billion. Net attributable profit to continuing operations was  
€4.4 billion for the year, distributed geographically as follows: 26 percent for 
Continental Europe (7 percent Spain, 6 percent Germany, 6 percent Poland, 
7Â€ percent other), 18 percent for the United Kingdom, 47 percent for Latin 
America (23 percent Brazil, 10 percent Mexico, 6 percent Chile, 5 percent 
Argentina, 3Â€ percent other), and 10 percent for the United States (Banco 
Santander 2013: 45).

Banco Santander’s strategic commitment to international retail banking had 
been explicitly renewed in the immediate aftermath of the 2008 global financial 
crisis. In his letter to shareholders in 2010, Chairman Emilio Botin noted that  
“(t)hese years of financial crisis have highlighted the fact that financial institu-
tions with business more centered on retail banking have shown greater recur-
rence and less volatility in their results” (Banco Santander 2010: 8).

Consumer finance: internationalization challenges

Basic concepts in consumer lending

Consumer loans usually are either general purpose or asset specific. General 
purpose loans are credit facilities that are not tied to any specific consumption or 
investment objective, but simply contribute to an individual’s overall cash flow 
needs. General purpose consumer loans are typically short-term (under one year) 
or revolving (with an open ended duration, but total repayment can be demanded 
by the lender at the end of every period), and tend to carry a floating rate of inter-
est (e.g. current account overdrafts and credit card facilities); but they can also be 
of a medium-term nature (installment credit loans), often backed by some type of 
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collateral, such as home equity loans, where the equity a customer has on a home 
is given as a guarantee to the bank.

Asset backed consumer loans are tied to a single pre-determined objective, 
normally an investment in the acquisition of a specific consumer durable (e.g. 
automobile financings) or a home (mortgage loans). The loan amount corre-
sponds to a well-defined proportion of the total investment being made, the asset 
being acquired becomes a collateral guarantee of repayment, and the interest rate 
charged is normally fixed for the duration of the facility.

The total cost for a bank of making a loan equals funding cost plus operating cost 
(incurred in loan origination, credit process, monitoring and collection) plus loan 
losses plus, as applicable in certain jurisdictions, occasional transaction specific taxes.

The essence of consumer lending – loan origination, loan collection, and credit 
recovery (which often demands execution of guarantees and repossession of 
collateral by the bank) – requires physical proximity to the clients being financed. 
It also requires a minimum scale, so that lending costs can be diluted over a large 
number of similar transactions (Sinkey 1998: 457–81).

With regard to funding, while large credits to corporations and governments, 
whether in the form of bank loans or fixed income securities issues, can be effi-
ciently distributed to third parties through the loan syndication and fixed income 
sales and distribution platforms of wholesale banks (see Chapter 2), small loans 
to individuals can be economically sold to third parties only if bundled to form a 
large and well-defined type of credit risk that can be efficiently securitized, more 
often than not, carrying an external credit rating (e.g. mortgages, auto loans, 
credit card receivables).

It is no wonder, therefore, that cross-border lending to individuals – many 
loans of relatively small amounts to a huge number of customers – is much more 
challenging economically from an operational standpoint than is cross-border 
lending to large institutions. As a result, international individual and small busi-
ness lending endeavors tend to take the form of acquisitions of already existing 
retail lending networks in target countries, as illustrated by Unicredit’s cross-
border regional and Santander’s multi-continental approaches.

The attractive margins of consumer financing activities (e.g. credit cards, auto 
loans, mortgage lending) by using hold-to-maturity credit exposure and by creat-
ing portfolios for securitization and distribution to third parties, have caused 
banks to acquire both commercial banking franchises and consumer finance and 
mortgage lenders at home and abroad.

Important examples of this trend were the acquisitions of Household Finance 
(United States) and Losango (Brazil) by HSBC (United Kingdom) in 2003, 
Abbey National (United Kingdom) by Banco Santander (Spain) in 2004, HVB 
(Germany) by UniCredit (Italy) in 2005, and Golden West (California) by 
Wachovia Bank (Eastern United States) in 2006. As examined in greater detail in 
Chapter 4, the 2008 financial crisis reinforced this tendency, as major banks 
around the world have, often with government assistance, absorbed the opera-
tions of other universal banks as well as of specialized institutions such as mort-
gage banks, consumer finance companies, and investment banks.
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The financial crisis of 2008 forced banks to revisit their international strategies 
and to sacrifice internationalization in order to concentrate capital and manage-
ment on initiatives that they perceived as more certain to produce stronger imme-
diate results.

Such was the case for ING Groep in its sale of ING Direct USA to Capital One 
(see above). Other recent examples have been the announcements of the sales by 
HSBC (United Kingdom) of its U.S. credit card and retail operations to Capital 
One Financial Corporation (United States) on August 10, 2011, and by Bank of 
America of its credit card business in Canada to TD Bank Group (Canada) on 
August 15, 2011. Both of these transactions represented reversals from major 
consumer finance acquisitions engaged in by HSBC and Bank of America just a 
few years before (HSBC’s 2004 acquisition of Household Finance, and Bank of 
America’s 2006 acquisition of MBNA).

Stuart Gulliver, CEO of HSBC commented on its divestment that “… this 
transaction will reduce Group risk-weighted assets by up to US$40bn, which, 
together with an estimated post-tax gain of US$2.4bn, will allow capital to be 
redeployed over time” (HSBC 2011). This emphasis on streamlining the balance 
sheet with an eye towards growth in priority segments is evident also in the words 
of Bank of America CEO, Brian Moynihan, regarding the MBNA divestiture: 
“We have been transforming the company… and building a fortress balance sheet 
behind that [and] an international consumer card business under another brand is 
not consistent with that strategy” (Bank of America 2011).

International credit cards

The credit card is a twentieth century American innovation. Its origins can be 
traced to the early-1900s, when sales personnel in U.S. department stores began 
to give cards to their wealthier clients as a means to facilitate their immediate 
recognition as charge account customers. Department stores’ credit cards became 
technologically more efficient in 1928, with the introduction of charga-plates: 
individually customized metal plates, which, when inserted in a recorder machine 
would automatically imprint the customer’s name and address and some coded 
credit information onto the sales slip. By the mid 1930s, retailers had begun to 
extend credit to non-regular customers through cooperative charge systems, such 
as the Retail Service Bureau of Seattle which, by 1936, had over 1,000 retail 
establishments signed up to honor their customers’ charges in case he/she failed 
to make the payment on the monthly itemized bill received from the Bureau 
(Mandell 1990: 457–81).

While the credit was essentially an operational enhancement of retailers’ 
already existing credit practice of charge accounts for well-known local clients, 
for the oil industry it became an important instrument to secure brand loyalty from 
customers travelling further and further away from their local gas station. In the 
early 1920s, oil companies began to issue courtesy cards to be given by service 
station managers to their most frequent and trusted customers, a practice hotel 
chains as well as airlines began to follow. Yet, neither retailers’ charga-plates nor 
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the oil industry’s courtesy cards had incorporated the revolving credit feature that 
would come to characterize, and play such a fundamental role in, the profitability 
of the credit card industry in future years.

In 1948, a select group of leading department stores in New York City (includ-
ing Bloomingdale’s, Saks, and Gimbel Brothers) decided to join forces and form 
a cooperative card operation. For the customer, the system offered the benefits of 
personal convenience (with one rather than several heavy metal plates to carry 
around) and increased prestige. For the participant retailer, it allowed for poten-
tial economies of scale in distribution and control of charge cards, and access to 
a broader customer base, in addition to the added benefit of membership in a 
credit bureau. In 1949, the first non-store issued multiple establishments was 
born, the Diners’ Club (Diners) a charge card for use in upper scale restaurants in 
New York City. Diners would not become profitable until 1954, when, in addi-
tion to the fees collected from the participating merchants, it began to also charge 
cardholders a US$5 annual membership fee (Mayer 1997: 1303).

Simultaneous with this effort to build customer loyalty, a new development 
was taking place in the U.S. retail industry: the introduction of the individual 
revolving credit facility. A milestone in this process was Gimbel Brothers’ intro-
duction in 1947 of its rotating plan in New York, establishing monthly payments 
of one sixth of the balance on the customer’s charge account plus an interest 
charge of one percent of the unpaid balance. In 1951, Franklin National Bank of 
Long Island, New York, introduced the first multi-store bank charge card.

The seeds were now planted for the birth of the true universal charge card, as 
we know it today, a most convenient means of payment accepted by merchants 
of all types in most geographies, and an automated credit instrument provided by 
the issuer to the cardholder. Early on, universal cards were either travel and enter-
tainment (T&E) cards, such as Diners’ Club, American Express, Carte Blanche, 
or bank cards, such as Bank of America’s BankAmericard, Chase Manhattan’s 
Charge Plan (CMCP, later Uni-Card), Preston State Bank of Dallas’s Presto 
Charge, and National City’s Everything card. This distinction would gradually 
disappear as competitive pressures pushed both T&E and bank cards toward 
consolidation, as evidenced by Citibank’s acquisition of Carte Blanche in 1975 
and Diners’ Club in 1980.

In 1966, Bank of America announced it would “go national” through the 
licensing of its BankAmericard operation to other banks around the country. In 
response, a group of 17 northern central and eastern U.S. banks decided to form 
the Interbank Card Association (ICA), a cooperative type interchange to permit 
reliable and efficient clearing of charge obligations between one bank’s credit 
card holder and a merchant served by another bank.

In 1969, ICA purchased the rights to the Master Charge brand from another 
bank consortium, the Western States Bank Card Association (WBCA), bringing 
both associations under the same umbrella. The original WBCA founders had been 
four Californian banks, Wells Fargo, Crocker National, First Interstate, and Bank 
of California). ICA would proceed to acquire Uni-Card from Chase Manhattan 
Bank in 1972 and to engage in aggressive internationalization throughout the 
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1970s, absorbing Eurocard2 and the Joint Credit Card Company (a credit card 
cooperative involving National Westminster Bank, Midland Bank, and Lloyds 
Bank, and issuer of Access, the second largest credit card operation in the United 
Kingdom, behind BankAmericard’s affiliate Barclaycard, both in 1974.

By year-end 1970, Bank of America – under pressure from its franchisees to 
set up a separate cooperative to set firm fee guidelines, align interests and objec-
tives, enforce individual commitments, and treat participants equally – had 
already spun-off its BankAmericard operation to form National Bank Americard, 
Inc. (NBI). Under this new arrangement, NBI was also better prepared to explore 
ways to expand internationally beyond the ongoing initial licensing of 
BankAmericard to issuer banks in foreign countries. In 1974, NBI decided to 
form Ibanco to administer BankAmericard abroad, bringing together issuer banks 
from 14 countries in Europe, the Americas, and Japan. In 1976, NBI changed the 
name of its credit card (BankAmericard) and other foreign bank cards (such as 
Barclaycard, Sumitomocard, and Carte Bleue) to Visa, a word easily recogniza-
ble and understood globally. In 1980, ICA would follow suit and change the 
name of its MasterCharge card to MasterCard.

The 30 years that followed have been characterized by both the extraordinary 
broadening of electronic means of payment – from multi-purpose bank (immediate) 
debit cards to specific purpose money loadable cards, such as metro cards – and the 
explosive growth of the credit card industry itself as a provider of consumer financing 
around the world. This process has not been without tensions along the consumption 
chain – merchants, credit card companies (or acquirers), card issuers and cardholders. 
It has also triggered intense competition among the acquirers, for the fees to be 
earned from merchants for efficient and reliable clearing and collection of charges 
incurred by cardholders in their stores, and among credit card issuers, primarily 
banks, for the service fees and interest income to be earned from consumers.

The challenge of harmonizing efficient interbank clearance and secure collec-
tion for merchants and convenient automated payment solutions and consumer 
credit to consumers, given the degree of specialization and scalable economies 
associated with each of these activities, have combined to reinforce the trend 
initiated in the late 1960s in the United States with the formation of the ICA, 
WBCA and NBI: on one side were the acquirers (including Visa and MasterCard), 
focused on merchants to whom payment of credit card receivables was guaran-
teed in full and in a timely manner, and on the other were the credit card issuers 
(retail banks, mortgage banks, consumer finance companies, and large retailers) 
focused on consumers and providing both convenient automatic electronic 
payment and consumer credit.

Competition for consumers’ share-of-wallet led banks to free themselves from 
exclusive relationships with a single acquirer. Banks around the world now issue 
debit and credit serviced by different acquirers, with both brand names, those of 
issuer and acquirer, appearing on the card. Furthermore, credit cards often now 
carry a third brand name, the so-called private label.

Private label credit cards are cards marketed to a particular retailer’s customer 
base under pre-agreed revenue sharing conditions between the credit card issuer 
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and the credit card distributor, or retailer (e.g. Citibank’s AAdvantage MasterCard, 
marketed to American Airlines frequent fliers). This technique is commonly used 
by major credit card issuers to penetrate new emerging markets, in partnership 
with well-established retail chains (Sawaya 2007).

While often international – in the sense that they can be used for purchases 
abroad, charge cards are fundamentally domestic in settlement: they are distrib-
uted by issuers (domestic or foreign) to consumers resident of a country where 
the issuer has the necessary physical presence to properly assess cardholders’ 
credit risk, collect payments due, and enforce the terms of the consumer revolv-
ing credit facility contract signed by each and every customer.

A global approach to credit cards: the case of American Express

The American Express Company (AMEX) entered the charge card business as a 
way to protect itself from the potential threat credit cards could pose to its travel-
er’s check business. Traveler’s checks, invented by Marcellus Fleming Barry, an 
AMEX employee in 1890 and patented in 1891, had become the leading payment 
solution for individuals travelling abroad: light to carry and in multiple denomi-
nations, with guaranteed acceptance by merchants signed-up by AMEX, and 
valid only upon a second signature at the time of purchase (Mandell 1990: 28).

The first AMEX charge card was launched in New York in 1958, in direct 
competition with Diners’ Club. It commanded an annual fee of US$6, US$1 
higher than Diners’ Club, thus seen from the start as a premium product. AMEX’s 
Gold Card was introduced in 1966, and the Platinum Card – with an annual fee 
of US$250 – in 1984, clearly establishing different customer segments for the 
company’s charge card product line. It was only in 1987 that American Express 
finally decided to enter the consumer finance business by introducing its first 
credit card, Optima, allowing customers to carry a balance from month to month, 
on which interest income could also be earned.

In 2013, AMEX reported annual net income of US$5.4 billion on net revenues 
of US$33 billion from four major businesses: U.S. Cards, International Cards, 
Global Commercial Services, and Global Network & Merchant Services.

As of year-end 2013, U.S. Cards competition in the United States consisted of 
financial institutions large and small that issue general-purpose debit and revolv-
ing credit cards, in addition to Discover Financial Services, similarly to AMEX, 
both an acquirer and a credit card issuer. International Cards faced competition 
from multinational banks, domestic banks, other foreign banks, and other card 
issuing institutions operating in each country.

Global Commercial Services (GCS) provides expense management services to 
organizations worldwide through Global Commercial Card and Global Business 
Travel Services, allowing AMEX to lead in the global markets of commercial 
cards and travel management for businesses.

Global Network and Merchant Services (GNMS) operated a global general-
purpose charge and credit card network for both AMEX’s proprietary cards and 
cards issued under the Global Network Services (GNS) business. GNS develops 
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and maintains relationships with U.S. and foreign banks and other institutions to 
issue cards and attract merchants into the AMEX network. Gross revenues for 
AMEX per dollar spent by the consumer tend to be lower under a GNS-issued 
versus a proprietary card. Yet, because the GNS partner bank absorbs most of the 
operating costs and credit risk, the return on equity of the GNS business can be 
significantly higher for AMEX than that of the proprietary card business. Global 
Merchant Services (GMS) signs merchants into the AMEX network globally, 
offering point-of-sale servicing, settlement, fraud prevention, and marketing 
services.

The breakdown of net revenues (revenues net of interest expense) and net 
income among AMEX’s four core business lines for 2013 is presented in Table 3.4. 
As can be observed, international operations (Global Network and Merchant 
Services, Global Commercial Services and International Cards) accounted for 
approximately half of AMEX’s total net revenues and net income in 2013.

Summary

In this chapter we have explored how financial liberalization, technological 
change, and the explosive growth of the securities markets from the 1980s 
onward, influenced by stricter legislation against tax avoidance and evasion glob-
ally and greater enforcement, combined to influence the strategic decisions finan-
cial institutions have to make in the pursuit of market leadership and profitability 
in the business of international personal banking.

We divided our analysis into two distinct blocks: the provision of personal 
banking services to high net worth individuals (private banking) and to the 
public-at-large (consumer finance).

In the realm of international private banking we have examined:

â•¢• how the shift in priorities by high net worth individuals away from protection 
of acquired wealth toward yield has affected the product offering of private 
banking platforms, with much greater emphasis being given to investment 
advice, brokerage services, and third-party investment products;

Table 3.4â•‡ AMEX net revenues and net income, 2010 (US$ billions)

Business Net revenues Net income

US Cards 16,995 3,193
International Cards 5,401 631
Global Network & Merchant 5,513 1,575
Global Commercial Services 4853 860
Corporate Center & Other 212 (900)
Total 32,974 5,359

Source: Authors, from American Express Company Form 10-K Annual Report, 2013, http://ir. 
americamexpress.com/Cache/1001184492.PDF?Y=&O=PDF&D=&FID=1001184492&T=& 
IID=102700

http://ir.americamexpress.com/Cache/1001184492.PDF?Y=&O=PDF&D=&FID=1001184492&T=& IID=102700
http://ir.americamexpress.com/Cache/1001184492.PDF?Y=&O=PDF&D=&FID=1001184492&T=& IID=102700
http://ir.americamexpress.com/Cache/1001184492.PDF?Y=&O=PDF&D=&FID=1001184492&T=& IID=102700
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•	 the resulting stronger demands on private bankers to be knowledgeable about 
the investment options of potential interest to their customers and at all times 
in tune with market movements globally;

•	 the fierce competitive environment in international private banking, involv-
ing not only the world’s major international banks, but also most leading 
private sector banks globally determined to serve their domestic high net 
worth customers overseas, but also non-bank providers of wealth manage-
ment services;

•	 a global trend for banks to seek to explore the potential synergies between 
private banking and investment banking to both reduce expenses (e.g. 
through integration and/or closer cooperation in marketing, compliance, 
sell-side research activities) and increase revenues (through interdivisional 
financial incentives for business origination); and

â•¢• the case of UBS, as illustration of the above and example of a most success-
ful approach to global private banking.

In the realm of retail banking and consumer finance, we have examined:

â•¢• the challenge of internationalization in consumer banking, in particular the 
fact that an incoming bank into a new retail market is typically faced with 
the existence of well-established institutions already enjoying the advantages 
of significant distribution networks, well-known brands, and a history of 
interaction with and service to the local customer base;

•	 Three alternative approaches to international personal retail banking 
Â�penetration:

•	 Regional focus, with the example of UniCredit Group (Italy) towards 
Central and Eastern Europe; specific niche, illustrated by the ING 
Groep’s (Netherlands) international ING-Direct initiatives, and major 
cross-border acquisitions, with the example of Banco Santander’s 
(Spain) incursions into continental Europe, Latin America, the United 
Kingdom, and the United States.

•	 the internationalization challenges of consumer lending, in particular the 
critical importance of physical proximity to borrowers to both originate loans 
and collect;

•	 the process of internationalization of credit card companies, from domestic 
convenience charga-plate providers in the 1940s, to international travel and 
entertainment credit card issuers in the 1960s and, subsequently, to globally 
branded credit card acquirers (e.g. MasterCard, Visa, AMEX), earning fees 
from businesses that accept their cards around the world while allowing 
banks to assume the credit risk – and earn the interest associated with it – of 
their domestic customers;

â•¢• the case of American Express, an example of a highly successful approach 
to the credit card business globally.
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Notes

 1.â†œæ¸• These 17 banks are: UBS, Bank of America, Morgan Stanley, Credit Suisse, Royal 
Bank of Canada, BNP Paribas, Deutsche Bank, HSBC, JPMorgan, Goldman Sachs, 
Barclays, Wells Fargo, Santander, Crédit Agricole, BMO, Société Générale, and 
Citibank.

2.â†œæ¸• Eurocard was primarily a T&E card, the result of the merger between the Rikskort card 
of Sweden and the BHR card of the United Kingdom.



4	 Bank failures and  
systemic crises

Introduction

The basic function of banking is to serve as provider of credit for a community 
or nation based on trust in its institutions. Bank failures are the most virulent 
manifestations of loss of trust and credit worthiness. The Latin derivation of bank 
is banca, the moneychanger’s bench. Bankruptcy was the breaking or “rupta” of 
the bench once the contract between lender and borrower was no longer honored.

When King Edward III of England sought financing for the Hundred Years 
War, this included financing from his Italian bankers in Florence. However, in 
1348 when he could no longer honor his obligations and repay his large loans to 
Florentine banking houses, he instigated the first international bank failures.

From 1551 to 1866, financial crises occurred approximately every ten years. 
American economist Hyman Minsky theorized that since the Renaissance, finan-
cial crises were often the effect of displacements, wars or revolutions, which 
provoked monetary instability, currency reduction through devaluation or exces-
sive appreciation followed by depreciation which could trigger sovereign debt 
crises. “The incidence of banking crises proves to be remarkably similar in the 
high- and middle-to-low-income countries. Indeed, the tally of crises is particu-
larly high for the world’s financial centers: France, the United Kingdom, and the 
United States” (Reinhart and Rogoff, 2009: 141). From a societal perspective, 
bank crises and systemic failures bring in their wake erosion of trust in the finan-
cial system, its transactions, agents, and instruments. The repercussions of bank-
ing crises can invariably lead to sharp declines in tax revenues and higher deficits. 
The dangers include bank runs which can lead to the firesale of assets, and the 
consequences of capital flight, which instigates and exacerbates loss of confi-
dence in the banking system as a whole.

Modern bank failures, systemic crises, and financial panics have occurred in all 
countries to varying degrees with major differences between domestic bank fail-
ures (such as in Canada in the 1970s and 1980s, which led to strict oversight of 
lending policies making Canada a model of prudent regulation), and large glob-
ally interconnected bank failures.

In this chapter we examine both specific individual bank failures and systemic 
crises (Barings, Crédit Lyonnais, Northern Rock, and German Landesbanken) 
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and national or regional banking crises (U.S. Savings and Loan crisis (mid 
1980s), Nordic banking crisis (1991–3), Japan’s banking crises (1995–8), the 
U.S. financial crisis and global credit crunch of 2008, and the case of Iceland, 
where a near-sovereign default was incited by a collapse of the banking sector). 
Although Ireland, an EU member state and hence no longer able to exercise an 
independent monetary policy, was implicated directly in the EU sovereign debt 
crises, at the root of its financial distress was the failure of its banks rather than 
its debt to gross domestic product (GDP) ratio.

In Chapter 5, we examine sovereign debt crises and interlinkages with sover-
eign banking crises, from Latin America in the 1980s and 1990s, through Russia 
in 1998, to the European Union in 2010 to 2013.

Causes and precedents of financial panics

Asset bubbles

The economic historian Charles Kindleberger, described the 10 major financial 
“manias, panics and crashes” (Kindleberger and Aliber 2011: 11):

â•‡ 1.	 The Dutch Tulip Bulb Bubble, 1636.
â•‡ 2.	 The South Sea Bubble, 1720.
â•‡ 3.	 The Mississippi Bubble, 1720.
â•‡ 4.	 The late 1920s stock price bubble of 1927–9.
â•‡ 5.	 The surge in bank loans to Mexico and other developing countries in the 1970s.
â•‡ 6.	 The bubble in real estate and stocks in Japan 1985–9.
â•‡ 7.	 The 1985–9 bubble in real estate and stocks in Finland, Norway and Sweden.
â•‡ 8.	 The bubble in real estate and stocks in Thailand, Malaysia, Indonesia and 

several other Asian countries 1992–7 and the surge in foreign investment in 
Mexico 1990–9.

â•‡ 9.	 The bubble in over-the-counter stocks in the United States, 1995–2000.
10.	 The bubble in real estate in the United States, Britain, Spain, Ireland, and 

Iceland between 2002 and 2007 – and the debt of the Government of Greece.
(Ibid).

Banking history proves that, ironically, bank failures and systemic financial crises 
are often more prevalent in times of economic growth, which involves greater 
capital mobility, liberalization, and deregulation without sufficient increased 
supervision (Kindleberger 1985; Bordo et al. 2001; Ferguson 2001; Reinhart and 
Rogoff 2009). According to Kindleberger, banking crises are often corollaries of 
real estate bubbles. Prior to most of these crises, inflated markets and promises of 
higher returns brought an increase in speculation, accelerating the bursting of the 
bubble with the loss of public and private assets, and land values. Economic 
historians including Rogoff, Reinhart, Bordo, and Jeanneney have attributed this 
to a direct correlation between banking crises and housing and real estate asset 
bubbles, from Japan (1992), to Sweden and Finland (1991), Argentina (2001), 
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United States (1929 and 2007), and Hungary, Iceland, Ireland, Spain, and the 
United Kingdom in 2008.

Asset bubbles include excessive lending to housing and construction sectors 
(Sweden, Japan Spain, and United States). Once the real estate bubble bursts, 
banks end up carrying a large number of non-performing loans.

Although smaller banks failed in the United States and other G-10 countries in 
the 1970s, within a decade, as technology and availability of information 
increased, financial crises began to accelerate: 1987, 1995, 1998, 2000, 2002, 
2008, and 2011. As we discussed in Chapter 2, the explosive growth in securities 
markets from the late 1980s onward narrowed lending margins for corporate 
commercial banks, leading them to engage increasingly in investment banking 
activities. The expansion of secondary markets in an environment of financial 
liberalization allowed investment banks to act increasingly, not only as financial 
intermediaries between issuers and investors in the primary markets or as brokers 
in secondary markets, but also as proprietary traders in all types of securities for 
their own account.

After 1986, U.S., U.K., European, and Japanese banks began to expand their 
foreign subsidiaries, encouraged by fiscal incentives, interstate banking deregula-
tion in the United States, and the opening of new markets in the former Soviet 
Union and Asia. By 1984, there was a shift in the type, size, and scope of trading 
transactions in the United States:

The quantum increase in trading of financial instruments of all kinds, and the 
speed at which information on which trading decisions are based is supplied 
to institutions and individuals everywhere, has emasculated governments’ 
powers to regulate their domestic money and capital markets from behind 
barricades that were established to protect them from events elsewhere. As 
a result, entire financial systems, and the regulations wrapped around them, 
that were built in the depression era of the 1930s (in the case of the United 
States) and in the postwar period (as in Japan) are swept by change.

(Fallon et al. 1984)

Rogue traders and institutional collapse

Barings Bank (United Kingdom) and Crédit Lyonnais (France) (see Chapter 1) 
were among the most powerful and prestigious global banks, yet in 1995 they 
both imploded and within five years were completely absorbed and dissolved. 
Although these banks’ initial triggers and final resolutions are at opposite ends of 
the spectrum, there are similar underlying shifts toward deregulation, expansion 
into foreign markets, competitive pressures and liberalization. Barings was 
destroyed by a new type of fraudulent activity, the rogue trader, which remained 
undetected for nearly three years.

Crédit Lyonnais, the largest state-owned bank in Europe, went into a liquidity 
crisis in 1995 when it was revealed that foreign subsidiaries had engaged in 
massive unsupervised fraudulent lending which highlighted the lack of home 
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office oversight and due diligence. Resolution required state bailouts and Crédit 
Lyonnais’ eventual dissolution and acquisition by Crédit Agricole.

Historical overview

Dutch tulip mania and real estate driven speculation

Amsterdam, part of the United Provinces by the 1620s, witnessed inflated prop-
erty prices inciting real estate speculation among the wealthy burghers. The 
Amsterdam Exchange opened opposite the East India Company in 1631. “What 
was new in Amsterdam was the volume, the fluidity of the market and the public-
ity it received, and the speculative freedom of transactions” (Braudel, 1982). The 
vibrant Amsterdam exchange institutionalized futures trading in commodities 
with the “forward buying of herring before it has been caught and wheat and 
other goods before they had been grown or received” (de la Vega 1688). Although 
historians debate the extent of the damage and the number of speculators 
involved, the 1620s tulip mania based on the valuation of rare tulip bulbs intro-
duced short selling, a futures market in tulips on the Amsterdam Exchange and 
the need for government intervention to quell market panic once the bubble burst 
in 1637.

British South Sea Bubble: futures markets and land speculation

In 1776, the English economist Adam Smith defined the stages of financial 
manias as “overtrading” followed by “negligence and profusion”, then “revulsion 
and discredit” (Smith 1776). He was specifically referring to two seminal events 
of the early eighteenth century: the Mississippi Bubble in France and the South 
Sea Bubble in England. Although these speculative asset bubbles started out as a 
means of improving state finances, they quickly morphed into panics and bank 
runs. John Blunt, a wealthy British merchant, established the South Sea Trading 
Company in 1711 to help settle England’s national debt by issuing shares in 
potential trading profits and selling the shares at reasonable valuation. However, 
as profits increased, by 1718 the South Sea Company had vastly expanded, with 
share prices increasing from a safe 100 pounds to 1000 in six months, based on 
rumors of immense dividends and future riches. Once the dividends decreased 
and the actual profits proved illusory, the bubble burst. In 1720, the House of 
Commons undertook an investigation leading to the Bubble Act of 1720 and 
“ruled that the directors of the South Sea Company, having been guilty of a 
breach of trust in lending money of the company on its own stock, should use 
their own wealth to make good investor losses” (Kindleberger and Aliber 2011: 
140). This was the first instance of proprietary trading losses, officially disclosed 
and punished. The resolution was swift and unanimous as Parliament exonerated 
the Bank of England of any complicity and granted increased oversight powers 
over local banks and merchant houses. The powerful South Sea Trading Company 
was dissolved.
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French Mississippi bubble: pyramid banking schemes

The situation in France was far more dramatic and had deeper and longer reper-
cussions. At the death of King Louis XIV in 1715, France was without a central 
bank or regulatory oversight structure and suffered from a depleted Treasury and 
an inefficient and corrupt tax system. John Law, an inveterate Scottish gambler, 
but also a brilliant economist, proposed a plan to alleviate the public debt of 3,500 
million livres tournois. Granted a charter to establish the first French state owned 
bank in 1718, Banque Royale, he began issuing stock in conjunction with the 
Louisiana Trading Company in the French-owned Mississippi lands. Law issued 
200,000 shares at 500 livres tournois apiece, taking over monopolies of minting, 
tobacco sales, and taxes. However, within a year the shares became dangerously 
overvalued and were being sold and resold, and by the summer of 1720 there 
were “550,000 claimants for 2.2 billion in notes and 125,000 shares with a nomi-
nal value of 250 million, worth five times that amount at the market’s peak. The 
claims were written down to one-twentieth of their stated value” (Kindleberger, 
1993: 99). When early investors demanded to be reimbursed in cash, rumors 
started that the bank could not redeem the shares and panic set in. At the height 
of the speculative scheme shares worth 500 livres were being sold for 20,000 
livres. The bank issued notes for 3 billion pounds, but had only 500 million in 
cash. In October 1720, the government closed the Bank, refused to honor the 
notes, and John Law, fearing for his life, escaped to Belgium.

Whereas England imposed strict oversight under the Bank of England without 
rejecting principles of capitalist ventures and financial innovation, for the next 
century France locked down all speculative activity: “French experience with 
John Law was such that there was hesitation in even pronouncing the word bank 
for 150 years thereafter” (Kindleberger 1985: 100) (see Chapter1).

Nineteenth and early twentieth century stock and 
commodity market swings and bank crashes

In the new world of transcontinental stock markets and commodities exchanges, 
nineteenth and pre-World War I bank crises were often caused by over specula-
tion: railroad stocks (1846, 1857), gold (following the U.S. Gold Rush of 1849), 
and grain prices (1866, 1873). In 1857, over 1,000 U.S. banks failed as a result 
of the sudden drop in the price of railroad stocks, followed by a drop in commodi-
ties. The collapse of the Mires Bank in Paris and the Hamburg Bank impacted the 
Paris stock exchange. In 1866, a drop in U.S. cotton prices affected textile 
markets from India to Egypt, with contagion spreading from the London Stock 
Exchange to finance companies in Austria, Prussia, and Russia.

In 1873, the failure of Philadelphia banking firm Jay Cooke and Company 
incited large losses in commodities and railroad stocks provoking a recession in 
the United States and Canada. In 1890 to 1891, Argentinian real estate prices rose 
dramatically with excess issuance of bank notes, before dropping precipitously 
and causing a collapse of the currency. British and French investments in 
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Argentinian projects collapsed in value, causing the first near failure of Barings 
Bank in 1890. The Bank was rescued through a consortium led by the Bank of 
England, Bank of France, Imperial Bank of Russia, and the Rothschild’s. In 1890, 
Barings could not be allowed to fail as it could have provoked a systemic crisis 
in the entire British banking sector (unlike the situation in 1995 when Barings 
was no longer considered to represent a global endemic risk). Over speculation 
in railroad bonds following the market crash of May 1893, provoked runs on 
banks in Chicago, Omaha, Detroit, San Diego, and Milwaukee.

By 1900, U.S. banks functioning without interstate or federal regulation used 
New York as their clearing house. New York’s large banks, heavily invested in 
the Stock Exchange, did not have sufficient liquidity to meet sudden large 
redemptions. Trust companies, which functioned as a combination of commercial 
deposit and investment banks, were the most vulnerable. In October 1907, the 
New York Stock Exchange, reacting to currency and gold price fluctuations in 
Paris and London, coupled with weakening commodity prices in the United 
States, caused panic among trust companies. The New York Knickerbocker  
Trust could not meet its obligations, with US$60 million on deposit, but only 
US$10Â€million in cash. As in 1893, resolution depended on JP Morgan assuming 
the role of lender of last resort, bringing together the heads of all major New York 
banks to arrange a loan to Knickerbocker in order to quell the panic and stop the 
flight of gold from New York.1

Stock market crash and its impact on U.S. banks

Until the 1980s, the most significant event in American financial history was the 
Crash of 1929. From October 1929 until the newly elected President Roosevelt’s 
first fireside speech on bank closures on March 4, 1933, over 10,000 banks failed. 
Unprotected depositors lost US$2 billion in savings in the absence of Federal 
deposit insurance. Unemployment rose to 23 percent in 1932, and stocks lost 
almost 80 percent of their value. The crisis instigated the creation of regulatory 
and structural firewalls imposed between the banking, securities, and insurance 
sectors under the Glass-Steagall Act of 1934, the creation of the Securities and 
Exchange Commission, the expanded oversight role of the Federal Reserve and 
the Office of the Comptroller of the Currency (OCC). These reforms remained 
intact, although in diluted form, until the final repeal of Glass-Steagall in 1999 
with the passage of the Gramm-Bliley-Leach Act.

US bank failures and systemic crises in the 1980s:  
precursor to 2008

Penn Square

Between 1982 and 1989, U.S. bank failures and the collapse of the savings and 
loan industry imposed consolidation, mergers and a transition from small- and 
medium-banking establishments toward too-big to fail banks. Penn Square, a 
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faltering community bank in Oklahoma City, launched an oil and gas department 
in 1976, based on Government-encouraged oil and gas exploration in the wake of 
the 1973 Crisis. In July 1982, Penn Square failed after years of granting loans 
based on non-existent or poor collateral, and based on the belief that “a bank did 
not have to lend its own deposits, because it could lend other banks’ deposits. 
Penn Square could earn interest lending its own funds, but could generate far 
greater earnings with very little risk by arranging loans and collecting fees as a 
middlemen” (Singer 1985: 19). Penn Square, as a regional bank, was entitled to 
deal with large money center banks, including Continental Illinois National Bank 
and Trust Company of Chicago, the eighth largest U.S. bank holding company. 
In order to guarantee its loans, “at its zenith Penn Square could legally lend up to 
three million dollars at one time”, then engage in “over lines” through other 
banks” (Singer 1985: 19–20). Continental in turn began to sell off these loans to 
larger institutions, including Chase Manhattan. Although banks’ auditors and, by 
1980, the Office of the Comptroller of the Currency issued warnings of “financial, 
operational or compliance weaknesses” (Singer 1985: 73), bankers only saw a 
growing balance sheet. Once the bank collapsed, it was revealed at hearings that 
loans were granted upon request with almost no due diligence or collateral 
required. When it was declared insolvent, Penn Square had US$37 million in 
capital and identifiable losses of US$20 million. Due to lack of disclosure and 
weak oversight, Chase Manhattan, although not held legally responsible, took 
months to unravel which loans were on its books and which had been sold to 
correspondent banks.

Resolution: Penn Square was taken over by the Federal Deposit Insurance 
Corporation (FDIC). Within a few months, over 25 banks in Texas, Tennessee, 
Kentucky, and across Oklahoma failed or were listed as problem banks. By 1984, 
“the FDIC’s list of problem banks had risen to 617, a post-Depression record” 
(Singer 1985: 153). The bank was liquidated, its president was indicted in 
Chicago, but never convicted in Oklahoma, and acquitted on all charges as not 
having intended to defraud.

US savings and loan: the first U.S. mortgage debacle

Banking historian Martin Mayer commented on the demise of the U.S. savings 
and loans (S&Ls) in the late 1980s: “the saddest story in the long history of the 
relationship of American government and American banking is the collapse of 
the savings and loan industry in the 1980s and early 1990s” (Mayer 1997: 361). 
The failure of Home State Savings Bank in 1985 set in motion a chain reaction 
of over 700 savings and loans failures. Between 1984 and 1991, 1,400 savings 
and loans and 1,300 banks failed in the United States (Bordo et al. 2001).

These S&L institutions were not banks, which took deposits, but essentially 
community pools of money in which members bought negotiable shares (Mayer 
1997). Associated with the housing reforms of the early 1930s, part of the Federal 
Home Loan Bank system, and directly associated with mortgages and the housing 
market, they had nearly gone bankrupt many times. In the 1970s, these institutions 
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were allowed to engage in property development, make commercial loans, buy 
junk bonds, and invest in non-financial business. Starting in 1982, changes in 
regulation and individual state rules for savings and loans allowed arbitrage 
between state and federally chartered mortgages (especially in California, which 
had the highest rate of new mortgages), giving institutions charged with protecting 
the savings of their clients, the right to use insured deposits for non-regulated 
ventures, including junk bonds. (The Nolan Act allowed savings and loan “opera-
tors in effect to own stock in and lend money to whatever business ventures they 
might like to attempt” (Mayer 1997).)

Resolution: By 1987, as hundreds of savings and loans began to fail, the U.S. 
Government was forced to intervene. Congress passed the Financial Institutions 
Reform, Recovery and Enforcement Act of 1989 (FIRREA), which would 
become a model for the good bank–bad bank concept applied in the Nordic and 
subsequent banking crises. The Financial Institutions Reform Recovery and 
Enforcement Act contained the following key provisions:

1.	 The creation of the Office of Thrift Supervision (OTS) within Treasury as the 
regulator of all thrifts.

2.	 Imposition of stricter minimum capital and accounting requirements for 
thrifts.

3.	 The establishment of the tax payer funded Resolution Trust Corporation to 
conduct the necessary reorganization of the Savings and Loans industry, and 
organize federal mutual savings associations.

The purpose was to resolve failed thrifts and manage deposition of assets. The 
original Act called for US$50 billion: “to close, sell or merge institutions and 
dispose of assets” and “minimize taxpayer costs and avoid serious dislocation in 
markets.”

European domestic bank failures with international repercussions

Credit-Anstalt

Post-World War I and the collapse of the Austro-Hungarian Empire, the first 
major failure was the May 1931 collapse of the lead Austrian bank, Credit- 
Anstalt, created by the Rothschild’s in 1855 to finance trans-European railroad 
ventures (see Chapter 1). The Austrian Central Bank and Credit Anstalt had been 
pillars of stability and sound investments. However, under pressure from the 
German monetary crisis and war reparation payments coupled with German 
hyperinflation in the early 1920s (see Chapter 1), the bank accumulated bad loans 
due to tremendous depreciation in real estate and land values and the takeover of 
smaller failed institutions.

In May 1931, unable to pay back a large international loan, it was revealed that 
its reserves were reduced to 165 million shillings with losses of 140 million shil-
lings. The Austrian Government was forced to guarantee bank liabilities, and 
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Rothschild’s offered a bridge loan, but the news of the bailout created panic 
across Germany and Austria. Under Austrian law, once a bank lost half its capital, 
it had to be declared insolvent and closed. The subsequent shock to the German 
and newly formed Eastern European banking sector accelerated political and 
economic turmoil. Although the Bank for International Settlements (see 
Chapter 1) was founded in 1930 to help coordinate central bank policies, it did 
not have the mandate to support intervention in the Credit Anstalt collapse.

Herstatt and Franklin National-Technical FOREX failures

Between the end of the Great Depression and the 1970s, there were few bank 
failures in Europe, as, after World War II, economies slowly recovered under 
nationalization, government run industrial and economic policies, and strict regu-
lation. In the United States there were few bank failures as banks functioned 
under the strictures of Glass-Steagall. There were two Foreign Exchange 
(FOREX) related transactional failures in 1974: Bankhaus Herstatt, in Germany, 
and Franklin National Bank in the United States. In October 1974, Herstatt failed 
after daily closure of the settlement system in Germany did not take into account 
outstanding positions in New York, defaulting on more than $600 million in 
claims. When the Bundesbank stopped clearing all accounts, Hertstatt’s counter-
parties were immediately affected due to “the asynchronous settlement of funds”, 
which gave its name to the Herstatt risk. Although this issue may be anachronistic 
in the era of instantaneous electronic transactions, the danger was severe at the 
time. The failure of Franklin National was triggered by the refusal of other banks 
to take the counterpart of Franklin’s forward FOREX contracts, or to lend it 
federal funds.

Herstatt instigated the G-10 central banks’ decision to set up the Basel 
Committee on home and host country regulations for foreign banks, leading to 
the 1983 decision to give home and host country joint responsibility for oversight 
of foreign banks (see Chapter 6 on bank supervision).

The failure of Banco Ambrosiano through misappropriation of funds and 
corruption will be examined in Chapter 7. The transactions and losses incurred as 
a result of rogue trader activity will be examined in Chapter 7 also. However, we 
will examine the case of Barings Bank in this chapter, as the actions of the trader 
Nick Leeson were the direct cause of Barings’ failure and dissolution.

How one trader destroyed a global bank

In the United Kingdom, following Big Bang in 1986 (see Chapter 1), British 
merchant and investment banks, including Barings, adopted U.S.-style liberaliza-
tion, privatization, and deregulation. In order to maintain competitiveness British 
banks entered into securities and trading, often with insufficient due diligence and 
lack of experienced staff.

In July 1992, Nick Leeson, an aggressive young trader, was sent to Singapore 
to execute trades on SIMEX on behalf of numerous accounts, including Barings 
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Security Japan, Barings Futures Singapore, and Barings Securities HK. Without 
additional management supervision he was placed in charge of back office opera-
tions. As he began to take on higher risks, losses accumulated to GB£23 million 
in 1993, and GB£208 million in 1994. Coming from the back office, Leeson (like 
Jerome Kerviel at SocGen in 2008 (see Chapter 7) created fictitious accounts to 
cover the trades. His superiors in London had little knowledge of derivatives 
traded on exchanges and continued to believe that Barings was a lead player on 
SIMEX, despite the fact that the trades were fictitious. As the losses accumulated 
in late 1994, Leeson needed the Nikkei to remain stable or to rise, but the Japanese 
economy began to veer off course. As Leeson was unable to explain his strategy 
nor its success, there had been a series of internal memos since 1993 expressing 
concern. Yet, as profits seemed to soar, management ignored these warnings, and 
by December 1994 the false account held 65,000 options worth GB£1.8 billion. 
When an earthquake struck Kobe on the morning of January 17, 1995, the Nikkei 
sank by 175 points and Leeson lost GB£105 million in one session. Leeson contin-
ued to increase his position, requesting more funding until he finally and single- 
handedly lost a total of close to GB£830 million of the bank’s money.

Investigations and reports submitted after the crisis revealed that between 1991 
and 1995, Barings strove “to merge old style banking with a freewheeling secu-
rity business” (Darnton 1995). Asian operations grew rapidly, but without addi-
tional monitoring. Furthermore, London management did not understand the 
instruments nor the methodology and was, therefore, unable and unwilling to 
exercise any oversight. In January 1995, within hours of being informed of the 
magnitude of the problem, the Bank of England decided that contagion in the City 
was unlikely as the issue was solvency not liquidity. The response occurred in a 
global crisis environment barely a year after the Spanish bailout of Banesto, 
which had to be folded into Santander, the ongoing losses at Crédit Lyonnais, and 
with the peso crisis in full force and Mexico threatening to default. Leeson, flee-
ing Singapore in February 1995, was captured, tried, and jailed.2 Barings was 
sold for the symbolic amount of GB£1 to the global Dutch bank ING, which 
absorbed its GB£660million loss.

The lessons learned were to include not allowing the same trader to have 
access to back office operations at the same time as taking trading positions. By 
2008, however, the Barings model reappeared in Société Générale, and in 2011 
in UBS, where both instances involved back office manipulation of accounts and 
the creation of false accounts.

Crédit Lyonnais: the largest state-owned bank failure and dissolution

Crédit Lyonnais was both too big to fail and too big to save. Chartered in 1863 
as the first French joint stock deposit bank (see Chapter 1), it extended credit to 
regional industry in the economic expansion of the 1860s to 1880s. The largest 
French bank in the world by 1910, it had branches in over 100 countries.

In 1992, as the largest and best capitalized French bank, rivaled in Europe only 
by Deutsche Bank, Crédit Lyonnais was considered a model of universal 
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banking. However, in constant pursuit of additional assets and territorial market 
share, it began to carry problem loans on its balance sheet, many to dubious inter-
national clients.

Between 1988 and 1993, the bank lost nearly FF10billion on a disastrous U.S. 
film studio deal, FF2 billion on the failed U.K. Canary Wharf real estate deal, 
FF500 million to Marseilles tycoon Bernard Tapie, who was subsequently 
indicted for financial fraud, and FF4 billion to poor investments in Russia. 
Economist George Kaufman, writing on state-run international banks, noted that 
“they are a superb vehicle for governments to use to pass on political favors to 
their supporters, direct credit to favored sectors and raise revenues by creating 
monopolies” (Kaufman and Kroszner 1997).

Extending credit according to French industrial policy, the bank held stakes in 
all major industrial groups. In 1981, it acquired a Rotterdam bank with a check-
ered past, renamed Crédit Lyonnais Bank Nederland, which aggressively 
provided loans totaling almost FF2.5 billion to ventures in California with little 
or no due diligence. This lending included a leveraged buyout of the U.S. film 
studio MGM. When Italian financier Paretti defaulted on these loans in 1991, 
under U.S. laws regulating foreign ownership of U.S. companies, the U.S. 
Securities and Exchange Commission (SEC) intervened and brought suit against 
Crédit Lyonnais, which in turn had to sue Paretti. Investigations revealed that 
Paris had given approval to these deals without any due diligence or oversight of 
its subsidiary. “The state failed to distinguish between the roles of regulator and 
owner”, noted The Economist (July 5, 1997).

In 1994, the French press began to investigate what was dubbed “the Banking 
Scandal of the Century” (Le Point, March 26, 1994) revealing that losses, initially 
estimated at FF500 million, had ballooned to nearer FF6.9 billion. In January 
1995, the losses had mounted to FF50 billion, forcing the State to announce a 
second bailout.

As the last fully-owned French Government bank in 1995 (SocGen had been 
privatized in 1987, BNP in 1993), the bailout had political implications which 
affected economic decisions. Between 1988 and 1993 Crédit Lyonnais doubled 
its assets, and even with the losses in 1994 it held FF350 billion in assets, remain-
ing the largest non-Japanese world bank. In 1995, Crédit Lyonnais was not insol-
vent despite the massive losses incurred, but it could not control, unravel, or 
independently take charge of its balance sheet as the Government was the lender 
of last resort. After the currency crisis of 1992, in a sluggish economy, the French 
Government justified bailing out the bank, which had 2,000 domestic branches 
and employed globally approximately 32,000 persons, noting that the “costs and 
disruption of closing Crédit Lyonnais would have been far greater than the 
restructuring plan and that no-one was in any case willing to buy the bank without 
a state guarantee of liabilities” (Kamm, 1996).

The scandal, resolution, and final privatization revealed a crony management 
culture, lacking in transparency, disclosure or accountability. The bank was 
accused of “aggressive lending and investment policy … without there being 
sufficiently strict monitoring of exposure” (EU Commission Decision, 1995). 
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There was concern that endemic risk would spread to become a crisis of confi-
dence in the system.

Following three government bailouts and lesser cash injections to the amount of 
nearly FF145 billion, Société Générale and BNP issued an official complaint that 
the government provision of aid to Crédit Lyonnais was in violation of Article 92 
and Article 93 of the Maastricht Treaty on market distortion. This was the first 
instance of the EU Commission being called upon to intervene. The 1998 agreement 
between the EU Commission, the French Government and Crédit Lyonnais 
provided for a final bailout of nearly FF100 billion (US$20 billion) and a commit-
ment to privatize the bank by the October 1999. The resolution also required the sale 
and disposal of bad loans through the creation of a separate bad bank entity, the 
Consortium de Réalisation (CDR), modeled on the 1991 Nordic SECURUM model.

However, unlike the independent Securum, CDR was established originally as 
a subsidiary of Crédit Lyonnais, despite the EU Commission specifically calling 
for the separation of CDR and the bank. CDR was dissolved within a year and in 
1998 partial privatization began.

In order to avoid German and other foreign banks and insurers gaining a major-
ity shareholding, the French government prolonged privatization until 2003 when 
it encouraged a rapid merger with Crédit Agricole. Within a decade, Crédit 
Lyonnais’ international corporate and investment brand was fully absorbed into 
Crédit Agricole and France’s oldest deposit bank disappeared.

German Landesbanken

Although the German economy continues to be the strongest in the European 
Union, the banking sector remains vulnerable, with major divergences between 
the two remaining German megabanks Deutsche Bank and Commerzbank, who 
account for approximately 35 percent of domestic market share and the frag-
mented Landesbanken sector. In 2009, 65 percent of the German banking sector 
remained within public banks, with over 400 savings banks (Sparkassen) and 
nearly 2,000 cooperative banks. Postbank (acquired by Deutsche Bank in 2010) 
had the largest number of branches. During the EU crisis, German bank bailouts 
represented only 25 percent of GDP (compared to almost 300 percent of GDP in 
Ireland).

First established as regional savings banks in 1818, Landesbanken functioned 
alongside savings and thrifts and cooperative saving banks to help finance small- 
and medium-sized enterprises up to World War II. Reconstituted in 1949, 
Landesbanken became full-service regional banks to help finance the reconstruc-
tion of infrastructure in the export driven recovery of the 1970s. By the 1980s, 
however, under deregulation, liberalization, and increased international competi-
tion, they began to consolidate in order to remain competitive: Württembergische 
Sparkasse BadenWurttemberg evolved by absorbing smaller Landesbanken in 
the period 1998 to 2005.

In 1995, following its decision on state subsidies to Crédit Lyonnais, the EU 
Commission turned its attention to other state subsidized banking sectors.  
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It decided that by 2002 Landesbanken ownership had to adhere to market princi-
ples, transforming them into joint stock corporations. Under the Brussels 
Concordance in 2005, Germany was obliged by the EU Commission on 
Competitiveness to withdraw state guarantees for banks.

No longer required to serve as credit institutions for local Mittelstand (SMEs), 
Landesbanken began to diversify and consolidate, but under pressure to compete 
and maintain profitability they jumped into structured investment vehicles (SIVs) 
and collateralized debt obligations (CDOs) without having experienced staff, and 
unfamiliar with the necessary business and risk management models. By August 
2007, the Landesbanken were among the first financial institutions to post losses. 
These losses reached almost €1.6 billion in the case of WestLB, and within three 
years it was shut down; SachsenLB and LB Rheinland-Pfalz collapsed in 2008 
and were absorbed into Landesbank BadenWürttemberg. Bayern LB owned 
jointly by Bavaria and community savings banks required a €10 billion euro 
bailout, revealing, in the process, fraudulent lending practices and the conceal-
ment of losses.

Landesbanken was forced to abandon plans to compete in international invest-
ment banking and reduced their financial holdings. The EU Commission imposed 
on the remaining nine Landesbanken (reconsolidated into four) the implementa-
tion of significant cost savings, staff reductions, the repayment of all bailout 
funds, and the elimination of all state guarantees by 2013. The savings bank 
sector under further consolidation was also sharply reduced, from over 400 banks 
to 85 banks (Engels 2010).

UK Northern Rock: precursor and warning

Northern Rock was created in 1965 through the merger of two nineteenth century 
mutual building societies, which provided mortgages and construction loans to 
their communities in Northern England. In 1994, expanding through the acquisi-
tion of building societies, it changed status to become a bank. Maintaining its 
offices in Newcastle upon Tyne, it grew into one of the top five UK mortgage 
lenders, and it listed on the FTSE 100 Index in 2000. Between 2004 and 2006, 
bank profits increased from GB£228.9 million in 2002, to GB£309.5million in 
2004, and GB£443.0 million in 2006 (Northern Rock Plc 2006). In 2007, the 
group increased its loan portfolio of securitized notes by GB£6.1bn. Its annual 
report stated that the bank had a diversified portfolio of high quality liquid assets, 
confirmed by the Independent Auditors’ Report. With 76 branches and mortgage 
centers, postal and internet operations, Northern Rock sought to become one of 
the three leading mortgage lenders in the United Kingdom.

However, the market became volatile through 2007, and in August 2007, BNP 
decided to suspend three investment funds with exposure to the U.S. subprime 
mortgage market. The Bank of England was given notice that Northern Rock was 
in difficulty and provided short-term emergency loans. When the BBC revealed that 
Northern Rock had to seek short-term emergency loans, it set off a panic and a 
subsequent public relations disaster symptomatic of all rumor generated bank runs. 
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On September 14, 2007, a photograph appeared in the global media and on the front 
page of the Financial Times showing older, middle-class pensioners queuing up to 
withdraw funds, despite statements that the bank appeared solvent. Within days the 
bank lost 32 percent of its market share, with all 76 branches across the United 
Kingdom affected.

The Bank of England announced that it would intervene, in an effort to calm 
depositors and the market. On September 17, 2007 Chancellor of the Exchequer, 
Alistair Darling announced the guarantee of all deposits. By early 2008, Northern 
Rock became the object of various bids until the Treasury recommended its 
nationalization in order to protect savers. Subsequent investigations revealed 
weak oversight, a lack of due diligence, and poor management. By August 2008, 
in an increasingly volatile global market, Northern Rock needed GB£3 billion in 
stability funding, despite restructuring efforts. Split into two groups in 2010 and 
in 2011, Virgin Money bought Northern Rock, renamed Virgin Money Plc, and 
Northern Rock’s personal loans were sold to One Savings Bank, backed by U.S. 
private equity firm JC Flowers. The UK Asset Resolution Authority, created in 
October 2010, became responsible for winding down the mortgage book and 
managing the loan book losses. Merged with Bradford and Bingley in August 
2013, the bank had to repay an additional GB£9 billion pounds to taxpayers.

Country and regional banking crises

Nordic banking crises and resolution model

Nordic banks, originally merchant and trading houses, expanded into retail and 
commercial banks from 1830 to 1870. While Swedish banks focused on domestic 
timber, fishing, and trade, Finnish banks turned from domestic to international 
markets, with trade focused on Russia.

After the fall of the Soviet Union, Finland lost its key trading partner, provok-
ing a deep recession. Skopbank collapsed in September 1991, followed by the 
nationalization of three other banks “that together accounted for 31% of system 
deposits” (Reinhart and Rogoff 2009: Table A5-7). Norway, although outside of 
the European Union and European Free Trade Area (EFTA) was not left 
unscathed. Price slumps in commodities, the shipping, petroleum, and fishing 
sectors had a significant impact. The banking sector almost collapsed and the 
State had to intervene in 22 domestic banks including Christiana.

As a member of the European Union, Denmark was directly impacted by 
German reunification. As the Danish (and Swedish krona) pegged to the common 
European currency unit (ECU) were underpinned by the Deutsche mark, banks 
suffered heavy losses, and the banking sector had to be consolidated and restruc-
tured (Caprio et al. 2003).

However, the most severe problems occurred in Sweden in the aftermath of the 
1985 deregulatory measures when “quantitative restrictions on the volume of 
bank lending were abolished” (Drees and Pazarbasioglu 1998). Where previously 
government industrial policy dictated credit allocation, commercial and savings 
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banks began to expand lending in the sectors of housing and real estate, and the 
economy saw a surge in stock market participation. The Swedish economy, with 
historically high savings rate and low inflation, began to experience reduced rates 
of savings and rising inflation following Government-imposed tax reforms in 
1990. In a volatile environment these plans backfired as the market plunged and 
asset prices collapsed. The European Union currency crises of 1992 attacked the 
krona, as the Riksbank insisted on maintaining the currency peg to the ECU until 
November 1992.

In December 1992, the Swedish Parliament passed legislation to establish the 
Bank Support Authority, an independent agency working in close coordination 
with the Riksbank, the Ministry of Finance, and the National Debt Office. Two 
major banks, Nordbanken and Gotabanken, were declared insolvent. The goal 
was to save the banks, without sparing their owners.

Banks were divided into three categories: those that could regain solvency; 
those that fell below capital adequacy ratios, but could recover; and those that 
were beyond saving. Two bank asset management corporations were set up 
(AMC), Securum and Retriva, to assume and address bad debt in the form of 
non-performing loans through the sale of assets. Although owned by the Swedish 
state, the company had to maintain full independence, with political backing from 
all parties. The portfolio covered approximately 1,000 insolvent companies. 
According to the official SECURUM AB Report, by mid 1994 “of the 790 
Swedish limited share companies in Securum’s client list register, 70 percent 
were declared bankrupt and liquidated” (Bergström et al. 2003). The others were 
restructured or sold. The final cost to taxpayers was significantly lower than 
initial expectations. The Swedish State retained a 20 percent stake in Nordbanken 
and, in order to consolidate the sector, Nordbanken acquired Gotabanken in 1993.

The International Monetary Fund (IMF) did not have to intervene as the 
Swedish Treasury assumed the task of stabilizing the banking sector and the 
economy without compromising its sovereign credit worthiness. Nordbanken, 
previously state-owned, was privatized and merged with Finnish Merita in 1997 
to form Nordea. The Swedish system was not corrupted by derivatives, with 
barely a hedge fund and little securitization. With only six banks, the Swedish 
banking system was manageable, homogeneous, and transparent.

This model was successful for a number of reasons: “(1)… political unity 
behind the resolution policy, (2) a government blanket guarantee of the financial 
obligations of the banking system, (3) swift policy action where acting early was 
more important than acting in exactly the right manner, (4) an adequate legal and 
institutional framework for the resolution procedures including open-ended 
public funding, (5) full disclosure of information by the parties involved, (6) a 
differentiated resolution policy minimizing moral hazard by forcing private 
sector participants to absorb losses before government financial intervention, and 
(7) the proper design of macroeconomic policies to simultaneously end the crisis 
in both the real economy and the financial sector” (Jonung 2009: 1).

In Finland, banks began consolidating in the 1980s, creating Union Bank of 
Finland, which in 1995 merged with Kansallis-Osaka-Pankki to become Merita. 
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Unlike other country resolutions, the Nordic banks created cross-border organic 
mergers starting in 1997 with Nordbanken-Merita to form Nordic Baltic 
Holdings. Within three years the crisis was resolved. Nordic Baltic Holdings 
merged with Denmark’s Unibank (focused on equity and investment activities) 
and Norway’s Christiana Bank to create the cross-regional NordeaAB. The 
merger combined Nordbanken-Merita’s expertise in internet banking with 
Danish investment and Norway’s trade expertise. NORDEA, the largest bank in 
Sweden, Finland, and Denmark after 2004 opened branches in the new EU 
member countries Estonia, Latvia, Lithuania, and Poland.

Although the sector suffered losses in 2008–10, Swedish banks, Swedbank and 
Nordea maintained their lead positions in the European Union until the incursion 
of Russia’s Sberbank in 2012.

Japan: the Japanese banking-industrial  
sector nexus – its strengths and weaknesses

From the 1950s through the 1990s, six major banks in Tokyo held one half of the 
nation’s bank deposits. Starting in the mid 1970s, there was a sharp increase in 
consumer credit and mortgages after the long post-World War II period of auster-
ity. After the global crash of 1987, asset prices fell sharply, and by 1992, the 
Nikkei had fallen 60 percent from its 1989 peak.

Despite internal weaknesses, Japanese banks remained the most highly capital-
ized in the world, and the largest by total assets (see Chapter 1). However, 
cultural norms under the keiretsu system of industrial bank holdings, aided by 
government policies, did not allow banks to fail and ignored internal reform, 
efficiency, and transparency. Under government dictated competition policy, if a 
bank was deemed vulnerable other banks were required to bail it out at govern-
ment controlled interest rates. In a system of cross shareholdings when a firm was 
in trouble, the lead bank was obligated to establish a rescue package. Even when 
banks held large numbers of non- or under-performing loans, Japanese industrial 
firms were reluctant to downsize, and banks were unwilling to reduce or stop 
loans, even to clearly bankrupt companies (Enright et al. 2005). In 1990, after 
decades of expansion, monetary policy tightened, and by 1991 the real estate 
bubble had burst.

Daiwa

In 1994 to 1995, Daiwa, Japan’s tenth largest bank with approximately US$85 
billion of its US$176 bn assets invested in the United States collapsed. On July 
13, 1995, Toshihide Iguchi, a bond trader in New York, admitted forging 30,000 
trading slips over a period of 11 years of dealing in government bonds for the 
bank’s New York branch, accumulating losses of US$1.1 billion. Like Nick 
Leeson at Barings, knowledgeable about back office and compliance procedures, 
he covered his losses by selling off bonds in custodial accounts and falsifying 
records. The Japanese Ministry of Finance delayed notifying U.S. authorities for 
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almost one month, underscoring the lack of cooperation and deep cultural and 
institutional incompatibilities.

In November 1995, U.S. regulators ordered Daiwa to close its U.S. operations. 
Daiwa Bank Ltd never recovered and a year later was merged into Sumitomo 
Bank. One year later, Yasuo Hamanaka, a copper trader at Sumitomo Corporation, 
a subsidiary of the Sumitomo Bank, pleaded guilty to fraud in trading losses of 
US$1.8 billion. These trading scandals exposing fundamental oversight and risk 
management failures, were followed by the first post-World War II regional bank 
failure, that of Hyago Bank.

The failure of 13 financial institutions in Japan in 1995 can be traced to two 
decades of collusive regulation, an incestuous relationship between regulators 
and institutions, structural defects, a lack of transparency, and the impact of the 
real estate bubble. Non-performing loans reached 13 percent of gross outstanding 
loans. Despite reform attempts in 1996, the impact of the 1997 Asian currency 
crisis placed further pressure on Japanese banks, which held US$495.5 billion in 
sovereign debt from Thailand, Indonesia, Malaysia, and South Korea.3

In March 1998, under the Financial Function Stabilization Act, the government 
injected ¥1.8 trillion into 21 banks. A year later, under the Prompt Recapitalization 
Act, the government injected a further ¥6.7 trillion into 15 banks. From 1999 to 
2003, the entire sector underwent consolidation and reform through a series of 
large domestic mergers: IBJ merged with Dai-Ichi, Kangyo and Fuji into Mizuho 
Financial Group; Mitsubishi UFJ Financial Group merged to become the second 
largest global bank. By 2008, Japan had three huge international mega-banks: 
Sumitomo Mitsui, Mizuho Financial Group, and Mitsubishi UFJ. Benefitting 
from sector-wide restructuring prior to the financial crisis of 2008, Japan emerged 
relatively unscathed from the global financial and debt crisis.

U.S. subprime meltdown and U.S. government response

By the end of 2000, the U.S. economy had grown for 39 straight quarters, and large 
banks appeared to be diversified, profitable, and well capitalized. However, “from 
1978 to 2007, the amount of debt held by the financial sector soared from $3 trillion 
to $36 trillion, more than doubling as a share of gross domestic product” (Financial 
Crisis Inquiry Report 2011: xvii). By 2005, the 10 largest U.S. commercial banks 
held 55 percent of the sector’s assets, more than double the level held in 1990.

By 2004, the threat of an economic slowdown resulting from the terrorist 
attacks of September 11, 2001 had been averted. Basel II, a new international 
regulatory regime incorporating the lessons from the 1997 Asian and 1998 
Russian financial crises, had been approved by the G-20 finance ministers for 
gradual implementation through 2007. By mid 2006, bank executives, credit 
rating agencies, and regulators were confident that the risk management tech-
niques employed by leading banks globally could prevent a major crisis. Yet 
between March and September 2008, Bear Stearns and Lehman Brothers, two 
venerable U.S. investment banks, collapsed. In September 2008, the U.S. 
Department of the Treasury was forced to provide outright financial backing in 
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an attempt to avert the risk of collapse of the entire U.S. financial system, in 
exchange for de facto ownership control of the two government sponsored mort-
gage lenders Fannie Mae and Freddy Mac, and AIG, the world’s largest insurance 
company. By early October of that year, the U.S. Congress approved the creation 
of the Troubled Asset Relief Program), a US$700 billion Treasury commitment 
for the recapitalization of private sector banks: what had gone wrong?

The build-up to the U.S. financial crisis

The financial crisis of 2007 to 2009 was sparked by a severe deterioration in the 
health of the U.S. mortgage market that began in late 2006, after a six-year period 
of unprecedented growth in the housing market. Extremely low interest rates 
between late 2001 and late 2004 (Federal Funds Rate below 2 percent per annum, 
and 1 percent between July 2003 and July 2004), combined with double digit 
annual increases in real estate prices (11.5 percent per annum between 2000 and 
2005) increased the risk appetite of both mortgage lenders and borrowers. Highly 
irresponsible credit granting, particularly in the form of aggressive subprime 
lending, and unchecked abuses by the financial industry of securitization tech-
niques and derivatives, with the blessing of credit rating agencies, generated a 
real estate credit bubble of gigantic proportions. At year-end 2006, investors 
around the world held US$8.6 trillion in U.S. mortgage backed securities.

At its root, the financial crisis of 2008 was not very different to earlier financial 
crises. A period of excessive optimism on the part of lenders and borrowers was 
followed by an abrupt reversal in expectations, causing severe balance sheet problems 
for banks, and the risk of systemic contagion, with potentially dramatic economic 
consequences, triggering a government-sponsored bailout. What made this crisis 
unique – and particularly dangerous – was the fact that it was nurtured over a rela-
tively long period of time (2001-2006) in the world’s largest economy, home to the 
world’s most creative financial market,  and the world’s most widely-used currency. 

Subprime mortgages had been created originally for home buyers considered 
riskier than normal. Their repayment terms were quite different from conventional 
mortgages, including steep hidden fees and adjustable interest rates, lower during an 
initial teaser period and to be reset at much higher levels after two to three years. 
Increasing appetite for risk appetite on the part of mortgage lenders and investors 
led to a progressive lowering of credit standards. Zero down payment adjustable rate 
mortgages to high risk borrowers, in many cases without proof of their incomes, 
became relatively common practice. Subprime mortgage lending expanded six-fold 
in five years, from US$100 billion in 2000 to US$600 billion in 2005.

Industry excess in the use of securitization was a fundamental cause of the real 
estate credit bubble. Co-agents in this process were mortgage securities origina-
tors, initially large private-sector mortgage lenders such as Countrywide and 
Washington Mutual, the government-sponsored enterprises, Fannie Mae and 
Freddie Mac, investment banks, and credit rating agencies.

Fannie Mae, or the Federal National Mortgage Association, was founded in 1938 
as a government-owned agency to acquire housing loans from banks and thrifts, 
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increasing the availability of home loans. In 1968, with the aim of removing Fannie 
Mae from the Government’s balance sheet, Congress approved its reorganization 
as a publicly traded corporation. Fannie Mae had been, de facto, privatized; but it 
was perceived by the market as a hybrid, a private sector company that could count 
on special government support, or a government-sponsored enterprise (GSE).

In 1970, Congress chartered a second government sponsored enterprise GSE, 
Freddie Mac (Federal Home Loan Mortgage Corporation), allowing Fannie Mae 
and Freddie Mac to acquire non-Federal Housing Administration (FHA) backed 
mortgages. It authorized the GSEs to securitize their loans portfolio, bundling 
housing loans and issuing securities to be sold in the market place, backed by the 
pool of loans assembled, the so-called mortgage backed securities (MBSs).

Fannie Mae and Freddie Mac enjoyed a virtual monopoly on securitizing fixed 
rate loans within their authorized loan limits. But in the 1980s with the help of 
Wall Street, mortgage lenders began to securitize loans that the GSEs were 
unwilling to buy, including adjustable-rate mortgages (ARMs). As loans were 
pooled into a structured finance security, they could be sold in tranches, lower 
yield – lower default risk for risk averse investors, higher yield – higher default 
risk for more aggressive investors. The complexity of these structures led invest-
ment banks to bring in the services of credit rating agencies to examine the likeli-
hood of default of securities traded in the market place.

From the mid to late 1990s to the mid 2000s, private sector mortgage lenders 
with the help of Wall Street and the participation of credit rating agencies were 
successfully packaging and selling their own mortgage backed securities in signifi-
cant amounts. They would become dominant: between 2003 and 2005, as the GSEs’ 
share of the total mortgage securities market declined from 57 percent to 37 percent.

The ratings provided by credit rating agencies were essential, not only to guide 
pricing and facilitate investment banks’ placement of securities with investors at 
large, in the United States and abroad, but also to determine the amount of capital 
banks, domestic and foreign, were required to allocate to carry positions. The 
explosive growth of mortgage-backed investment products accounted for the 
extraordinary increase in revenues by credit rating agencies structured finance 
departments between 2000 and 2007. In 2002, in the wake of the dot.com bubble, 
Federal Reserve Chairman Greenspan described mortgage markets as “a power-
ful stabilizing force”, focusing two years later on the advantages of “large extrac-
tion of cash from home equity”.

However, mortgage credit risks, rated based on the recent period of strong credit 
performance, did not incorporate the deterioration in underwriting Â�standards by 
lenders or the likelihood of future destabilization or decline in home prices.

The final layer of the subprime credit bubble was the improper use of deriva-
tives (see Chapter 2). Derivatives are financial instruments, which, like securiti-
zation, should be expected to facilitate credit flows and contribute to a more 
efficient allocation of resources throughout the economy. Unfortunately, 
misguided use of two particular types of derivatives, collateralized debt obliga-
tions (CDOs) and credit default swaps (CDSs), added additional layers of risk to 
the U.S. real estate credit bubble in formation.

http://dot.com
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Lower-rated tranches of mortgage-backed security (MBS) structures were 
harder to sell to investors, not only because they embodied a higher risk of 
default, but because they included higher capital charges for banks. A creative 
solution was the development of the mortgage backed securities collateralized 
debt obligation (MBS CDO). Investment bankers would take the lower invest-
ment grade tranches of an MBS structure and repackage them into a new security, 
the MBS CDO. Securities firms proposed – and rating agencies agreed – that 
because the MBS CDO was a pool of many, for example, BBB-rated mortgage 
backed securities of different origins, risk reduction from diversification ensued 
and a higher credit rating for the new CDO than for the underlying securities 
became possible. Approximately 80 percent of the tranches of CDOs created 
from triple-B to A rated tranches of outstanding MBSs were rated triple-A. 
Between 2003 and 2007, CDOs issued by Wall Street with lower tranches of 
MBSs as collateral amounted to US$700 billion.

Credit default swaps (CDSs) are financial contracts through which a certain 
credit risk is transferred from one party to another in exchange for a premium. It is 
a form of insurance and a derivative, in that the value of the contract varies with 
changes in the default risk of the underlying credit exposure covered by the contract.

In 1998, AIG Financial Products, a unit of American International Group 
(AIG), began selling credit default swaps on a variety of financial assets. 
Benefitting from the guarantee of its triple-A rated parent, AIG Financial 
Products was able to earn attractive premiums in exchange for underwriting third 
parties’ credit risk. Banks on both sides of the Atlantic were willing to pay a 
premium to reduce the amount of regulatory capital required against certain 
assets. As CDSs were not formally treated by insurance regulators as insurance 
contracts, reserves against potential losses on these positions were not demanded. 
AIG’s CDS business grew from US$20 billion in 2002, to over US$500 billion 
in 2007, of which over 15 percent had been written against MBS CDOs.

Early signs of trouble and FED response

As real estate prices began to decline in the second half of 2006, the first signs of 
trouble emerged. Subprime foreclosures rose from 3 percent in early 2006, to  
5 percent at year-end, an upward trend that would continue, reaching 15 percent 
in 2009.

As default rates increased, subprime lenders began to have difficulty selling on 
these loans to Wall Street and, through Wall Street, to investors at-large. Much 
of their funding came from repo agreements which required them to buy back 
from Wall Street loan portfolios that defaulted quickly.

By late 2006, a few smaller subprime lenders had already declared bankruptcy. 
On April 2, 2007, New Century, one of the country’s largest subprime lenders, 
filed for Chapter 11 bankruptcy protection. By mid 2007, the deterioration of the 
housing sector began to impact severely the hedge fund industry. About a dozen 
funds that were heavily invested in the bottom tranches of MBSs and MBS 
CDOs, including two managed by Bear Stearns, collapsed.
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The Federal Reserve interpreted that these difficulties with mortgage portfolios 
were not of a systemic nature and could be managed by the financial sector. 
Concerned with inflation risk, the Federal Reserve decided in its August 7, 2007 
meeting to maintain the Fed funds rate at 5.25 percent.

On August 9, 2007, BNP Paribas, France’s largest bank, suspended customer 
withdrawals, alleging that U.S. housing market conditions prevented proper valu-
ation of these funds’ mortgage investments. In September 2007, Northern Rock 
failed. An immediate loss of confidence permeated European financial markets, as 
evidenced by the rise from 0.4 percent to 2.4 percent in the TED spread between 
three-month LIBOR (the rate at which banks borrowed from each other) and U.S. 
Treasury rates. In the beginning of the fourth quarter, several major financial 
institutions, including Citicorp, Merrill Lynch, Lehman Brothers, and HSBC, 
reported large subprime losses. Shortly after, Countrywide Financial, the coun-
try’s largest subprime lender, was acquired by Bank of America. By year-end, the 
rate of subprime foreclosures had reached 9 percent, and US$100 billion on U.S. 
mortgage holdings had been written down by the financial industry globally.

The Federal Reserve began a process of monetary easing (bringing the Fed 
funds rate from 5.25 percent in August 2007 to 4.25 percent and then 3.5 percent 
in January 2008). In December 2007, it introduced two emergency lending 
programs, one for domestic depositary banks, the Term Auction Facility (TAF), 
and a second for foreign central banks. TAF was initially a US$20 billion pool of 
funds for short term financing, made available to domestic depositary institutions 
to bid for, with a broad range of assets, including mortgage backed securities 
serving as collateral. In addition, a major foreign exchange swap program, seek-
ing to mitigate the negative effects of a shortage of U.S. dollars to foreign bank-
ing sectors, made US$24 billion available to selected central banks.

Bear Stearns

The fifth-largest U.S. investment bank, Bear Stearns, was judged among the best 
run and best capitalized in the securities industry in 2007 (Boyd, 2007). 
Established in 1923, the firm was known as aggressive and innovative. It had three 
businesses: Capital markets, Global Clearing Services, and Wealth Management. 
Its profit center was its fixed income business, but from 2004 to 2007, it also 
became the most important underwriter of U.S. mortgage-backed securities. This 
included “a substantial presence in the subprime mortgage market, providing lines 
of credit to many subprime mortgage originators including New Century 
Financial, which collapsed in 2007” (Bergstresser, Rose and Lane 2009: 3). By 
the end of 2006, “mortgage related securities were the largest part of Bear’s 
balance sheet, representing about 31% of the securities it owned” (ibid: 2).

In order to access the market for securitization transactions, a number of big 
banks, including Bear Stearns, Morgan Stanley, Deutsche Bank, and Barclays 
acquired mortgage originators. However, as an investment bank, Bear Stearns, 
like Lehman, did not have access to the Federal Reserve discount window and 
depended entirely on the market for “its liquidity and funding” (ibid: 3).
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Triggers

According to the findings of the Financial Crisis Inquiry Report 2011, Bear 
Stearns’ collapse was caused by: “exposure to risky mortgage assets, its reliance 
on short term funding and its high leverage”. These practices were provoked and 
fostered by “weak corporate governance and risk management … (and) an execu-
tive and employee compensation system based largely on return on equity”  
(ibid: 291), which encouraged rapid high risk, high yield transactions and culture. 
Although credit rating agencies began to express concerns, these banks were still 
considered resilient and capable of meeting all their obligations. By February 
2008 the losses accelerated at an alarming pace.

Between March 10 and March 18, 2008, despite emergency measures led by 
the Federal Reserve, Bear Stearns “burned through nearly all of its $18 billion in 
cash reserves” (Ryback n.d.: 11). On March 11, the Federal Reserve announced 
a new emergency lending program, the Term Securities Lending Facility (TSLF), 
allowing non-depositary financial institutions to benefit from liquidity support 
through up to four-week swaps of mortgage related assets for government bonds. 
Nevertheless, on March 13, two weeks prior to TSLF becoming operational, Bear 
Stearns collapsed under the weight of its highly leveraged MBSs and MBS CDOs 
exposure carried by short-term funding. Over the next few weeks, negotiations 
with JPMorgan Chase and government officials led to the acquisition of Bear 
Stearns by JPMorgan Chase for US$1 billion in stock, with the Federal Reserve’s 
exposure to its distressed assets limited to US$29 billion.

These two actions by the Federal Reserve, the establishment of the TSLF 
program and its liquidity support in the acquisition of Bear Stearns by JPMorgan 
Chase, provided a short-lived respite to financial markets.

Threat of turmoil: treasury steps in

By late Spring 2008, as market conditions deteriorated, government authorities 
began to understand that the U.S. financial system was facing an unprecedented 
crisis that could not simply be resolved by the central bank, as lender of last resort 
against collateral to solvent banks, and the FDIC on a case-by-case take-over of 
individual insolvent institutions. Once the solvency of Fannie Mae and Freddy Mac 
came into question, the financial soundness of the U.S. and the global financial 
systems was at risk. On July 14, the Bush administration asked Congress for permis-
sion for Treasury to inject capital into Fannie Mae and Freddy Mac. In a separate 
announcement, the Federal Reserve indicated that it would be making short-term 
loans against acceptable collateral available to GSEs as it had done for banks.

Although privately owned, Fannie Mae and Freddie Mac were still seen by the 
market as enjoying special U.S. government support. In early summer 2008, the 
GSEs were once again acquiring and/or guaranteeing over 70 percent of all mort-
gages originated. On Sunday, September 7, the government seized control of 
Fannie Mae and Freddie Mac. This decision was triggered by fear of the conse-
quences for the U.S. housing industry if the GSEs were allowed to fail and the 
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disastrous global implications of such an event, given that many financial institu-
tions around the world, including central banks, held trillions of dollars in expo-
sure to these GSEs. A Treasury backed emergency credit line in the amount of 
US$100 billion was made available to each of the two companies in exchange for 
convertible preferred stock, earning accrued interest and giving the government 
de facto control of destiny and ownership of the GSEs.

Lehman, failure, market turmoil and the  
U.S. government response

On Monday, September 15, markets around the world were faced with two major 
announcements: Lehman Brothers, one of the most important U.S. investment 
banks with over US$600 billion in financial liabilities and a high degree of inter-
connectedness to major depositary financial institutions domestically and interna-
tionally, had filed for bankruptcy; and another major Wall Street bank, Merrill 
Lynch, had been acquired by Bank of America.

Seeking to mitigate the negative consequences of a global credit crunch result-
ing from a likely collapse of the interbank market, the Federal Reserve announced 
two measures: a substantial expansion of the scope collateral financial institutions 
operating in the U.S. – depositary or non-depositary, domestic or foreign – could 
pledge in exchange for short-term funding; and the formation of a US$70 billion 
pool (through commitments of US$7 billion tranches by ten of the world’s largest 
financial firms) to be made available to any of these companies in the aftermath 
of Lehman’s failure.

Within a week of the Lehman Brothers’ filing for bankruptcy, Goldman Sachs 
and Morgan Stanley, the last two large surviving independent Wall Street securi-
ties houses, decided to convert to bank holding companies, coming under closer 
scrutiny, but also under the umbrella liquidity protection of the Federal Reserve 
as lender of last resort to banks against acceptable collateral.

On Tuesday, September 16, government authorities announced that AIG, crip-
pled by margin calls from counterparts on its huge MBS CDS exposure, had been 
taken into conservatorship. Similarly to Fannie Mae and Freddie Mac, an emer-
gency US$85 billion credit line was made available to the company in exchange 
for convertible preferred accruing interest and giving the U.S. government a de 
facto 80 percent equity interest in the company. The rationale for the government 
bail-out of this private sector insurer was the risk of collapse for the entire financial 
system, given the high levels of exposure of many major international financial 
firms to AIG through AIG Financial Products’ CDSs, mortgage-related or not.

On September 16, Reserve Primary Fund, a private money market fund, 
announced that its shares had broken the buck, meaning that their value had fallen 
below US$1 as a result of the fund’s exposure to Lehman Brothers’ commercial 
paper. This sent a wave of uncertainty throughout the money market industry, 
causing withdrawals in excess of US$100 billion in less than 48 hours. Treasury, 
again, was forced to respond, by putting in place the Exchange Stabilization 
Fund, a US$50 billion insurance program allowing participating funds to pay a 
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modest asset-based premium in exchange for a government backstop guarantee-
ing investors full redemption at least US$1/share of any balance outstanding on 
September 19. In addition to this Treasury initiative, the Federal Reserve made 
available a new credit facility for banks to purchase commercial paper from 
money market funds, enhancing the liquidity of these funds.

On September 25, Washington Mutual (WaMu), the country’s largest saving 
and loan, and seventh-largest commercial banking franchise, was seized by regu-
lators and promptly acquired by JPMorgan Chase for US$2 billion in stock.

Within days of WaMu’s absorption by JPMorgan Chase, Wachovia Bank, the 
country’s fourth-largest commercial banking franchise was also close to collapse. 
The cause for its impending insolvency was the deterioration in the mortgage 
portfolio of Golden West, another major private label mortgage lender that it 
acquired for US$80 billion in stock in 2006. An initial government supported 
deal with Citibank for US$2 billion was supplanted by a no strings attached US$ 
15 billion acquisition of Wachovia by Wells Fargo Bank.

On September 29, the U.S. House of Representatives turned down a proposal 
by Treasury Secretary Henry Paulson and Federal Reserve Chairman Bernanke – 
an initial version of the Troubled Assets Relief Program (TARP) – to empower the 
U.S. Treasury to acquire up to US$700 billion in illiquid mortgage backed securi-
ties from financial firms. A massive securities sell-off ensued, causing the S&P to 
fall 9 percent, its largest drop in over 20 years. A second version of TARP, divid-
ing it in two US$350 billion tranches with disbursements under Congressional 
supervision, was approved on October 3, giving Treasury the ammunition to push 
for recapitalization of the entire banking system. The new legislation also raised 
the FDIC protection to individual depositors from US$100,000 to US$250,000.

On October 3, the recently converted bank holding companies Morgan Stanley 
and Goldman Sachs obtained voluntary private sector capital infusions, Morgan 
Stanley from Mitsubishi UFJ (US$9 billion), Goldman Sachs from Berkshire 
Hathaway (US$5 billion), both in the form of convertible preferred stock. Yet, 
TARP funds remained unused, as financial institutions resisted selling their trou-
bled assets at the high level of discount necessary. On October 14, the Treasury 
announced that it would use US$250 billion in TARP funds to inject capital into 
private sector financial institutions, with US$125 billion to go immediately into 
the nine largest banks and US$125 billion to be allocated to other financial firms 
throughout the country.

In late November 2008, the government agreed to buy another US$20 billion 
of Citicorp’s convertible preferred stock and to guarantee US$250 billion of the 
bank’s riskier assets. Conversion of the bank’s preferred stock (including the US$ 
25 billion from the first round of TARP) gave the government a one-third owner-
ship stake in the company. The first round of divestment would take place in 
September 2010, when the U.S. Treasury was able to sell to the market approxi-
mately one-sixth of its holding, corresponding to a 5 percent equity stake in 
Citicorp, for US$5.9 billion through a secondary offering led by Morgan Stanley.

In early 2009, Bank of America faltered under the weight of its mortgage 
backed securities exposure, which included portfolios absorbed as a result of the 
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acquisitions of Countrywide and Merrill Lynch. The government agreed to buy 
another US$20 billion in Bank of America’s preferred stock and to guarantee 
US$100 billion of risky assets. Bank of America was able to retire its TARP 
obligations without having to accept dilution of common equity ownership.

The Dodd-Frank Act, approved by Congress in July 2010, lowered the US$ 
700 billion ceiling for TARP to US$475 billion. Approximately US$250 billion 
had been allocated to banks, US$70 billion to AIG, US$60 billion to the automak-
ers Chrysler and GM, and US$30 billion to non-bank financial institutions. Some 
US$65 billion remained available for possible disbursement in federal programs 
designed to stimulate mortgage loan modifications, small business financing and 
consumer lending.

Considering the dramatic consequences that followed the failure of Lehman on 
September 15, 2008, questions continue to be asked as to whether the bank 
should have been rescued by the government in the way that AIG and Bear 
Stearns were.

While this debate may never be settled, three important factors should be 
mentioned (Swagel 2013):

1.	 The Federal Reserve did not believe Lehman possessed the necessary legal 
authority to back the financial assistance needed to prevent a subsequent 
bankruptcy filing; and unlike the Bear Stearns’ rescue where liquidity was 
provided to support a transaction in which the investment bank had been 
taken over by a bank holding company, this never materialized for Lehman.

2.	 The Treasury did not technically have access to TARP funds to either attempt 
to rescue Lehman directly or guarantee its operations for the private foreign 
acquirer still considering a transaction (Barclays Bank, United Kingdom).

3.	 The Federal Reserve and Treasury saw the Lehman situation not as a lack of 
liquidity, but of clear insolvency, and distinct from liquidity support for the 
JPMorgan acquisition of Bear Stearns or the AIG rescue (an ownership take-
over by the government, backed by sound operating assets of one of the 
world’s largest insurers).

The TARP amount of US$475 billion does not include capital infusions by 
Treasury in the GSEs, Fannie Mae and Freddy Mac (approximately US$250 
billion). Also, it does not take into account transaction specific credit facilities put 
together by the Federal Reserve for liquidity support of JPMorgan Chase, upon 
its acquisition of Bear Stearns in March 2008, and to AIG Financial Products. 
These facilities totaled approximately US$70 billion.

In financial terms, the U.S. subprime meltdown crisis required the Treasury to put 
over US$700 billion in capital at risk (some 5 percent of GDP) to save the financial 
system. It forced the Federal Reserve, as short-term lender of last resort (against 
collateral), to substantially expand its credit exposure to the financial sector, more 
than doubling its balance sheet between mid 2007 and mid 2009, from US$903 
billion on August 8, 2007 to US$2,041 billion on July 29, 2009. It provoked a severe 
economic recession, with serious fiscal and monetary implications.
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As of 2013, government funds allocated to rescue the financial system have 
been fully recovered. The 2009 American Recovery and Investment Act (US$787 
billion in tax cuts and new government spending), as well as the continued 
extraordinary monetary easing by the Federal Reserve through 2013, helped miti-
gate the longest period of high rates of unemployment in the U.S. economy since 
the Great Depression.

In line with the Basel III accord, which sets the minimum standards for bank 
regulation for national jurisdictions (see Chapter 6), much tighter minimum 
capital, minimum liquidity, maximum leverage, and significantly more demand-
ing guidelines for the reporting of risk exposures and internal governance proce-
dures have been imposed on banks globally (particularly those identified as 
systemically important financial institutions (SIFIs). In addition, similarly to 
provisions established under Title II of the Dodd-Frank Act in the United States, 
legislation empowering bank regulators to preemptively intervene in troubled 
financial institutions to ensure orderly liquidation at no cost to taxpayers are in 
the process of being implemented by national jurisdictions around the world (see 
Chapter 6).

Private sector implications

The subprime meltdown crisis had important consequences for the structure of 
the U.S. banking industry. According to the FDIC, as of year-end 2011 there were 
6,290 commercial banks and 1,044 savings institutions in operation in the U.S., 
down from 8,315 commercial banks and 1,589 savings institutions in 2000. The 
number of failed institutions – an average of five per annum between 2000 and 
2004, zero in 2005 and 2006, and three in 2007 – reached 25 in 2008, 140 in 
2009, 157 in 2010, and 92 in 2011. Also, at year-end 2011, 772 banks remained 
as problem financial institutions, compared to 94 in 2000.4

The crisis not only decimated the largest mortgage lenders but also fundamen-
tally altered the structure of the U.S. investment banking sector: Bear Stearns and 
Merrill Lynch were acquired by JPMorgan Chase and Bank of America; Lehman 
Brothers, was placed in liquidation, subsequently having its Western and Asian 
corporate finance divisions purchased by Barclays (United Kingdom) and 
Nomura Securities (Japan); and Goldman Sachs and Morgan Stanley remain as 
primarily investment banking franchises, but voluntarily converted into bank 
holding companies.

Iceland and Ireland: at the intersection  
of banking and sovereign debt financial crises

Iceland

Iceland, a tiny island nation of almost 326,000 inhabitants with a parliamentary 
system and strong environmental policies joined the European Free Trade Area 
(EFTA) in 1994, but remained outside of the European Union and Eurozone.  
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The economy, dependent on geothermal energy sources and fishing, was largely 
state-owned, with electricity, telecommunications, and the banking sectors all 
under state control. As with its wealthier Nordic neighbors, competitiveness, 
deregulation, and liberalization in the 1980s and 1990s, encouraged rapid privati-
zation and entry into global markets. Iceland’s largest bank, Landsbanki, assumed 
the functions of the central bank: “In 1986, the Act on Commercial Banks and 
Savings Banks granted banks the right to set deposit and lending rates. The finan-
cial markets began to deepen with the share of loans rising relative to GDP” as 
money market and FOREX transactions increased (Porter and Ketels, 2009). In 
1987, with the decline in the profitability of the fishing sector, Iceland (like Ireland 
later) provided tax incentives to encourage foreign investment, and “[c]apital 
flows were fully liberalized starting with long term flows in 1994 and then short 
term flows in 1995” (ibid). In this deregulated environment, the three main banks 
dramatically increased their balance sheets, but the economy overheated with 
currency volatility and double digit inflation. By 2004, “private sector banks 
started to compete aggressively with the state-owned Housing Finance Fund by 
introducing lower mortgage rates” (ibid, p.5). In 2006, the currency came under 
pressure as current account deficit and foreign debt accounted for about  
120 percent of gross domestic product (GDP). By 2007, the financial sector had 
become the largest sector of the economy. The three large banking groups, Glitnir –  
created from a consolidation of small, previously state-run banks, Kaupthing 
Bank, the largest group specialized in SMEs, and formerly state-owned Landsbanki, 
made acquisitions in the United Kingdom and the Netherlands. In 2007, “the bank-
ing sector had significantly increased its level of foreign debt from 6% in 1995 to 
138% of GDP in 2004” (Porter and Ketels, 2009: 8). Total assets of the three 
banks rose to more than $168bn. Although the economy appeared to be booming, 
inward FDI remained low and domestic savings rates were falling.

In September 2008, foreign investment suddenly dried up and investors 
demanded withdrawal of krona denominated funds and securities from the over-
heated Icelandic Stock Exchange and banks. The currency depreciated, and 
within a few weeks Icelandic banks defaulted. At the time of the default, the gross 
external liabilities of the banking giants extended to 900 percent of Iceland’s 
GDP (Spruk 2010).

In October 2008, the three banks were declared insolvent and nationalized, 
their boards and senior management fired and replaced. The leadership of 
Kaupthing and the Chief Executive Officer (CEO) of Glitnir were indicted on 
criminal charges of stock manipulation, misuse of bank funds, and corruption. 
After three years of litigation seeking to protect taxpayers from foreign liabilities 
incurred by UK and Dutch depositors, Glitnir repaid its creditors in full, including 
500 British councils and charities. In March 2013, Iceland repaid its IMF loan of 
US$443 million. Under new management, the banks returned to profitability, 
focusing on domestic lending and investment in geothermal energy, green tech-
nology, and local industries. Outside of the EU and Eurozone, Iceland was able 
to set out its own regulatory decisions, devalue its currency, and meet the IMF 
criteria.
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Ireland

The Irish economic crisis of 2008–2013 was triggered by a banking crisis, specifi-
cally the collapse of the country’s largest bank, Anglo Irish, resulting from a 
confluence of asset bubbles, internal governance failures, and poor regulatory 
oversight. The crisis in Ireland required the resolution of both the domestic bank-
ing crisis and the sovereign debt crisis, with bailouts provided under the aegis of 
the troika of the European Union, IMF and European Central Bank. According to 
the Commission of Investigation Report, April 2011, the banking crisis was not 
instigated by complex products, such as subprime mortgage instruments or deriva-
tives, but by a “plain vanilla property bubble compounded by exceptional concen-
tration of lending for purposes related to property and notably commercial 
property” (Regling and Watson, 2010). Since the 1970s, six banks had dominated 
the Irish banking sector, focused on local lending and property loans: Bank of 
Ireland, Allied Irish Bank, Anglo Irish Bank, Irish Nationwide Building Society, 
Irish Life and Permanent, and Educational Building Society. Ireland, historically 
afflicted by famine, dispossession, poverty, and civil strife, placed heavy emphasis 
on land ownership which accounted for the largest percentage of loans. An impov-
erished rural economy, Ireland joined the European Community (EC) in 1973 to 
benefit from agricultural subsidies and to break its economic dependency on the 
United Kingdom. The Irish economy benefitted from a young, skilled, English 
speaking labor force, and high levels of foreign direct investment flowed in, espe-
cially from the United States. An attractive tax regime with low rates of corporate 
tax added to the attractiveness of Ireland as an investment location. By 1989, 
Ireland had become a global back office service provider for New York banks and 
financial institutions. Between 1994 and 2008, dubbed the Celtic Tiger, Ireland 
saw massive foreign capital inflows as high tech, pharmaceutical firms, and banks 
established operations there. The economy grew by 6 percent annually between 
1997 and 2007. Meeting all the membership criteria, Ireland joined the Eurozone 
on its launch in 1999. Irish banks looked for wholesale short-term borrowing in 
the Eurozone, while increasing lending to the construction sector. In 1999, the 
Financial Services Authority was established to oversee general stability, but with-
out primary responsibility for evaluating problems. An initiative to introduce a 
corporate governance code for credit institutions and insurance by the Central 
Bank in 2005 was diluted in 2007, as banks became largely self-regulating.

In this highly competitive environment, Anglo Irish aggressively pursued loans 
in domestic and EU markets as profits soared, and the construction sector 
accounted for 20 percent of GNP by 2006. Bank of Ireland and Allied Irish, want-
ing to emulate Anglo’s success, increased their loan books.

Anglo Irish: instigator and culprit

Established in Dublin in 1964, when the three main banking groups (Bank of 
Ireland, Allied Irish, and Ulster Bank) were separated by geographic and political 
allegiances, Anglo Irish specialized in bridging loans on mortgages until 1982.
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Sean Fitzpatrick,5 CEO since 1979, focused on mid-size business mortgages. 
However, by the late 1980s he began to push for more aggressive expansion, 
merging with City of Dublin Bank, and acquiring Irish Bank of Commerce in 
1988, as he sought to expand the U.K. loan book. Within a decade, Anglo Irish 
had a presence in Austria with acquisition of Royal Trust Bank and Crédit 
Lyonnais Austria in 1998. He set up a private banking division, allowing the bank 
to take on equity stakes in property development projects. There began to be 
greater collusion between government regulators, banking officials, and Anglo 
Irish clients. A weak board of directors was overwhelmed by Sean Fitzpatrick’s 
directives calling for less regulation in 2003. By 2005, the credit committee was 
often bypassed in loan-making decisions, and loans were granted without due 
diligence or assessment of the collateral. When property prices peaked in 2006, 
demand fell. With the start of the global credit crunch in mid 2007, lending to 
households and non-financial companies reached 200 percent of GDP. In March 
2008, in the wake of the collapse of Bear Stearns, a Merrill Lynch report in 
London mentioned Anglo’s high risk portfolio. After the collapse of Lehman and 
the fear of contagion throughout the EU banking sector, the Irish coalition 
Government along with all other Eurozone countries gave blanket guarantee to 
all depositors and bond holders of the six main domestic banks including Anglo 
Irish. Anglo Irish officially declared a shortfall of €7 billion. At the trial of Sean 
Fitzpatrick, it was revealed that the number had been plucked from thin air, and 
the total of non-performing loans and bets on property was closer to €30 billion. 
Subsequent criminal investigations revealed that, in 2007, one of Anglo Irish’s 
largest shareholders, Sean Quinn, owned a stake in the bank through derivative 
transactions. Once his stake began to fall in mid 2007, in order to avoid liquidat-
ing his position all at once, the bank lent him funds to meet his margin calls until 
the entire scheme collapsed in 2009. Sean Fitzpatrick and board members 
amassed massive loans from the bank to the amount of €155 million, which were 
hidden from the official audit and regulators. Once all accumulated losses were 
revealed, the amount rose to €62 billion (Ahearne 2011), half of this derived 
from Anglo Irish Bank. The bank was nationalized in December 2008. Despite 
€4 billion in fresh capital in December 2009, Anglo’s share price fell 98 percent 
when it was delisted and nationalized.

The resolution of Anglo Irish involved moving the majority of non-performing 
loans into the public National Asset Management Agency (NAMA). All banks 
were nationalized and the Irish taxpayers were forced to assume a crushing debt 
burden. Ireland required IMF/EU loans in November 2010, as residential prices 
fell 47 percent. The EU Commission allowed recapitalization in 2010, with the 
real losses estimated at €17.7 billion in March 2011.

The bailout of Irish banks cost the government €29 billion, close to 20 percent 
of Irish GDP. With unemployment at 14 percent, pension funds decimated, the 
entire system collapsed under the weight of debts totaling €70 billion. In July 
2011, Anglo Irish ceased to exist. It was merged with Irish Nationwide Building 
Society, renamed the Irish Bank Resolution Corporation and is to be wound down 
in 10 years.
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Summary

Bank failures and the endemic repercussions in domestic and regional economies 
illustrate the warning issued in the BIS Report 2001: “The expansion of credit is 
an essential ingredient in the build-up of imbalances in the financial system and 
in any concomitant excessive accumulation or misallocation of real capital” (BIS 
2001: 139).

Each of the cases examined in this chapter demonstrates how expansive credit 
allocation, a lack of sufficient and rigorous internal and external supervision, 
controls, and legal restrictions, government-banking, industrial or real estate 
sector collusion, and short term high yield oriented policies have contributed to 
institutional failures.

Notes

 1.â†œæ¸• Morgan established a system issuing bonds, which the banks in the syndicate would 
turn over to the Clearing House, which would then pay for them by issuing certificates 
credited to the city’s account at First National and National City banks, keeping the 
banks afloat until the Treasury stepped in and issued bonds and certificates to back the 
notes.

2.â†œæ¸• Released in 1999, he regained notoriety in 2008 as a paid expert on the Société Générale 
copycat scandal.

3.â†œæ¸• In comparison, Germany’s exposure was US$29 billion, and U.S. exposure was 
US$21.5 billion. See Chapter 5 on the impact of sovereign debt exposure.

4.â†œæ¸• None of the major private sector independent mortgage lenders from the early 2000s 
remain. Countrywide and Washington Mutual were acquired by Bank of America and 
JPMorgan Chase, respectively. Golden West, the cause of Wachovia Bank’s failure, 
was, with Wachovia, absorbed by Wells Fargo Bank. IndyMac, initially taken over by 
the FDIC and later sold, was stripped of a huge portion of its toxic balance sheet and 
sold to a private equity investor. And the GSEs, Fannie Mae and Freddy Mac, were 
returned in full to government ownership.

5.â†œæ¸• Following the crisis, Sean Fitzpatrick was indicted for fraud.



5	 Sovereign debt crises and  
the ramifications for 
international banking

Introduction

History shows that sovereign debt crises can both cause systemic domestic bank-
ing crises1 and result from large scale bank failures:2 “A high incidence of global 
banking crises has historically been associated with a high incidence of sovereign 
defaults on external debt” (Reinhart and Rogoff 2009: 73). Domestic banking 
crises, while disruptive to national or regional economies, once contained,3 can 
avoid the danger of markets pricing in a sovereign default. Banking crises can 
also produce “a ‘sudden stop’ of lending to countries at the periphery”, that is, 
emerging economies (idem: 74).

Since 1815, “most sovereign defaults have occurred because a defaulting 
government’s past policies left it ill prepared to face an unexpected turn of events 
(in other words, a shock). War, regime change, other forms of political instability 
and sharp deterioration in terms of trade are examples of shocks” (Standard and 
Poor’s, 2011: 6).

From Bretton Woods and the creation of the International Monetary Fund 
(IMF) in 1944 (see Chapter 1), until the 1970s, the assumption was that sovereign 
states could renegotiate their loans, receive temporary external emergency 
support and, therefore, avoid default. Walter Wriston, the late Chief Executive 
Officer (CEO) of Citibank, “wrote that countries don’t go broke, as any country, 
however badly off it may be will own more than it owes. Inevitably the joke in 
financial circles became: Countries don’t go broke, just the banks that lend to 
them” (Rhodes 2011: 133).4

In 2005, following Argentina’s 2001 unilateral default on foreign debt owed to 
both private sector and multilateral agencies, the Executive Board of the IMF 
conducted a review of sovereign debt restructurings in order to understand the 
determinants of and prospects for regaining access to markets following a crisis. 
In February 2012, Greece successfully launched the largest sovereign debt 
restructuring in history (€205 billion). However, as of 2013, ongoing litigation 
against Argentina calls into question the legal robustness of sovereign debt 
restructurings. In April 2013, an examination by the IMF Executive Board 
concluded that:
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(i)	 sovereign debt restructurings are often too little, too late, with delays caused 
by the difficulty in introducing early resolution and fear of contagion;

(ii)	 creditor participation in recent preemptive (that is, prior to default) debt 
restructurings, the current market-based approach, has not proven to be suf-
ficiently robust to overcome collective action problems, as evidenced by the 
ongoing Argentine litigation;

(iii)	the changing composition of official lending calls for a clearer framework for 
official sector involvement; and

(iv)	 since lending in arrears to the country emerging from a sovereign debt crisis 
remains the most promising way for it to regain market access post-default, 
consideration should be given to extending the lending in arrears policy to 
official arrears. (IMF, 2013).

Progress on these fronts should further reinforce the IMF’s ability to act preemptively 
with effectiveness in sovereign debt restructuring situations. Also important for this 
goal would be the successful completion of the doubling of its equity capital to 
US$720 billion, announced by the Executive Board in 2010, but as of mid 2013 still 
pending formal Congressional approval in the United States, its largest quota holder.

The correlation between fiscal deterioration, currency crises, and cross-border 
sovereign defaults from the Middle Ages to the present day has been well estab-
lished by Reinhart and Rogoff (2009). Throughout the nineteenth century, the 
promise of vast riches incited waves of investment in Latin America, resulting in 
booms and busts in fragile political systems and economies. In the following 
section, we consider a number of sovereign debt crises in a range of emerging 
economies from the 1980s to present. We examine the causes of each crisis and 
the course of action adopted in response.

The 1980s Latin American debt crises

The 1980s Latin American debt crisis was the first sovereign debt crisis to chal-
lenge the orderly resolution framework conceived under the 1944 Bretton Woods 
Conference, which heralded the establishment of the IMF. It also set the stage for 
Basel I, the first international accord on bank regulation reached in 1988, as 
detailed in Chapter 6.

Mexico 1982 and Basel I

Mexico’s sovereign default in 1982 was followed by similar outcomes through-
out the region. These multiple sovereign debt crises would only begin to be fully 
resolved in July 1989 when Mexico and its foreign creditors finally reached a 
restructuring agreement – the first Brady Plan – imposing a 35 percent reduction 
in the principal due to private foreign creditors.

Mexico faced a further sovereign debt crisis in late 1994 to early 1995, when a 
delicate process of political transition caused an abrupt interruption in foreign capi-
tal inflows. This currency crisis (in some ways similar to Turkey in 2001) was 
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resolved without losses being imposed on foreign creditors of Mexican sovereign 
debt, through the establishment of a new IMF agreement for Mexico that superseded 
the terms and conditions of the agreement established in 1989. It did, however, 
cause a major restructuring of the Mexican banking industry (see Chapter 8).

The build-up to the crisis: 1974 to 1982

Characterized by modest levels of domestic savings, Latin American economies 
had historically depended on foreign capital inflows to support growth. However, 
what had, over the course of decades, been a quite thorough credit assessment 
process by banks involved in cross-border hard currency lending, particularly of 
non-trade-related facilities, suddenly became in the mid 1970s a seemingly inex-
haustible outpouring of general purpose medium-term credit availability.

As a result of the Organization of the Petroleum Exporting Countries’ (OPEC) 
first oil embargo in late 1973, the price of a barrel of oil more than tripled in 1974, 
from US$3 to US$10. This led to a major wave of surplus petrodollars being 
deposited with the London branches of money center banks.

Attracted by the significantly higher yields obtainable from Latin American 
borrowers than from their traditional Organisation for Economic Co-operation 
and Development (OECD) corporate borrowers – and encouraged also by an 
environment of relative political stability and economic growth prevailing in 
Latin America – these banks began to commit larger and larger shares of their 
balance sheets to the region.

For major oil importing countries such as Brazil and Chile, the easy access to 
financing at relatively low interest rates provided much needed respite from the 
immediate and substantial trade deficits resulting from the oil price hike. 
Additionally, it allowed for continued and increased borrowings by governments 
to cover ongoing expenditures. For oil exporting countries such as Mexico and 
Venezuela, the windfall from oil revenues combined with the easy money from 
the petrodollar recycling to generate both government and corporate private 
sector spending and borrowing sprees.

A second tripling of oil prices in 1979 (from US$12 to US$36 per barrel, as a 
result of the Iran–Iraq war), while further escalating the amount of surplus petro-
dollars available for recycling in the Eurodollar market, had different effects 
across the region. For oil importing countries, it triggered the beginning of a more 
serious process of belt tightening. For oil exporting countries, it led to a second – 
albeit short lived – spending bonanza.

Adding to the danger of the massive borrowings in foreign exchange was the 
nature of the medium-term debt being contracted, almost exclusively floating rate 
based (typically 6-month LIBOR). When the U.S. Federal Reserve – seeking to 
curb inflationary pressures arising from the second oil price spike – decided in 
1979 to raise its federal funds target rate from 7 percent to 13 percent, the spill-
over to the Eurodollar market was immediate. The U.S. federal funds rate – and, 
consequently, also the 6-month LIBOR – would continue to increase, peaking at 
almost 20 percent in 1982.
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By year-end 1982, when oil prices finally began to decrease, Mexico’s foreign 
debt had reached US$82 billion (almost 60 percent of gross domestic product 
(GDP)). For Latin American as a whole, foreign debt had reached over US$390 
billion, over 50 percent of which (US$220 billion) was owed to commercial banks.

Mexican default and struggling through: 1982 to 1988

On September 1, 1982 the Mexican government announced the nationalization of 
its domestic banking system, crippled by loan losses arising from the economic 
recession and major asset-liability mismatches resulting from borrowing in U.S. 
dollars to lend in Mexican pesos.

Five days later, on September 6, as massive capital flight persisted in spite of 
the 70 percent peso devaluation over the course of that year, the Mexican govern-
ment declared it was suspending principal repayments on its foreign debt. Too 
much debt at peak interest costs combined with the decline in the price of its 
major export commodity to push the largest Latin American economy into 
default. In similar predicaments, other countries in the region decided to follow 
Mexico’s example, suspending principal repayments.

Nevertheless, at this stage, OECD governments, multilateral agencies, and banks 
acknowledged the crisis as purely a major liquidity, rather than solvency, problem. 
Between 1982 and 1984, US$23.5 billion in new money and US$41 billion in 
restructured debt (at higher fees and spreads) were arranged by private sector banks.

By mid 1985, it had become clear that much stronger economic growth was 
necessary for Latin American countries to meet their debt service obligations. 
Important domestic policy initiatives, such as monetary tightening and reduced 
government expenditures to curb inflationary pressures, and more realistic 
exchange rate policies, such as mini-devaluation type regimes to ensure interna-
tional competitiveness, combined with increased support from multilateral agen-
cies to allow for some temporary respite. Yet, it was too little too late. In February 
1987, Brazil declared a moratorium on interest payments to commercial banks. 
Shortly thereafter, banks began to announce very substantial increases in reserves 
against losses on their Latin American exposure, including increases of up to  
25 percent for Citibank and 54 percent for Bank of Boston.

The seeds had been sown for a period of voluntary market-based debt reduc-
tion mechanisms. Some of these initiatives, such as the debt-equity swaps largely 
utilized in Chile, Mexico, Brazil, and Argentina, not only allowed for the retire-
ment of a few billion dollars in debt but, perhaps more importantly, began to 
provide secondary market prices for the different countries’ sovereign debt, an 
important ingredient to the multiple party negotiations that were to follow.

Crisis resolution: the Brady plan

In early 1989, the incoming U.S. administration presented the core elements of its 
plan to deal with the decade-long sovereign debt crisis assailing Latin America: a 
voluntary exchange by banks of their existing Latin American exposures for new 
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credit enhanced facilities with a significant discount on principal, this exchange 
taking place simultaneously with country-specific economic reforms agreed with – 
and subject to close supervision by – the IMF.

Named after Nicholas Brady, the U.S. Treasury Secretary, the first Latin 
American Brady Plan for Mexico was finally announced in early July 1989, after 
several months of intense negotiations involving not only the banks (represented 
by a bank advisory committee led by William Rhodes of Citibank) and the 
Mexican Government, but also U.S. Government officials and representatives of 
the multilateral agencies.

The Mexican Brady Plan offered creditors the following menu of choices:

(i)	 a 30 year discount bond with a 35 percent reduction in principal and market 
interest rates, the principal collateralized by a zero coupon U.S. Treasury 
bond purchased by Mexico, in addition to an 18-month guarantee of interest 
payments; and/or

(ii)	 a 30 year par bond (no principal reduction) with the same collateral as the 
discount bond, with a fixed interest rate of 6.25 percent per annum (as com-
pared to market rates of 10 percent); and/or

(iii)	new money commitment at market rates of 25 percent of total exposure, half 
of which to be disbursed in the first year, the remainder over the following 
two years.

As it turned out, 90 percent of total commercial bank exposure was swapped for 
Brady bonds: 49 percent for discount bonds and 41 percent for par bonds. Mexico’s 
foreign bank debt had been reduced by 35 percent and transformed from large 
individual bank loans and/or syndicated facilities into marketable securities.

By the mid 1990s, eleven Latin American countries had completed their sover-
eign debt restructurings under the Brady Plan, issuing over US$200 billion in 
bonds with US$70 billion in debt reduction being absorbed by international 
banks.

Asian currency crisis, 1997

The Asian crisis of the late 1990s followed the general pattern of previous sover-
eign debt crises: great optimism by lenders and borrowers, in this case by the 
midÂ€ 1990s, convinced of the “East Asian miracle that was seen as capable of 
delivering rapid economic growth over an extended period”; significant foreign 
capital inflows; rapid increases in asset prices, especially in the real estate sector; 
and a reversal of all the above as economic growth slows down and corporate and 
financial balance sheets begin to deteriorate (Collyns and Senhadji, 2002: 3).

The build-up to the crisis: 1991–7

Annual GDP growth in the ASEAN-5 (Indonesia, Malaysia, Philippines, Singapore, 
and Thailand) averaged approximately 8 percent in the 1990s through 1996.  
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Asian countries also accounted for close to half of total foreign capital inflows to 
developing countries in 1996. As a result of the wave of optimism that fueled 
increasing foreign capital inflows and bank lending, asset prices rose substantially 
between 1991 and 1997 across the East Asian economies. Stock markets generally 
peaked around 1997, at an average 165 percent higher than at the beginning of the 
decade, and property prices, while harder to ascertain with precision due to limited 
information, followed this path, but with great variation among different countries, 
with peaks in 1993 for Thailand, 1996 for Singapore, 1997 for Hong Kong and 
Malaysia, and less pronounced property price swings in Indonesia, Korea, and the 
Philippines (idem).

As export volumes from the Asian tigers began to weaken in 1996, as a result 
of increased competition from China, Vietnam, and other emerging economies) 
and trade surpluses began to deteriorate as a result of oil price increases, 
economic growth began to slow down and asset prices began to falter. 
Non-performing loans began to increase, particularly in those countries where 
banks’ relative exposure to the commercial real estate market was greater.

Transparency and corporate governance failures in lending practices further 
exacerbated the potential for a credit rupture, as illustrated by the situation in 
Korea, where bank lending with explicit government blessing to chaebols, large 
industrial conglomerates perceived as fundamental to the country’s economic 
growth and global competitiveness and, as such, too big to fail, was widespread.

Trigger

The Asian sovereign debt crisis of 1997–8 was triggered by a speculative attack 
on the Thai baht in June 1997 that quickly spread throughout the region. Market 
perception of widespread and severe balance of payments vulnerabilities made 
initial domestic interest rate hikes – the classic first line of defense against poten-
tially large currency devaluations – ineffective. For banks, losses resulting from 
credit exposure to over-leveraged corporate balance sheets were further aggra-
vated by serious currency mismatches on their own balance sheets.

As in pre-debt crisis Latin America, international banks had lent imprudently 
in East Asia. However, this time the international banks most exposed to cross-
border credit risk in East Asia were not American. Japanese banks were by far the 
largest creditors, with US$114.8 billion outstanding at year-end 1997, followed 
by German banks (US$48.6 billion), French banks (US$42.8 billion), and British 
banks (US$32.2 billion) (Hughes and MacDonald, 2002: 387).

Resolution

The sovereign debt restructuring programs the IMF supported in the different 
countries all called for monetary tightening, to restore confidence in the currency 
and stabilize foreign capital flows, and fiscal tightening, to regain creditworthiness 
while taking into consideration the cost of cleaning up the financial system, for 
some countries estimated to reach 15 percent of GDP (Fisher, 1998).
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In Thailand, for example, the government was forced to shut down 59 of 90 
financial institutions, and nationalized four banks. Korea’s was the domestic 
financial system most affected by the crisis, shrinking from 33 banks and over 
2,000 non-bank financial companies in 1997, to 10 banks and 400 non-bank 
financial institutions in 2000.

Between August and December 1997, three of the ASEAN-5 countries signed 
stand-by credit support agreements with the IMF: Thailand, for US$3.9 billion, 
Indonesia for US$9.8 billion, and Korea for US$21 billion. The Philippines 
reached its stand-by credit support agreement in the amount of US$1.9 billion 
with the IMF in March 1998. Malaysia, which enjoyed stronger underlying 
fundamentals (including a better regulated and capitalized financial system), 
declined IMF support. It chose to fix its exchange rate at RM3.80 per US dollar 
(10 percent above the level at which it traded immediately prior to the announce-
ment), and simultaneously imposed strict controls on capital accounts.

As shown above, not one sovereign debt default – or, for that matter, any hair-
cut on sovereign debt owed to private sector lenders – resulted from the Asian 
crisis. However, the 1997 Asian crisis brought to the forefront matters of insuf-
ficient disclosure and poor internal corporate governance practices that had been, 
until then, neglected by bank regulators. These matters were to be specifically 
addressed by the 1998 Basel II Accord (see Chapter 6).

Russia: sovereign debt crisis and  
global interconnectivity, 1998

Post-World War II, banking relations between the West and the Soviet Union 
were politically motivated, as the United States and Western Europe sought to 
make investment inroads as a means of opening closed markets across the Soviet 
Union. The Soviet leadership veered away from strict isolationism in the 1950s 
to détente in the early 1970s. The Soviet Union maintained strict supervision over 
regional bank lending and investment. Foreign currency and trade transactions 
went through London, but as U.S. leaders saw economic liberalization as a means 
to penetrate the Soviet bloc, American banks were encouraged to lend to Central 
and Eastern European countries. Under this principle, Chase Manhattan bank 
(United States), led by David Rockefeller, and Crédit Lyonnais (France) were 
allowed to have representative offices in Moscow. These transactions were 
considered safe under the assumption that “Moscow would not allow any 
COMECON member to default or even reschedule for economic, political and 
image reasons” (quoted in Portes, 1977).

Following the collapse of the Soviet Union in 1991, inward FDI flows steadily 
increased between 1994 and 2007, from zero to approximately 4.5 percent of 
GDP. However, portfolio equity investment net inflows had a rockier trajectory, 
reaching a peak of 1 percent in 2002, followed by a sharp downturn in 2004 to 
2005, before reaching almost 2 percent in 2007 (Werker et al. 2011).

As the government set about selling and privatizing state assets from 1991 to 
1994, including oil, gas, mineral, and commodity holdings, these rapid conversions 
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occurred in a volatile environment plagued by an inability to conduct due dili-
gence, a lack of regulatory and legal safeguards, and vast corruption. In 1995, 
the entire Russian stock market “was valued at a little over $15bn – less than a 
third of the prevailing market capitalization of Walmart” (World Bank 2010). 
Between 1993 and 1997, the central bank was plagued by turnover and weak 
leadership.

In 1993, hyperinflation reached 874 percent, and was coupled with massive 
capital flight. By 1994, although the central bank had stabilized and attempted to 
impose reforms, confidence in banks was very limited. Russia lacked a commer-
cial code, regulatory regime, bankruptcy recourse mechanisms, and deposit insur-
ance mechanisms.

Following five years of chaotic and uneven central bank leadership and mone-
tary policy, 1996 seemed to herald a turnaround in the country’s situation, with 
the extension of World Bank loans and potential agreements for IMF loans. 
Inflation fell from 131 percent in 1995, to 22 percent in 1996, and 11 percent in 
1997. There was a surge in inward FDI and Russia’s credit rating improved. 
Nevertheless, tax collection was riddled with inefficiencies and corruption, 
massive capital flight continued, and a large proportion of domestic industry 
relied on barter for exchange (Chiodo and Owyang, 2002). Dependent on 
commodity and oil prices, the Russian economy was severely affected by the 
Asian crisis in 1997, and the subsequent worldwide drop in oil and commodity 
prices. The Central Bank “defends the ruble, losing nearly $6 billion” (idem: 10). 
By August 1998, as banks collapsed, Sberbank held 85 percent of all household 
deposits, after taking over the deposits of six large banks. 1998 saw “a decrease 
in real output of 4.9 percent” (ibid).

On August 13, 1998, annual yields on ruble denominated bonds rose to more 
than 200 percent. Stocks lost more than 75 percent of their value between January 
and August, 1998. On August 17, the Russian Government announced a devalu-
ation of the ruble, with a widening of parity bands to the US$ from 5.2–7.3 to 
6–9.5. The Kremlin declared a 90-day moratorium on payments by commercial 
banks to foreign debtors. On September 2, 1998, the ruble was allowed to float, 
and within three weeks, it had lost two-thirds of its value. Inflation, down to  
27 percent in 1998, began to rise rapidly (Rabobank 2013). By November 20, 
1998, the country could no longer honor its commitments.

The Russian economy began to improve in 1999, with growth of 6.4 percent, 
the result of a global increase in oil prices. In July 1999, the IMF provided a 
US$4.5 relief package. Inflation steadily decreased from a high of 85 percent to 
21 percent by 2000.

Upon becoming President on December 31, 1999, Vladimir Putin initiated a 
series of strong reforms geared toward bringing back foreign investors. He prom-
ised to curb the power of the oligarchs who had stripped assets from state owned 
companies for personal enrichment, to establish rule of law, and to clarify and 
impose a strict tax regime, including a flat 13 percent income tax rate and a 
reduced tax on profits. Putin forced a change of management at Gazprom, Russia’s 
largest and most powerful privatized gas and oil conglomerate. The major banks 
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were renationalized and Sberbank went from near default on bad gas and oil lease 
loans in 1998 to being the largest bank in Russia, with 48 percent of domestic 
retail deposits and 33 percent of domestic loans. Most of the reforms were more 
cosmetic than substantive, however, as Russia continued to be fraught with 
endemic corruption and collusion between the government and industrial sectors.

Between 2000 and 2005, the economy stabilized, benefitting from rising oil and 
gas prices and EU dependency on Russia for energy supplies. Between 2002 and 
2007, foreign banks were allowed to slowly enter the Russian market, led by 
Citibank, HSBC, Société Générale, Unicredit, Raiffeisen Bank, and Goldman Sachs.

The impact of the Russian sovereign debt crisis:  
the first U.S. hedge fund failure

Long Term Capital Management (LTCM), a hedge fund established by Nobel 
laureate economists, Robert Merton and Myron Sholes, and led by former-Â�
Salomon trader, John Meriwether, based its success on sophisticated mathematical 
models, formulated on the belief that risk could be quantified, that markets were 
inherently efficient, and that liquidity would always be available. LTCM worked 
under the premise that their mathematical models captured market irrationality 
and that extreme market shifts were infinitesimal, and “(f)rom 1995-1997, LTCM 
had an annual average return of 33.7% after fees” (Connor and Woo, 2003: 10).

Oblivious to the political reality and the irrationality of currency fluctuations 
in poorly governed fledgling democracies in Asia and Russia, LTCM specialized 
in high-risk arbitrage deals in U.S, Japanese, and European bonds. Leveraged to 
banks for US$120 million, and carrying US$1.25 trillion in financial derivatives 
and other exotic instruments, it was caught off guard by the Russian default, the 
“‘perfect storm’– everything went wrong at once. Interest rates moved the wrong 
way, stocks and bond prices that were supposed to converge diverged, and liquid-
ity dried up in some crucial markets” (Coy et al., 1998). Once Russia devalued 
the ruble in mid August 1998, defaulting on Treasury bills, LTCM lost US$553 
million within four days, and by the end of August the amount reached 
US$1.9Â€billion in assets and 45 percent of their capital.

Resolution

Concerned that “[i]f the fund were forced into a sudden and disorderly liquida-
tion, markets around the globe would be disrupted” regulatory authorities in the 
United States determined that the only solution to the LTCM crisis was a private 
sector solution (Eichengreen and Mathieson 1999). Under the auspices of the 
Federal Reserve, the New York Federal Reserve, under William McDonough, 
repeated the Barings (1890) and JPMorgan (1907) scenario, bringing together JP 
Morgan, Merrill, Morgan Stanley, Goldman, Salomon Smith Barney, Bankers 
Trust, Chase, Lehman, Credit Suisse, Deutsche, Barclays Capital, UBS, Société 
Générale, and Paribas to form a consortium creating a bailout package of US$3.6 
billion.
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LTCM’s inability to integrate geopolitical factors into its risk assessment, 
disregard of the potential ramifications if the models failed, and hubris in trying 
to corral market volatility, should have served as a warning. By September 1998, 
LTCM had US$100 billion in assets, largely borrowed, and declining in value. It 
also had thousands of derivative contracts with more than US$1 trillion in expo-
sure. If LTCM had been allowed to fail, the derivative contracts held by major 
banks would have defaulted. LTCM should have been a lesson in the danger of 
overleveraging and hedging on transactions dependent on externalities as well as 
mathematical models. However, LTCM was perceived as an individual case, not 
as part of a larger pattern or as a warning to future hedge funds.

Argentina 2002: a still unresolved sovereign default

In January 2002, President Duhalde announced a moratorium on all Argentina’s 
sovereign debt, including monies due to the IMF, the World Bank, and the Paris 
Club. This sovereign default imposed losses in excess of 75 percent of principal 
on private foreign creditors. In July 2014, a U.S. court ruled that Argentina must 
repay those hedge fund debt holders who had rejected the previous debt restruc-
turing, in effect bringing about a second default. As of end-August 2014, this 
remains unresolved. The lessons learned by all, sovereign governments, the IMF 
and other multilateral agencies, and private sector investors, helped shape the 
handling of Greece’s sovereign debt crisis in 2010.

The build-up to the crisis

Argentina emerged from the 1980s Latin American debt crisis facing a problem 
common to most of its neighboring countries: the destabilizing effects of infla-
tion. Its response to this challenge was to attempt a silver bullet, a constitutional 
commitment to a 1:1 fixed exchange rate between the Argentine peso and the US 
dollar. In line with the Convertibility Law, approved by the Argentine Congress 
in late 1991, the Argentine Treasury was obliged to guarantee, in full and at any 
time, the exchange of one Argentine peso for one US dollar.

Market perception of the Government’s commitment to the fiscal discipline 
necessary to sustain the newly-imposed fixed exchange rate regime led to its 
almost immediate success: the inflation rate dropped from over 2,000 percent in 
1991 to 13 percent in 1992, and 1 percent in 1998; and GDP growth exceeded 
5Â€percent per annum throughout this period, 1995 excepted (as a result of the 
effects of the 1995 Tequila Crisis, felt throughout Latin America).

Important vulnerabilities had, however, begun to build with the deterioration 
in Argentina’s balance of trade and public finances. On the external front, the 
fixed exchange rate caused the costs of imports and of foreign borrowings to 
drop, leading to expansion of both trade deficit and foreign indebtedness. On the 
fiscal side, the Argentine Government maintained the federal fiscal deficit 
between 1.5 percent and 2 percent of GDP, but failed to capture substantial fiscal 
excesses in the provinces, a politically contingent liability that materialized as the 
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crisis erupted. By year-end 1998, federal public sector debt remained at 50 
percent of GDP, but external vulnerabilities had mounted, with Argentina’s 
foreign debt-to-exports ratio reaching 450 percent. Moreover, declining global 
competitiveness had made Argentina’s exports highly dependent on its large 
MERCOSUR neighboring partner, Brazil.

Trigger and collapse

Two major interconnected external events finally triggered the collapse of the 
fixed exchange rate regime in Argentina: the 1998 Russian crisis, which caused 
capital flight from emerging economies globally, and the almost 100 percent 
devaluation of the Brazilian Real between January and March 1999, in large part 
due to the deterioration in Brazil’s external accounts following the 1997 Asian 
and the 1998 Russian crises.

As exports deteriorated, uncertainty regarding the continuity of the fixed 
exchange rate regime – which required the Central Bank to maintain US dollar 
reserves equal to the nominal amount of Argentine pesos in circulation –  
built rapidly. Domestic interest rates shot up, GDP growth turned a negative  
3.5 percent in 1999, the unemployment rate increased from 12 percent in 1998 to 
over 20 percent in 2000, the federal fiscal deficit jumped from 2 percent in 1998 
to 4.1 percent in 1999, and 6.3 percent of GDP in 2001.

A series of emergency measures followed. In January 2001, the IMF approved 
a US$14 billion rescue package (against Argentina’s commitment to certain 
severe fiscal adjustments), disbursing US$3.6 billion. In April, without consulta-
tion with the IMF, the Government introduced new export subsidies and import 
taxes, effectively tinkering with the fixed exchange rate regime. In June 2001, the 
Argentine Congress gave the Central Bank permission for selective currency 
backing under the 1991 Convertibility Law.

These measures failed to restore confidence in the sustainability of the 
economic regime in place. A spiraling political deterioration followed, with the 
resignation of President De La Rua in December 2001 and the admission by 
interim President Saa of a likely sovereign default. In January 2002, President 
Duhalde – the fifth President in just three weeks – announced a debt moratorium 
on all Argentine sovereign debt, including monies due to the IMF, the World 
Bank, and the Paris Club, and the end of the Argentine convertibility regime. By 
year-end 2002, public debt to GDP had reached 135 percent (up from 63 percent 
in 2001), in part due to a 12 percent drop in GDP in 2002.

Historically, most sovereign debt restructurings have been consensual, even 
when involving significant discounts on principal owed to foreign private credi-
tors (as was the case under the Brady Plan for Latin American countries in the 
late 1980s. and for Greece in 2010). Argentina chose to unilaterally impose a 
large write down on the principal plus accrued interest due to private foreign 
creditors, while simultaneously suspending negotiations with the IMF and the 
Paris Club. Argentina’s unilateral and non-negotiable offer to private bondhold-
ers was finally put forward on January 14, 2005: the conversion of US$81.8Â€billion 



124â•‡â•‡  Sovereign debt crises and international banking

of principal plus US$21.4 billion of past due interest at 30 cents on the dollar, or 
a loss of 70 percent on principal plus accrued interest. Holders of 24 percent of 
the total amount eligible to conversion chose not to tender their bonds under these 
conditions. A second round of eligibility (under even less favorable conditions) 
was presented in 2010, raising the amount of private sector sovereign debt 
restructured to 92.6 percent.

Benefitting from the commodity export boom that followed its debt morato-
rium in January 2002, Argentina was able to repay its debt of US$9.8 billion in 
full to the IMF in 2006. However, as of mid year 2014, holders of US$6 billion 
in defaulted bonds outstanding continued to pursue the Argentine government in 
U.S. courts. On June 16, 2014 the U.S. Supreme Court refused to hear Argentina’s 
appeal to a lower court decision ordering Argentina to pay holdouts in full. The 
holdouts winning argument before the U.S. Supreme Court was that paying 
restructured bonds (due on June 30) without paying holdouts violated the princi-
ple of pari passu or equal treatment for all bondholders. Since payments of debt 
service on restructured bonds plus full payment to holdouts would amount to an 
unacceptable balance of payments to Argentina, the country was left facing a 
choice between defaulting on the restructured debt or reaching an out-of-court 
agreement with holdouts.

Lessons from the fallout

While fortunate in the timing of its 2001 unilateral default – benefitting from 
the foreign exchange relief provided by the early 2000s commodity boom – 
almost 15 years later, Argentina had still not succeeded in normalizing its 
relationship with foreign creditors. As a consequence, a series of questionable 
actions had to be taken by the Argentine Government to increasingly tap 
private domestic savings to manage the nation’s public sector debt. These 
actions included the nationalization of private pension funds in 2008, since 
then becoming significantly larger buyers of public sector debt. Furthermore, it 
set Argentina on a path of manipulation of the inflation index, thereby reducing 
the nominal cost of the mostly inflation-indexed domestic public sector, and of 
imposing other restrictive measures on individual access to foreign exchange, 
such as limits on the amount of foreign exchange an individual can purchase 
for foreign travel.

All in all, important lessons for borrowers, creditors, and multilateral agen-
cies emerged from Argentina’s 2002 sovereign debt crisis. For borrowers, the 
Argentine case serves as a reminder of the importance of international sover-
eign credibility. Thirteen years after its unilateral default, Argentina has not 
yet been able to restore market confidence and engage sustainably foreign 
investors in support of its economic development. For private foreign credi-
tors and multilateral agencies, the importance of timely and proactive coop-
eration under the umbrella guidance of and monitoring by the IMF became 
abundantly clear, as evident from the handling of Greece’s sovereign debt 
crisis in 2010.
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The European Union sovereign debt crisis of 2010–12

The Eurozone sovereign debt and banking crisis represented a unique case, 
directly related to the structure of the European economic and monetary union. 
For the first time in history sovereign countries with mature economies and stable 
democratic regimes suffered cross-border contagion directly correlated to their 
dependency on one central bank, the European Central Bank (ECB), one mone-
tary policy, and for the 17 member countries of the European Monetary Union or 
Eurozone within the 28 member European Union, one currency, the euro.

After the horrors and devastation of World War II, the economic and infra-
structure recovery of Europe was spearheaded in 1948 by the American-led 
Marshall Plan, intended to redress Soviet influence across the continent. In the 
aftermath of the Marshall Plan, European leaders, led by the French Finance 
Minister, Robert Schumann, established the European Coal and Steel Community 
in 1951. This project would lead to the Common Market established under the 
Treaty of Rome in 1957, which set the guidelines for the Economic European 
Community (EEC) between France, West Germany, Italy, the Netherlands, 
Belgium, and Luxembourg. In the following three decades, as the project evolved 
into a more complex institutional, commercial, economic, monetary, and social 
policy union, the core countries led by France and West Germany were joined by 
the United Kingdom, Denmark, Ireland, Greece, Spain, and Portugal. In February 
1992, these twelve nations signed the Treaty on European Union (the Maastricht 
Treaty) which came into effect on November 1, 1993. In 1995, the European 
Union absorbed three European Free Trade Association (EFTA) members: 
Sweden, Austria, and Finland, bringing to 15 the total number of member states. 
The next round of enlargement occurred in 2004 under the Treaty of Accession, 
under which ten countries joined the EU: Czech Republic, Estonia, Cyprus, 
Latvia, Lithuania, Hungary, Malta, Poland, Slovenia, and the Slovak Republic. 
This was followed by the accession to the EU of Romania and Bulgaria in 2007, 
and Croatia in 2012, bringing to 28 the total number of EU member states.

The Maastricht Treaty (Article 105–9) codified the conditions under which an 
economic and monetary union would be established by 1999, with a single 
currency, one central bank, the ECB, and a common monetary policy. Countries 
would cede sovereignty of their central banks to the European System of Central 
Banks as members of the Board of the ECB. With this they relinquished their 
ability to independently devalue their currencies. Importantly, the Maastricht 
Treaty did not provide an exit clause. Having chosen to opt out of economic and 
monetary union, the United Kingdom, Denmark, and Sweden have retained the 
ability to assume these functions.

In order to become a member of economic and monetary union, countries have 
to meet specific convergence criteria: inflation rates must not exceed the average 
of the three best performing countries by more than 1.5 percent; the general 
budget deficit must not exceed 3 percent of GDP; the debt to GDP ratios must not 
exceed 60 percent of GDP. Once countries chose to meet the criteria it was 
assumed that with subsidies and internal fiscal discipline the weakest countries 
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would retrofit their economies in line with the strongest: Germany and France. 
Ironically, as early as 2003 when the German-led Stability Pact sought to require 
that all member countries adhere to the criteria or risk penalties, both France and 
Germany already exceeded the minimum debt to GDP ratio of 60 percent.

The Lisbon Treaty of 2007 clarified the political structure of the EU, but 
continued the very complex balance between sovereignty and supranational 
authority over economic, financial, fiscal, and social policies. Therefore, despite 
these requirements and political and economic convergence, under the division of 
responsibilities in areas of exclusive and shared competencies, countries main-
tained sovereignty over their fiscal, and budgetary policies as well as the supervi-
sion, oversight, and regulation of their domestic banking sectors. European 
monetary integration and a European central bank preceded fiscal and regulatory 
harmonization. The ECB, as defined in the Maastricht Treaty and in its original 
charter, did not clearly specify its role as lender of last resort in a cross-border 
crisis. Furthermore, the initial attempts at cross-border regulation formulated in 
the Financial Services Action Plan (1994–2004) did not clarify the lender of last 
resort function.

European monetary union

First conceptualized in the European Payment Union of 1950, the idea of a unified 
currency remained theoretical until the Werner Committee Report of 1970, which 
established the blueprint for the irreversible convertibility of currencies and the 
irrevocable fixing of parity rates, but which retained the option of maintaining 
national currencies. Jacques Delors, the first President of the European Commission 
and former French Finance Minister, set out the Delors Plan establishing the concept 
of one central bank and one unified currency zone. The European Central Bank, 
modeled after the price stability principles of the Bundesbank and the Board struc-
ture of the Federal Reserve, was to set policy and to ensure monetary stability.

In March 1998, despite skepticism among American and British economists, 
the Nobel Prize winning economist Robert Mundell, declared that “Monetary 
Union will do much to integrate Europe’s commodity, factor and capital markets. 
It will increase Europewide competition and revolutionize financial markets. It 
will spur rationalization, mergers and takeovers in the European banking industry 
and commercial firms. […] EMU will change the way Europeans think about 
themselves and about a multiregional continental market that has become the 
largest in the world” (Mundell 1998: 10).

Economic and monetary union came into effect in 1999 with the successful 
introduction of the euro at a rate of 1 euro: US$1.18, described as “arguably the 
most momentous currency innovation since the establishment of the US dollar in 
1792” (“Europe’s Adventure Begins”, The Economist, 1998). For a decade, 
Mundell’s predictions came to pass as the euro maintained parity range with the 
dollar and the ECB gained global prestige and credibility. Nevertheless, there 
were deep structural weaknesses: lack of fiscal, banking, and regulatory harmo-
nization, and lack of political union.
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In 1999, when eleven countries joined the Eurozone, followed by the late entry 
of Greece in 2001, the ECB policy encouraged major EU banks to carry sover-
eign debt of all member economies. Until 2010, the classic assumption was that 
in mature economic regions, sovereign debt was a perfectly safe asset. The entry 
of the ten new member states in 2004 imposed a new economic burden and posed 
an economic challenge. Their accession increased the EU’s population by 20 
percent, but GDP by only 5 percent. Despite the increased costs of subsidies, the 
EU peripheral countries (Greece, Portugal, and Spain) continued to enjoy the 
benefits of recipient countries.

EU responses to the financial crisis of 2008

The demise of Lehman and the subsequent shock to the global financial system 
was initially perceived as an American phenomenon. However, by October 2008 
it was made public that Spain, the United Kingdom, Ireland, and Germany, as 
well as non EU members Norway, Switzerland, and Iceland, had substantial 
exposure to U.S. subprime mortgage loans. The German public and media were 
shocked to learn that from 2005 onward, the former state subsidized German 
Landesbanken had sought high yield, high risk transactions, and began to suffer 
liquidity and solvency problems by mid 2007 (see Chapter 4). Within one week, 
the Belgian–Dutch Fortis and French–British Dexia collapsed. The United 
Kingdom called on all its major banks to accept capital injections and undertook 
the partial privatization of Royal Bank of Scotland, Lloyds, and Barclays. Only 
HSBC was able to recapitalize without government aid. From October to 
December 2008, EU governments acted in concert, rapidly deciding to guarantee 
all bank liabilities, to begin harmonizing and increasing current account deposit 
insurance, and requiring all major banks to accept injections of capital. Through 
early 2009, in coordination with the U.S. Federal Reserve, the ECB began expan-
sionary emergency measures providing Medium Term Refinancing Operations 
(MROS) for Eurozone banks.

However, near-defaults in Iceland, Hungary, and Latvia, and the endemic weak-
ness in all new member states with the exception of Poland, made it clear that the 
ECB and the IMF had to assume far more aggressive roles, often on an ad hoc 
basis, when a country within or outside of the Eurozone was in danger of financial 
collapse or default. Ukraine required an IMF loan (with further loans in 2011 and 
2014), as did Hungary in October 2008 (and again in 2011). In the eight Central 
East European accession countries of 2004, almost 80 percent of their banking 
sectors had been acquired by or were majority held by Austrian, Italian, and 
Swedish banks. While the authorities feared that these institutions would divest, 
they did not, and in within less than two years, EU banks appeared to have recov-
ered and were beginning to post substantial profits for the last quarter of 2009.

However, a highly volatile political environment across Europe made it very 
difficult to carry out deeper structural reforms. Riots, changes of governments, a 
rise of extremist movements at both ends of the political spectrum, and general 
distrust of government and markets incited the public’s perception that large 
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banks’ ability to repay government bailouts and maintain bankers’ salaries and 
bonuses occurred at the expense of taxpayers and stakeholders.

The Greek crisis: the catalyst

The cradle of Roman-Hellenic civilization, Greece was absorbed into the 
Ottoman Empire from 1453 until its independence in 1832. Through the nine-
teenth and up to the mid twentieth century, Greece, like Ireland, Spain, and 
Portugal remained a rural economy with immature markets and weak banking 
sectors, dependent on French and British investment. Suffering horrific depriva-
tions under German occupation in World War II, Greece began to recover in the 
1950s through conservative fiscal and monetary policies combined with the 
development of the shipping and tourism industries. However, the country 
remained poor, rural and deprived of industrial diversification through the 1970s. 
From the nineteenth century, tax evasion, bribery and corruption remained 
endemic (Roscini et al., 2011). Greece joined the European Community in 1981, 
despite well acknowledged structural and economic challenges, and began the 
process of harmonization and adherence to EU rules and regulations.

Throughout the 1990s, Greece benefitted steadily from EU subsidies. It broad-
ened its tax base, reduced inflation, and maintained a stable exchange rate for the 
drachma – the weakest currency in the European Monetary System basket of 
currencies. However, the public sector was bloated, with extremely high social 
benefits and pension costs despite low productivity. The Greek financial sector 
was reasonably sound, but Greek banks carried an inordinate amount of govern-
ment debt. In 1999, despite the fact that Greece was unable to meet the economic 
and monetary union criteria, political pressure prevailed and, by 2001, Greece was 
integrated into the Eurozone. As late as 2006, Greece provided official data to 
Eurostat indicating that the budget deficit met the convergence criteria of less than 
3 percent. Through 2009, the deficit approached 15 percent of GDP, and the actual 
debt to GDP ratio was revealed to be 113 percent – at best. By late 2009, it had 
become clear that Greece would not be able to meet its sovereign debt obligations. 
Yet in March 2010, when Greece finally admitted that it could not meet its short-
term obligations, the markets still judged that the crisis could be contained as 
Greece represented only 2.7 percent of the €13.1 trillion EU economy. In May of 
that year, despite commitments by the IMF and ECB, a new danger loomed, as it 
became clear that previously safe EU banks were heavily exposed to Greek sover-
eign debt. The fear of a Greek default was exacerbated by revelations of French 
banks’ higher than assumed exposure to Greek government bonds.

The first rescue: European financial stability facilities

Between March and May 2010, the EU and the ECB sought to find an equitable 
solution, which would allow both banks and the private sector to avoid major 
losses while granting Greece some reprieve. The greatest fear was regional conta-
gion. Greece’s “repeated statistical misstatements” (Roscini et al., 2011), coupled 



Sovereign debt crises and international bankingâ•‡ â•‡ 129

with the government collapse, increased the sense of urgency as global markets 
lost confidence in the Eurozone. The mandate of the ECB permitted lending to 
banks only and not to sovereign nations, which required the intervention of the 
IMF. The United Kingdom refused to take part in any bailout package, and the 
German public was initially very reluctant to provide unconditional aid.

With the creation of the Troika (European Commission, ECB, and IMF) in 
May 2010, a blueprint for the European Financial Stability Facility was finally 
established. A compromise between private and public interests, it was incorpo-
rated in Luxembourg as a private organization, informally under EU oversight, 
and coordinating with the German Debt Management Office and the European 
Investment Bank, which allowed it to raise funds to provide loans to countries in 
financial difficulties. Among the Eurozone members on the governing board, 
Germany’s participation was the largest. The European Financial Stability 
Facility was charged with functioning as a temporary, smaller version of the IMF, 
created solely for the purpose of country bailouts. Through the IMF and the EU, 
Greece received a separate bailout package of €110 billion, to be distributed in 
three tranches between May 2010 and 2013. The initial commitment to the 
European Financial Stability Facility was €440 billion, increased to €700 billion 
within a year. These funds coexisted with the EU Financial Stabilization 
Mechanism, and with an additional safety net provided by the IMF. Greece was 
granted a separate rescue package, but the European Financial Stability Facility 
could address the challenges facing other countries, in particular Portugal.5

However, this bailout imposed draconian austerity measures on the Greek 
economy, from a reduction in the size of the public sector, through wage and 
pension cuts, to stabilizing the public debt and establishing fiscal discipline. 
Despite the three years of recession that followed, which saw the economy shrink 
25 percent, and unemployment remain stubbornly high at 27.6 percent in 2013 
(with even higher rates of youth unemployment), Greece required two further 
bailout packages.

In May to June 2010, as the EU announced a coordinated almost US$1 trillion 
Emergency Fund to bolster the euro and guarantee a safety net for all Eurozone 
economies, extreme volatility in financial markets settled somewhat, creating a 
sense of relief and respite. However, Greece remained unstable, and Portugal, 
Spain, Italy, and Ireland were forced to adopt strict austerity measures under IMF 
and EU monitoring. Although not a Eurozone member, even the United Kingdom 
was forced to implement draconian austerity measures.

Ireland 2010: an exceptionally deep banking crisis

In the early 2000s, following a decade of export and FDI-led growth, the Irish 
economy embarked on a domestic credit expansion boom. Rapidly rising prop-
erty values stimulated both investment in commercial and residential real estate, 
and borrowers’ appetites for consumer loans. The integration of the Irish financial 
system into the Eurozone facilitated access to cheap wholesale funding. In the 
five years from 2003 to 2008, net foreign liabilities of the Irish banking system 
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increased from 20 percent to 70 percent of GDP, with wholesale funding account-
ing for 55 percent of total assets. By mid 2008, bank assets had grown to approxi-
mately 500 percent of GDP.

Ireland’s property price downturn had begun in 2007, but following the 
collapse of Lehman Brothers in September 2008, wholesale funding to Irish 
banks dried up, bringing the Irish banking system to the brink of insolvency.

The immediate reaction of the Irish Government was to seek prompt recourse to 
the Eurosystem. In early 2009, this was followed by the transfer of distressed prop-
erty and commercial real estate assets from bank balance sheets to the government-
backed National Asset Management Agency (NAMA), the large-scale government 
support for two failed banks (Anglo Irish and Irish Nationwide), and major equity 
investments in other banks, with a total fiscal cost estimated at 40 percent of GDP.

A steep economic recession ensued, with the unemployment rate jumping from 
9.5 to 13.6 percent in 2010, and real GDP dropping approximately 8 percent 
between 2007 and 2010. As a consequence, tax revenues fell sharply, driving the 
fiscal deficit – before the fiscal cost of bank support – to 10 percent of GDP from 
fiscal balance in 2007.

By late 2010, the credibility of Irish sovereign creditworthiness had been 
severely compromised. Government guarantees were no longer sufficient to 
restore confidence in the country’s banking system. External official support was 
urgently needed.

This official support was formally achieved in December 2010, when the IMF 
approved a three-year Extended Fund Facility (EFF) arrangement for Ireland in 
the amount of €22.5 billion as part of an €85 billion financing package that 
involved the European Financial Stabilization Mechanism (EFSM) and the 
European Financial Stability Facility (EFSF), in addition to bilateral loans 
provided by the United Kingdom, Sweden, and Denmark. In conjunction with the 
granting of this facility to Ireland, the European Central Bank committed to 
continued liquidity support to Irish banks.

From sovereign debt to regional banking crisis: 2011–12

The stress tests of 2010 (and 2011), administered by the European Banking 
Authority on 93 banks, indicated that only a handful were undercapitalized or in 
potential risk of failure. As Deutsche Bank, Barclays, and BNP, unwilling recipi-
ents of capital injections in 2008, were able to repay these monies, and other 
banks appeared ready to follow suit, these results appeared to lend credence to 
talk of a steady recovery. However, continuing political volatility in Greece, 
Italy, and Spain was in fact symptomatic of a far more fragile landscape, one 
fraught with public distrust of banks and markets. The sense of relief was short-
lived, as the extent of bank exposure to other peripheral countries became 
evident: “Europe must come clean on the extent of its losses” (Financial Times, 
7 June 2010).

An August 2010 report by the OECD revealed that equity in French and 
German banks barely covered total exposure to Greek, Spanish, and Italian assets 
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(Blundell-Wignell and Slovik, 2010). By fall 2011, Société Générale’s exposure 
totaled €4.2 billion, that of Crédit Agricole €3.4 billion, and BNP €5b billion. 
The collapse of the Irish banks revealed EU bank exposure to Ireland of €509 
billion, with Germany carrying the highest exposure at €138 billion. In December 
2010, is was finally revealed that French banks held the highest exposure to 
Greece in the amount of €53.5 billion (Jenkins et al. 2010).

As Martin Wolf noted, “Banks are on a Eurozone knife edge” (Wolf, 2012) as 
a “combination of vulnerable sovereigns with exposed banks” led to political 
implosions and fomented extremist factions at both ends of the spectrum with 
anti-EU, anti-euro, anti-market and anti-bank platforms. Weakness in financial 
regulation before 2008 and lack of oversight in public finances across the EU 
through 2009 allowed banks to increase exposure to sovereign debt without any 
warning signs.

Collapse of Dexia: danger of cross-border contagion

The sudden collapse of the French–Belgian bank, Dexia, on October 4, 2011 
further impressed on markets that the crisis was not resolved and that serious 
emergency measures were necessary in order to avoid cross-border contagion. It 
discredited the latest round of stress tests administered in July 2011 under the 
European Banking Authority, established in London in 2010. Among the seven 
of the 93 banks examined deemed unsound, Dexia received the highest rating.

Like Fortis, Dexia was created in the first wave of cross-border consolidation 
in 1996, when Crédit Local de France merged with CREGEN of Belgium. In 
2011, it had massive reciprocal obligations following huge losses due to failed 
municipal lending. Belgium, France, and Luxembourg were forced to rescue 
Dexia as it became public that the bank had global risk exposure of US$700 
billion, of which US$34 billion was to Greece. The French arm of Dexia was 
merged into the state-run Caisse des Depots, the Belgian arm acquired by the 
Belgian State. The second collapse of Dexia implicated by association its largest 
trading partners: Morgan Stanley, Goldman Sachs, and Commerzbank.

Greece experienced ongoing turmoil, unable to meet its obligations that would 
allow it to receive the second tranche of its bailout. EU banks could no longer 
avoid disclosing that they were overleveraged and undercapitalized. National 
scrutiny, market and political pressures were compounded by the new require-
ments of Basel III, despite the extension in Basel III implementation from 2013 
to 2015–19, requiring banks to meet higher capital adequacy requirements and 
higher Tier I capital requirements. Santander, UBS, Société Générale and U.K. 
banks still claimed they could self-recapitalize, but in reality this was as dubious 
as their ability to self-regulate.

ECB to the rescue

On December 22, 2011, Mario Draghi, the new head of the ECB, announced the 
Long Term Refinancing Operation (LTRO), in which 523 banks would be 
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eligible to borrow a total of US$640 billion or €489 billion. Instead of the ECB 
moving money through the IMF or directly buying bonds, the ECB assumed the 
role of lender of last resort in an emergency program to provide three-year loans 
to EU banks. This judicious decision allowed the ECB to remain within its 
mandate, to extend the scope of its activities without imposing an undue political 
burden on national central banks. The ECB decision was complemented in 
December 2011, by the German-led Fiscal and Budgetary Compact, which would 
impose far stricter supervision and oversight over national budgets.

On March 2, 2012, a second phase of LTRO took place, affecting an additional 
800 banks, of which 400 recipients were German financial institutions, including 
the finance arms of major car companies. France borrowed €150 billion, Italy 
€260 billion, and Spain €250 billion, intended to bolster the failing savings 
banks. In 2013, the European Stability Mechanism replaced the European 
Financial Stability Facility.

Spain’s Bankia and the second stage of the ECB rescue

An unexpected crisis in Spain caused another panic in June 2012, when the 
Spanish savings bank, Bankia, created through consolidation of seven failed 
saving banks (cajas), failed. The Spanish economy almost collapsed under the 
debt-fueled housing and construction bubble, which remained unchecked through 
2010. Ironically, at less than 90 percent, Spain’s debt to GDP ratio was much 
better than in other peripheral countries, and its retail and corporate banking 
sector was solid, led by Santander and BBVA.

The collapse of property values and the construction industry brought about the 
failure of mortgage banks (see Ireland, Chapter 4). The newly-elected center-
right Spanish government was forced to turn to the EU for an unprecedented 
€160 billion rescue package. The impact of the crisis drove unemployment rates 
to 26.2 percent, compared with 17.4 percent in Portugal (Financial Times, 
October 24, 2013), and a deep recession ensued, lasting from 2011 to 2014. Spain 
began to see a fragile recovery in 2014, as foreign private equity groups began to 
buy up cheap toxic assets and foreign investment resumed.

Beginning of resolution and recovery

On July 26, 2012, Mario Draghi pledged that “[w]ithin our mandate, the ECB is 
ready to do whatever it takes to preserve the euro. And believe me it will be 
enough” (Financial Times, July 26, 2012). With this statement, markets surged in 
London, Madrid, and Paris, followed by New York. Despite some hesitation from 
the more hardline bankers at the Bundesbank, in September 2012, the German 
Constitutional Court voted to agree to Germany’s participation as chief donor to 
the European Stability Mechanism, with a limit of €190 billion for any bailout. 
These actions began slowly to shift Europe out of the crisis and toward a slow 
and painful recovery.
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The Banking Union (see chapters 6 and 9) and EU-wide regulatory reforms 
were implemented in 2014. Nevertheless the remaining challenges are threefold:

â•¢• an EU-wide resolution mechanism for failing banks and preventive meas-
ures;

•	 expansive supervisory and monitoring powers granted to the ECB;
â•¢• an EU-wide standardized deposit insurance scheme put in place.

Despite signs of renewed confidence in early 2014 in Europe, and specifically in 
the 18 Eurozone countries, investment and the start of banks’ ability to repay 
LTRO loans, growth prospects remained at barely 1 percent. Under the austerity 
measures imposed by the bailouts, unemployment in the weaker economies 
remained between 15 percent and 25 percent, with much higher levels among 18 to 
34 year olds. Although a significant increase in U.S. investment in EU companies 
and banks has spurred the recovery, economic competitiveness across the EU 
(excluding the United Kingdom) remains hampered by weak labor mobility, rigid 
labor laws, and a lack of reforms which would increase entrepreneurship and start-
ups. For Greece, Spain, Portugal, and Ireland “the recession is over, but the crisis 
continues” (Mariano Rajoy, Prime Minister of Spain, quoted in Buck, 2013).

Resolution

In April 2014, only two years after it defaulted on its debt, Greece returned to 
global capital markets, easily raising €3 billion in a five-year deal. Although 
Ireland and Portugal have returned to the capital markets also and Spain has seen 
a return to growth for the past nine months of 2013–14, the recovery across 
Europe remains anemic and uneven. Germany is the exception, while growth is 
stagnant in France and is still negative in Italy. Overall, growth does not exceed 
1 percent across the 28-member EU, and the region remains vulnerable to politi-
cal and economic shocks.

Summary

In this chapter we have examined sovereign debt crises from the 1980s to present, 
their causes and their ramifications for international banking. In earlier decades, 
such crises were generally associated with emerging economies, and their resolu-
tion led by the IMF, in accordance with its original charter as lender of last resort 
to sovereign governments for temporary balance of payments adjustments.

The most recent sovereign debt crises, coming in the aftermath of the 2008 
financial crisis, differ from previous crises in two important aspects. First, they 
affected OECD economies, considered to have in place strong governance and 
regulatory structures. Second, they brought to the surface the dangerous interlink-
ages, for developed economies also, between sovereign risk and the health of 
domestic financial systems.
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Notes

1.â†œæ¸• See Mexico in 1995, Turkey in 2001, Argentina in 2002, Greece in 2009, and Spain in 
2012.

2.â†œæ¸• See Iceland in 2008, Ireland in 2008, and Cyprus in 2012.
â†œ3.â†œæ¸• See Nordic countries in 1991, Japan in 1995, Republic of Korea in 1997, and the 

United States in 2008.
4.â†œæ¸• In 1995, at the Halifax Summit of the G-7, there was a proposal for the IMF to set up 

a new “Emergency Financing Mechanism”, which would provide faster access to the 
Fund “with strong conditionality and larger up front disbursements in crisis situations” 
with a request for the G-10 to support this system (Truman 1996: 209). Following 
the sovereign debt crisis in Argentina in 2001, there was an IMF proposal to create 
a Sovereign Debt Restructuring Mechanism. However, due to technical and political 
difficulties these proposals were never fully enacted.

5.â†œæ¸• In spring 2011, Portugal required a €78 billion bailout, including €12 billion 
earmarked for recapitalizing the banking sector. Despite overexpenditure in the public 
sector and unsustainable debt, Portuguese banks had not speculated on the property 
bubble, unlike Spanish banks.



6	 International bank  
regulation and supervision

Introduction

As discussed in Chapter 4, banks fail as a result of having assets insufficient to 
meet liability obligations. A decline in the value of the bank’s asset base depletes 
capital and increases leverage – the gearing ratio expressing how much third party 
debt to shareholders’ equity the bank holds. If large enough, the decrease in asset 
value may wipe out shareholders’ equity, causing the bank to become insolvent.

Leverage is, therefore, a critical element to assess the risk profile of a bank. 
Equally important is the riskiness of the assets, the ability of the bank’s funding 
to support short-term asset price volatility, and the reliability of the bank’s inter-
nal risk measurement and management process.

The ability of a company to meet its debt obligations is a function of its lever-
age, the magnitude and volatility of the margins between revenues and produc-
tion costs, and its ability to manage its balance sheet and properly protect itself 
against both known risks and unforeseen contingencies.

What makes the banking industry unique is that: (a) it is relatively prone to 
contagion – the risk that the market perception of financial troubles at one finan-
cial institution can quickly spill over to another and, possibly to the financial 
system as a whole; and (b) it is the fundamental conduit of credit to businesses 
and families – the jeopardizing of which, as amply illustrated in Chapter 4, has 
severe aggregate demand implications and social costs. The ultimate purpose of 
bank regulation is to establish prudential minimum standards that, if properly 
enforced by bank regulators, should prevent systemic financial crises.

In 1974, with the goal of ensuring international coordination of bank supervi-
sion, a standing committee of central bank governors was established, the Basel 
Committee on Banking Supervision (BCBS). Originally a forum of the G-10 
countries (Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, 
Sweden, the United Kingdom), and United States plus Luxembourg and 
Switzerland, BCBS membership was expanded in 2009 to include Argentina, 
Australia, Brazil, China, Hong Kong SAR, India, Indonesia, South Korea, 
Mexico, Russia, Saudi Arabia, Singapore, South Africa, and Turkey.

The permanent secretariat of the BCBS is headquartered at the Bank for 
International Settlements (BIS) in Basel, Switzerland. Founded in 1930, to 
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manage German reparations from World War I (see Chapter 1), BCBS has no 
formal authority to enforce the guidelines established in the international accords. 
It is the responsibility of the domestic regulatory authorities to implement in their 
own jurisdictions the international guidelines agreed upon.

Domestic regulatory regimes

Before immersing ourselves in the complexities of international bank regulation, 
it is important to understand the fundamental aspects of domestic bank 
regulation.

Disruptions of credit flows can have severe effects on the economy as a whole, 
with widespread negative effects on businesses and people. As a result, all 
governments regulate banking. Bank regulation and supervision has two funda-
mental objectives:

 (i)	 to ensure prudent practices at the individual bank level, through the imposi-
tion of capital standards and operational guidelines; and

(ii)	 to reduce systemic risk, through individual bank examinations and system-
wide assessments.

Countries around the world have established government-backed agencies in order 
to mitigate the risk of system-wide runs – deposit insurance agencies funded by 
premiums paid by the banks themselves – to guarantee the safety of customers’ 
deposits up to the same pre-established amount in all participant banks.

The United States was the first country to establish a formal institutional 
deposit insurance framework with the creation of the Federal Deposit Insurance 
Corporation (FDIC) in 1933, during the Great Depression, guaranteeing deposits 
up to US$2,500. In 2008, in response to the increasing risk of generalized bank 
runs as a result of the subprime mortgages meltdown, this limit was raised from 
US$100,000 (in place since 1980) to US$250,000.

Responsibility for support to a bank facing liquidity difficulties – rather than a 
solvency crisis – resides with a country’s central bank, the lender of last resort to 
banks against acceptable collateral provided by the bank, such as high credit-
standing securities.

The mission to intervene in a failing bank is typically reserved for the coun-
try’s deposit insurance agency. In this capacity, the deposit insurance agency 
would take sole receivership responsibility for the troubled bank until a take-over 
by another healthier party can be arranged or, if this is not a viable option, final 
liquidation.

The combined effect of guaranteed bank deposits for bank customers (up to a 
certain well-established amount, as indicated above) and temporary liquidity 
support to banks by the central bank (against acceptable collateral) provides an 
unequivocal enhancement to peoples’ trust in banks, a critical factor for the proper 
functioning of the financial system and the well-being of society as a whole. 
However, it also stimulates moral hazard – the tendency for economic agents to 
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take higher risk than they otherwise might. Therefore, adequate prudential regula-
tion and supervision of depositary financial institutions is absolutely critical to 
prevent both financial contagion from one institution to another and excessive risk 
taking by each.

A major additional challenge for bank supervisors is the potentially destabiliz-
ing effects of interconnectedness between depositary and non-depositary finan-
cial institutions, as evidenced in the U.S. subprime meltdown and ensuing global 
credit crunch in 2008. Country specific cultural, constitutional, and political 
considerations may lead to different institutional frameworks. However, what has 
become unquestionable around the world is the need for individual jurisdictions 
to have in place a supervisory framework that provides regulators with a real-time 
comprehensive understanding of any major threat to the stability of their financial 
systems, as well as the legal authority to act promptly if necessary.

A clear example of this was the establishment by the Dodd–Frank Act of the 
Financial Stability Oversight Council in the United States. This multi-agency 
committee with ultimate responsibility for the stability of the entire U.S. financial 
system is chaired by the Secretary of the Treasury and has as voting members the 
chairpersons of the Board of Governors of the Federal Reserve System, the 
Federal Deposit Insurance Corporation, the U.S. Securities and Exchange 
Commission, the Commodity Futures Trading Commission, and of the National 
Credit Union Administration Board, in addition to the Director of the Consumer 
Financial Protection Bureau, the Controller of the Currency, the Federal Housing 
Finance Agency, plus an independent member with insurance expertise appointed 
by the President and confirmed by the Senate.

Another noteworthy development in this regard was the enactment by the U.K. 
parliament of the Financial Services Act (2012), which extinguished the 
Financial Services Authority (FSA) as an independent regulatory and supervisory 
authority and transferred its responsibilities to two new bodies: the Prudential 
Regulatory Authority (PRA), as a division of the Bank of England, charged with 
the responsibility for prudential regulation and supervision of the entire financial 
system; and the Financial Conduct Authority (FCA), a separate body focused 
exclusively on business and market conduct.

These considerations aside, in order to better understand how a country’s 
policy intentions with regard to its banking industry translate into governing 
legislation and, then, from legislation into a continuously improving rule-making 
and effective enforcement regulatory framework, it is useful to examine in 
greater detail a specific case: Canada, home to a financial system that in spite of 
its high degree of interconnectedness with those of the U.S. and Europe 
succeeded in weathering successfully the 2008 global financial crisis and credit 
crunch.

The case of Canada

Canada’s central bank, the Bank of Canada, was established in 1934 by the Bank 
of Canada Act “to regulate credit and currency in the best interests of the 
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economic life of the nation.” Having opened its doors in March 1935 as  
a privately owned institution, with shares sold to the public, it became a  
100 percent government-owned institution in 1938. As central bank, the Bank of 
Canada is the monopoly issuer of fiat money with legal tender in Canada, and is 
also the lender of last resort to banks operating in Canada.

The most important regulatory authority in Canada’s financial system is the 
Office of the Superintendent of Financial Institutions (OSFI). Created by the 
OSFI Act of 1987, the OSFI is the regulatory agency responsible for the regula-
tion and supervision of all federally chartered banks, insurance companies, trust 
and loan companies, and cooperative credit associations operating on Canadian 
territory. It was formed by the merger of the Office of the Inspector General of 
Banks (OIGB, in existence since the mid 1920s) and the Department of Insurance 
(formerly the Office of the Superintendent of Insurance).

The OSFI Act of 1987 also created the Financial Institutions Supervisory 
Committee (FISC), constituted by the Superintendent of Financial Institutions, the 
Governor of the Bank of Canada, the Deputy Minister of Finance, the Chairman 
of the Canada Deposit Insurance Corporation (CDIC), and the Commissioner of 
the Financial Consumer Agency of Canada (FCAC). The rationale for FISC was 
to enhance the exchange of information among its members on all matters related 
to the supervision of financial institutions and to strengthen the OSFI’s “will to 
act” (www.osfi-bsif.gc.ca).

The OSFI works with the Basel Committee on Banking Supervision and is the 
party responsible for the incorporation of internationally agreed guidelines into 
Canada’s body of domestic regulation, as well as its monitoring and enforcement. 
Two other mission-specific regulatory authorities complement the OSFI’s super-
visory responsibilities, the Canada Deposit Insurance Corporation and the 
Financial Consumer Agency of Canada.

The Canada Deposit Insurance Corporation was created in 1967 to provide 
deposit insurance for bank depositors (at end-2012, to a level of the first C$ 
100,000 held in any bank). It relies mainly on the OSFI’s examination reports of 
insured banks, but it has the authority to seek further clarification and to request 
to be appointed as receiver of a bank, if it believes that it will be called upon to 
make insurance payments to depositors of that bank.

The Financial Consumer Agency of Canada was established in 2001 to enforce 
the consumer provisions of the Bank Act, particularly with regard to disclosure 
of the terms of financial transactions and financial contracts. It has the authority 
to impose penalties on banks failing to comply with the principles embodied in 
the Act.

Minimum capital and liquidity requirements for banks operating in Canada are 
established by the OSFI, and are fundamentally the same as those proposed by 
the BCBS. Basel II guidelines had been put in place in Canada as scheduled  
by the BCBS (2007); full implementation of Basel III is expected well in advance 
of the 2019 deadline, according to the OSFI. Monitoring banks’ compliance with 
capital adequacy guidelines is the principal mission of bank supervisors. 
Detection by the OSFI of a trend of deterioration in a bank’s capital adequacy 

http://www.osfi-bsif.gc.ca
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ratio triggers the demand for an immediate plan to address this weakness. The 
OSFI makes public its supervisory intervention program. As capital adequacy 
deteriorates, banks are assigned escalating stages of intervention, from additional 
reporting to restrictions on the business of the bank, including the requirement to 
cease the payment of dividends to shareholders.

If the OSFI believes that a bank is undercapitalized, it has the authority to 
direct it to increase its capital. That not being possible, the OSFI may take control 
of the assets of the bank or of the bank itself, to protect creditors and/or the 
system as a whole. The OSFI must report this action to the Minister of Finance, 
who could overrule it if he/she believed it not to be in the public interest. The 
OSFI may, then, proceed to request that the Attorney General apply to the federal 
court for the winding up – or liquidation – of the bank. The court, in issuing a 
winding up order, must appoint a liquidator, either a trustee licensed under 
Canada’s Bankruptcy and Insolvency Act or, as is more likely, the Canada 
Deposit Insurance Corporation.

Once appointed as liquidator, the Canada Deposit Insurance Corporation can 
proceed with the winding up of the troubled bank or, if it believes a going-
concern solution is possible, request an order to vest shares in the troubled bank 
prior to its sale to a new shareholder.

The CDIC can also seek the Minister of Finance’s authorization to establish a 
bridge bank to absorb the liabilities and the good assets of the bank, the remainder 
assets to go into liquidation. This strategy, also known as the good bank–bad 
bank solution, is justified when the proceeds from a future sale to a third party of 
the bridge (or good) bank may lead to a lower final cost of the intervention than 
outright liquidation.

The Basel I Accord

The original accord (1988)

As indicated in Chapter 5, the 1988 Basel Capital Accord (Basel I Accord) was 
the international regulatory response to the threat to the stability of the global 
financial system posed by the 1980s Latin American debt crisis. Initially 
approved by representatives of the G-10 countries, then the only members of the 
BCBS, Basel I was eventually adopted by over 120 countries.

As outlined in Basel I, a bank’s capital (K) should be at a minimum 8 percent 
of the sum total of the bank’s assets, each asset weighted by its credit risk 
(TRWA), or K/TRWA >= 8 percent.

Negotiations between the Basel Committee and the banking industry – the 
latter seeking flexibility in the Basel I definition of capital – led to a hybrid 
numerator (K) with two components: Tier 1, or core equity, comprising issued 
and fully-paid common stock and non-cumulative perpetual stock plus retained 
earnings; and Tier 2, or complementary capital, comprising cumulative perpetual 
preferred stock, subordinated term debt with minimum maturity of five years, 
and undisclosed (or non-specific) reserves.
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Banks were given until the end of 1992 to reach the minimum capital require-
ment. For many banks that meant issuing new common stock and/or reducing 
dividend pay-outs but, as a result of the flexibility provided by the Tier 2 defini-
tion of capital, prioritizing over the next two decades non-dilutive common 
shareholders’ equity capital increased, such as non-cumulative preferred and 
subordinated debt issues.

Regarding the denominator, TRWA, Basel I distinguished very clearly 
Organisation for Economic Co-operation and Development (OECD) credit risk 
from non-OECD credit risk. As shown in Table 6.1 below, claims on OECD sover-
eign exposures commanded a much lower weight (0 percent) than non-OECD 
sovereign debt (100 percent), the same being true for over one year exposures to 
banks (20 percent for OECD versus 100 percent for non-OECD institutions). Basel 
I established also that mortgage loans – by definition, collateralized exposures 
backed by the home being financed – should command a significantly lower weight 
charge (50 percent) than general purpose private sector loans (100 percent).

The Basel I regulatory framework faced, from the start, four major criticisms 
from the banking industry:

  (i)	 It failed to properly differentiate between private sector credit risks (e.g. the 
same risk weight would apply to a large AAA corporation and a start-up 
business).

 (ii)	 Its OECD/non-OECD distinction was arbitrary.
(iii)	 It failed to deal properly with important changes that had begun to take 

place in the structure of banks’ balance sheets away from typically hold-to-
maturity loans to securities traded in the secondary markets.

(iv)	 It failed to acknowledge the latest developments of modern finance, includ-
ing the beneficial effects of diversification to risk mitigation being 
incorporated into banks’ internal risk management models and techniques.

Items (i), (ii), and (iv) would be addressed only by The Basel II Accord, in 2004. 
However, a market risk capital charge for traded securities – more often than not 

Table 6.1â•‡ Selected credit risk weights under Basel I

Risk Weight Type of Asset

â•‡â•‡  0% Cash
Claims on OECD governments
Claims in national currency on non-OECD governments

â•‡ 20% Claims on OECD banks and regulated broker-dealers
Claims on non-OECD banks with maturity up to 1 year

â•‡ 50% Residential mortgage loans
100% Claims in foreign currency on non-OECD governments

Claims on non-OECD banks with maturity over 1 year
Claims on private sector borrowers and/or issuers

Source: Authors based on Bank for International Settlements 1988: 21
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demanding a significantly lower charge than the corresponding credit risk charge 
for the same security – was incorporated into the Basel I Accord in 1996, through 
the Market Risk Amendment.

The Market Risk Amendment (1996)

The objective of the Market Risk Amendment to the Basel I Capital Accord was 
to explicitly acknowledge the risk of loss associated with asset-liability mismatches 
(e.g. foreign exchange, interest rate) in a bank’s balance sheet, as well as to estab-
lish an explicit capital cushion for the risks arising from the price volatility associ-
ated with its trading in foreign exchange and interest rate contracts, along with 
fixed income and equity securities, commodities, and derivatives.

While representing a significant milestone in bank regulation, by explicitly 
addressing capital cushions for market risk, the Market Risk Amendment was, 
moreover, an affirmative nod by regulators to banks’ demands that portfolios 
with secondary market liquidity deserve a different, and probably lower mini-
mum capital charge treatment, than hold-to-maturity loan portfolios. As 
further detailed below, per the Market Risk Amendment, the capital charge to 
cushion a bank against market risk, should be a function of its total value-at-
risk (VaR).

The concept of VaR, originally developed by Bankers Trust in 1989, sought to 
estimate – with a degree of confidence of, say, at least 95 percent – how much the 
bank could lose on its entire trading book on a given day. The VaR methodology 
consisted of a mathematical formulation to apply historical observations to esti-
mate future movements in securities prices relying on, fundamentally, two 
assumptions: (i) changes in securities prices, like most other natural phenomena, 
tend to follow a normal distribution; and (ii) price fluctuations at any time interval 
are independent events (e.g. tomorrow’s price movement is independent from 
today’s price movement).

Seeking to ensure a minimum degree of prudence, transparency, and consist-
ency, the Market Amendment to Basel I approved by the Basel Committee on 
Banking Supervision for implementation beginning in 1996 allowed banks to 
use their in-house proprietary models to determine market risk, but required 
that: (i) the minimum capital charge for market risk should be the higher of the 
bank’s previous day’s value-at-risk, and three times the average of its daily 
value-at-risk for the preceding 60 days; (ii) the bank’s VaR should be computed 
daily using a 99th percentile one-tailed confidence interval; (iii) a minimum 
price shock equivalent to a holding period of ten trading days should be used; 
and (iv) models should incorporate a minimum historical observation period of 
one year.

The guidelines for capital charges imposed by the Market Amendment to Basel 
I would remain essentially unaltered until after the subprime meltdown crisis and 
global credit crunch, when, under Basel III, incremental capital charges for 
market risk that explicitly factored in the liquidity horizon of individual positions 
or sets of positions and required stressed-VaR scenarios were imposed.
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The Basel II Accord

In 1999, the Basel Committee on Banking Supervision presented a new accord 
that sought to connect capital requirements more closely to the actual risks 
incurred by banks, while providing incentives for banks to develop more sophisti-
cated and robust internal risk management systems and practices consistent with 
the different characteristics and complexities of their individual operations. This 
proposal was put forward in the aftermath of the Southern Asian (1997) and 
Russian (1998) financial crises, when incidences of poor governance and inade-
quate disclosure were identified as important contributors to systemic contagion.

The Basel II Accord, introduced finally in 2004, consisted of three pillars 
intended to strengthen the safety and soundness of the financial system.

â•¢• Pillar 1, minimum capital requirements establishes guidelines for the mini-
mum capital cushion banks should carry to protect against credit, market, 
and operational losses.

•	 Pillar 2, supervisory review, complements Pillar 1, setting out principles for 
the examination process that regulators should engage in to assess the quality 
of a bank’s risk management procedures and internal governance, including 
board of directors’ involvement and accountability.

â•¢• Pillar 3, market discipline, establishes guidelines for the external disclosure 
of a bank’s overall risk position to depositors, counterparties, investors, and 
the public-at-large.

Pillar 1: minimum capital requirements

The Basel II Accord required banks to set aside capital cushions against potential 
credit, market, and operational losses. We will begin by examining the concep-
tual aspects surrounding the alternative methodological approaches banks may 
adopt to assess and quantify each of these three risk categories. We will then 
proceed to present the Basel II Accord formulation of minimum required eligible 
regulatory capital (ERC) to cushion a bank’s potential total credit, market, and 
operational losses.

Credit risk capital

Credit risk is the risk of loss for a bank resulting from the inability of its borrow-
ers to repay their loans in full and on time. Credit risk capital models attempt to 
quantify potential credit losses through statistical treatment of historical informa-
tion and simulation, such that an appropriate capital cushion against such losses 
is always in place.

The Basel II Accord proposes three alternative approaches to determine credit 
risk capital: (i) the Standardized Approach; (ii) the Foundation Internal Ratings 
Based (Foundation IRB) approach; and (iii) the Advanced Internal Ratings Based 
(Advanced IRB) approach.
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The Standardized Approach recommends that external credit ratings issued by 
recognized credit rating agencies (CRAs) should be utilized by banks in the deter-
mination of the weights of their credit exposures to publicly rated borrowers. The 
Basel Committee on Banking Supervision sets out certain criteria which ratings 
agencies should satisfy, but it is up to national regulators to formally recognize 
CRAs in their jurisdictions.

As previously indicated, under Basel I, loans to private sector borrowers had a 
100 percent risk weight, regardless of the borrower’s credit rating. Under Basel 
II, risk weights of loans to businesses can vary from 20 percent to 100 percent, as 
shown in Table 6.2 below, utilizing Standard and Poor’s ratings.

Basel II’s Standardized Approach acknowledges also that collateral –  
guarantees pledged by a borrower as security – can reduce the magnitude of the 
potential loss from a loan. For example, proposed risk weight for residential loans 
backed by a first mortgage on the property is 35 percent.

Foundation IRB and Advanced IRB allow banks to make use of their internal 
processes to assess the creditworthiness of borrowers and resulting estimated 
expected loss and required capital charges.

The IRB approaches are distinct from both Basel I and the Standardized 
Approach in that they introduce explicitly the concept of unexpected loss. Under 
the Internal Ratings Based approaches a bank must estimate both expected loss 
(EL) and unexpected loss (UL). Expected loss is a clearer statistical concept and, 
under Basel II, expected losses should be covered by banks from current earn-
ings through the establishment of loan loss provisions. Unexpected loss is by 
definition – and as amply illustrated in Chapter 4 and Chapter 5 – much more 
difficult to predict.

While IRB credit risk capital models can become very mathematically-
complex, they seek to reach robust estimates of potential losses through examina-
tion of the statistical relationships between five basic elements: maturity (M), 
probability of default (PD), exposure at default (EAD), loss given default (LGD) 
and recovery rate (RR).

It should be noted that, under the IRB approaches, banks are not required to 
specify risk weights for different types of loans, as estimation of expected losses 
(to be cushioned by provisions for loan losses), and unexpected losses (to be 
cushioned by capital) are generated by their internal models.

Under Foundation IRB only probability of default (PD) can be estimated inter-
nally by the bank; all other parameters are provided by the bank’s supervisor. 
Under Advanced IRB, banks can use their internally generated information to 

Table 6.2â•‡ Risk weights for corporates

Credit  
Assessment

AAA to AA− A+ to A− BBB+ to BB− Below BB− Unrated

Risk Weights 20% 50% 100% 150% 100%

Source: Bank for International Settlements 2001:8
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estimate all the components of their credit risk capital models. Implicit in this 
distinction was an acknowledgement by bank regulators that banks with larger 
and more robust proprietary and more sophisticated internal credit rating models 
and risk management systems should be permitted to enjoy lower capital charges 
than those less able to estimate potential losses.

Market risk capital

Market risk is the risk of loss for a bank due to changes in interest rates, exchange 
rates, and the prices of securities and commodities.

The Basel Committee on Banking Supervision’s first formal acknowledgement 
of concern with minimum capital requirements for market risk came about in 
1996, through the issuance of the Market Risk Amendment to Basel I.

As discussed in Chapter 2, from the mid 1980s onward, banks had begun to 
change quickly from being, mainly, providers of hold-to-maturity loans to being 
increasingly also underwriters and traders of securities. Through securitization, 
they could transform loans into tradable assets. At the same time, market volatil-
ity pushed them to increasingly trade risk protection instruments, such as interest 
rate swaps and exchange rate forwards and, more recently, credit derivatives. 
Some banks have remained fundamentally end-users of derivatives; others would 
become market-makers in these instruments.

From Basel II, the first step in the determination of market risk is to allocate a 
bank’s assets to its banking book or its trading book. Hold-to-maturity assets, 
such as loans, should be included in the banking book. Certain instruments used 
by the bank to hedge these assets (such as interest rate swaps) are allowed to be 
part of the banking book. Banking book assets are valued according to their 
historical cost.

Assets held with the intention to trade – or sell in the short-term – should be 
included in the trading book. These assets have to be marked-to-market, that is, 
valued at their current market price.

Unfortunately, this distinction, based on intent, between banking and trading 
book assets is less clear in practice. As indicated above, bets with derivatives – 
such as interest rate, foreign exchange, and credit default swaps, that can be 
construed as intended to mitigate credit risk and/or potential losses from asset/
liability mismatches imbedded in the banking book, can be carried also in the 
banking book. However, such hold-to-maturity positions can be reclassified as 
available for sale and migrate to the trading book, or vice-versa, at any moment 
in time.

For a number of banks, the majority of the losses arising from the U.S. 
subprime meltdown occurred in their trading books. This was due, in part, to 
regulatory arbitrage, the possibility for a bank to carry a position in the book 
that, at a particular moment, allows for a smaller capital charge. As we shall see, 
Basel III’s market risk capital framework introduces the concept of an incremen-
tal risk capital charge for trading book assets, in effect curbing incentives to 
regulatory arbitrage between banking and trading books.
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Under Basel II, as was the case under the Market Amendment to Basel I, banks 
are permitted to develop their internal market risk capital approach (MRA) to 
determine the minimum capital cushions for market risk.

Banks’ MRAs typically consist of applications of VaR methodologies incorporat-
ing mathematical and statistical refinements to capture the effects of diversification, 
such as the beneficial effects of negative correlations, which make the total VaR of a 
set of portfolios smaller than the sum of the VaRs of individual portfolios. As indi-
cated above, these guidelines were amended only in the aftermath of the subprime 
meltdown crisis and global credit crunch, when incremental capital charges for market 
risk, that took into consideration the liquidity horizon of individual positions or sets of 
positions and required stressed-VaR scenarios, would be imposed under Basel III.

In order to have their MRAs accepted by bank supervisors, a bank must demon-
strate that it engages in regular stress-testing of VaRs, it maintains independent 
risk management and audit and control departments, and it integrates satisfactorily 
the measurement and the management, with the involvement of senior manage-
ment and the board of directors as we will see under Pillar II, Supervisory Review.

Operational risk capital

Operational risk is the risk of loss as a result of failed internal processes due to 
human error or systems disruption, or external events. Examples of human failures 
include technical processing and control errors, including fraud. System failures 
include breakdowns in front-office functions, such as the settlement of transactions 
among customers, or between customers and the bank, or back office functions, 
such as the internal booking of transactions and reconciliation of accounts.

The larger the size, scope of activities, and degree of internationalization, the 
larger tends to be the operational risk carried by a bank, and imposed by this bank 
on the financial system as a whole. However, operational failures, from rogue 
trading events to computer system breakdowns, are too infrequent and varied in 
nature to allow for a generalized satisfactory statistical treatment.

Basel II offers three basic approaches for the determination of operational risk 
capital:

(i)	 the Basic Indicator Approach, where operational risk capital should be at 
least 12.5 percent of the bank’s operating income before tax;

(ii)	 the Advanced Measurement Approach, which allows banks to use their 
internal model to assess operational risk and quantify the necessary capital 
cushion; and

(iii)	the Standardized Approach, which allows banks to determine the necessary 
capital charge under close supervision of regulators.

Minimum required eligible regulatory capital

As indicated above, the responsibility to approve and monitor a particular bank’s 
approach to quantifying its credit, market, and operational capital at risk falls to 
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national regulators. In line with the Basel II Accord, however, all agree that 
regardless of the jurisdiction, the minimum required eligible regulatory capital 
(ERC) imposed by any national regulator must not be less than 8 percent of a 
bank’s potential (expected plus unexpected) loss, or, as we will see below, a 
bank’s total assets weighted for credit, market and operational risks. Algebraically:

ERC/TRWA >= 8%, where

TRWA, total risk-weighted assets, is the sum of CRWA, MRWA, and ORWA;
CRWA, total risk-weighted assets for credit risk is determined by either  

the Standardized or the IRB approaches;
MRWA, maximum expected loss for market risk, is defined as 12.5 times the 

bank’s market risk capital (MRC), in turn determined according to either the 
Standardized or the Internal Models approach;

ORWA, maximum expected loss for operational risk, is defined as 12.5 times 
the bank’s operational risk capital (ORC), in turn determined according to 
the Basic Indicator, Standardized or advanced Measurement Approach; and

ERC, eligible regulatory capital, is – as it was under Basel I – Tier 1 capital plus 
Tier 2 capital minus Deductions.

Tier 1 (or core) capital is defined as common plus non-cumulative perpetual 
preferred stock, plus accumulated retained earnings, plus certain accrued and 
secured gains, such as tax credits for losses carry-forward.

Tier 2 capital comprises cumulative perpetual preferred stock, other forms of 
subordinated term debt with minimum maturity of five years, and undisclosed  
(or non-specific) reserves, such as asset revaluation reserves and excess loan loss 
provisions.

Capital items that must be deduced to determine regulatory capital include 
goodwill (the excess over book value paid upon the acquisition of a business) and 
stock the bank may hold in another bank.

Under the Basel II Accord, minimum required Eligible Regulatory Tier 1 
Capital (ERT1C) remained unaltered from Basel I at no less than 4 percent of a 
bank’s total risk-weighted assets for credit, market, and operational risks.

Pillar 2: supervisory review

Pillar 2 establishes guidelines for the process that regulators should engage in to 
assess the robustness of banks’ risk measurement and management processes. 
Focused on internal governance procedures, it addresses also the importance of 
oversight by the board of directors of risk management policy and practice.

Specific capital adequacy aspects include continuous assessment of the risk of 
loss arising from credit concentration, asset-liability mismatches (typically inter-
est rate and foreign exchange) in the banking book, and/or external events, such 
as sovereign debt crises and business cycles.
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Pillar 2 calls on management to have in place an internal capital adequacy 
assessment process to quantify both current and future capital requirements. The 
Basel Committee on Banking Supervision views the supervisory review process 
as a continued dialogue between bank and supervisor, so that rapid action 
towards restoration of adequate capital cushion can prevent a bank run and/or its 
failure.1

Pillar 3: market discipline

Pillar 3 sets out the disclosure requirements on material capital information banks 
should make available to regulators, investors, and the public at large. In line with 
Basel II’s Market Discipline guidelines, a piece of information is material if “its 
omission or misstatement could change or influence the assessment or decision 
of a user relying on that information for the purpose of making economic 
decisions.”

As publicly-traded companies, most banks are subject to high levels of disclo-
sure of business and financial information by the securities and exchange regula-
tors of the jurisdictions in which their stocks are listed. Pillar 3 goes further, 
requiring that banks now not only develop policies and procedures formally 
approved by their board of directors for the disclosure of material information, 
but also that they must regularly reevaluate what information should, or should 
not be, disclosed in the future.

Specific themes requiring regular disclosure include capital structure issues 
(e.g. Tier 1, Tier 2, and eligible regulatory capital), quantitative information on 
major credit (e.g. industry and geographic concentrations, provisions, write-offs) 
and market (e.g. VaRs for different types of portfolios, including asset-liability 
mismatches in the banking book) risk aggregates, and qualitative assessment of 
operational risks.2

The Basel III Accord

The 2007–9 subprime mortgage meltdown in the United States and its devastat-
ing impact on financial institutions around the world brought to the surface the 
evidence of both failed internal risk measurement and management procedures, 
and external regulatory supervision.

In response to this evidence, the Basel Committee on Banking Supervision 
issued its new set of official guidelines for bank regulation globally, in June 2011. 
Entitled Basel III – A global regulatory framework for more resilient banks and 
banking systems.

Basel III represented a severe tightening of Basel II guidelines for pillars 1, 2, 
and 3. Furthermore, it imposed two new financial standards – minimum liquidity 
and maximum nominal leverage – to be met by all banks, and established the need 
for additional capital requirements for the so-called systemically important finan-
cial institutions (SIFIs).
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Pillar 1: minimum capital requirements

Basel III brought a significant increase in minimum capital requirements by 
restricting the definitions of Tier 1 and Tier 2 Capital, and increasing the mini-
mum requirement of Tier 1 Capital as a percentage of total risk-weighted assets. 
It added a minimum capital conservation buffer of 2.5 percent, comprised of 
Common Equity Tier 1 Capital (see definition below), on top of Basel II’s mini-
mum capital requirement of 8 percent of total risk-weighted assets. Finally, Basel 
III imposed stricter risk coverage through the imposition of higher capital charges 
for certain types of exposure, as well as the elimination of incentives for arbitrage 
between banking and trading books, thereby increasing the total amount of risk-
weighted assets against which the minimum capital cushions should be set.

In addition to these adjustments, Basel III introduces the concept of a counter-
cyclical capital buffer to be demanded at the discretion of national regulators. 
This buffer, ranging from zero to 2.5 percent of total risk-weighted assets, should 
be imposed in a particular jurisdiction when regulators perceive that excessive 
credit growth has resulted in an unacceptable level of systemic risk.

Minimum eligible regulatory capital

Under Basel III, total eligible capital is the sum of Common Equity Tier 1, 
Additional Tier 1, and Tier 2 capital, as defined below.

Eligible Common Equity Tier 1 Capital (CET1) includes common shares 
issued, retained earnings, and other accumulated income and disclosed reserves. 
Certain deferred gains, such as deferred tax assets (DTAs), to be realized as 
income in the future from tax loss carry-forward, or secured mortgage servicing 
rights (MSRs), and previously considered (CET1), must be excluded.

Eligible Additional Tier 1 Capital (ADT1) includes those categories of debt 
securities that are subordinated to depositors, creditors, and subordinated debt 
issued by the bank. They must have been fully paid-in and: (i) cannot be secured 
by any guarantee provided by any related entity of the bank; (ii) are perpetual, 
meaning that there is no maturity date and/or no incentives to redeem; (iii) are 
callable by the issuer only after a minimum of five years and cannot be redeemed; 
(iv) command a dividend distribution that is not sensitive to the bank’s credit 
standing and is subject to the bank’s full discretion, interruption of which cannot 
impose any restrictions on the bank, except in relation to distribution to common 
shareholders; and (v) no related party over which the bank exercises control or 
influence may make a purchase that has been funded directly or indirectly by  
the bank.

Eligible Tier 2 Capital consists of paid-in securities subordinated to depositors 
and general creditors of the bank that: (i) are not secured by any guarantee 
provided by any related entity of the bank; (ii) have minimum original maturity 
of five years and are subject to linear amortization on a straight line basis over the 
last five years before maturity; (iii) are callable by the issuer only after a mini-
mum of five years; (iv) cannot have a credit sensitive dividend feature; and (v) no 
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related party over which the bank exercises control or influence may make a 
purchase that has been funded directly or indirectly by the bank.

Provisions held against future presently unidentified losses qualify for inclu-
sion as Tier 2 Capital; provisions ascribed to any asset deterioration identified 
trend cannot be included as Tier 2 Capital.

Table 6.3 below summarizes Basel III’s minimum capital requirements as well 
as their scheduled phase-in through 2019.

Conservation buffer (CB)

Under Basel III, banks are required to build capital conservation buffers outside 
periods of stress to protect against waves of unanticipated losses. Banks will be 
permitted to continue to do business as normal when total Common Equity Tier 1 
Capital falls below the minimum of 7 percent, but above the minimum of  
4.5 percent (see 2019 in Table 6.3). They would, however, be subject to constraints 
on distribution of earnings to replenish the conservation buffer, as indicated in 
Table 6.4. Other forms of distributions implying depletion of Common Equity 
Tier 1 Capital (such as share buybacks, discretionary payments on Tier 1 securi-
ties, or discretionary bonus payments to staff) would also be restricted.

Countercyclical buffer

Losses incurred in the banking sector can be extremely large when a downturn 
is preceded by a period of excessive credit growth. These losses can destabi-
lise the banking sector, spark a vicious circle … contribute to a downturn in 
the real economy that then feeds back… (Basel III: A global regulatory frame-
work for more resilient banks and banking systems, BIS, June 2011)

The countercyclical buffer is intended to ensure that minimum capital require-
ments take into consideration the prevailing macro-financial environment of the 
individual jurisdictions in which financial institutions operate. National regulatory 
authorities should continuously assess whether excessive credit growth may be 

Table 6.3â•‡ Minimum capital requirements, Basel III

Capital/TRWA 2013 2014 2015 2016 2017 2018 2019

Min. Common Equity 
(Min CET1)

3.5% 4.0% 4.5% 4.5% 4.5% 4.5% 4.5%

Capital Conservation 
Buffer (CB)

0.625% 1.25% 1.875% 2.5%

Min CET1 + CB 3.5% 4.0% 4.5% 5.125% 5.75% 6.375% 7.0%
Min. Tier 1 Capital 4.5% 5.5% 6.0% 6.0% 6.0% 6.0% 6.0%
Min. Total Capital 8.0% 8.0% 8.0% 8.0% 8.0% 8.0% 8.0%
Min. Total Capital + CB 8.0% 8.0% 8.0% 8.625% 9.25% 9.875% 10.5%

Source: Bank for International Settlements 2010: Annex 4
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causing a build-up of systemic risk, in which case a system-wide countercyclical 
buffer should be imposed temporarily, to be released only when the cloud which 
triggered the buffer in the first place has dissipated.

The countercyclical buffer can range from zero to 2.5 percent of total risk-
weighted assets and must be in the form of Common Equity Tier 1 Capital.3 The 
countercyclical buffer, similarly to the capital conservation buffer, is to be 
enforced through restrictions on distributions for banks failing to satisfy the 
requirement. A decision by a jurisdiction to introduce or raise its countercyclical 
buffer requirement must be announced 12 months in advance of the date the 
requirement takes effect; a decision to decrease the level of the countercyclical 
buffer becomes effective immediately.

Internationally active banks would be subject to an overall countercyclical 
capital buffer requirement equal to the weighted average of the requirements 
imposed by the jurisdictions where they maintain credit exposures. Countercyclical 
buffer decisions by all jurisdictions will be made public by the Basel Committee 
on Banking Supervision on the BIS website in real time.

Risk coverage

In addition to raising the quality and level of the capital base, there is a need 
to ensure that all material risks are captured… Failure to capture major on- 
and off-balance sheet risks, as well as derivative based exposures, was a key 
factor that amplified the crisis… (Basel III: A global regulatory framework 
for more resilient banks and banking systems, BIS, June 2011)

From a conceptual standpoint, there were three major types of adjustments brought 
about by Basel III to enhance risk coverage, thereby increasing the total amount of 
risk-weighted assets against which the minimum capital requirements would be set.

The first type of adjustment was the establishment of higher capital charges for 
securitization exposures as well as the elimination of the incentive to regulatory 
arbitrage between the trading book and the banking book through the leveling out 
of the capital charges for such exposures held in either book.4 The second was the 

Table 6.4â•‡ Capital conservation standards

Individual bank minimum capital conservation standards

Common Equity Tier 1 Ratio Minimum Capital Conservation Ratios  
(expressed as a percentage of earnings)

4.5% – 5.125% 100 %
>5.125% – 5.75% 80 %
>5.75% – 6.375% 60 %
6.375% – 7.0% 40 %
>7.0% 0 %

Source: Bank for International Settlements 2010: 56
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imposition of a capital charge for counterparty credit risk equal to the greater 
between the portfolio capital charge under current market conditions and the 
portfolio capital charge resulting from a stress calibration considering three years 
of historical information5 – as opposed to one, under Basel II. The third type of 
adjustment, directed specifically at derivatives exposures, was the imposition of 
stricter margin requirement standards for large and illiquid derivatives exposures, 
in addition to an incentive for banks to migrate their derivatives exposures from 
the over-the-counter (OTC) market to central counterparties (CCPs), with expo-
sure to the latter commanding a low risk weight (2 percent).

We will return to the discussion of capital charges and margin requirements for 
derivatives – including potentially diverging guidelines for swap regulation 
among different jurisdictions – in Chapter 10, Global Trends post-Crisis.

Maximum leverage

One of the underlying features of the crisis was the build-up of excessive 
on- and off-balance sheet leverage in the banking system. In many cases, 
banks built up excessive leverage while still showing strong risk based capi-
tal ratios… (Basel III: A global regulatory framework for more resilient 
banks and banking systems, BIS, June 2011)

The main purpose of Basel III’s maximum leverage requirement is to constrain 
the build-up of excessive leverage through a non-risk based backstop measure. 
The Basel Committee on Banking Supervision has, in principle, established that 
a minimum Tier 1 Capital leverage ratio of 3 percent will be tested between 
January 1, 2013 and January 1, 2017.

The transition to full implementation of Basel III’s maximum leverage require-
ment encompasses three stages.

â•¢• Stage 1, supervisory monitoring period, begun on January 1, 2011, focuses 
on the development of the templates for the determination of non-risk based 
total exposure.

•	 Stage 2, parallel run period, runs from January 1, 2013 until January 1, 2017. 
During this period, banks will be required to calculate their leverage ratios 
according to the principles summarized below and to begin disclosure on 
January 1, 2015.

â•¢• Stage 3, consisting of final adjustments to the definition and calibration of 
the leverage ratio, will be conducted between January 1, 2017 and June 30, 
2017, for formal migration to a Pillar 1 minimum capital requirement on 
January 1, 2018.

The following principles apply in the calculation of leverage ratios:

(i)	 The numerator – capital measure – for the maximum leverage ratio is Tier 1 
Capital, as previously defined.
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(ii)	 The denominator, exposure measure, is to be determined according to the 
following guiding principles:

a.	 on-balance sheet non-derivative exposures are to be considered net of 
specific provisions;

b.	 financial guarantees or collateral does not reduce on-balance sheet expo-
sures;

c.	 on-balance sheet derivative exposures must combine the present value 
of the contract (typically zero at the outset but subsequently positive or 
negative depending of the performance of the underlying security) plus 
an add-on for potential future exposure, seeking to ensure that a deriva-
tive is converted into a potential loan amount; and

d.	 contingent off-balance sheet exposures – such as acceptances, standby 
letters of credit, liquidity facilities – command a 100 percent credit con-
version factor; cancellable off-balance sheet commitments by the bank, 
even if unconditional at any time, must command a 10 percent credit 
conversion factor.

Minimum liquidity

Strong capital requirements are a necessary condition for banking sector 
stability but by themselves are not sufficient. A strong liquidity base rein-
forced through robust supervisory standards is of equal importance (BaselÂ€III: 
A global regulatory framework for more resilient banks and banking 
systems, BIS, June 2011).

As evidenced by the 2008 financial crisis, rapid reversal in market conditions can 
cause liquidity to evaporate, which accelerates the fall in asset prices. Banks with 
adequate capital levels may experience severe funding difficulties, exacerbating 
significantly both the scale and credit risk of any intervention by central banks as 
lenders of last resort.

In response to this threat, the Basel Committee on Banking Supervision 
published a new set of guidelines for liquidity risk management in 2008 (Basel 
Committee 2008), providing specific, detailed recommendations to banks and 
bank supervisors on the measurement and monitoring of liquidity risk.

In December 2010, the Basel Committee on Banking Supervision proposed 
two minimum standards of liquidity, to undergo a period of observation begin-
ning on January 1, 2011. These were:

â•¢• the Liquidity Coverage Ratio (LCR), aimed at ensuring banks’ resilience to a 
short-term (30 day) stress scenario of eroded liquidity, to become a require-
ment on January 1, 2015; and,

â•¢• the Net Stable Funding Ratio (NSFR), aimed at limiting banks’ over-reliance 
on short-term, and potentially unstable, funding, and inducing them to take 
adequate account of the liquidity risk associated with both on- and off 
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balance sheet positions, such as contingent liabilities, to become a require-
ment on January 1, 2018.

As shown in Table 6.5, different conversion factors were attributed to the various 
categories of assets and liabilities to undergo assessment and calibration by 
supervisors across all jurisdictions, during an observation period begun in 2011.

In January 2013, the Basel Committee issued its revised LCR requirement, 
providing banks some respite from the original December 2010 proposal, as 
summarized below:6

 • The introduction of the LCR as a minimum requirement would be main-
tained as originally scheduled for January 1, 2015 but ‘the minimum require-
ment will begin at 60%, rising in equal annual steps of 10 percentage points 
to reach 100% on 1 January 2019. This graduated approach is designed to 
ensure that the LCR can be introduced without disruption to the orderly 
strengthening of banking systems or the ongoing financing of economic 
activity.’

Table 6.5â•‡ LCR and NSFR conversion factors (sample of conversion factors under 
Â�observation)

LCR = 
ock of highly liquid assets

Net cash flow over 30-d

St

aay stress period
> 100%

Highly Liquid Assets Factor Cash Outflows Factor

Public sector bonds with 0%  
risk weight

100% Stable deposits (retail) 7.5%

Corporate bonds w. rating  
AA- and over

â•‡ 80% Institutional funding with operational 
relationships

25%

Corporate bonds w. rating  
A up to AA-

â•‡ 60% Institutional funding w/o operational 
relationships

75%

NSFR = 
Available amount of stable funding

Required amount off stable funding
> 100%

Available Stable Funding Factor Required Stable Funding Factor

Tier 1 and Tier 2 Capital 100% Fully liquid s-t assets, < 1 year â•‡â•‡  0%
Long term funding >= 1 year 100% Highly liquid assets, >= 1 year, 0% 

risk
â•‡â•‡  5%

Stable deposits (retail < 1 year) â•‡ 85% Very liquid, corp. bonds >= 1 year, 
rating >= AA

â•‡ 20%

Less stable (SMEs < 1 year) â•‡ 70% Liquid, corp. bonds >= 1 year,  
rating >= A-

â•‡ 50%

Wholesale non-FIs < 1 year â•‡ 50% Less liquid, retail loans < 1 year â•‡ 85%
Other liabilities â•‡â•‡  0% Illiquid, receivables from FIs, other 100%

Source: Authors, from Bank for International Settlements 2009
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â•¢• Amendments to the definition of high-quality liquid assets (HQLA, the 
numerator of the LCR) to allow for assets characterized as low-risk, easy to 
value, lowly correlated with risky assets and traded in a recognized exchange 
to be included as Level 2 assets in the HQLA calculation, provided that 
Level 2 assets do not exceed 40 percent of HQLA and that each Level 2 
asset category commands a pre-defined haircut ranging from 15% to 50% 
of its market value.

Pillar 2 and Pillar 3

The 2007–9 U.S. subprime crisis and global credit crunch highlighted the failure 
of banks to put in place the necessary internal processes for firm-wide high stand-
ards of risk assessment and governance recommended by Basel II (Pillar 2), as 
well as to achieve the standards of disclosure of material information to regula-
tors, investors, and the public at large (Pillar 3).

Regarding risk management and supervision (Pillar 2), the Basel III Accord 
requires banks to demonstrate to bank supervisors that they are fully capable of:

â•¢• capturing the risk of loss from off-balance sheet exposures and securitization 
activities, and properly assessing portfolio concentration risk;

•	 establishing and consistently maintaining incentives for the long-term 
alignment of risk and return, including adherence to sound compensation 
practices;

•	 stress-testing and properly accounting for financial instruments; and
â•¢• consistently operating under a high standard of internal governance, which 

includes the establishment of well-defined internal supervisory colleges and 
accountability.

Regarding market discipline (Pillar 3), Basel III specifically requires:

â•¢• enhanced disclosure of securitization exposures and sponsorship of off-
balance sheet vehicles;

â•¢• enhanced disclosure of the components of regulatory capital with reconcili-
ation to the reported financial statements, and a comprehensive explanation 
of how regulatory capital ratios are calculated.

Systemically important financial institutions

The 2008 financial crisis brought about the Basel III Accord, which, as detailed 
above, represented a most severe tightening of Basel II requirements for all inter-
nationally active banks. However, the political clamor against the huge cost to 
public coffers of government bail-outs of financial institutions, combined with 
the acknowledgement by legislators of the dangerous increase in moral hazard 
brought about by such interventions, caused governments around the world to 
engage in the debate on how to end too big to fail. How should they implement 
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legislation to both minimize the risk of failure of systemically important financial 
institutions (SIFIs) and, when and if necessary, resolve in an orderly manner a 
failed SIFI at no cost to taxpayers?

The goal of further mitigation of the risk of failure by a systemically important 
bank is addressed also by the Basel III Accord, as described in Global 
Systemically Important Banks (G-SIBs) and Domestic Systemically Important 
Banks (D-SIBs), below. Measures regarding the regulation of non-bank financial 
institutions and the mechanisms being put in place by individual jurisdictions to 
end too big to fail are discussed under the sub-heading Beyond Basel, at the end 
of the chapter.

Global systemically important banks

As part of the Basel III guidelines for international bank regulation, the Basel 
Committee on Banking Supervision has already put in place additional require-
ments for those institutions whose failure is considered not permissible because 
of a combination of their size, interconnectedness, non-substitutability, and/or 
complexity. The aims of these policies7 are to reduce the probability of failure by 
globally systematically important banks (G-SIBs); and to reduce the impact of 
G-SIBS’ failures through the establishment of resolution frameworks.

The minimum additional loss absorbency cushion required – 1 percent to  
3.5 percent of total risk weighted assets, necessarily in the form of Common 
Equity Tier 1 Capital – is a function of the bucket into which that particular 
G-SIB falls in terms of the impact its failure would have on the global financial 
system (see Table 6.6).

The assessment methodology for determining into which bucket a G-SIB 
should belong entails an indicator-based measurement approach that gives equal 
weights to the following five characteristics: cross-jurisdictional activities, size, 
interconnectedness, substitutability, and complexity.

The cross-jurisdictional activity indicator seeks to capture the bank’s activities 
(claims and liabilities) outside its home jurisdiction relative to the overall activi-
ties of the other banks in the sample.

Size is measured using the same definition of total exposures that applies when 
determining the bank’s leverage ratio, the score for each bank determined by the 

Table 6.6â•‡ G-SIBs’ buckets and minimum additional loss absorbency cushion stock of 
highly liquid assets

Bucket Score Range Additional Loss Absorbency Req.

5 D 3.5%
4 C-D 2.5%
3 B-C 2.0%
2 A-B 1.5%
1 A 1.0%

Source: Authors, based on Bank for International Settlements, 2011: 15
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ratio between its total exposure and the sum of the total exposures of the other 
banks in the sample.

Interconnectedness is measured by the amount of intra-financial system assets 
and liabilities the bank carries on its balance sheet, and takes into consideration 
its wholesale funding ratio, defined as the ratio between total liabilities minus 
retail funding (retail deposits plus debt securities held by retail customers) and 
total liabilities.

Substitutability seeks to capture the bank’s relative importance as a market 
participant and/or service provider, and is broken down into three indicators: 
assets under custody, payments cleared and settled, and values of underwritten 
transactions in debt and equity markets.

Complexity, finally, seeks to capture the greater cost and time required to 
resolve the failure of relatively more complex financial institutions. Three 
complexity indicators are considered in the calculation: (i) OTC derivatives 
notional value, that is, the ratio between the gross nominal value of the bank’s 
total derivatives contracts not cleared through a central counterparty platform, 
and the total amounts for all the banks in the sample; (ii) Level 3 assets, that 
is, the amount of claims held by the bank for which only estimated value 
ranges can be produced as they cannot be determined using observable meas-
ures such as secondary markets and/or acceptable internal or external rating 
methodologies; and (iii) the value of held for trading and available for sale 
claims, as these assets are subject to much more severe and immediate loss of 
value than banking book assets under conditions of institutional or general 
market distress.

Individual jurisdictions are expected to maintain high quality data on the indi-
cators selected, ensuring that the centralized data hub established is kept current, 
robust, and transparent to all participants.

The additional loss absorbency requirement for G-SIBs incorporates elements 
of Pillar 1 (consequences for the bank of failing to meet the additional capital 
requirement), and Pillar 2 (use of supervisory judgment for final allocation of 
individual banks to buckets). Regardless of whether it is understood as a Pillar 1 
or Pillar 2 guideline, the additional loss absorbency requirement “sits on top of 
the capital buffers and minimum capital requirement, with a pre-determined set 
of consequences for banks that do not meet this requirement” (Bank for 
International Settlements, 2011: 21).

In November 2011, the Financial Stability Board (FSB) and the Basel 
Committee on Banking Supervision published an initial list of G-SIBs, and 
announced that the group of G-SIBs, with the possible inclusion of non-bank 
G-SIFIs, would be updated annually, based on new data published by the FSB. 
This first G-SIB list featured 29 financial institutions: Bank of America, Bank of 
New York Mellon, Citigroup, Goldman Sachs, JPMorgan Chase, Morgan 
Stanley, State Street, and Wells Fargo Bank (US); HSBC, Barclays, Lloyds 
Banking Group, and Royal Bank of Scotland (UK), Deutsche Bank and 
Commerzbank (Germany); BNP Paribas, Banque Populaire CdE, Group Crédit 
Agricole, and Société Générale (France); ING Groep (Holland); Banco Santander 



International bank regulation and supervision â•‡ â•‡ 157

(Spain); UniCredit (Italy); Dexia (Belgium); Bank Credit Suisse and UBS 
(Switzerland); Nordea (Sweden); Mitsubishi UFJ FG, Mizuho FG, and Sumitomo 
Mitsui FG (Japan); and Bank of China (China). The second list, published in 
November 2012, no longer featured Dexia, Lloyds, and Commerzbank, but 
included two new banks, Standard Chartered and BBVA. Published in November 
2013, the third list featured 29 banks, with the additional loss absorbency require-
ment imposed on each name (see Table 6.8).

Domestic systemically important banks

Upon endorsing the rules text for G-SIBS in November 2011, the G-20 leaders 
asked the Financial Stability Board and the Basel Committee on Banking 
Stability to develop a framework for domestic systemically important banks 
(D-SIBs), defined as banks that, while not likely to provoke significant cross-
border negative externalities, can cause serious negative externalities to their 
domestic financial system and economy, with potential spillovers at the regional 
or bilateral levels.

The Basel Committee on Banking Stability’s proposed principles to guide 
individual jurisdictions in the assessment methodology, and higher loss absor-
bency (HLA) requirements for D-SIBs were published on October 11, 2012 under 
the title A Framework for dealing with systemically important banks (Basel 
Committee 2012).

Table 6.7â•‡ Indicator-based measurement approach

Indicator-based measurement approach

Category (and weighting) Weight Individual Indicator Indicator 
Weighting

Cross-jurisdictional activity (20%) Cross-jurisdictional claims 10%
Cross-jurisdictional liabilities 10%

Size (20%) Total exposure as defined for use in 
the Basel III leverage ratio

20%

Interconnectedness (20%) Intra-financial system assets 6.67%
Intra-financial system liabilities 6.67%
Wholesale funding ratio 6.67%

Substitutability/financial institution 
infrastructure (20%)

Assets under custody 6.67%

Payments cleared and settled through 
payment systems

6.67%

Value of underwritten transactions in 
debt and equity markets

6.67%

Complexity (20%) OTC derivatives notional value 6.67%
Level 3 assets 6.67%
Held for trading and available for  

sale value
6.67%

Source: Bank for International Settlements 2011: 5
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The D-SIBs proposed framework allows for national discretion to accommo-
date the structural characteristics of domestic financial systems, but it also 
encourages individual jurisdictions to go beyond the minimum suggested D-SIB 
loss absorbency requirement if the specific features of the country and its domes-
tic banking sector make this necessary. In the United States, for example, bank 
regulators (Federal Reserve, Federal Deposit Insurance Corporation, and 
Comptroller of the Currency) announced on April 8, 2014, that eight bank hold-
ing companies8 hold capital equal to at least five percent (as opposed to the mini-
mum three percent proposed under the Basel III maximum leverage constraint 
discussed above).

In principle, the bank-specific characteristics identified as determinants of the 
impact of a D-SIB failure are the same as those for G-SIBs, excluding cross-
jurisdictional activity. They are: size, interconnectedness, substitutability, and 
complexity (the latter including complexities from cross-border activities).

Regarding HLA, host authorities are expected to impose higher loss absor-
bency requirements on foreign banks identified as D-SIBS in their jurisdictions, 
and home authorities should impose the higher of the D-SIB or G-SIB HLA 
requirements in the case of a banking group that has been classified as both a 
D-SIB and a G-SIB.

Beyond Basel III

The 2008 financial crisis brought about a major revision of the regulatory frame-
work for banks globally, as reflected in our examination of the Basel III Accord. 
Furthermore, it opened the door to intense questioning by society and concrete 
legislative proposals regarding: (i) curbing the scope of certain risky activities, in 
particular proprietary trading (e.g. Volcker Rule, United States; Ring-fencing, 
United Kingdom; and Separate Legal Entity, European Union); (ii) specific regu-
lation and supervision for derivatives trading (swap regulation); and (iii) ending 

Table 6.8â•‡ Additional loss absorbency requirement for G-SIBs (as of November 2013)

Bucket Minimum Additional  
Requirement

Banks

5 3.5%
4 2.5% HSBC, JPMorgan
3 2.0% Citigroup, Deutsche Bank, Barclays, BNP Paribas
2 1.5% Bank of America, Goldman Sachs, Morgan Stanley, 

Credit Suisse, UBS, Mitsubishi UFJ FG, RBS, 
Crédit Agricole

1 1.0% Wells Fargo, Bank of New York Mellon State Street, 
Standard Chartered, Société Générale, Group 
BPCE, ING, Santander, BBVA, Nordea, Unicredit 
Sumitomo Mitsui FG, Mizuho FG, Bank of China, 
ICBC China

Source:  Authors from Bank for International Settlements 2013: 12, and company reports
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too big to fail; and, (iv) regulation and supervision of systemically important 
non-bank financial intermediaries, or shadow banks.

Curbing proprietary trading

Volcker rule (United States)

Named after Paul Volcker, former Chairman of the U.S. Federal Reserve System, 
the Volcker Rule is a provision of the Dodd-Frank Act, passed by the U.S. 
Congress in 2009, which curbs the ability of banks to engage in proprietary 
trading.

As defined in Chapter 2, banks engage in proprietary trading when they trade 
in securities and derivative contracts for their own account – as opposed to acting 
as intermediaries on behalf of customers, the ultimate holders of the position 
traded. The Volcker Rule’s basic intent, to prevent vital banking services 
provided by a financial institution from being abruptly compromised as a result 
of risk taken by the institution in non-vital activities, is shared by the United 
Kingdom’s ring-fence. However, it approaches the challenge in a very different 
way, and instead of requiring the erection of a protective wall around the financial 
institution’s commercial banking activities, the Volcker Rule pushes outside of 
the banking entity this high risk and non-client oriented activity, typically part of 
the institution’s investment banking platform.

The main definitional challenges for implementation of the Volcker Rule are 
determining exactly what constitutes an acceptable hedge position taken to 
protect the bank against losses in its banking book, and establishing very clearly 
where client-oriented securities underwriting and market-making activities end 
and proprietary trading begins. With regard to acceptable hedges against potential 
losses in the banking book, JPMorgan’s London whale trade debacle of 2012 
(resulting in a US$5 billion loss as described in Chapter 4) raised the question of 
whether it was a legitimate form of portfolio hedging or a speculative play on 
short-term price movements.

Regarding securities underwriting and market-making, regulators understand 
that in order to best execute these client-service oriented functions (see 
Chapter 2), banks must be able to carry positions. As such, the Volcker Rule 
establishes that: (i) activities that mitigate specific risks associated with the insti-
tution’s other positions and do not give rise to new exposures qualify as hedging 
under the rule; and (ii) market-making and underwriting positions are to be 
allowed to the extent that they do not exceed the reasonably expected near-term 
demands of clients and the revenue they generate does not primarily accrue from 
appreciation of the positions’ value.

A third area of the exclusion of positions considered proprietary trading under 
the Volcker Rule are those taken in conjunction with bona fide liquidity manage-
ment. Again, however, the frontier between what is acceptable as necessary flex-
ibility for a bank to conduct prudent asset-liability management and what 
becomes abuse in the form of proprietary trading remains to be clearly defined.
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Ring-fence (United Kingdom)

In 2010, the U.K. Government established the Independent Commission on 
Banking (ICB) to re-examine all aspects of the 2008 financial crisis and propose 
banking reforms that would ensure the stability and competitiveness of the U.K. 
financial system.

The ICB’s final report was published in September 2011 (ICB 2011), and 
served as the basis for the Banking Reform Bill presented to the U.K. Parliament 
by the Treasury in October 2012. This bill called for a dual approach: increasing 
banks’ loss absorbency capacity (in line with the Basel III guidelines discussed 
above) and the ring-fencing of vital banking services.

The objective of the ring-fence is to protect those banking activities where the 
continuous provision of service is vital to a bank’s customers and the economy 
from shocks caused by market volatility in non-vital risk-taking activities. 
Activities required to be within the ring-fence include the taking of deposits 
from and lending to individuals and small and medium enterprises in the 
European Economic Area (EEA). The United Kingdom’s international treaty 
obligations establish the European Economic Area, rather than the United 
Kingdom, as the appropriate geographic scope for U.K. banks. Deposit taking 
from customers other than individuals and small and medium enterprises, and 
lending to large companies should be permitted – but not required – within the 
ring-fence.

Services should not be conducted within the ring-fence if they do not constitute 
provision of payment services to customers in the European Economic Area or 
intermediation between savers and borrowers within the European Economic 
Area’s non-financial sector, or result in increased exposure by the ring-fenced 
bank to the global financial markets, or if they would significantly complicate the 
resolution of the ring-fenced bank in the case of a crisis.

Domestic retail banking services should be within the ring-fence; global 
wholesale/investment banking services, outside, and provision of straightforward 
commercial banking services to large non-financial companies can be within or 
without the ring-fence.

A bank’s ring-fenced activities must be housed in a separate subsidiary, 
required to meet capital, liquidity and funding regulatory standards on a stand-
alone basis. The ring-fenced subsidiary’s relationship with other parts of its 
financial group must be conducted at arm’s length and should be no greater than 
generally allowed by regulators with third parties.

The Independent Commission on Banking acknowledges that separation 
between ring-fenced and non-ring-fenced activities is not without cost for a bank. 
Operational costs may increase and flexibility to internally reallocate capital is 
curbed. However, the benefits of a universal banking-type business model are not 
compromised, with capital reallocation between ring-fenced and non-ring-fenced 
divisions possible (if minimum capital and liquidity standards of the ring-fenced 
activities are not violated), one-stop relationships for customers demanding both 
retail and investment banking services remain viable through internal agency 
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agreements, information and expertise can be shared throughout the organization, 
and some operational infrastructure and branding benefits remain intact.

Separate legal entity requirement (EU)

In February 2012, the European Commission9 established the High-level Expert 
Group on Reforming the Structure of the EU Banking Sector, to assess whether 
additional reforms targeting the structure of banks specifically would further 
reduce the probability and impact of bank failures, and better protect retail clients.

In its final report,10 presented to the Commission in October 2012, the High-
level Expert Group concluded that, in addition to the reforms already proposed – 
stricter capital and liquidity requirements, stronger risk management and 
governance standards, as well as disclosure requirements and the need for banks 
to have drawn up and made public effective recovery and resolution plans – 
Â�proprietary trading activities should be assigned to an entirely separate legal entity 
(Liikanen et al. 2012).

These separated proprietary activities could still be carried out by an EU bank 
within the same banking group, but explicit and implicit guarantees carried by 
deposits would no longer support proprietary trading activities, as is also the 
intent of the Volcker rule in the United States and the ring-fence in the United 
Kingdom.

Swap regulation

On both sides of the Atlantic, legislators have gone beyond the Basel III imposi-
tion of higher capital requirements for OTC derivatives trading (Title VII of the 
Dodd-Frank Act in the United States; the European Market Infrastructure 
Regulation in the European Union) to require that a wide range of standardizable 
derivatives contracts be traded on organized exchanges and processed through 
central counterparty clearing houses (CCPs); and remaining OTC traded 
contracts face substantially higher capital and collateral requirements, in addition 
to stricter regulatory oversight. While moving derivative trading to central coun-
terparty clearing houses mitigates the effect of a default by a clearing member, it 
gives rise to the emergence of an important new concern – the risk of clearing 
house failure.

The more complex and illiquid a derivative contract is, the more unpredictable 
its associated margin call, so that untroubled unwinding of the bet is guaranteed 
without causing a loss for the central counterparty clearing house. Therefore, the 
more complex the derivative trade, the less suited for centralized clearing it tends 
to be.

As of late 2013, regulators were still determining the types of contracts that 
would be required to migrate to central counterparty clearing houses, and the 
capital charges to impose and reporting requirements to centralized data reposi-
tories to demand for those remaining OTC derivatives. Nevertheless, swap deal-
ers globally were already advanced in their preparations for the necessary 
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additional investment in data management, compliance procedures, and infra-
structure costs to comply with the new regulatory framework for derivatives 
trading.

By early 2013, 65 financial institutions, including several of the largest banks 
in the United States, United Kingdom, France, Germany, Switzerland, and Japan 
had already registered with the U.S. Commodity Futures Trading Commission 
(CFTC) as swap-dealers under the Dodd-Frank Act, which requires higher capi-
tal, collateral, and trading standards (Brush and Leising, 2013).

Regulation of shadow banking

The Financial Stability Board has defined shadow banking as “the system of 
credit intermediation that involves entities and activities outside the regular bank-
ing system” (Financial Stability Board, 2012: 1). As of year-end 2010, the esti-
mated size of the shadow banking system globally was US$60 trillion, 
approximately half of total bank assets.

In line with the Financial Stability Board’s definition above, shadow banking 
encompasses all non-bank entities engaged in the following activities:

â•¢• accepting funding with deposit-like characteristics (such as money market 
funds— or MMFs, subject to massive redemptions);

•	 performing maturity and/or liquidity transformation (such as investment 
funds, securities entities, and special purpose vehicles that provide credit, 
including securities lending liquidity to counterparties through repurchase 
(repo) agreements); and,

â•¢• transformation of credit risk through the issuance of credit guarantees (such 
as insurance companies and reinsurance undertaking entities).

Shadow banking poses a number of risks to the global financial system, including 
runs on deposits, not unlike what may happen to banks, but without the corre-
sponding protection mechanisms; the build-up of high and hidden leverage, 
thereby increasing systemic risk, including potential asset-liability mismatches 
due to the typical short-term nature of the funding of shadow banking entities. 
Furthermore, there is the risk of regulatory arbitrage, as the absence of minimum 
capital and/or liquidity constraints pushes credit provision away from the banking 
system and toward the shadow banking system, particularly during economic 
booms. Finally, the interconnectedness of the shadow banking system with the 
banking system through both direct credit exposure by and to shadow banking 
entities, and the systemic effect on asset prices of the potential massive sale of 
certain positions by shadow banking entities, only serve to increase risk.

In line with the Financial Stability Board recommendation, regulation of shadow 
banking is to be pursued globally along the following major dimensions:

(i)	 regulation of banks’ interactions with shadow banking entities (indirect 
regulation);
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 (ii)	 regulatory reform of money market funds (MMFs);
(iii)	 regulation of other shadow banking entities (interconnectedness with the 

domestic and global financial systems a core consideration here);
(iv)	 regulation of securitization (particular issues for attention here being the 

establishment of minimum retention requirements for originators and the 
transparency/standardization of products); and

 (v)	 regulation of securities lending and repos, with key aspects for considera-
tion here being clear and stricter guidelines regarding collateral, margin 
requirements, and the strengthening of market infrastructure for clearing, 
settlement and reporting of repos.

Ending too big to fail

As indicated above, ending too big to fail requires that jurisdictions have in place 
a workable legal framework to effect the orderly – meaning without systemic 
disruption of credit flows and at no cost to taxpayers – resolution of a troubled 
SIFI, if that were to be necessary.

In the United States, Title II of the Dodd-Frank Act provides the legal frame-
work for the resolution of “failing financial companies that pose a significant risk 
to the financial stability of the United States in a manner that mitigates such risk 
and minimizes moral hazard” (Sec. 204(a): 81).

Title II reaffirms the role of the Federal Deposit Insurance Corporation as the 
government agency charged with the orderly resolution of troubled financial insti-
tutions, and establishes the special powers that can be exercised by the Federal 
Deposit Insurance Corporation in the resolution of a troubled financial company.

Appointment of the FDIC as receiver

Section 203 of the Dodd-Frank Act establishes that only the Secretary of the 
Treasury (Secretary) can appoint the Federal Deposit Insurance Corporation as 
receiver for a systemically important financial institution.

A recommendation to the Secretary to place a SIFI into receivership must be 
made in writing by the Board of Governors of the Federal Reserve System 
(FED) and the Federal Deposit Insurance Corporation. If the failing SIFI is a 
broker-dealer, the recommendation must be made by the FED and the U.S. 
Securities and Exchange Commission, in consultation with the Federal Deposit 
Insurance Corporation; if it is an insurance company, by the FED, and the 
Federal Insurance Office, in consultation with the Federal Deposit Insurance 
Corporation.

The Dodd-Frank Act guarantees an expedited review process in case of 
objection to the Secretary’s determination by the board of directors of the 
targeted SIFI: a hearing in a federal district court must decide the matter in  
24 hours; failure by the court to do so confirms the Secretary’s appointment of 
the Federal Deposit Insurance Corporation as receiver of the troubled financial 
company.



164â•‡â•‡  International bank regulation and supervision 

Special powers under Title II

There are five special powers granted to the Federal Deposit Insurance 
Corporation as receiver under the Dodd-Frank Act: (i) the ability to establish a 
bridge bank; (ii) the ability to transfer qualified financial contracts; (iii) the ability 
to obtain funding from the Department of Treasury; (iv) advanced distributions, 
and (v) advanced resolution planning authority.

The ability to establish a bridge financial company addresses the need to ensure 
continuation of the key operations of the firm as the orderly liquidation proceeds. 
The bridge financial company is a new federally chartered company owned by the 
Federal Deposit Insurance Corporation, to which assets and liabilities of the trou-
bled SIFI may be transferred. Shareholders and creditors whose claims do not 
migrate to the bridge financial company remain in the receivership, to collect on 
their claims according to their priority of claims against the original troubled 
company. The bridge financial company will remain in existence until the trou-
bled SIFI’s operations are stabilized and appropriate buyers for its assets are 
found.

Under the bankruptcy code, creditors of qualified contracts with a debtor 
company can liquidate (or net out) such positions in case of bankruptcy. The abil-
ity to transfer such contracts into a bridge financial company allows for protection 
of the value represented by these contracts as market stability is restored. Since 
most of these contracts tend to be well collateralized, transfer of such contracts 
to the bridge financial company should not expose the receiver to undue risk and 
may prevent the precipitous deterioration in value that tends to prevail at the time 
of the SIFI failure.

Also key to the continuation of operations of a troubled SIFI is the availability 
of funding for the operations to be preserved. Under Title II, the Federal Deposit 
Insurance Corporation can borrow funds from the Department of Treasury to 
secure the continuing operations of the receivership. These funds are to be given 
a priority as amounts owed to the United States. In the unlikely event that the 
proceeds from the disposition of assets of the receivership fail to allow for full 
repayment of amounts owed to the United States, a subsequent assessment on the 
industry will be imposed to recover those amounts.

Advanced distributions refer to the authority given to the Federal Deposit 
Insurance Corporation to make advance dividend payments to unsecured credi-
tors, provided that such advances are important for the continuing operations 
of the receivership and are in amounts less than the estimated value of receiver-
ship assets, so that no deficit to the receivership results from such 
distributions.

Another key prerequisite for the orderly liquidation of a SIFI is to have a reso-
lution plan in place in advance of the moment when an intervention is deemed 
necessary. The Dodd-Frank Act enhances this ability by requiring that financial 
companies identified as SIFIs have a resolution plan – or living will – in place, 
and by granting the Federal Deposit Insurance Corporation on-site access to real-
time data related to the businesses of those institutions.
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EU evolution towards common rule

One final and critical obstacle of particular importance in the establishment of 
a globally consistent and enforceable framework for international bank regula-
tion and supervision is the need for resolution of internal regulatory responsi-
bilities within the European Union among EU, Eurozone, and national 
authorities.

In November 2010, the European Parliament established the European 
Systemic Risk Board to assume responsibility for the prudential oversight of the 
financial system within the entire European Union. The European Systemic Risk 
Board, headquartered in Frankfurt and chaired by the President of the European 
Central Bank (ECB), was established to work closely with the newly formed 
European Supervisory Authorities (ESAs), namely the European Banking 
Authority (EBA), the European Insurance and Occupational Pensions Authority 
(EIOPA), and the European Securities and Market Authority (ESMA), all repre-
sented by their respective chairpersons with voting rights on the European 
Systemic Risk Board.

Neither the European Systemic Risk Board nor the European Supervisory 
Authorities would, however, replace national supervisory agencies, as reflected 
in the public statement made on January 1, 2011 by Michel Barnier, European 
Commissioner for Internal Market and Services, announcing the creation of the 
European Supervisory Authorities. National authorities would retain the respon-
sibility for daily surveillance while European authorities would be responsible for 
coordination, monitoring, contributions to harmonization of technical rules, and, 
if need be, arbitration between national authorities.

While significant in facilitating the establishment of the necessary consen-
sus for regulatory reforms to become law throughout the European Union, this 
ruling fell short of allowing for the “transfer of sovereignty” necessary to 
“produce coherent and effective regulation for the entire region” (Ugeux 
2012: 18).

In September 2012, the European Commission presented the proposal of a 
single supervisory mechanism led by the ECB for all euro area banks. This 
proposal was put forward simultaneously with the issuance of recommendations 
regarding changes to the London based European Banking Authority – seeking to 
ensure regulatory and supervisory consistency between euro and non-euro 
member States – and a communication calling for a “single rulebook, common 
deposit protection and a single bank resolution mechanism” for the entire 
European Union (European Commission, 2012).

Finally, in April 2014, the European Parliament approved legislation 
setting a common rulebook to ensure implementation of the European 
Banking in 2015. This body of legislation establishes a single resolution 
mechanism for dealing with troubled banks, a common fund to recover costs 
associated with such actions, a uniform guarantee to depositors (€100,000), 
and a single bank supervisor, the ECB, with oversight responsibility for over 
6,000 EU banks.
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Summary

The ultimate goal of international bank regulation is to provide the standards to 
be followed by banks around the world to ensure the stability of the global finan-
cial system.

While the main international accords on bank regulation – Basel I in 1988, 
Basel II in 2004, and Basel III in 2011 – have been reached in the aftermath of 
financial crises, permanent work is conducted by the Basel Committee on 
Banking Supervision, in conjunction with bank regulators around the world, to 
continuously refine the regulatory framework, through amendments to the 
prevailing accord, and to monitor implementation.

We began this chapter with a brief review of the rationale for bank regulation 
and the examination of the Canadian regulatory regime – internationally 
acknowledged as one of the world’s more robust in the aftermath of the 2008 
global financial crisis – as a means to illustrate the challenges of bank regulation 
even within the context of a single legal jurisdiction.

We proceeded to study the evolution of international bank regulation as 
reflected in the three major global accords to-date, namely:

â•¢• Basel I, reached in the aftermath of the Latin American sovereign debt crisis 
in 1988, establishing the first minimum capital requirement standards for 
internationally active banks, and complemented by its 1996 Market Risk 
Amendment, in response to regulated banks’ demands that securities port-
folios, with secondary market liquidity, deserve a different treatment than 
hold-to-maturity loan portfolios;

•	 Basel II, reached in 2004, after five years of debate among regulators and 
banks around the world on how to avoid a repeat of the internal risk manage-
ment and market disclosure failures revealed by the Asian (1997) and 
Russian (1998) crises; and,

â•¢• Basel III, reached in 2011 – for gradual implementation until 2019 – substan-
tially tightening Basel II demands by the imposition of higher minimum 
capital requirement and a stricter definition of eligible capital; greater 
weights for several types of credit, market and operational risk exposures; 
introduction of minimum short-term and liquidity standards; introduction of 
a maximum nominal leverage ratio; more explicit demands on top manage-
ment and boards of directors regarding internal risk management processes 
(Pillar 2) and market disclosure (Pillar 3); and, for global systemically 
important banks (G-SIBs), an additional layer of capital requirements in the 
form of an additional loss absorbency capital cushion to range from 1 percent 
to 3.5 percent of total risk-weighted assets.

We then discussed additional prudential regulatory measures that go beyond the 
Basel III framework and seek to prevent the failure of SIFIs, banks and non-banks 
and, in case of a SIFI failure, from it having to be bailed-out at taxpayers’ 
expense.
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We concluded the chapter with a brief discussion of the evolution of the 
European Union toward the establishment of common rules and coordinated 
enforceability of bank regulation across national jurisdictions, an ongoing, essen-
tial, and critical piece for the construction of a globally consistent and effective 
prudential regulatory framework.

Notes

â†œæ¸• 1.â†œæ¸• For a more detailed description of the practical steps undertaken by regulators in 
implementing the Supervisory Review process see Apostolik et al. 2009, pp. 208–15.

â†œæ¸• 2.â†œæ¸• For a more detailed description of the practical steps for implementation of the Market 
Discipline guidelines see Apostolik et al. 2009, pp. 215–18.

â†œæ¸• 3.â†œæ¸• For more detail see Basel Committee on Banking Supervision Guidance for National 
Authorities Operating the Countercyclical Capital Buffer. December 2010. http://
www.bis.org/publ/bcbs187.pdf, last visited December 9, 2012.

â†œæ¸• 4.â†œæ¸• These adjustments had been already put in place by the Basel Committee on Banking 
Supervision in July 2009, as detailed in the document Enhancements to the Basel II 
Framework, BIS, July 2009, also known as Basel II.5.

â†œæ¸• 5.â†œæ¸• For more detail on the methodological guidelines for determination of capital charges 
for counterparty credit risk, see Section V. Internal Model Method: measuring exposure 
and minimum requirements, Annex 4, Basel III: A global regulatory framework for 
more resilient banks and banking systems, BIS, June 2011.

â†œæ¸• 6.â†œæ¸• Detailed description of the proposed methodology for the revised LCR calculation 
can be found at Basel III: The Liquidity Coverage Ratio and liquidity risk monitoring 
tools, Basel Committee on Banking Supervision, Jan 2013, http://www.bis.org/publ/
bcbs238.htm, last visited August 8, 2014.

â†œæ¸• 7.â†œæ¸• These additional policy measures are outlined in the Basel Committee on Banking 
Supervision document entitled Global systemically important banks: assessment 
methodology and the additional loss absorbency requirement, Bank for International 
Settlements, November 2011. http://www.bis.org/publ/bcbs207.htm, last visited 
August 8, 2014.

â†œæ¸• 8.â†œæ¸• Bank of America, Citigroup, Wells Fargo, JPMorgan Chase, State Street Corp, 
Goldman Sachs, and Morgan Stanley.

â†œæ¸• 9.â†œæ¸• The executive body of the European Union, responsible for proposing legislation, 
implementing decisions, upholding the Union’s treaties, and the day-to-day running 
of the European Union.

â†œæ¸•10.â†œæ¸• Known as the Liikanen Report after Erkki Liikanen, the Group’s Chairman.
â†œæ¸•11.â†œæ¸• http://ec.europa.eu/internal_market/bank/docs/high-level_expert_group/report_

en.pdf, last visited August 8, 2014.
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7	 Banking in emerging economies

Introduction

In this chapter we examine the workings of the domestic banking systems of a 
select group of emerging economies. The countries we analyze – all G-20 
nations and, as such, members of the Basel Committee on Bank Supervision – 
are Mexico and Brazil (Latin America), China, India, and Indonesia (Asia), 
and South Africa, Russia, and Turkey (Europe, Middle East, and Africa 
(EMEA)).

Our primary objective is to explore how domestic macroeconomic conditions, 
political forces, and major external events have combined to shape the structure 
of each country’s banking industry, in particular the dynamics of competition 
among public sector, domestic private sector, and foreign banks.

With this purpose in mind, the examination of each country’s banking system 
is divided into three parts: a brief historical perspective through the early 1990s; 
the key elements of bank reform and industry restructurings between the mid 
1990s and the early 2000s; and the most recent developments and leading players 
as of year-end 2013.

We have chosen not to use terms such as BRICS (Brazil, Russia, India, China, 
and South Africa), MINT (Mexico, Indonesia, Nigeria, and Turkey), and other 
acronyms that attempt to group developing countries without regard for distinct 
historical, cultural, geopolitical, and institutional characteristics that, as we will 
see, are critical for the understanding of the evolution of financial systems. We 
use, instead, the traditional term emerging for these countries, all sizable econo-
mies facing important institutional and/or operational challenges in instituting 
robust domestic credit and equity markets.

Since the countries selected are all voting members of the Basel Committee on 
Bank Supervision (as such, explicitly committed to full adherence to the Basel 
regulatory guidelines), we have refrained from adding a section on bank regula-
tion and supervision for each. Country-specific Financial System Stability 
Assessment (FSSA) reports published by the International Monetary Fund (IMF) 
(www.imf.org) are a useful source for students interested in the evolution of 
economic, institutional, and/or operational matters delaying the maturation and 
deepening of domestic capital markets.

http://www.imf.org
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We conclude the chapter with a brief discussion of the prospects for the New 
Development Bank (announced on July 15, 2014 by the presidents of its five 
founding nations – Brazil, Russia, India, China and South Africa) in relation to 
other multilateral development banks, namely the World Bank Group and the 
regionally focused Inter-American Development Bank, Asian Development 
Bank, African Development Bank, and the European Bank for Reconstruction 
and Development.

Mexico

Sovereign default and the banking system (early 1980s to mid 1990s)

In August 1982, the Mexican government officially announced its inability to 
continue honoring its international debt obligations. As discussed in Chapter 5, 
the causes were declining oil prices (Mexico’s main source of foreign exchange); 
large outstanding foreign debts (US$80 billion, 60 percent of gross domestic 
product (GDP)); and the increased cost of servicing this debt (in light of the sharp 
increase in the LIBOR rate that had followed the increases in the U.S. Fed funds 
after 1979).

The country’s severe economic deterioration (a 5 percent decline in GDP and 
a 70 percent devaluation of the Mexican peso) had the effect of causing skyrock-
eting credit losses for domestic banks, also, for the most part, exposed to large 
asset-liability mismatches (borrowing at lower rates in US dollars to lend at 
higher rates in Mexican pesos).

Faced with the insolvency of the financial system, the Mexican government 
decided to nationalize 58 of the country’s 60 commercial banks. The exceptions 
were Citibank, the only foreign bank with commercial branches in Mexico, and 
Banco Obrero, a small labor union-owned bank. A process of liquidation of failed 
institutions and industry consolidation followed, reducing the number of 
commercial and development banks in Mexico from 68 in 1982, to 29 in 1983, 
and finally 18 in 1988. Commercial banks were permitted to lend freely at market 
rates only up to 25 percent of their loan portfolios; the remainder of the loans had 
to be allocated to priority economic sectors as mandated by the Government 
(Hernández-Murillo 2007).

Mexico’s sovereign default was to be formally resolved with the signing of the 
region’s first Brady agreement in 1989. Following that – and in sync with the 
country’s continuously improving macroeconomic conditions (low inflation, 
economic growth, and foreign exchange stability) and trade liberalization (the 
North American Free Trade Agreement (NAFTA) would be signed in 1994) – a 
faster path towards financial liberalization began, which included the elimination 
of controls on interest rates and the mandated sectorial quotas imposed by the 
government on commercial lending.

In 1990, three pieces of legislation were implemented with the objective of 
increasing the efficiency of the Mexican banking system: first, the establishment 
of FOBAPROA (Banking Fund for the Protection of Savings), a new deposit 
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insurance institution with the authority to intervene in failing banks; second, a 
constitutional amendment permitting the privatization of the Mexican banking 
sector; and third, new banking legislation allowing the formation of financial 
groups (or universal banks).

Re-privatization of the Mexican banking system was conducted between June 
1991 and July 1992, via public auctions open only to bids by Mexican nationals. 
As no traditional private commercial bankers remained active, leading broker-
dealers (or bolseros), stimulated by the new universal banking legislation, 
became the most natural candidates for control of the country’s leading financial 
institutions (Tschoegl 2006).

Tequila crisis and banking industry restructuring (mid to late 1990s)

Continuously improving overall macroeconomic conditions (low inflation, 
exchange rate stability, and economic growth) stimulated the risk appetite of 
lenders and borrowers. Between 1989 and 1994, bank credit to the private sector 
expanded from 20 percent to 47 percent of GDP (over 25 percent per annum), but 
non-performing loans grew even more rapidly (from 4.1 percent to 7.3 percent 
between December 1991 and 1993 (Hernández-Murillo 2007).

Risky lending was further encouraged by a lack of accounting standards (such 
as the requirement of consolidated financial statements for financial conglomer-
ates) and of adequate regulatory supervision of lending practices (e.g. loans to 
interested parties such as affiliates, shareholders, and/or directors). In addition, 
FOBRAPOA’s then prevailing guarantee of 100 percent of bank deposits regard-
less of size provided no incentive for market policing of banking practices.

In 1994, a delicate political transition process (exacerbated by the assassination 
of a presidential candidate in Chiapas, one of the country’s poorest regions) 
combined with an up-swing in international interest rates to pressure the Mexican 
peso, eventually causing a massive loss of foreign exchange reserves, from US$ 
17.6 billion to US$4.4 billion between October and December 1994. A 50 percent 
devaluation of the Mexican peso in December pushed estimated annualized infla-
tion over 40 percent. This second sovereign debt crisis was dealt with swiftly. In 
February 1995, Mexico announced its commitment to a stringent adjustment 
program to be monitored by the IMF in exchange for a broad US$48 billion inter-
national financial rescue package consisting of a US$17.8 billion stand-by credit 
facility from the IMF, a US$20 billion exchange-stabilization facility from the US 
Federal Reserve, and a US$10 billion short-term credit facility from the G-10 
central banks (www.imf.org/external/np/sec/pr/1995/pr9510.htm).

The impact of the Tequila crisis on banks’ balance sheets, however, was 
dramatic. Past due loans, already at 17 percent of total loans at the end of 1994, 
reached 36.5 percent by December 1995, the result of the sharp economic slow-
down (real GDP fell 6 percent in 1995) and the foreign exchange asset-liability 
mismatches throughout the banking industry.

The rescue of the banking industry combined liquidity support from the coun-
try’s central bank, Banco de Mexico, with a recapitalization mechanism managed 

http://www.imf.org/external/np/sec/pr/1995/pr9510.htm
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by the country’s deposit insurance corporation. The 1995 rescue package for the 
banking industry included also a new law permitting foreign banks to acquire 
Mexican banks if the bank being acquired did not account for more than 6 percent 
of the total capital of the industry. More attractive to foreign investors was 
another aspect of the new law raising their maximum possible equity stake in 
Mexican banks from 9 percent (as established in the 1994 NAFTA agreement) to 
25 percent.

A new regulatory framework imposing stricter accounting standards, capital 
requirements, and disclosure rules was formally implemented by Mexican bank 
supervision authorities in January 1997 and, in December 1998, Congress 
removed all restrictions on foreign ownership of Mexican banks.

Recent developments and leading players (2000–2)

In December 1998, five foreign banks acquired five of the six largest commercial 
banks in Mexico. In 2000, BBVA (Spain) acquired control of Bancomer (No.1 in 
total assets); Citibank (U.S.) acquired control of Banamex (No.2); and Scotia Bank 
(Canada) acquired control of Inverlat (No.6). In 2001, Banco Santander (Spain) 
took control of Banca Serfin (No.4); and in 2002, HSBC (UK) acquired BITAL 
(No.3). Only Banorte (No.3) remained under Mexican ownership and control.

In line with the IMF’s latest Financial System Stability Assessment for Mexico 
(IMF CR12/65, March 2012), as of June 2011, credit to Mexico’s private sector 
remained among the lowest in Latin America at 20 percent of GDP, compared 
with 72 percent of GDP for Chile, and 52 percent of GDP for Brazil).

Table 7.1â•‡ Mexico’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (pesos billions) No. of Retail Branches

Public Sector

1. BANOBRAS 354.3 infrastructure lender
2. NAFINSA 352.2 industrial development agency
3. BANCOMEXT 215.9 export-import bank
4. SHF 94.9 housing finance agency

Domestic Private

1. Banorte 840.8 1,284
2. Inbursa 280.3 318
3. Banco de Bajio 122.2 283

Foreign

1. BBVA Bancomer 1,502.00 1,793
2. BANAMEX 1,286.40 1,683
3. Santander 905.5 1,234
4. HSBC 560.6 987
5. Scotia 265.9 628

Source: Authors, based on data from Comision Nacional Bancaria y de Valores (1 USD = 13 Mexican 
Pesos)
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Forty-seven commercial banks were in operation in Mexico at year-end 2013. 
The seven largest banks accounted for approximately 80 percent of total banking 
industry assets. Foreign BBVA Bancomer, Banamex, Santander, HSBC, and 
Scotia still held five of the top seven positions, with domestic private Banorte and 
Inbursa ranked No.4 and No. 7 by total assets respectively.

Four government agencies, all constituted as development banks and, as such, 
not competing for retail banking deposits in the market place, account for all 
public sector lending to businesses and families in Mexico. They are BANOBRAS, 
for infrastructure finance, NAFINSA, for SME lending, BANCOMEXT, for 
export financing, and SHF, for low-income housing.

Brazil

Oil shocks, inflation and the Brazilian  
financial system (late 1970s to early 1990s)

The embryo of hyperinflation, with its severe consequences for Brazil’s political 
and economic stability and the organization of its financial system, can be traced 
to the 1970s oil shocks, which brought an end to the so-called Brazilian economic 
miracle.

As a result of the 1973 Organization of the Petroleum Exporting Countries’ 
(OPEC) oil embargo, Brazil’s import bill doubled to US$12.6 billion, and the 
country’s current account deficit quadrupled to US$7.1 billion from 1973–4. 
Increased foreign borrowings allowed for the postponement of a domestic aggre-
gate demand adjustment. By the end of 1994, GDP growth had dropped to  
4.8 percent (less than half the average observed for the period between 1968 and 
1973), inflation had more than doubled to 40 percent from 16 percent in 1973); 
and foreign indebtedness had tripled, reaching US$43 billion (Sotelino 2011: 
260–2).

The second oil price hike in 1979 (from US$12 to US$36/barrel) set the 
Brazilian economy on a downward spiral. Monetary tightening and a reduction in 
government expenditures followed. The economy contracted 6 percent between 
1980 and 1983. When the economy returned to growth in 1984 and 1985, infla-
tion had already reached 200 percent per annum.

In February 1987, following a significant, but failed, economic stabilization 
attempt that shook domestic financial markets (the Cruzado Plan), the Brazilian 
government announced the suspension of interest payments on its debt to private 
sector lenders. Normal relations with the international banking community would 
only be reestablished in the early 1990s, following the Brady agreement for 
Brazil (see Chapter 5).

Brazilian private sector banks had, however, managed to remain profitable 
during this difficult period by avoiding excessive credit risk and asset-liability 
mismatches. They had learned, also, to benefit from inflation (or float reve-
nues): the allocation of a good portion of negative real interest rate funding 
coming through the branch network to holdings of short-term inflation adjusted 
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government bills. By year-end 1993, such float income accounted for over  
35 percent of total commercial banks’ revenues.

Plano Real, tequila crisis and restructuring of the Brazilian banking 
industry (mid to late 1990s)

Brazilian’s society exhaustion with hyperinflation, running over 1,000 percent in 
1993, created the political conditions for the enactment of Plano Real.

Approved by Congress in December 1993, Plano Real called for a period of 
monetary preparation (full price indexation for all goods and services, with no 
price controls of any sort), fiscal preparation (tax increases), and anchoring of 
expectations through the introduction of a shadow currency (the Unit of Real 
Value (URV)), adjusted daily to represent the same amount in domestic currency 
(cruzeiro) of one US dollar. This period of preparation lasted six months. On July 
1, 1994, the new Brazilian currency, the real, was introduced at the rate of one 
real per URV, then 2,750 cruzeiros. Extremely tight monetary policy was put in 
place in conjunction with the introduction of the new currency with a target 
federal funds rate of 40 percent per annum under the expectation of annualized 
inflation of around 10 percent for the remainder of the year.

Plano Real met with astounding macroeconomic success. The inflation rate 
dropped from 46.6 percent per month in June to 2.5 percent per month in October, 
and 0.6 percent per month in December; aggregate consumption increased by  
20 percent between June and December 1994; and GDP growth for the year was 
5.9 percent. Banks, eager to compensate for the loss of float revenues that resulted 
from the sharp drop in inflation, began to lend more aggressively.

Unfortunately for Brazil, the Tequila Crisis erupted in Mexico in late 1994, 
bringing capital flight and a significant devaluation of the Mexican peso, and a 
similar threat for the Brazilian real (BRL). Seeking to protect its newborn real, 
the Central Bank of Brazil raised sharply its daily base rate from 50 percent per 
annum in January, to 70 percent per annum in March, and imposed lending 
restrictions (e.g. maximum 90-day financing for credit card dues).

While successful in preventing a major devaluation of the real, this severe 
monetary tightening caused grave problems for many banks, as non-Â�
performing loans began to escalate. After a few months it had become clear 
that a government-assisted restructuring of the Brazilian banking industry was 
necessary.

In November 1995, the Central Bank of Brazil announced the Program of 
Incentives to the Restructuring and Strengthening of the National Financial 
System (PROER), intended to stimulate the absorption of troubled private sector 
banks by healthier ones. Soon thereafter, the Program for Reducing the Presence 
of the State Public Sector in Banking Activity (PROES) was put in place, creating 
the necessary mechanisms for the recapitalization of federal banks and the clean 
up and subsequent privatization of state-owned banks. Finally, and as occurred in 
Mexico, Congressional approval was given for the removal of all restrictions on 
foreign ownership of Brazilian banks.
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The largest PROER transactions were the absorptions of Banco Nacional by its 
local competitor, Unibanco, in 1995, and the absorption of Banco Bamerindus by 
HSBC (UK), in 1997. Under PROES, the largest transactions were the acquisi-
tions of BANERJ (Banco do Estado do Rio de Janeiro) and BEMGE (Banco do 
Estado de Minas Gerais), by Banco Itaú, and of BANESPA (Banco do Estado de 
Sao Paulo) by Banco Santander, Spain. The total estimated cost of the PROER 
and PROES programs amounted to 9 percent of GDP (Goldfajn et al. 2003: 16).

Recent developments and leading players

Between 2000 and 2007, the Brazilian banking industry experienced a purely 
market-driven period of consolidation. Private sector banks proceeded to acquire 
many of their smaller competitors, as well as most of the country’s largest independ-
ent finance companies (such as FININVEST, purchased by Unibanco; FINASA, 
purchased by Bradesco; and Losango, purchased by HSBC). The last transaction of 
this feverish period of industry consolidation was the absorption of ABN-Real by 
Santander-BANESPA, to form the then second largest private sector bank in Brazil.

An important new round of industry consolidation was triggered by the erup-
tion of the global credit crunch in 2008, as relative bank valuations shifted in 
favor of institutions with more stable retail funding. In November 2008, Banco 
Itaú acquired Unibanco to form Itaú-Unibanco, then the largest bank in Brazil by 
total assets. A few days later, Banco do Brasil announced the acquisition of Sao 
Paulo state-owned Nossa Caixa and, in late 2009, of a 50 percent equity stake in 
Banco Votorantim, regaining its position as the largest bank in Brazil.

Ninety-six commercial banks were in operation in Brazil at the end of 2013. 
The seven largest banks – three public sector, two domestic private, and two 
foreign – accounted for over 90 percent of total banking industry assets. 
Government-controlled and publicly listed Banco do Brasil ranked No.1 by total 
assets; 100 percent government-owned CEF (No.1 mortgage lender) and BNDES 
(development bank) ranked No.3 and No.5 respectively. Private sector domestic 

Table 7.2â•‡ Brazil’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (BRL billions) No. of Retail Branches

Public Sector

1. Banco do Brasil 1,218.5 5,417
2. Caixa Economica 858.5 3,176
3. BNDES 763.0 1

Domestic Private

1. Itaú-Unibanco 1,027.3 3,895
2. Bradesco 776.7 4,706

Foreign

1. Santander 495.4 2,633
2. HSBC 160.0 868

Source: Authors, from data available from Banco Central do Brasil (1 USD = 2.36 BRLs)
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Itaú-Unibanco and Bradesco were ranked No.2 and No.4; with foreign controlled 
Santander and HSBC ranked No.6 and No.7 respectively.

India

Historical milestones

India’s largest commercial bank, State Bank of India, traces its origin to the Bank 
of Calcutta (later, Bank of Bengal), established in 1806 as a joint-stock corpora-
tion (owned in part by the Government and in part by individuals) with the status 
of a presidency bank, that is, a bank granted the right by the Government to issue 
currency with legal tender.

In 1921, the Government formed the Imperial Bank of India (IBI) by merging 
Bank of Bengal with the only two other presidency banks in existence, Bank of 
Bombay and Bank of Madras. In 1935, still under British rule, the Reserve Bank 
of India (RBI) – India’s central bank – was established.

Following independence on August 15, 1947, the Indian government took over 
IBI and, in 1955, merged it with other state-owned regional banks to form the 
State Bank of India (SBI), to date India’s most important financial institution. 
Two further rounds of commercial bank nationalization resulted in government 
control of 91 percent of banking assets by 1980.

Balance of payments crisis and financial liberalization steps  
(early 1990s to mid 2000s)

Following a decade of increasing trade and fiscal deficits, financed in large part 
by increased external borrowings, a severe currency crisis – concurrent with the 
eruption of the First Gulf War – hit India in early 1991. In response to this 
balance of payments crisis, the Government began to engage in a series of 
reforms aimed at increasing the efficiency of the Indian economy. Measures 
directed at increased competition and the strengthening of the financial sector 
included deregulation of deposit and lending rates, easing of the licensing process 
for the establishment of new branches by existing private sector banks, lower 
entry barriers to new banks, and faster stock market listing for banks.

In the years that followed, several public sector banks became listed companies 
(such as SBI in 1994 and IDBI, formerly Industrial Development Bank of India 
in 1995), new domestic private sector banks were formed, and a small number of 
foreign banks began to expand their branch network and balance sheets.

By the eve of the 2008 global credit crunch, SBI’s range of activities had 
expanded to include investment banking, asset management, housing finance, and 
investor services, becoming the country’s leading universal bank. It faced, 
however, increased competition in the Indian domestic financial market from, by 
then, well-established financial institutions such as the private domestic ICICI 
and HDFC, and foreign Standard Chartered, Citibank, and HSBC, in addition to 
public sector Baroda, Punjab National Bank, and Bank of India.
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Recent developments and leading players

The Indian financial system weathered the global financial crisis well, benefitting 
from strong profitability entering the crisis, proper capitalization under robust 
regulatory supervision, and timely actions by the central bank in support of 
adequate liquidity for the system as a whole.

Nevertheless, a global environment characterized by de-leveraging from the 
excesses that led to the crisis and much more selective capital allocation outside 
their home markets by international banks, has made foreign banks significantly 
more risk averse than domestic banks in most countries around the world.

As of March 30, 2013, total bank credit in India was distributed as follows:  
76 percent for public sector banks, 19.5 percent for domestic private banks, and 
4.5Â€percent for foreign banks. While there were 43 registered foreign banks in 
India (against 26 public sector and 20 domestic private), most foreign banks 
restricted themselves to trade financing, investment banking, and private banking 
activities.

As shown in Table 7.3 above, SBI remained India’s leading provider of credit 
with total loans equal to over four times the second largest public sector bank 
(Bank Baroda), and the largest private sector bank (ICICI).

China

From single national bank to banking system  
(mid 1980s to late 1990s)

China began to reform its financial system in 1978, a gradual process that saw its 
first major structural development in 1984, when the People’s Bank of China 
(PBOC) ceased to operate as both central bank and sole commercial lender and 

Table 7.3â•‡ India’s largest domestic lenders (as of March 31, 2013)

Institution Total Loans (Rupees billions) No. of Retail Branches

Public Sector

1. SBI Group 13,793.2 21,301
2. Baroda 3,281.9 4,377
3. Punjab National 3,087.3 5,977
4. Bank of India 2,893.7 4,373

Domestic Private

1. ICICI 2,902.5 3,134
2. HDFC 2,397.2 3,046

Foreign

1. Standard Chartered 619.5 100
2. Citibank 520.3 43
3. HSBC 357.1 50

Source: Reserve Bank of India (1 USD = 55 Indian rupees)
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began to operate exclusively as its central bank. At the same time, four new 
government-owned specialized banks were formed to provide credit on a national 
basis: the Industrial and Commercial Bank of China (commercial banking); the 
China Construction Bank (infrastructure lending); the Agricultural Bank of China 
(agricultural lending and rural development); and the Bank of China (interna-
tional trade financing).

In 1995, a new commercial banking law was passed to transform the four origi-
nal specialized banks into commercial banks. Without abandoning their core 
purpose, these newly created state-owned commercial banks (SOCBs) (such as 
the internationally oriented Bank of China) would now have the mandate to access 
retail and institutional deposits nationwide, and lend across the full spectrum of 
business activities. Furthermore, the new law granted permission for the establish-
ment of private sector commercial banks, the first of which was Minsheng Bank, 
founded in 1996. Prior to the enactment of this law, three new development (or 
policy) banks had been created: the China Development Bank; the Agricultural 
Development Bank of China; and the Export-Import Bank of China.

In 1998, China’s Securities Law was enacted to provide the legal framework 
for primary issues and secondary market trading of securities, and empowering 
the newly formed China Securities Regulatory Commission (CSRC) as supervi-
sor for the securities and futures markets.

Industry restructuring (late 1990s to mid 2000s)

Following their designation as fully-fledged commercial banks, the local 
currency equivalent of US$201 billion dollars was injected by the government 
into the four SOCBs: US$33 billion as fresh capital in 1998, and an additional 
US$168 billion via a swap of non-performing SOCB loans for government-
backed bonds (the latter initially issued by government-owned asset manage-
ment companies established for this purpose and, subsequently, by PBOC or the 
Chinese Treasury). Further industry restructuring efforts included capital 
Â�injections and liquidity support by mergers among financial institutions at the 
provincial level.

Table 7.4â•‡ IPOs by major Chinese banks

Institution Date Offering Size (US$ billions)

Bank of Communications June 2005 1.9
China Construction Bank October 2005 9.0
Bank of China January 2006 10.0
China Merchants Bank September 2006 2.4
Industrial and Commercial Bank  

of China
October 2006 22.0

Agricultural Bank of China July 2010 22.0
Minsheng Bank November 2009 3.9

Source: Authors, based on Investor Relations website of respective companies
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Benefitting from the enactment of securities legislation (1989), the four 
SOCBs had very successful initial public offerings open to minority participation 
by investors globally beginning in 2005. Other major public listings included 
Bank of Communications (the first to the market in June 2005, following the 
acquisition by HSBC of a 19.9 percent equity stake in 2004), and domestic 
private banks Minsheng Bank and China Merchants Bank.

Recent developments and leading players

The liberalization of China’s financial system initiated in the years immediately 
prior to its accession to the World Trade Organization (WTO) in 2001, included 
two other dimensions in addition to the industry restructuring described above: 
interest rate liberalization and the opening up of the domestic financial services 
market to foreign competition.

Interest rate liberalization has been evolving gradually since the late 1990s, 
beginning with the liberalization of interest rates on money market and bond 
instruments (1996–8), and the elimination of lending rate ceilings and deposit 
rate floors (but not ceilings) in 2004. As of year-end 2013, loan and deposit 
rates remained clustered around benchmark guidance rates put forward by the 
PBOC.

The process of opening up China’s domestic financial services market to foreign 
competition has evolved gradually since the country’s accession to the WTO. 
Initially, foreign banks were permitted to offer local currency services to foreign 
clients, and the domestic wholesale market was opened to foreign competition.

After 2006, barriers to foreign competition in retail banking were removed 
progressively, with restrictions on the establishment of new retail branches eased, 
and greater freedom granted to foreign banks to offer banking services in domes-
tic currency to clients, including Chinese households. As of year-end 2013, 
however, foreign ownership of Chinese banks remained capped at 20 percent for 
a single investor, and at 25 percent maximum for all foreign investors combined, 
as China’s WTO commitments do not include permission for foreign banks to 
acquire Chinese banks.

The most recent IMF Financial System Stability Assessment for the People’s 
Republic of China (IMF CR 11/321, November 2011), shows that public sector 
banks held approximately two-thirds of total banking industry assets and foreign 
banks under 2 percent at year-end 2010.

By the end of 2013, the four original specialized banks, established in 1984 and 
made state-owned commercial banks in 1995, and which became government-
controlled publicly listed and traded companies between 2005 and 2010, 
remained much the largest banks in China.

Bank of Communications, whose largest shareholders are the Ministry of 
Finance and HSBC, was ranked No.5. Private domestic China Merchants Bank 
and Minsheng Bank were ranked No.6 and No.8 by total assets, with China 
CITIC Bank (a banking subsidiary of the state-owned investment company China 
International Trust and Investment Corporation) ranking No. 7.
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Indonesia

Historical milestones

The first bank to operate in Indonesia – then the Dutch colony of Dutch East 
Indies – was De Bank van Leening, established in Java in 1746. In 1828, and with 
Indonesia still under Dutch rule, the first bank authorized by the Government to 
issue fiat money, the De Javasche Bank (DJB), began operations.

Dutch East Indies banking activities were halted during the Japanese occupa-
tion of 1942 to 1945. With the end of World War II, banking activities were to be 
reestablished, but with the domestic banking system divided in two, with on one 
side DJB and other Dutch banks, under Dutch rule, and on the other Bank Negara, 
Indonesia’s first state-owned bank (established in 1946 by the revolutionary 
government) and Jajasan Poesat Bank.

In 1949, after four years of civil war and intermittent negotiations with the 
involvement of the United Nations (UN), the Netherlands finally agreed to cede 
sovereignty over the entire Indonesian territory. An initial parliamentary demo-
cratic period was followed by the authoritarian regime of President Sukarno 
(1957–64), during which time DJB was nationalized and, subsequently renamed 
Bank of Indonesia.

In 1967, under President Suharto, Indonesia undertook a series of economic 
and banking reforms. Under the new Basic Banking Law, promulgated in 1967, 
Bank of Indonesia became the country’s sole central bank (monopoly issuer of 
the country’s fiat money, with no commercial lending authority), and Bank 
Negara became exclusively a commercial bank, without the fiat money issuing 
capacity it had enjoyed previously.

The Basic Banking Law broke Bank Negara into seven state-owned banks with 
specific sectorial focuses. It permitted the establishment of private sector domestic 

Table 7.5â•‡ China’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (RMB billions) No. of Retail Branches

Public Sector

Industrial and Commercial  
Bank of China

18,917.8 18,023

China Construction Bank 15,363.2 14,925
Agricultural Bank of China 14,562.1 23,547
Bank of China 13,874.3 46
Bank of Communications 5,960.9 155
China CITIC Bank 3,649.2 780

Private Domestic

China Merchants Bank 4,016.4 400
Minsheng Bank 3,226.2 419

Source: Authors, based on 2013 annual reports from respective companies’ websites (1 USD = 6.06 
RMBs)
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banks and allowed foreign banks to establish branches and/or representative 
offices (not to incorporate a bank) in Indonesia.

In addition to acting as central bank for the financial system as a whole, Bank 
of Indonesia was responsible for controlling interest rates on loans and deposits, 
and setting credit limits for state-owned banks.

An initial round of liberalization had taken place in 1983, with the abolish-
ment of Bank of Indonesia’s control over interest rates on deposits and loans, 
the elimination of credit ceilings for state-owned banks, and the end of the 
practice of government liquidity funding of public sector banks (Bennett 
1995: 459).

In 1988, the Indonesian government adopted a series of measures aimed at 
transforming the Indonesian banking system from one dominated by a small 
number of state-owned banks to one where competition among public and private 
sector banks was encouraged. These measures resulted from the need to increase 
the ability of the banking system to spur economic growth, particularly in light of 
the weakening of the Indonesian economy resulting from the decline in oil export 
revenues beginning in 1980.

The 1988 reform, known as PAKTO ’88, eased restrictions on domestic expan-
sion by foreign banks (e.g. foreign banks with offices in Jakarta were allowed to 
open branches in the country’s other seven largest cities); permitted the establish-
ment of joint-ventures between foreign and domestic banks (provided export 
credits would reach at least 50 percent of total loan portfolio after one year); 
lowered minimum capital requirements for newly formed private sector domestic 
banks; and removed restrictions for expansion of branch networks by both private 
and public sector banks. Reductions in compulsory reserve requirements further 
stimulated the expansion of the banking system.

Between 1988 and 1992, the number of private sector banks grew from 63 to 
134 and the total value of loans outstanding doubled, with the market shares of 
private sector domestic banks growing from 23 percent to 47 percent, while that 
of public sector banks declined from 71 percent to 53 percent. Foreign and joint-
venture share also grew from 6 percent to 9 percent, while remaining oriented 
toward wholesale corporate business, in large part credit support to international 
companies operating in Indonesia.

Asian crisis and the Indonesian banking system (late 1990s)

As it turned out, the 1988 bank liberalization reform revealed itself too fast and 
too sweeping in light of the prevailing lack of prudential supervision. The 
government bail-out of Indonesia’s banking industry was a critical piece of the 
country’s sovereign debt structuring agreement with the IMF in the aftermath of 
the 1997–98 Asian crisis (see Chapter 4).

The framework for intervention was provided by newly promulgated banking 
legislation (1998 Banking Act), and conducted under close IMF supervision. It 
involved the clean-up and recapitalization of eight private sector banks, the 
Â�liquidation and/or government take-over of private sector banks for future 
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privatization, and a major restructuring and recapitalization of government banks, 
which included the absorption by Bank Mandiri, the country’s largest, of four 
other state banks. The 1998 Banking Act also raised the maximum foreign 
ownership share in Indonesian banks from 51 percent to 99 percent.

It is estimated that capital injections from public and private sources amounted 
to approximately 60 percent of Indonesia’s GDP (Greenville 2004: 17). Between 
2000 and 2004 15 banks, representing over 70 percent of total industry assets, 
were privatized. By year-end 2004, foreign controlled banks accounted for  
42 percent of total industry assets (Goeltom 2006: 2).

Recent developments and leading players

The Indonesian banking industry weathered well the 2008 global market turmoil, 
benefitting from relatively high levels of capital adequacy and stable funding 
(bank deposits accounting for 78 percent of total liabilities). As of September 
2009, 121 commercial banks were in operation, accounting for 98.6 percent of 
total industry assets. The remaining 1.4 percent of industry assets was distributed 
among 1,765 small rural banks under the supervision of the Bank of Indonesia. 
Government-owned banks accounted for 45.2 percent of total industry assets, 
foreign banks, 30 percent, and Sharia banks, 1.8 percent. The top three 
Â�government-owned banks accounted for over one-third of total deposits and loans 
(IMF CR 12/335, 2012: 5).

As shown in Table 7.6 below, as of September 2013, four of the 10 largest 
banks in Indonesia were public sector banks, one was private domestic, and five 
were either foreign controlled or had a foreign bank as major shareholder.

Table 7.6â•‡ Indonesia’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (IDR trillions)

Public Sector

Bank Mandiri 733.1
Bank Rakyat Indonesia 606.4
Bank Negara Indonesia 386.7
Bank Tabungan Negara 131.2

Private Domestic

Bank Central Asia 496.3
Bank Danamon 184.2
Panin Bank (PNBN) 153.2

Foreign Control

Bank CIMB Niaga (CIMB Group) 218.9
Bank Permata (Standard Chartered) 144.3
Bank Internasional Indonesia (Maybank, Malaysia) 140.6

Source: Authors, based on 2013 financial statements from companies’ websites (1 USD = 12,171 
Indonesian rupiah)
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South Africa

Historical milestones

Paper money was first introduced in 1782 into Cape Town in the Cape Colony, 
then a governorate of the Dutch East India Company. Unable to secure adequate 
coinage from the Dutch Republic and without a printing press available to him, 
the paper money was handwritten by the colony’s treasury under Governor Van 
Plettenberg. The first bank to operate in South Africa was the Lombaard Bank, a 
state bank founded in 1793, which closed its doors in 1883, forced out of business 
by private sector competition.

The British seized the Cape of Good Hope area in 1806, pushing the Dutch 
settlers to establish their own communities to the north. Discoveries of diamonds 
and gold led to intensification of the economic exploration of the hinterlands. 
Between the late 1830s and 1900, over 30 new private sector banks were formed, 
all printing their own paper money. Toward the turn of the century, three newly 
formed Cape Town-based banks of British origin, supported by significant capi-
tal, began aggressively to open branches and take over private banks throughout 
the colony (see South African Reserve Bank, n.d.).

In 1910, following British victory in the Second Boer War (1902), the Union 
of South Africa was formed, granting South Africa nominal independence. At 
that time, four private sector banks remained capable of issuing paper money for 
circulation in the country. The Reserve Bank of South Africa, the country’s 
central bank, opened its doors in 1922.

The Union of South Africa became fully independent from England in 1934. 
In 1961, as the Rand became the currency of the newly-formed Republic of South 
Africa, the South African Reserve Bank began to replace pound sterling notes 
with banknotes of the new currency.

1990s bank reform

Three pieces of legislation enacted between 1989 and 1993 combined to provide 
the legal framework for financial services in South Africa: the South African 
Reserve Bank Act of 1989, the Banks Act of 1990, and the Mutual Banks Act of 
1993. Responsibility for the supervision of banks operating in the country falls 
with the Office for Banks, a department of the Reserve Bank of South Africa.

In 1994, after almost half a century, the institutionalized apartheid regime that 
legally protected and enforced preferential treatment of whites over blacks ended, 
and the first multiracial elections took place.

Recent developments and leading players

Strong bank supervision combined with domestic-led expansion of the South 
African financial sector allowed the country to weather the 2008–9 global financial 
crisis (see IMF CR 10/353, 2010). As of December 2013, 20 commercial banks were 
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in operation in South Africa, of which six were subsidiaries of foreign banks. In 
addition, 14 foreign banks maintained a local branch and 42 a representative office.

As shown in Table 7.7 above, four full-service banking franchises, ABSA, 
Firstrand, Standard of South Africa and Nedbank accounted for 83.3% of total 
banking industry assets.

Russia

Historical milestones

The Central Bank of the Russian Federation (CBR or Bank of Russia), created in 
1990, had its roots in the State Bank of the Russian Empire, founded in 1860. The 
State Bank of the Russian Empire was established originally as a commercial bank, 
designed to strengthen the Empire’s payments system through the discounting of 
bills of exchange, the buying and selling of gold and silver, and buying government 
securities for its own account. A monetary reform launched in 1895 introduced the 
gold standard in Russia, and granted the State Bank the right to issue currency.

By 1914, the State Bank had become one of the strongest financial institutions 
in Europe, with gold reserves averaging over 100 percent of deposits, while also 
acting as a major lender to industry and trade. With the eruption of World War I, 
the State Bank became the primary financier of Russia’s war effort, in the process 
transforming its asset portfolio from primarily private sector commercial expo-
sure to treasury bills and causing a substantial decline of its gold reserves.

The Bolshevik Revolution of 1917 led to the establishment of a state monopoly 
on banking. All credit institutions were nationalized and merged with the State 
Bank to form the People’s Bank of the Russian Federative Socialist Republic 
(People’s Bank). In 1920, the People’s Bank had its banking charter abolished 
upon transfer of its reduced banking functions to the Central Budget and 
Settlements Administration of the Ministry of Finance.

As Russia launched its New Economic Policy in 1921, aimed at faster develop-
ment of industry and agriculture, the State Bank was reborn, with a mission to 
expand credit, improve money circulation, and facilitate trade. It was then granted 
the right to issue currency and full control over foreign exchange and commodity 
trading transactions within the Union of Soviet Socialist Republics (USSR).

Table 7.7â•‡ South Africa’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (Rand billions) Ownership Control

Standard of South Africa 979.9 Private domestic, 20%  
ICBC-China

First Rand 785.4 Private domestic
ABSA 777.8 Foreign (Barclays Bank PLC)
Nedbank 658.2 Private domestic
Subtotal 3,201.4
Total 3,843.2

Source: Reserve Bank of South Africa (www.resbank.co.za) (1USD = 10.5 rands)

http://www.resbank.co.za
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The New Economic Policy brought about the establishment of sectorial-Â�
specialized banks and mutual loan societies. These newly-established financial 
institutions were initially granted relative autonomy to perform their functions, 
including the ability to provide short-term credit to their respective constituencies. 
In the early 1930s, inflationary pressures led the Soviet Government to revert to a 
much more centralized control over the credit supply. Over the next few years, 
mutual commercial credit was abolished, specialized banks were made long-term 
lenders and subsidiaries of the State Bank, making the State Bank the single 
central agent for the planned provision of credit to the economy, the management 
of money in circulation, and the settlement of foreign exchange transactions.

Between 1987 and 1991, the Soviet banking system underwent significant 
transformation. The State Bank of the USSR (Gosbank) was dissolved, and its 
assets and liabilities transferred to the newly created Central Bank of the Russian 
Federation (Bank of Russia). In turn, this was divided into a central bank (Bank 
of Russia), and five sectorial commercial banks (or spetsbanks): Agromprombank 
(agriculture); Promstroibank (industry and construction); Zhilsotsbank (housing 
and social development); as well as the old Soviet foreign trade bank and savings 
bank (Sberbank), that remained as subsidiaries of the Bank of Russia.

With the dissolution of the Soviet Union in 1991, an informal and fragmented 
process of bank privatization began. Managers of individual spetsbanks branches 
were given freedom to form small banks and combine into larger banks. By 1997, 
1,675 banks had been licensed, most of them former Sberbank branches.

Russian crisis and industry restructuring (late 1990s)

Between 1992 and 1998, these private sector successors of the spetsbanks 
became highly profitable, intermediating central bank funds to state-owned enter-
prises and dealing in foreign exchange and commodities. They failed, however, 
to serve as a significant source of finance to private firms and households (see 
Berkowitz, Hoekstra, and Schoors, 2013).

As discussed in Chapter 5, continuously falling oil prices, combined with the 
Duma’s refusal to accept the conditions of an IMF loan agreement, triggered the 
Russian sovereign debt crisis and default of 1998. Massive capital flight and a 
decline in GDP of almost 5 percent caused hundreds of banks to fail, and required 
strong actions by the Bank of Russia and the Treasury of the Russian Federation.

The Government’s initial reaction was to provide liquidity support through the 
Bank of Russia to the troubled banking system. That quickly proved insufficient, 
despite the improvement in Russia’s external accounts and the economy as a whole, 
brought about by a major devaluation of the ruble and the upward reaction of oil 
prices.

As elsewhere through history, government response to the banking crisis 
occurred on two fronts: improvements to the institutional framework, and prompt 
engagement in the clean-up and restructuring of the banking system.

On the institutional front, a bank restructuring agency (ARCO) was estab-
lished, with authority to intervene, liquidate, and/or induce mergers among banks, 
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and the Bank of Russia embarked on a review of regulatory and supervision poli-
cies and procedures so as to gradually incorporate best global practices, including 
accounting standards.

Recent developments and leading players

The domestic banking system would be tested further in the aftermath of the 
U.S. subprime meltdown and ensuing global credit crunch, which also caused 
a sharp decline in oil prices. In response to a 7.75 percent GDP contraction in 
2009, Government authorities put in place an immediate and major fiscal 
stimulus as well as a blanket Bank of Russia liquidity support to the banking 
system. Capital injections in the form of equity and/or subordinated debt 
were provided to government-owned and private sector banks in the amount 
Rub505 billion, or 1.3 percent of GDP, and Rub904 billion, or 2.2 percent of 
GDP, respectively.

Improved overall liquidity conditions brought about by the restoration of confi-
dence in the banking system and strong GDP growth of 4 percent, led to some 
early prepayments of subordinated loans in 2010, such as Rub200 billion by 
Sberbank. Post-crisis consolidation, however, reduced competition by strength-
ening mainly large state-owned banks (IMF CReport 11/291 2011: 8–16).

Turkey

Historical milestones

In the mid 1800s, as the Ottoman Empire began to approach its final decline, its 
rulers, seeking to reduce the Empire’s dependency on borrowings from European 

Table 7.8â•‡ Russia’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (rubles billions)

Public Sector

Sberbank 18,210
VTB / Bank of Moscow 8,769
Gazprombank 3,647
Rosselhozbank (Russian Agricultural Bank) 1,305

Private Domestic

Alfa Bank 1,592
Nomos Bank 1,379
Promsvyazbank 738

Foreign

Unicredit (Unicredit, Italy) 889
Rosbank (Société Générale, France) 748
Raiffensenbank (RZB, Austria) 718

Source: Authors, from 2013 financial statements from companies’ websites (1 USD = 32.73 rubles)
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capitals, began to grant licenses primarily for banks, primarily foreign-owned, to 
open in Ottoman territory.

The first bank of the Ottoman Empire, the Ottoman Bank, was a British–
French joint-venture partnership established in 1856. Much later it became part 
of Garanti Bank, and at year-end 2013 it was Turkey’s third largest bank.

In 1863, Bank-1 Osmani was granted the right to print money, effectively 
becoming the central bank of the Ottoman Empire. Also in 1863, credit coopera-
tives were given permission to be formed. In 1888, these credit cooperatives were 
incorporated into a newly founded state bank, Ziraat Bank, Turkey’s largest bank 
by deposits and number one agricultural lender, by 2013.

In 1923, as the Turkish Republic was formed from the remnants of the 
collapsed Ottoman Empire, credit was not only extremely scarce – in light of the 
dismal economic conditions inherited – but almost entirely dependent on foreign-
controlled banks. In 1924, Turkiie Is Bankasi, the first private-sector domestic 
bank under the new regime was formed. At the end of 2013, it remained the larg-
est bank by total assets in Turkey. The establishment of two government-owned 
development banks followed: Sanayi ve Maadin for industrial development; and 
Emlak ve Eytam for construction. In 1930, a congressional act established the 
Central Bank of the Turkish Republic (CBTR).

Between the end of World War II and the late 1980s, Turkey – as did many 
other non-communist emerging economies – oscillated between more market-
oriented and more centralized-planning regimes, with a predominance of the 
latter. Economic optimism in the aftermath of World War II led to the estab-
lishment of new private-sector banks, the expansion of branch networks, and 
rapid credit growth. Erosion of fiscal discipline, however, brought inflation, 
increasing political tension and, in 1960, a military coup that put in place a 
centrally-planned import substitution model regime. By the early 1980s, 
export-led growth and economic liberalization initiatives began to take hold, 
including elimination of lending quotas and interest rate controls, the establish-
ment of the Istanbul stock exchange in 1986, and the liberalization of capital 
flows in 1990.

Economic liberalization was not, however, matched by fiscal discipline. As a 
result, the inflation rate climbed from 60 percent in 1990, to over 100 percent in 1994, 
remaining high and volatile for the rest of the decade. The share of Â�domestically-held 
foreign exchange deposits increased from 20 percent to 43 percent between 1990 and 
1999, and interest payments on domestic public-sector debt grew from less than  
20 percent of tax revenues in 1989, to over 75 percent by 1999. Turkey’s fragile fiscal 
situation proved unsustainable as the world witnessed the Asian (1997) and Russian 
(1998) crises. Foreign capital inflows began to fall sharply, and the country endured 
a 5 percent drop in GDP in 1999 (Akyuz and Boratav 2002: 5–9).

Turkish twin crises and the restructuring of the banking industry

In December 1999, the Turkish government announced – with the explicit 
support of the IMF in the form of a US$3.8 billion stand-by agreement – a major 
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stabilization program that sought to bring inflation down to single-digit levels in 
2002 and beyond.

The stabilization effort was anchored on a pre-announced crawling-peg 
exchange rate regime (in place from January 2000 to June 2001), and a fiscal 
adjustment (tax increases, government spending cuts, pension reform, and privat-
ization initiatives) robust enough to produce credible primary fiscal surpluses 
from 2000 onward. The hope was that an orderly return to a flexible exchange 
rate regime through progressive widening of the foreign exchange band would be 
possible, beginning in July 2001.

The 1999 stabilization program gave the economy a boost, with GDP growth 
of 7 percent in 2000). However, foreign exchange denominated deposits by 
Turkish savers continued to rise, and net foreign capital inflows continued to be 
concentrated in public- and private-sector debt issues, as foreign direct and equity 
portfolio investments declined. Additionally, an important systemic fragility had 
been building in the banking system in the form of direct foreign exchange asset-
liability mismatches, as well as credit outstanding to borrowers highly exposed to 
exchange rate risk.

The inflation target established for year-end 2000 (25 percent) was about to be 
missed by almost 15 percentage points when, in December 2000, a supplemental 
IMF stand-by credit facility in the amount of US$7.5 billion was announced (IMF 
Press Release 00/80 2000:1–6).

The stability brought about by this renewed IMF support was short lived. In 
February 2001, facing massive flight from the Turkish lira that drove overnight 
rates to over 5,000 percent, the government decided to break the crawling peg, 
which led to a 30 percent devaluation of the currency in a single day. Accelerated 
deterioration of banks’ balance sheets ensued. In September 2001, similarly to 
Mexico in 1994, a new stand-by credit support facility (raising the IMF’s expo-
sure to Turkey to US$30 billion) was announced, incorporating measures directed 
at resolving both the sovereign debt and imminent systemic banking crises 
(Akyuz and Boratav 2002: 22–4).

Between 2001 and 2003, the Turkish Banking and Regulatory Agency 
embarked on the implementation of a bank rehabilitation program that involved 
recapitalization of public sector banks, liquidation and/or clean up and privatiza-
tion of banks that had been placed under receivership by Turkey’s deposit insur-
ance agency, the Savings and Deposit Insurance Fund (SDIF), while also 
allowing for the take-over of Turkish banks by foreign investors.

Recent developments and leading players

At the end of 2010, the total number of banks operating in Turkey was 49, down 
from 59 at the beginning of the decade. Domestic private banks held 52 percent 
of total banking industry assets, public sector banks held 32 percent, and foreign 
banks held 17%. Between 2003 and 2011, credit expanded at over 20 percent per 
annum on average, with a contraction in 2008–9 rapidly compensated for in 
higher growth in 2009–10. According to the IMF (IMF CR 12/261 2011: 7–13), 
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this strong recovery in the aftermath of the 2008 global credit crisis had been, in 
large part, externally financed, leading to an overvalued real exchange rate and 
current account concerns for the years to come.

Multilateral development banks and the  
BRICS New Development Bank

On July 15, 2014, the leaders of Brazil, Russia, India, China, and South Africa 
announced the creation of the New Development Bank (NDB), with the goal of 
providing financing for infrastructure and sustainable development projects. 
Initial capital commitment (still pending approval from the respective parlia-
ments at the time of writing) was US$10 billion per country, totaling US$50 
billion. No one founding member can increase their share of capital without the 
agreement of the other founding members. New members are permitted, provided 
that the combined share of the founders does not fall below 55 percent.

In conjunction with the announcement of the creation of the NDB, the BRICS 
leaders agreed to establish a Contingent Reserve Arrangement (CRA) in the 
amount of US$100 billion for temporary balance of payments support to its 
members. China committed US$41 billion; Brazil, India, and Russia each 
committed US$18 billion; and South Africa committed US$5 billion.

As amply reported by the media, the leaders of Brazil, Russia, India, China, 
and South Africa, used the opportunity to make clear that the NDB and CRA 
were born in part as a result of dissatisfaction with the relative power of emerging 
economies in the governance of the World Bank and the IMF. Nevertheless, the 
leaders of the World Bank and the IMF were quick to welcome the formation of, 

Table 7.9â•‡ Turkey’s largest domestic lenders (as of December 31, 2013)

Institution Total Assets (Turkish Lira billions)

Public Sector

Ziraat Bankasi 207.5
Halk Bankasi 141.5
Vakif Bank 139.3

Private Domestic

Garanti Bankasi 217.7
Is Bankasi 210.5
Ak Bank 195.5
Yapi ve Kredi Bank 160.3

Foreign

Denizbank (Sberbank, Russia) 79.7
Finansbank (National Bank of Greece) 66.0
Turk Ekonomi Bankasi (BNP Paribas (France) 53.4
HSBC Bank AS (HSBC, U.K.) 36.3
ING AS (ING, Netherlands) 34.9

Source: Authors, from 2013 financial statements from companies’ websites (1 USD = Turkish lira)
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and suggest close cooperation with, the NDB and the CRA in the goals of sustain-
able economic development and financial stability globally.

A few additional considerations are in order. In its effort to provide coordi-
nated multilateral support to economic development, the NDB joins not only the 
World Bank Group (including the IFC, its private sector development arm), but 
other regional multilateral development agencies also, such as the Inter-American 
Development Bank (IDB, 1959), African Development Bank (AFDB, 1964), 
Asian Development Bank (ADB, 1966), and the European Bank for Reconstruction 
and Development (1991).

These multilateral development banks are characterized by a clear distinction 
between lenders (typically Organisation for Economic Co-operation and 
Development (OECD) member-countries), and borrowers (typically emerging 
economies, including the BRICS). While all members contribute some capital, 
poorer nations tend to be the larger borrowers (as of 2013, China, India, Brazil, 
and South Africa are among the World Bank Group’s largest borrowers). The 
same has not been true for the IMF, where, since 2008, temporary balance of 
payments imbalances have been more evenly distributed among members from 
the EU, the former Soviet Union, and poorer nations.

However, the governance of all these multilateral institutions is conducted by 
an executive board formed by representatives of the member countries, to which 
the operational departments, including credit and treasury functions report, and to 
which full disclosure of project lending (for the development banks) and balance 
of payments lending (for the IMF) is made available for ultimate decision-making 
regarding credit exposure.

Looking ahead, important challenges face the NDB, namely to implement and 
maintain governance principles, operational procedures, and a credible profes-
sional team that can earn the trust and confidence of investors, so that the initial 
capital commitment (US$50 billion over seven years) will increase such that it 
constitutes a truly material addition to the funding already available from other 
multilateral organizations and the market at large for investment in infrastructure 
and sustainable development projects.

Summary

In this chapter we have explored how macroeconomic conditions, political forces, 
and major external events have combined to shape the structure of the banking 
industries of eight selected large emerging economies.

The countries selected, all G-20 nations and, as such, members of the Basel 
Committee on Bank Supervision, were Mexico, Brazil, India, China, Indonesia, 
South Africa, Russia, and Turkey.

As we saw in Chapters 2 and 3, the 1990s was a decade of re-invention for 
banks and the banking systems of developed economies, a transformation driven 
fundamentally by the forces of financial liberalization on both sides of the 
Atlantic, rapid technological change, and resulting explosive growth of securities 
markets globally.
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As discussed in this chapter, the 1990s was also a decade of profound transfor-
mation in the banking systems of leading emerging economies. In these econo-
mies, however, the market forces mentioned above operated in a context of 
significantly more intense political change, with major policy decisions often 
having to be made in the context of imminent banking crises (see Chapter 4), 
sovereign debt crises (see Chapter 5), or both – ironically, situations the devel-
oped world seemed long rid of, but would again face beginning in 2008.

While monetary regimes, bank regulation frameworks, and financial institu-
tions’ internal governance practices have converged substantially over the past 20 
years across the sample of countries examined, at the end of 2013, their domestic 
industry profiles remained rather varied with regard to ownership control of lead-
ing financial institutions.

As we have concluded herein, at the end of 2013, public sector banks remained 
dominant in Russia, China, and India; foreign banks in Mexico; domestic private-
sector banks in South Africa; and a more nuanced balance of market power 
among domestic private, public sector, and foreign banks prevailed in Brazil, 
Turkey, and Indonesia.

Finally, we have suggested that the BRICS’ NDB, to be established with an 
initial capital commitment by its members of US$50 billion over seven years, can 
become an important additional source of funding for infrastructure and sustain-
able development projects of emerging economies around the world. Nevertheless, 
important challenges remain, namely to implement and maintain governance 
principles, operational procedures, and the professional team that can earn the 
credibility of investors, so that the initial capital commitment can grow to repre-
sent a truly material addition to the funding already available from other multi-
lateral organizations and the market at large for investment in infrastructure and 
sustainable development projects.



8	 Financial fraud, corruption  
and illegal activities

Related to the ideas of money, credit, trust and confidence is the true rule of law.
(David Landes, Wealth and Poverty of Nations, 1998)

Introduction

In this chapter, we will examine financial practices and institutions that have 
violated both domestic and international laws, rules of conduct, and sound business 
practices. We will examine the resolution of these cases, including new levels of 
fines, penalties, criminal liability, and the potential repercussions, specifically for 
foreign banks in the United States. Between 2006 and 2013, financial institutions 
in the United States have incurred more than US$7.5 billion in Anti-Money 
Laundering (AML) and Office of Foreign Assets Control (OFAC) violations. In 
2014, the amounts rose dramatically, as BNP was fined $8.9 billion for money 
laundering related to dollar transactions with Iran and Sudan from 2002 to 2009 
(Protess and Silver-Greenburgh 2014: B1).

The losses incurred by money laundering, tax evasion or by specific frauds 
(including rogue traders and Ponzi schemes) can be quantified, but, since 2008, 
banks and financial markets have also been accused of unethical, but not necessar-
ily illegal behavior. According to the Financial Crisis Inquiry Commission, the 
global financial crisis of 2008 was also a “systemic breakdown in accountability 
and ethics … we witnessed an erosion of standards of responsibility and ethics that 
exacerbated the financial crisis” (Financial Crisis Inquiry Report, 2011: xxii) As 
Judge Jed S. Rakoff noted, “it can be hard to prove criminal intent, particularly 
against people several levels removed from those who constructed and marketed 
the securities” (Norris, 2013). In 2012, fines in the United States exceeded  
US$25 billion, which included fines for fraudulent mortgage backed securities 
transactions (JP Morgan, Bank of America, Goldman Sachs, and UBS); tax fraud 
(Credit Suisse); manipulation of LIBOR (Barclays, Rabobank, and RBS).

Documented manipulation of the London Interbank Offered Rate (LIBOR) and 
foreign exchange market (FOREX) rates was prosecuted as a direct violation of 
traders’ obligation to provide accurate rate information to global markets. Yet it 
often remains unclear whether banks are liable under civil or criminal law, or if 
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this was part of a widespread culture which, before 2007, encouraged or turned a 
blind eye to these practices. Criminal and illegal activity, even when prosecuted, 
punished, and brought to public attention, has long lasting repercussions as it 
severely erodes the fundamental bond of trust between banks and civil society. 
Since 2013, banks and regulators have begun to examine the longer term reper-
cussions of these actions: loss of shareholder value, loss of reputation, loss of 
confidence in the institutions and in the financial sector by civil society.

Even more than bank or sovereign debt failures (see Chapters 4 and 5), financial 
criminal activity implicates different branches of governments and the judiciary as 
well as banks and civil societies. Long after institutions or individuals are legally 
forced to cease activity or face penalties, the repercussions can last for decades 
based on renegade individuals, undisclosed accounts and cross-border criminal 
linkages: the case of Banco Ambrosiano (1970s to 1982) resonated decades later 
in the Vatican Bank money laundering probe of 2012 to 2013. The collapse of 
Crédit Lyonnais (1995) was in part attributed to the fraudulent loans to former 
Bank of Credit and Commerce International (BCCI) associates (1970s to 1990).

The global institutional and management structures of international banks post-
2000 have allowed banks to be held accountable outside of their home country 
jurisdiction. The home/host country arrangements established in the 1980s, and to 
which institutions must adhere, are facing serious challenges in matters of tax 
violations. U.S. and German governments have rejected UBS and other Swiss 
banks’ claim of distinction under Swiss law between permissible tax avoidance and 
illegal tax evasion and tax fraud; banks that have faced accusations and penalties 
due to money laundering charges in violation of U.S. sanctions against rogue or 
designated terrorist regimes include Standard Chartered, HSBC, and BNP for the 
transfer of monies to Iran and Sudan. Most often rogue trader fraudulent activities 
and losses have occurred in foreign subsidiaries: Baring in Singapore, Allied Irish 
and Sumitomo in the United States, UBS and JP Morgan in the United Kingdom.

The broader jurisdiction of the United States

Globally, “[t]he United States authorities hold enormous sway over dollar clear-
ing because such transactions ultimately clear in the United States, even when 
they are initiated overseas. The United States government itself plays a hugely 
important role in processing payments through the Federal Reserve’s Fedwire 
Funds Service system” (Eavis 2014: B6). Therefore, in both setting rules and 
enforcing sanctions, the United States has led the charge in exposing these activi-
ties and imposing the harshest penalties and fines. Since 2013, the European 
Commission and the United Kingdom have followed suit in light of tax fraud  
and the manipulation of LIBOR and FOREX rates. As systemically important 
financial institutions, or institutions termed too big to fail, earn over one third of 
their profits from foreign subsidiaries outside of the home country, and as global 
transactions are most often conducted in dollars, the United States has the lever-
age to threaten closure of bank branches and operations if their rules and laws are 
violated.
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Historical overview: speculation, counterfeiting,  
and insider trading

We will examine illegal, criminal, and fraudulent activity by international and 
domestic banks on behalf of international clients and their holdings, including 
BCCI (incorporated in Luxembourg, with headquarters in London and Pakistan, 
Banco Ambrosiano (Italy), the Vatican Bank (Vatican City), and Riggs Bank 
(United States), as well as money laundering in violation of political sanctions 
(Standard Chartered and BNP), and drug-related criminal violations (HSBC).

Financial fraud and fraudulent schemes are not confined to the modern era. 
They began in the 1700s in England and France, with the issuance and distribution 
of paper notes, shares, and the start of a gold/paper speculative market. A surge 
in speculative activity between 1704 and 1715, conducted “by small time sharks, 
back street usurers” (Rudé 1971: 547), in paper to gold transactions, created a vast 
unregulated market that fed on rumors of convertibility of paper into gold, silver, 
and even copper coin, as confidence in paper notes fluctuated on a daily basis. Even 
when notes issued by the Bank of England were recognized as fully backed by 
gold, the British economist Adam Smith, a defender of banknotes, stipulated that 
if paper had to replace coinage, “a Law indeed might lay restraints and threaten 
Penalties, but it can’t change Men’s minds, to make them think a piece of paper 
is a piece of Money” (Smith, 1776). In 1809, the German poet and philosopher 
Goethe, having personally observed the failure of the French Revolution’s assignats 
(paper shares backed by confiscated church property) never trusted paper issuance 
in Germany, comparing it to a new form of alchemy, in which paper replaces gold 
as a means of paying expenses and canceling debts (Goethe 1879).

In the United States, politicians, journalists and authors, including Mark 
Twain, Ralph Waldo Emerson, and Washington Irving, saw in paper deviousness, 
corruptibility, and a lack of clarity and accountability. Since the Great Depression 
of the 1930s, fear of speculation is associated with loss of paper value in stocks 
and bonds, which translates into loss of real value.

Counterfeit, from the Latin, contra facto, against the fact, and defined by the 
French term faux monnayeurs, specifically references those who create false or 
fake money violating the basic trust between buyer and seller. The fear of counter-
feiting first applied to coinage, which was reputed to be verifiable by the ring of the 
coin, and the hardness of the metal if bitten down on. In the United States, the first 
nation to issue paper currency (1785), counterfeit notes were a persistent problem 
for the new nation’s economic health. During the Civil War (1861–5), there was an 
urgent need to fund the Union, and paper currency had to be printed in order to 
supplement the dwindling supply of gold reserves. Stephan Mihm (Mihm 2007) 
described how, without a central bank and one issuing authority, the proliferation 
of banks issuing paper money rose from 200 in 1815 to over 300 in 1830. By the 
1850s, more than 10,000 different kinds of paper currency circulated across the 
states and territories, making it extremely difficult to differentiate real from fake.

As the country grew and demand for goods and capital expanded, these notes 
were accepted and circulated. “Many people in the business of banking viewed 
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counterfeiting as a small price to pay for a system of money creation governed not 
by the edicts of a central bank or the fiscal arm of the state, but by insatiable private 
demand for credit in the form of bank notes” (Mihm 2007: 15). By the 1880s, the 
first financial sheets, including the Dow Jones newsletter, offered daily warnings 
where and which bills and notes were genuine or counterfeit. These practices 
stopped once the dollar became a convertible currency from 1905, and under the 
note-issuing monopoly granted to the Federal Reserve Bank in 1913.

Insider trading

Increased deregulation and greater self-regulation in the United States and United 
Kingdom, and a surge in competitiveness, coupled with new instruments in the 
1980s and 1990s, gave rise to corporate white collar crime. Although the U.S. 
Securities and Exchange Commission (SEC) had strict rules prohibiting insider 
trading (defined as the exchange of confidential information on prior knowledge 
of corporate transactions, mergers and buyouts), these activities began to prolif-
erate in the 1980s. The indictment and trial of California financier Ivan Boesky 
in 1986 became the first prosecution for insider trading (see Bruck 1989 and 
Stewart 1991). In 1989, the prestigious Wall Street firm of Drexel Burnham 
Lambert collapsed after the indictment and conviction of its top trader Michael 
Milken, known as the junk bond king. The next manifestation, linked to new high 
technology companies and the dot.com boom, was the scandal around the actions of 
Wall Street analysts. From the mid 1990s to 2002, top stock analysts at Salomon 
Smith Barney (the investment banking arm of Citigroup), Morgan Stanley, and 
Merrill Lynch provided false and misleading information to their clients, as 
investment houses garnered vast returns based on a “fraudulent system where  
[the analyst] was expected to help her company make hundreds of millions of 
dollars underwriting stocks and then issue ‘objective’ research on the same 
companies…” (Gasparino, 2005: 9). Among the firms most highly touted by 
Citigroup analysts were WorldCom and Global Crossing in telecommunications, 
and Enron in energy sales, brokerage, and online trading.

Created in 1985,1 Enron became the largest seller of natural gas in North 
America. Considered until 2001 by the markets and rating agencies as one of the 
best run U.S. companies, Enron expanded its services to include casualty and risk 
management services to power plants and energy providers. Its financial strategy 
also included setting up long-term contracts, which needed to be hedged due to 
fluctuations in future energy prices. Although a 750 percent increase in revenues 
was reported between 1996 and 2000, there were large unreported losses 
siphoned off into special purpose entities. These offshore shell corporations were 
created with the aid of Arthur Anderson, one of the five largest global accounting 
and auditing firms, who also audited Enron’s balance sheet. Arthur Anderson 
understated the liabilities, and falsified mark to market accounting fraudulently, 
inflating the share price. Until 2002, as Citicorp, JPMorgan Chase, and Merrill 
earned huge amounts in fees for their underwriting activities related to Enron, 
their analysts pushed Enron as a top stock pick. Within months of September 11, 

http://dot.com
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with U.S. markets still in shock, the stock listed at US$90 in 2000, fell to US$1 in 
November, 2001, after a last attempt to secure a US$2 billion bridge loan failed. 
Enron filed for bankruptcy in December 2001. In 2002, Enron collapsed with US$23 
billion in liabilities, followed by WorldCom, revealing collusion and fraudulent 
complicity between corporations, banks, rating agencies, and accounting firms.

The investigation by the SEC and New York Attorney General’s office lasted six 
years. The chairman and Chief Executive Officer (CEO), Chief Operating Officer 
(COO), and Chief Financial Officer (CFO) were indicted on bank fraud, false 
statements, securities fraud, wire fraud, money laundering, and insider trading 
charges. Shareholders filed a US$40 billion lawsuit. The firm was dissolved, the 
executives sentenced to long prison terms and Arthur Anderson, accused of 
obstruction of justice, shredding documents and falsifying accounts, lost  
its Certified Public Accountant (CPA) license in 2002. After Congressional inves-
tigations in July 2002, the Sarbanes-Oxley Act was enacted, which included the 
creation of the Public Company Accounting Oversight Board (PCAOB). The 
PCAOB’s supervisory functions included enhancing corporate responsibility  
and financial disclosures in order to combat corporate and accounting fraud. 
Furthermore, it made directors of publicly traded companies potentially financially 
accountable for institutional failures related to misrepresentation of relevant infor-
mation. It required strict firewalls between accounting, auditing, and advisory 
functions. Intended to be applied to all publicly-traded companies, domestic and 
foreign, by 2003, foreign corporations and banks, however, asked for and received 
exemptions in order not to incur the prohibitive costs of complying with U.S. 
standards.

In 2009, the New York Attorney General’s office began investigations into 
insider trading activities in hedge funds, specifically at the Galleon Group, culmi-
nating in indictments and long prison sentences for its employees and CEO, Raj 
Rajaratnam.

Money laundering

“Money laundering is the art … of converting illegally secured cash into legiti-
mate assets. It involves criminals … transferring their ill-gotten gains through 
networks of agents and international financial institutions into investments … in 
the names of organizations and individuals with no known criminal ties” (Vogl 
2012: 233). The methods used include placement of funds through deposits of 
cash; layering, which involves movement of funds from institution to institution 
in home or host countries; integration of funds into the financial system for 
investment, thereby eliminating all traces of origination of funds.

Post-2001, the G-20 recognized the scope of the problem associated with 
corruption and illegal flows of funds across borders, which are often linked to 
terrorist regimes’ need to use “sophisticated cross border money laundering 
devices such as secret numbered bank accounts, off shore financial havens” (Vogl 
2012: 111). Emerging markets, including China, Russia, Mexico, Saudi Arabia, 
Malaysia, Kuwait, Nigeria, Venezuela, Qatar, Guinea, and Gabon, with weak 
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controls and regulation, but vast commodity, oil, and gas assets have the highest 
level of illicit financial outflows. After September 11, and the enactment of the USA 
PATRIOT Act, money laundering became directly correlated with flows of terrorist 
funds or funds from countries designated as sponsors of terrorist activities.

The KPMG Global Anti-Money Laundering Survey in 2011 reported over US$1 
trillion per year of money from financial crimes, drugs, arms, and rogue states, 
circulating in the international financial system. In volatile political regimes there 
can be government–bank collusion through private banks or even central banks 
in the illegal transfer of funds, specific and indirect money laundering through 
subsidiaries, affiliates, and correspondent banks. These activities are often abetted 
by offshore accounts and shell institutions sanctioned by sovereign states in loca-
tions such as the Cayman Islands, Antigua, Bermuda, Luxembourg, Liechtenstein, 
and Andorra, or aided by bank secrecy laws which allow tax evasion or avoidance, 
in the cases of Switzerland, Luxembourg, and Liechtenstein.

After September 11, U.S. counterterrorism officials were given permission to 
examine banking transactions routed through the Society for Worldwide Interbank 
Financial Telecommunication (SWIFT) data base in Belgium. One of the most 
notorious cases was the Afghanistan Bank of Kabul, associated with and run by 
the ruling Karzai family. An investigative report by Kroll revealed massive cash 
inflows from the United States were diverted, shipped to Dubai, or the money 
funneled from the Bank back to the families (Rosenberg 2012).

Abetted by new technologies, money laundering allegations have surfaced in 
the realm of virtual currencies (egold in 1999, bitcoin in 2013), as non-government 
backed, unregulated transactional tools are prone to be used for the transfer of 
monies obtained from illegal activities. Bitcoin, created by computer code by an 
anonymous individual or group of traders in Japan, is a non-asset based, border-
less, unregulated, electronic currency with computers located in Iceland and other 
undisclosed locations. In 2014, the U.S. Government shut down Silk Road, an 
online marketplace for illegal drugs using bitcoin, followed by the collapse and 
bankruptcy of Mt Gox, the largest bitcoin-based exchange, which handled  
80 percent of all transactions. The U.S. Department of the Treasury called for 
bitcoin exchanges to monitor accounts, adhere to anti-money laundering proce-
dures, and apply the “know your customer” due diligence and identity checks  
for all transactions. Foreign central banks, including China and Russia, as well as 
Sweden and Estonia, which were instrumental in advocating online banking, 
refused to consider the currency as an alternative to legitimate currencies.

Banco Ambrosiano

Banco Ambrosiano, a domestic Italian bank created in 1896, expanded into a 
Luxembourg holding company in 1963, with direct patronage and capital from the 
Vatican. Roberto Calvi, promoted to chief executive officer in 1971, began aggres-
sively buying offshore companies in the Bahamas and South America, selling 
stakes to Italian businessmen, and intersecting with a French offshore clearing 
house, Clear Stream. In 1978, after an investigation into Clear Stream implicated 
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French and Italian politicians, the Bank of Italy opened an investigation into 
Banco Ambrosiano’s complex and interlinking connections with the Vatican, 
Masonic Lodge, and Mafia. By 1982, it was discovered that the bank had lost or 
siphoned off US$1.2 billion. Calvi fled to London, where he was found hanged 
from Blackfriars Bridge on June 18, 1982. The ensuing scandal and investigations 
into fraud and possible murder remained active for over two decades. Banco 
Ambrosiano was dissolved and investigations prompted the Italian banking sector 
to begin to consolidate and slowly attempt to unravel incestuous linkages between 
the world of finance, the Italian Government, and the Catholic Church. The funds 
were never fully recovered, and connections with the failed bank resurfaced in the 
dissolution of BCCI, the Crédit Lyonnais scandal in 1995, and allegations made 
against the Vatican Bank of money laundering, in 2012. Banco Ambrosiano was 
completely restructured into Nuovo Banco Ambrosiano and merged into Banco 
Ambrosiano Veneto in 1989, becoming part of one of the four major regional 
Italian banking conglomerates.

BCCI

To understand the pervasive geographic scope and political ramifications of 
large-scale money laundering we must examine the actions, illegal activities, 
collapse, and resolution of BCCI. BCCI facilitated widespread criminal activity 
covering almost all violations of money laundering, support of terrorism, bribery 
of government officials, arms trafficking, tax evasion, and smuggling. It was 
described as “the largest case of organized crime in history”, and the first instance 
of a United States Congressional investigation into the closing and prosecution of 
a foreign-owned bank (Kerry and Brown 1992: 50).

Founded in Pakistan in 1972, with capital from the United Arab Emirates, Saudi 
Arabia, and Pakistan, BCCI was incorporated in Luxembourg, conducted opera-
tions out of London, through various subsidiaries and a bank within the bank 
known as ICIC. After the oil crisis, BCCI proclaimed itself a counterweight to 
Western European banks, offering more culturally compatible services to develop-
ing economies and Muslim leaders seeking discrete banking services. Between 
1973 and 1977, it expanded from 19 branches in five countries with assets of 
US$200 million, to 146 branches in 43 countries with assets of US$2.2 billion. By 
the mid 1980s, it was operating in 73 countries with a balance sheet of close to 
US$22 billion. It provided secret loans to autocratic regimes across Africa and 
Asia, including to Saddam Hussein. Bank of America was an initial investor, but 
divested in 1978, following a critical report by the Office of the Comptroller in 
1978, though it continued to serve in an advisory capacity. By 1980, ICIC holdings 
were transferred to the Cayman Islands. In 1985, the head of Luxembourg’s 
Institut Monétaire Luxembourgeois asked Price Waterhouse auditors to review 
trading activities, which revealed untraceable losses of over US$849 million. By 
1991, auditors found that the bank had unrecorded deposits of US$400 million.

BCCI functioned through layers of holding companies, affiliates, and subsidi-
aries, all providing support for arms trafficking, smuggling, terrorism, and other 



198â•‡â•‡  Financial fraud, corruption and illegal activities

criminal activity. Receiving siphoned deposits from central banks and political 
payoffs, it had contacts around the world, from Panama, to Pakistan, and from 
India, to the United States.2

Through Bert Lance, President Carter’s Director of the Office of Budget and 
Management, and close friend, “… BCCI developed a plan to infiltrate the U.S. 
market through secretly purchasing U.S. banks while opening branch offices of 
BCCI throughout the U.S., and eventually merging the institutions”, in return for 
paying off Director Lance’s loans (Kerry and Brown, 1992: 5). By fraudulently 
purchasing Georgia’s Financial General Bank shares and later contributing over 
US$8 million to Carter’s foundations, BCCI implicated the National Bank of 
Georgia, prominent politicians, former Secretary of Defense Clark Clifford, and 
Bank of America. Despite being in clear violation of money laundering and U.S. 
banking laws, the U.S. Department of Justice pursued only a limited case in Florida 
and individual bankers were held accountable rather than the institution.

For the first time in its history, the Bank of England was indirectly involved in 
criminal activity when, cognizant of the problems, it allowed the reorganization 
and recapitalization of BCCI to proceed through Abu Dhabi, with the implicit 
agreement of Price Waterhouse, which had proven negligent in reporting auditing, 
accounting, and regulatory violations. In 1990, Abu Dhabi promised to commit 
funds to recapitalize the bank with the implicit promise that evidence of criminal 
activity would be suppressed. The Bank of England had failed to act on endless 
red flags and offered only limited cooperation with the U.S. investigation. The full 
Sandstorm report3 was released only in 2011.

In 1989, Robert Morgenthau, Manhattan District Attorney, took over the case 
when an investigation into the purchase of the American bank revealed huge 
losses, lack of compliance with state or federal disclosure rules, and political 
bribery charges. Despite resistance from the U.K.’s Serious Fraud Office, 
Morgenthau proceeded with an indictment in July 1991, accusing BCCI of paying 
bribes and kickbacks and using bank secrecy in Luxembourg and the Cayman 
Islands to avoid regulation. BCCI left US$10 billion in losses with 760,000 valid 
claims in 69 countries which were never recouped.

BCCI’s U.S. and U.K. operations shut down in 1991. The ensuing investigation 
implicated the Central Intelligence Agency (CIA), departments of Justice, and 
Treasury, and the highest levels of the U.K., U.S., and governments of developing 
countries for their lack of transparency in sharing information with regulators, and 
in particular weak oversight in the United States at both state and federal levels in 
allowing BCCI to acquire U.S. banks, and the Bank of England for withholding 
information.

In response to the BCCI scandal, the Foreign Bank Supervision Enhancement 
Act of 1991 was enacted, requiring far more stringent oversight of foreign banks 
in the United States. The executive summary of the 1992 Congressional report 
focused on the mishandling of the case by the U.S. Department of Justice, 
Customs Service, and Treasury. It stated that “BCCI’s accountants failed to 
protect BCCI’s innocent depositors and creditors from the consequences of poor 
practices at the bank of which the auditors were aware for years” (Kerry and 
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Brown, 1992: 7). The complexity of its multi-layered operations and extended 
global network of branches and affiliates meant that the ramifications of the BCCI 
collapse dragged out for decades with interlinked accounts and connections with 
Banco Ambrosiano, Crédit Lyonnais (see Chapter 4), the Vatican Bank, and 
banks across the Middle East.

In 1996, the implementation of U.S. Government-imposed financial sanctions 
was reinforced by the Helms-Burton Act which extended the trading embargo 
against Cuba to all foreign companies with U.S. affiliates or subsidiaries. Under 
pressure these limitations were waived for EU companies in 1999.

Riggs Bank

Riggs National Bank, a Washington, DC institution, was created before the Civil 
War. From the 1960s, a major part of Riggs’ profits derived from a special section 
of its private banking arm, Embassy Banking, where the majority of foreign 
missions and embassies in Washington, D.C. had accounts with Riggs. As a state 
bank, chartered in the District of Columbia, Riggs was supervised by the OCC. 
From January 1987, the OCC required each bank under its supervision to estab-
lish and maintain a Bank Secrecy Act (BSA) compliance program, which 
provided internal controls, independent testing, and designation of individuals 
responsible for the coordination and monitoring of day-to-day compliance. The 
implication of Riggs Bank in the Enron scandal led to an investigation of its 
clients and depositors in the Washington diplomatic and political community, 
which found that “Riggs willfully violated the suspicious activity and currency 
transaction reporting requirements of the BSA and its implementing regulations, 
and that Riggs has willfully violated the anti-money laundering program” 
(Financial Crimes Enforcement Network 2005: 1).

A 2004 Report by the United States Senate, noted that despite a U.S. freeze on 
Chile’s former head of state, Augusto Pinochet, Riggs Bank was the principal 
agent in laundering Pinochet funds through 2002. The bank operated offshore shell 
corporations in direct violation of the interdictions on foreign shell companies in 
the USA PATRIOT Act. In addition, Riggs was implicated in Saudi accounts and 
movement of funds post-September 11, in violation of the USA PATRIOT Act. 
The bank had a nonexistent or “dysfunctional AML program”. Furthermore there 
were failures on the part of the OCC, who despite being aware of the failings at 
Riggs “failed to take any enforcement actions” (United States Senate Permanent 
Subcommittee on Investigations, 2004: 5). This investigation highlighted the deep 
inconsistencies and loopholes in “the ability of U.S. financial institutions with 
foreign affiliates to get key due diligence information about accounts opened and 
managed by their foreign affiliates” (ibid: 6).

Riggs, “without admitting or denying either the facts or determination”, paid the 
civil penalty imposed by FinCEN of US$25 million (Financial Crimes Enforcement 
Network 2005: 1). The entire fines were $41million in total civil and criminal 
penalties, for dealings with the governments of Chile and Equatorial Guinea. 
Riggs was merged with PNC Financial Services Group of Pittsburgh.
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Vatican Bank

The Commission for Works of Charity was created in 1887 as an administrative 
entity to fund religious works. In 1942, it became a bank, the Institute for Religious 
Works, commonly referred to as the Vatican Bank. Following the collapse of 
Banco Ambrosiano in 1982, the Vatican was revealed to have been the bank’s 
largest shareholder (Sanderson, 2013). During the Cold War, the Bank had quietly 
funded anti-Communist movements in Catholic countries from Cuba to Poland.

Located in Vatican City, officially known as Vatican City State, the Bank 
benefitted from the sovereignty of this independent city state. Responsibility, 
however, fell on Mario Draghi, Governor of the Bank of Italy from 2006 to 2011. 
Under initial investigations it was revealed that the Institute for Religious works 
reported 33,000 accounts and €5 billion in assets. The Vatican Bank claimed as its 
sole purpose the funding of the works of the Catholic Church. However, in the 
wake of the financial crisis of 2008, major U.S. and EU banks began to scrutinize 
their correspondent banking relationships with the Vatican, correspondent Â�banking 
relationships “which gave the Vatican access to foreign financial markets … and 
moved as much as €2 billion a year from the Vatican’s bank to other accounts 
across the globe” (Sanderson, 2013).

The Vatican Bank’s principal clients were the Holy See, religious orders, and 
clergy, but a percentage of the clients were loosely identified as having “some 
affiliation to the Catholic Church” (ibid). That “as much as 25 per cent of the 
bank’s business is done in cash”, (ibid) with monies coming from donations and 
charities with numerous proxy holders, did nothing to relieve the opacity 
surrounding the Bank’s transactions, or the potential for abuse. The bank did not 
observe any of the compliance requirements imposed on EU countries. It lacked 
clear checks and balances on record and public disclosure.

With the onset of the financial crisis, the OECD, Financial Stability Board, and 
Financial Task Force began an investigation into an arm of Unicredit which 
showed undocumented dealings with the Vatican Bank, with unnamed holders of 
accounts. In 2010, Italian regulators froze €23 million of the Bank’s assets, flag-
ging its noncompliance with anti-money laundering regulations by attempting to 
make transfers to unidentified beneficiaries for unstated purposes. Although the 
Bank of Italy had no authority over the Vatican Bank, it nevertheless warned that 
it was no longer on the white list of banks in compliance. Despite probes into 
criminal activity in Italy tied to the Vatican’s diverse holdings, the bank continued 
to resist disclosure, forcing the Bank of Italy to freeze assets and apply notification 
of noncompliance.

In 2012 to 2013, the Vatican Bank was implicated in a money laundering scandal 
reaching into the top echelons of the Vatican hierarchy, the Patrimony of the 
Apostolic See. The opacity of the Bank’s operations, the lack of mechanisms for 
due diligence and risk management forced other EU banks to demand transparency 
for fear of being implicated. The Vatican reluctantly created a new position of finan-
cial supervisor, but pressure mounted from the Council of Europe’s Anti-Money  
Laundering Committee. The first financial supervisor, former head of Santander 
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in Italy Gotti Tedeschi, a highly respected conservative banker, was forced out in 
2012, unable to crack the culture of opacity and internal corruption. The unwilling-
ness of the Bank to comply with anti-money laundering and newly-strengthened 
tax evasion rules and regulations rules threatened the reputation of major corre-
spondent banks. In March 2012, JPMorgan closed the account it held for the Bank 
for lack of information required by regulators. “We would say, ‘We need to answer 
the regulator on this matter.’ They would say, ‘We answer to God’” (ibid). 
Finally, when the Bank of Italy ordered Deutsche Bank to close the accounts of 
the Vatican Bank, including its ATMs in Vatican City, the Vatican was forced to 
act. Pope Benedict appointed a new financial regulator and a new bank chief.

In February 2013, a unique and historic change occurred when Pope Benedict 
announced his resignation. His successor, Pope Francis, free of any European or 
Italian financial affiliations, finally began to overhaul the accounts and practices of 
the Vatican Bank, insisting on reform of the entire institutional framework. Peter 
Sutherland (Goldman Sachs) was brought in to explain the need for transparency. 
An American global risk control group specializing in regulatory and compliance 
issues, Promontory Financial, was hired to conduct a complete review of all 
account holders, with the result that hundreds of accounts have been closed to 
date. For the first time in its history, the Vatican is bringing on board regulators 
and auditors, and has created a new supervisory board, sharing information with 
regulators internationally. Pope Francis has shown extraordinary openness and 
condemned the secrecy and opaque transactions of banks, stating that “whether 
it’s a bank, a fund, a whatever, it should be based on transparency and honesty” 
(ibid). Finally, in June 2014, Pope Francis named four new members, including 
three non-Italian members, to the board of the Financial Information Authority, the 
regulator overseeing the Vatican Bank. He noted that “Economic administration 
calls for honesty and transparency.”

Barclays’ Qatar connection

After the collapse of Lehman at the height of the financial crisis, a number of 
European banks sought and received emergency funding from Middle Eastern and 
Asian investors in order to shore up capital and avoid nationalization or large 
government aid. Barclays surprised the markets when it chose not to participate in 
the October 2008 recapitalization by the U.K. Government. Barclays, which 
needed to boost its reserves by GB£10 billion by issuing equity, selling assets and 
slashing the dividend, insisted that it could raise the money privately.

Allegations of money laundering arose in February 2013, when the U.K. 
Financial Services Authority and Serious Fraud Office launched an investigation 
into whether or not Barclays gave a loan to Qatar to fund the bank’s cash call in 
order to avoid a state bailout. It was revealed that Qatar Holding was one of two 
Qatari investors that participated in these transactions in 2008, both related to the 
royal family. Credit Suisse engaged in the same type of operations in October 
2008. Although these loan transactions may not be illegal, the issue remains as to 
why these transactions were neither reported nor publicly disclosed.
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HSBC and Mexican drug deposits

For nearly a decade up to 2012, bank officers at HSBC in Mexico facilitated the 
transfer of US$881 million on behalf of Mexican drug cartels, usually accepting 
vast cash only deposits. The subsequent U.S. Senate investigation revealed that 
“HSBC was a conduit for drug money, had clients with alleged ties to terrorism 
and stripped details from transactions that would have identified Iranian entities” 
(Rathbone 2012). Following its MXN1.1 billion acquisition of Grupo Financiero 
Bital in 2002, HSBC had more branches in Mexico than Britain. From 2007 to 
2008, US$7 billion in cash was transferred to HBMX, the HSBC affiliate in 
Mexico, but no accounts were closed nor flagged. HSBC was accused of stripping 
information from wire transfers to circumvent U.K. controls. In 2012, HSBC was 
fined US$1.92 billion. Other banks involved in drug money wire transfers in 
Mexico included the U.S. Wachovia bank (acquired by Wells Fargo in 2008).

Iran sanction violations

The D’Amato-Kennedy Act of 1996 implemented sanctions against investment in 
Iran and Libya and against foreign investors in the energy sector. Although the Act 
was supposed to expire in 2006, it was extended to 2011. Since 2006, more than a 
dozen international banks have been fined in connection with this act: in 2012, 
ING was fined US$619 million for altering records and transferring more than 
US$2 billion for entities trading with Iran. In 2013, corruption investigations  
in Turkey implicated Halkbank, the largest state-owned bank, in transactions with 
Iran, which were legal until July 2013 when the United States increased sanctions 
which included all banks dealing with or acting as intermediaries in gold or 
currency movements with Iran. The Chinese bank Kunlun was accused of provid-
ing hundreds of millions of services to Iranian banks and barred from any business 
with the U.S. financial sector. In 2012–14, allegations of money laundering were 
brought against Standard Chartered (United Kingdom) and BNP (France).

Standard Chartered

Standard Chartered prided itself on having withstood the financial crisis when a 
U.S. Government investigation into Iranian sanction breaches, led by the New 
York State Department of Financial Services, accused Standard Chartered in 
August 2012 of “hiding $250billion of transactions with the Iranian government” 
(Jenkins and Goff, 2012). Accused of being a “rogue institution” which had forged 
records and conducted “wire stripping” (removal of key information), Standard 
Chartered faced losing its US dollar clearing license and a large fine.

BNP: 2014 – a new penalty benchmark

France’s largest bank by market value, BNP Paribas, was among the least exposed 
in the subprime mortgage crisis and in the sovereign debt crisis. Prior to the crisis 
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in 2007, the Manhattan District Attorney’s office was notified of possible sanction 
violations in BNP’s energy and commodities finance unit in Geneva. The bank 
conducted its own internal inquiry, and in 2011 claimed that it had “identified a 
significant volume of transactions that could be considered impermissible”, from 
2002 to 2009 (Fitch Ratings 2014). These transactions were cleared in dollars and 
unauthorized dollar payments were made on behalf of the bank to Sudanese or 
Iranian entities. However, as Christian Noyer, Governor of the Bank of France, 
stressed, “We have verified that all transactions conformed with European and 
French laws and rules.” “None were broken” (Deen 2014). The bank had set aside 
US$1 billion for payment of fines, but the duration and extent of the transactions 
with Iran and Sudan, the lack of cooperation and timely disclosure, and an ever 
increasing scale of fines imposed on foreign banks raised the fine to almost 
US$10 billion. The immense discrepancy between the fine imposed on BNP 
Paribas and those imposed on Standard Chartered (US$667 million) and Credit 
Suisse (US$536 million) for assisting Iranian, Libyan, and Sudanese clients 
violate U.S. sanctions provoked an unprecedented political and diplomatic fall-
out. Although BNP Paribas was privatized in 1993, the French government 
continues to exert influence over its banks (see Chapter 1). The unforeseen conse-
quences of the fine on the French banking sector and the stability of the barely 
recovering EU banking sector (prior to the ECB stress tests of October 2014) 
meant that French ministers, and even President Hollande, intervened.

The bank would agree to a guilty plea provided that U.S. regulators would not 
bring criminal charges or revoke the bank’s license (the same conditions as set 
out by HSBC in 2012). However, the threat remained that the New York State 
Superintendent of Financial Services could “temporarily suspend the bank’s abil-
ity to transfer money through New York branches on behalf of foreign clients”. 
As of July 2014 BNP’s COF had been fired and the bank agreed to plead guilty 
and pay a $8.9billion penalty (Protess and Silver-Greenburg, 2014).

Global regulation around money laundering

The legislation in place to prevent money laundering is extensive and includes the 
following:

â•¢• Bank Secrecy Act of 1970, requiring all cash transactions in excess of 
US$10,000 to be reported.

•	 Money Laundering Control Act (1986), enacted in the wake of the Marcos 
regime.

•	 Financial Action Task Force, created in 1989 and pooling the G7 money 
laundering expertise.

•	 Foreign Bank Supervision Enhancement Act (1991), enacted following 
Congressional hearings on BCCI.

•	 Annunzio-Wylie Anti-Money Laundering Act (1992), following the report 
of the BCCI Bank Secrecy Act Advisory Group.
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•	 Basel I Committee: Minimum Standards for the Supervision of International 
Banking Groups and their Cross Border Establishments.

•	 Money Laundering Suppression Act (1994).
•	 Money Laundering and Financial Crimes Strategy Act (1998).
•	 USA PATRIOT Act (2001): The most stringent measures implemented to 

curb terrorist financing, the Act called for: the criminalization of terrorism 
financing; the strengthening of customer identification; prohibiting finan-
cial institutions from engaging in business with foreign shell banks; due 
diligence on all foreign accounts; sharing of information between financial 
institutions and the U.S. Government; increased penalties; requiring federal 
banking agencies to consider anti-money laundering record when reviewing 
bank mergers and acquisitions.

•	 Intelligence Reform and Terrorism Prevention Act of 2004, requiring the 
reporting of cross-border electronic transmittals of funds (in the wake of the 
investigation into Riggs Bank).

•	 China’s new Anti-Money Laundering Law (2006).
•	 The Vatican’s new Anti-Money Laundering Law (2011), enacted in response 

to money laundering through the Vatican Bank in 2010, this law requires all 
transactions in excess of €10,000 to be declared.

Tax evasion and tax fraud

UBS

In 2012, the G-20 recognized the scope of tax evasion through international 
banks. Since the 1930s, Switzerland, politically neutral and economically sound, 
was the leading destination for global wealth assets. In 2007, prior to the crisis, 
Swiss banking assets totaled CHF3.5 trillion. The banking sector, dominated by 
UBS and Credit Suisse, employed 3 percent of the country’s workforce. From 
2000 to 2007, UBS invested in the U.S. mortgage market, its high level of expo-
sure bringing the bank close to collapse in October 2008, and causing the Swiss 
Government to intervene. “In the fall of 2008, the Swiss National Bank (SNB) 
undertook to acquire securities held by UBS in an amount of up to 60 billion US 
dollars to relieve UBS’s balance sheet” (UBS Transparency Report 2010: 1). The 
losses severely affected the Global Asset Management sector, as allegations of 
UBS abetting U.S. clients’ tax evasion were revealed.

In 2007, an American working in the Geneva office notified the U.S. Department 
of Justice that UBS “had tolerated, in numerous instances, the violation of SEC 
restrictions … and there had been circumvention with respect to clients subject to 
US taxation” (ibid, 8). U.S. Department of Justice documents revealed that, 
between 2000 and 2007, 11,000 to 14,000 U.S. clients did not report taxable 
income totaling approximately US$20 billion in assets held in offshore shell 
companies set up by UBS bankers.

In its defense, UBS offered that Swiss bank secrecy laws allowed the bank to 
shield U.S. taxpayers. The case was transferred to the Internal Revenue Service 
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(IRS), which demanded that UBS produce all records of U.S. taxpayers with UBS 
accounts who had sought to engage in tax evasion.4 The crux of the problem was 
that tax evasion services sought by clients were not equated with tax fraud in 
Switzerland.

In February 2009, the U.S. Department of Justice signed a Deferred Prosecution 
Agreement with UBS, allowing the bank to avoid criminal indictment, which 
would have forced the closure of all the bank’s U.S. operations and revocation of 
its banking license in the United States, by paying a fine of US$780 million and 
disclosing the names of 250 clients concerned. Within a year, Germany and France 
brought similar accusations against UBS and Credit Suisse, in which the banks 
had to provide the names of thousands of French and German nationals who had 
also benefitted from the tax evasion loopholes. In August 2009, UBS settled with 
the IRS by providing information on 4,509 accounts. By 2010 that number had 
increased to 7,500, and although the details of the full 52,000 account holders were 
not provided, the number increased again in 2010 until it was finally resolved in 
November 2010.

In response to a request from the Swiss Parliament, UBS published the UBS 
Transparency Report by the Board of Directors to Shareholders on May 30, 2010. 
In the Report, UBS claimed that the restructured bank had regained profitability, 
reorganized its governance and risk management structures, and brought in new 
senior management, in addition to implementing extensive legal, due diligence, 
and risk assessment training to achieve a new corporate culture. UBS carefully 
distinguished individual employee culpability from that of the bank, asking “Did 
UBS or employees of UBS actively participate in tax fraud committed by their 
clients? The SFBC Cross-Border Report concludes that this cannot be excluded” 
(ibid, 39).

In the fourth quarter, after shedding assets, UBS posted a net profit and its 
“core wealth-management business drew in net new money of 5.8billion francs” 
(Letzing, 2014).

Credit Suisse

In 2014, Credit Suisse was called to testify before the Senate Homeland and 
Governmental Affairs Investigations Subcommittee, and was subsequently proven  
to have engaged in the same activities as UBS. On May 20, 2014, Credit Suisse 
pleaded guilty to “extensive and wide reaching conspiracy” to help U.S. clients 
evade taxes, and agreed to pay US$2.6 billion in fines, a vast increase over the 
US$780 million that UBS was fined (U.S. Department of Justice, 2014). The 
Department of Justice received US$1.8 billion in fines and restitution; New York 
State Department of Financial Services received US$715 million, and the Federal 
Reserve received US$100 million. Although Credit Suisse pleaded guilty, its 
investor advisor license to do business in the United States was not revoked. 
Brady Dugan, a Credit Suisse career banker and CEO since 2007, sought to miti-
gate the fine and penalties but the U.S. Department of Justice refused a Deferred 
Prosecution Agreement, which would have spared the bank criminal charges. 
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Credit Suisse was found guilty of failure to cooperate, delays in turning over 
documents, deletion of emails, and keeping indicted employees on the payroll. 
More importantly, like UBS, the bank was not required to turn over the names of 
its U.S. account holders, then forbidden under Swiss law, and the CEO, Brady 
Dugan, refused to step down.

The Declaration on Automatic Exchange of Information in Tax Matters, 
adopted on May 6, 2014, requires all countries to “collect and exchange informa-
tion on bank accounts, the beneficial ownership of companies and other legal 
structures, such as trusts” (Houlder 2014). It has been signed by approximately 
44 countries, including Switzerland, the world’s largest offshore financial center, 
the Cayman Islands and Jersey.

London Interbank Offered Rate manipulation

The London Interbank Offered Rate (LIBOR) was created in 1969, when a group 
of European banks extended a loan to Iran and had to set a rate to “… represent 
the cost of unsecured funding in the open market for the largest financial  
firms […] LIBOR was designed to reflect the rates at which the large banks 
borrowed money from one another each day; these rates were the foundation for 
what they would then charge their customers” (Rose and Sesia 2013: 2).

The products involved covered a vast range of financial transactions, including 
“on the Chicago Mercantile Exchange, over US$564 trillion of futures contracts 
tied to the value of LIBOR traded in 2011” (ibid). In 1986, the British Bankers 
Association took over management of setting LIBOR in three currencies: US dollar, 
Japanese yen and the pound sterling. By 2012, however, LIBOR was produced 
for 10 currencies with 15 maturities for each: 150 rates each business day. For the 
US dollar, 16 banks, including Barclays, submitted rates each day between 11:00 
and 11:10am. There was a similar process for the Euro Interbank Offered Rate 
(EURIBOR), in which 40 to 50 leading banks submitted rates, with the process 
overseen by the European Banking Federation.

In September 2007, rumors began to circulate about the validity of the 
process amid concerns that the “Dollar LIBOR rates submitted by contributing 
banks, including Barclays, were too low and did not accurately reflect the 
market” (United States Department of Justice, 2012). In June 2008, the President 
of the Federal Reserve Bank of New York, Timothy Geithner (Treasury 
Secretary from 2008 to 2013), and the Governor of the Bank of England, 
Mervyn King, expressed doubts and sought to enhance the accuracy and  
credibility of LIBOR. Neither the Bank of England nor the U.K. Financial 
Services Authority, accountable to Treasury and Parliament, were directly 
responsible for the process.

Investigations conducted in 2012 revealed that between 2005 and 2009, 
Barclays, UBS, Rabobank, and other banks had submitted incorrect LIBOR rates 
“thereby benefitting their respective derivatives trading positions and either 
increasing their profits or minimizing their losses” (CFTC 2012). Lowballing is 
the practice of “deliberately underestimating a price to deceive the market” 
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(Binham, 2012). UBS rate submitters were reporting artificially low benchmark 
interest rates to make the bank seem stronger during the financial crisis.

Barclays

In September 2008, Barclays acquired Lehman’s U.S. business for US$1.75 
billion (Rose and Sesia 2008), having previously been sought as a white knight 
during Lehman’s collapse. However, in the wake of the U.K. Government’s 
partial nationalization of Lloyds and RBS in October 2008, Barclays elected to 
raise additional capital privately rather than accept taxpayer monies. In order to 
maintain the pretense of greater liquidity, Barclays traders began to systematically 
manipulate LIBOR. Neither its risk management and control systems nor its 
compliance unit addressed these issues. The determination of costs in borrowing 
currencies was set by its Money Market Desk, located on the same trading floor 
with derivative traders. These traders requested rates or adjusted rates, improperly 
using the rates to benefit their trading positions. By October 2009, the Bank of 
England began to question why “Barclays was always toward the top end of the 
LIBOR pricing” (Masters and Binhan 2012).

Although the first allegations of LIBOR manipulation occurred in U.K. banks, 
specifically Barclays, the investigation was spearheaded by U.S. regulators, 
specifically the Commodity Futures Trading Commission (CFTC). As LIBOR 
was used in derivative contracts traded in the United States, authorities there had 
regulatory jurisdiction, and the U.K. Financial Services Authority worked in 
concert with the U.S. Department of Justice. Barclays settled with U.S. and U.K. 
regulators, agreeing to pay US$450 million in fines, and “admitted and accepted 
responsibility for its misconduct” (U.S. Department of Justice 2012). Pursuing 
this inquiry, in April 2014, the U.K. Serious Fraud Office charged three Barclays 
traders with conspiracy to defraud. Between 2007 and 2009, during the financial 
crisis and global credit crunch, Barclays “made dishonestly low LIBOR submis-
sion rates to dampen market speculation and negative media comments about the 
firm’s viability during the financial crisis” (Clayton and Sesia 2013).

UBS, Rabobank

In February 2012, the Swiss Government undertook an investigation of 12 major 
banks, including Citibank and Deutsche, which led to charges against former UBS 
traders. Rabobank, a Dutch lender, admitted that dozens of its traders manipulated 
LIBOR over a period of six years, working with traders in other banks to manipulate 
LIBOR and EURIBOR for the US dollar, Japanese yen and pound sterling interest 
rates, for the benefit of the bank’s traders and at the expense of its counterparties.

The LIBOR settlement between the implicated banks and U.S. and U.K. regula-
tors, by October 2013, had reached US$1.5 billion for UBS, US$450 million for 
Barclays, and US$615 million for Rabobank. A further 20 banks are under inves-
tigation including Deutsche Bank, UBS, Credit Suisse, and Rabobank (Clayton and 
Sesia 2013). Moreover, the LIBOR scandal has forced banks to set aside additional 
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capital to cover litigation costs. Swiss regulators ordered UBS to increase by  
50 percent the amount of capital held against compliance and operational risk, 
and litigation costs, and Deutsche Bank set aside an additional €1.2 billion to 
meet litigation costs.

Finally, investigations into rate manipulation are not confined to LIBOR. In 
2014, investigations were conducted into rate manipulation in foreign exchange 
currency markets (FOREX), including the US$5.3 trillion spot market, implicating 
Deutsche Bank, UBS, Citigroup, RBS, and Barclays; and the Bank of England had 
to conduct an internal inquiry which concluded that the Bank was not implicated 
(Strauss et al. 2014).

The Wheatley Review by the U.K. Financial Services Authority (since 2013, 
the Financial Conduct Authority) concluded that LIBOR could not remain self-
regulated. It set out a series of recommendations to reform the setting of bench-
mark rates such as LIBOR and EURIBOR. These recommendations included 
ending self-regulation, and bringing LIBOR under a new regulatory regime under 
the supervision of the U.K. Financial Conduct Authority. There will be a new 
code of conduct governing LIBOR submission by banks, with civil and criminal 
penalties imposed in instances of abuse.

Rogue traders

Société Générale: home office losses

The case of Jerome Kerviel, like that of Nick Leeson discussed in Chapter 4, offers 
a further example of extravagant positions taken, vast amounts of the bank’s 
money made available to a junior trader, collusion between the back office and 
the trading floor, the creation of fictitious accounts, and benign complicity on the 
part of management. However, where Barings failed or turned a blind eye to the 
doings of profitable traders in their Singapore office, Société Générale’s lack of 
oversight was part of a larger cultural and historical hierarchy in which Jerome 
Kerviel was culprit as well as scapegoat.

Kerviel, an inexperienced junior trader was moved from the firm’s back office 
to the elite Delta Desk, where he dealt in complex derivative hedging transactions. 
He began to generate losses in 2007, but despite more than 74 warnings from 
internal audits and counterparties, his line of credit was neither reduced nor 
curtailed. In order to hide his losses, he created fictitious reports or claimed that 
errors had occurred. In January 2008, losses reached € 4.9 billion and could no 
longer be hidden. When caught, he averred that in this business model of derivative 
trading “[i]t is impossible to generate that much profit with small positions, which 
leads me to say that so long as I was in profit, the superiors closed their eyes to the 
way I did it and the amounts I took on” (Clark and Bennhold 2008).

Kerviel did not personally benefit from his trades, but rather sought to impress 
his superiors with his trading strategies. In a volatile market, Société Générale 
sought to unravel these trades without notifying the Bank of France or Treasury. 
Nevertheless, his trial in 2010 and appeal in 2013 placed the blame on the trader, 
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ordering him to repay the €4.9 billion lost, and exculpating the bank. Although 
Kerviel’s appeal in 2014 failed, it no longer required him to make total restitution, 
and Société Générale was accused of lax risk management and poor supervisory 
controls. Kerviel was given a three-year sentence and jailed in May 2014.  
In September 2014 a French higher court ordered Kerviel’s sentence reduced to 
probation and electronic monitoring. He was freed after 100 days in jail.

UBS

Kweku Adoboli joined the UBS London back office in 2003, and within three years 
was promoted to trader on the exchange traded funds desk, and then to associate 
director. In 2008, he began placing unauthorized trades, betting on stock markets. As 
his losses grew, he maintained an “umbrella account” to hide evidence of his trades, 
through the creation of phony counterparties. When the losses of over $2 billion 
were discovered, he confessed to having used the profits in part to cover gambling 
debts. He was found guilty of fraud and abuse of position, and sentenced to seven 
years in jail. UBS was fined GB£29.7 million by the U.K. Financial Services 
Authority for “seriously defective” risk management controls (Ugeux 2011).

JPMorgan: the London Whale

JPMorgan, judged a paragon of sound management during the financial crisis  
of 2008–9, has, since 2012, been the subject of civil and criminal litigation, and 
seen penalties imposed in connection with its credit card debt procedures, and its 
mortgage and foreclosures practices.

In 2012, the bank incurred a US$6.2 billion loss as a result of a huge proprietary 
position held by the London arm of its Chief Investment Office (CIO). The 
“London Whale” name was attached to the senior trader, Bruno Iksil, responsible 
for building the enormous synthetic credit portfolio. Iksil’s strategy was originally 
described as a hedge to reduce exposure to deteriorating credit conditions. However, 
as the portfolio declined in value and losses accumulated, in order to cover the 
losses, bank officials resorted to “fudging the valuations” and changing the models 
for valuing these credit derivatives (Norris 2013: B1). When required by the OCC 
to provide accurate information on these transactions, the bank hid losses of 
hundreds of millions of dollars and continued to insist that the trades were proper.

In June 2012, CEO Jaime Dimon dismissed the losses as only US$2 billion, a 
fraction of JPMorgan’s immense balance sheet of US$2.4 trillion. The Senate 
Committee hearings conducted on the losses proved that the bank’s proposals: 
“encompassed multiple, complex credit trading strategies, using jargon that even 
the relevant actors and regulators could not understand” (ibid)). The Senate 
investigation led to the conclusion that “[t]his weak valuation process is all the 
more troubling given the high-risk nature of synthetic credit derivatives, the lack 
of any underlying tangible assets to stem losses, and the speed with which 
substantial losses can accumulate and threaten a bank’s profitability” (ibid). 
Actual losses exceeded US$6 billion. JPMorgan’s Chief Investment Officer, Ina 
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Drew, was forced to retire, Bruno Iksil was fined, but not jailed, and JPMorgan 
incurred penalties and fines of over US$2 billion. Yet in 2014, the Board gave a 
vote of full confidence to Jaime Dimon and increased his compensation.

The cases of Société Générale, UBS and JPMorgan reflect the comment made 
by Eric Holder, Attorney General of the United States, who claimed that banks 
cannot be criminally prosecuted as such a prosecution under U.S. law would 
mean the loss of their banking license, which would have “a negative impact on 
the national economy, perhaps even the world economy” (Holder 2013).

From Ponzi to Madoff

In his economic modeling, American economist Hyman Minsky “attached great 
importance to the behavior of heavily indebted borrowers, particularly those that 
increased their indebtedness in the expansion to finance the purchase of real estate 
or stocks or commodities for short term capital gains” (Kindleberger and Aliber 
2011: 22). Minsky judged that an exogenous shock would initially provoke 
expansion and feed into these asset bubbles. However, once the economy slows, 
or there is a negative shock, firms involved in this type of behavior quickly fall 
into increased speculative activity to offset losses, or outright Ponzi schemes if the  
firm does not have operating income sufficient to meet its obligations. Speculative 
pyramid schemes originating in the 1720 Mississippi Bubble became known in 
the twentieth century as Ponzi schemes. The original scheme was based on specu-
lation in postage stamps, in which Charles Ponzi, who ran a small loans company 
in Boston in the early 1920s, promised to pay depositors interest of 30 percent a 
month (the annual rate of return on bank deposits was 5 percent). After three 
months, however, the inflow of cash from new depositors was smaller than the 
interest payment promised to the initial investors. When suspicious investors 
began to demand their money back, the entire scheme collapsed.

In December 2008, Bernard L. Madoff, former Vice Chair of NASD and 
founding member of NASDAQ, confessed to having run a Ponzi scheme on a 
grand scale for almost 15 years. Madoff promised his investors steady returns  
of 12 to 15 percent, despite any and all market fluctuations. By December 2008, 
in the wake of the financial crisis, Madoff faced US$7 billion in redemptions. 
With the financial crisis, it was impossible to maintain the “exponential increase 
in the number of participants … required at each level” and the entire scheme 
collapsed (SEC). His clients, including universities, major sports teams, and 
countless foundations and individuals, lost investments totaling US$65 billion.

With the funds never actually invested, Madoff had to create fictitious accounts, 
audits, and involve real counterparties and banks. In each case it became easier, 
and then necessary, to pay investors with other investors’ money. Although the 
scheme largely affected American investors and institutions, Madoff had connec-
tions with smaller banks and investors in other countries, but he required the 
services of a major bank to allow him to move monies between different accounts, 
as well as it offering additional prestige and cover for his fraudulent activities. In 
January 2014, five years after the collapse of Madoff’s scheme, JPMorgan was 
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penalized and fined for failing to report suspicious activity in the Madoff accounts. 
“Suspicions were there, but so were the profits and the profits seemed to have 
outweighed any other concerns” (Norris 2014, B1). However, it is impossible to 
know who was responsible, as each transaction went through so many layers of 
“turf wars and incompetence” (ibid). While compliance requirements did exist, in 
reality compliance was lax, and just a few months after Madoff’s arrest, his 
JPMorgan client relationship manager was asked to certify that the client was in 
compliance with all legal and regulatory policies.

In 2007, JPMorgan’s Chief Risk Officer refused to increase exposure to Madoff 
from US$100 million to US$1 billion after “Mr. Madoff had made it clear that he 
would not allow JPMorgan to perform due diligence on what he was doing with 
investors’ money” (ibid). Madoff kept investigators at bay by allowing rumors 
having advance knowledge of stock movements to benefit his investments. In real-
ity, there were no actual investments, the monies in the accounts never went into 
securities, but simply moved from investors to repay investors. Between 1990 and 
2008, despite warnings and red flags in London and New York, check kiting opera-
tions continued in which Madoff’s securities firm and one of his largest clients, 
Bankers Trust, moved checks for tens of millions between the two accounts “allow-
ing Mr. Madoff to inappropriately collect interest on the “float”, or the time it took 
the cash balances to get transferred between accounts, according to Tuesday’s 
settlement” (Fitzpatrick 2014). JPMorgan withdrew most of its funds in October 
2008, limiting its actual losses to US$40 million. Nevertheless, a series of settle-
ments with the U.S. Department of Justice required it to pay US$2.6 billion, used in 
part to compensate victims and creditors. Madoff was sentenced to serve 150 years 
in prison and, as of 2014, barely one third of his victims have been compensated.

Concluding remarks

As this chapter demonstrates, systemically important financial institutions have 
been among the worst offenders in terms of money laundering, tax evasion, rogue 
trading, misrepresentation, and fraudulent dealings. The situation has worsened 
since the financial crisis of 2008.

Public admission of guilt

The cascade of scandals and violations has forced CEOs to acknowledge their 
institutional shortcomings in annual reports, public statements, and speeches. At 
HSBC, “The Board is determined to adopt and enforce the highest behavioral and 
compliance standards in HSBC. For well documented reasons, the last two years 
have been extremely damaging to HSBC’s reputation and our perception of 
ourselves” (HSBC 2013). Jaime Dimon, CEO of JPMorgan, included in the Annual 
Report 2012 the letter sent by the Operating Committee stating that “[t]here is  
no piece of business, no deal, no revenue stream that is more important than  
our obligation to act responsibly, ethically and within the rules. […] Compliance 
isn’t just the province of our Compliance Department … it is everyone’s 
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responsibility” (Dimon 2013). Of the London Whale debacle, Dimon stated that 
“[t]hese problems were our fault and it is our job to fix them. In fact I feel terrible 
that we let our regulators down” (ibid). Like HSBC and UBS, JPMorgan has 
vowed to “mak[e] our control agenda priority #1” (ibid).

Provisions to cover legal costs

In 2014, Deutsche Bank posted losses of a €1 billion after settling lawsuits over 
fraudulent mortgage securities and alleged manipulation of EURIBOR. JPMorgan 
paid fines of almost US$20 billion to resolve the London Whale incident and 
mortgage bond sales misrepresentation. LIBOR settlements to authorities in the 
United States, United Kingdom, and the Netherlands have included $1.5 billion 
(UBS); $1 billion (Rabobank); $450million (Barclays); and $615 million (RBS). 
These massive fines have required financial institutions to set aside significantly 
larger reserves to cover litigation costs: Deutsche Bank’s litigation provisions, for 
example, were set at up to € 4.1 billion. Fines imposed on financial institutions in 
the United States since 2012 exceed US$25 billion. This includes penalties for 
fraudulent activity on mortgage backed securities (JPMorgan, Bank of America, 
Deutsche Bank, and Goldman Sachs); tax fraud (Credit Suisse and UBS); 
defrauding investors (Citibank); LIBOR manipulation (Barclays and RBS).

New Risk management, monitoring and oversight bodies

In the wake of these scandals many financial institutions have established new risk 
management and oversight bodies. Deutsche Bank and UBS have reduced their 
investment bank activities, improved risk management supervision, revamped 
their boards of directors, and established ethics and conduct oversight committees. 
An independent monitor at HSBC will now report directly to authorities in the 
United Kingdom and United States. In addition, HSBC has created the Financial 
System Vulnerabilities Committee, to provide “governance, oversight and policy 
guidance” on any exposure “to financial crime or system abuse” (HSBC 2013).

Compliance with domestic and global regulations

All financial institutions acknowledge pressure in complying with the increased 
regulatory requirements introduced in the aftermath of the financial crisis, includ-
ing the almost 400 rules required by the Dodd-Frank Act, as well as new capital 
requirements introduced under Basel III, and stress tests.

Despite the generic admissions of responsibility and public relations rhetoric, 
the public perception of banks and bankers remains unchanged, as shareholders 
continue to grant bankers and traders exorbitant remuneration: “The Dodd-Frank 
Act, the Volcker Rule, the increased capital requirements and the rest have done 
next to nothing to change the fundamental fact that bankers and traders are still 
being rewarded to take imprudent risks with other people’s money in order to get 
big bonuses. That’s the Wall Street reality” (Cohan 2014).



Financial fraud, corruption and illegal activitiesâ•‡ â•‡ 213

Since the 1980s, the fundamental culture of financial institutions remains 
unchanged. It is profit driven, with a constant need for innovation driven by tech-
nology and competition. The criteria for remuneration and bonuses is short term 
rather than multi-year. The less rigorous risk management criteria applied to 
investment, trading and derivative sectors (especially in foreign subsidiaries) have 
remained prevalent. New regulatory requirements will impose stronger disclosure, 
accountability, and compliance. Yet, once a financial institution passes the stress 
tests, absorbs the large fines and penalties, and returns to full profitability, what 
incentives will or can motivate these institutions to change profoundly, or will they 
simply be very careful to avoid making the same mistakes, but be all too ready to 
assume new risks in the name of profits, remuneration, and expansion until the 
next scandal, fraud or crisis? It is interesting to note that in 2012, HSBC’s market 
capitalization increased from USS136 billion to US$194 billion (HSBC 2013). 
UBS, JPMorgan, and RBS all enjoyed strong growth in 2013.

In 2014, there is a new awareness of the importance of redefining corporate 
governance and institutional culture, as well as the severity of the costs in terms of 
reputational damage. For the first time, there is a concerted effort from public 
figures, boards, and regulators to find the means to assess risk culture, to quantify 
the conditions that foster this and indicators that predict or measure it, and from 
this a desire to create custom metrics that facilitate risk culture assessment.

Summary

We introduced this chapter with a historical overview of past speculative 
schemes and banking frauds, which led us to examine the Bernard Madoff case 
involving U.S. investors and both domestic and foreign financial institutions.  
We proceeded to analyze violations of the U.S. Securities and Exchange Act, 
specifically the Enron case (2002), and its ramifications.

In the next section, Rogue Traders, we examined trading scandals at Société 
Générale (2008), UBS (2011), and the JPMorgan London Whale (2012). The 
section on money laundering considered the definition of money laundering, and 
delved into key precedents – BCCI, Riggs Bank, and Banco Ambrosiano, as well 
as more recent examples including Barclays, HSBC, and the Vatican Bank. In 
these cases we referred also to implications for other institutions and increased 
levels of scrutiny and jurisdictional authority granted to the United States to take 
the lead in investigating these civil and criminal violations.

We have detailed the major anti-money laundering measures in place, led by 
the United States. The dominance of the United States in this domain is 
explained by the fact that any leading financial institution that conducts busi-
ness in the United States requires a New York State license. Since 2011, New 
York State has increased its regulatory authority through the creation of the 
New York Department of Financial Services, which replaced the New York 
State Banking Department and New York State Insurance Department. By 
September 2014, this new department “claims jurisdiction over 1,900 such 
companies” (Farrell 2014).
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In the next section we considered the violation of U.S. sanctions, dealing with 
institutions charged with direct violation of U.S.-imposed sanctions under the 
Helms-Burton and D’Amato-Kennedy Acts, as well as sanctions imposed since 
on regimes designated as terrorists. We examined in detail the cases of Standard 
Chartered and BNP.

We then proceeded to issues of tax evasion and fraud, specifically UBS and 
Credit Suisse. The final section examined the 2012–14 LIBOR rate manipulation 
scandal and the ongoing FOREX currency benchmark rigging allegations. These 
allegations implicating Deutsche Bank, Goldman Sachs, RBS, and UBS, which 
together account for 43 percent of the largely unregulated US$5.3 trillion a day 
foreign exchange market, is still in process.

These scandals and violations of best practices, conduct, and public trust have 
inflicted significant damage to the reputation of financial institutions and resulted 
in direct loss of share valuation, and provisions for legal costs and fines. Since 
2012, banks in the United States have incurred large fines in relation to misconduct 
and fraudulent activities undertaken both during and after the U.S. subprime mort-
gage crises. We ended this chapter by looking at new measures undertaken by 
global banks to impose a set of ethical standards, and bring about a shift in culture 
and a reevaluation of best practices in the international banking industry at large.

Notes

 1.â†œæ¸• This was just three years after the massive bankruptcy of Penn Square Bank (United 
States) on falsified oil and gas leases, see Chapter 4.

â†œ2.â†œæ¸• Other countries in which BCCI had contacts included: Nigeria, Cameroon, Senegal, 
Congo, Lebanon, Saudi Arabia, the United Arab Emirates, Kuwait, and Iraq.

â†œ3.â†œæ¸• This report was prepared for the Bank of England by Price Waterhouse, who referred 
to BCCI as Sandstorm.

â†œ4.â†œæ¸• Since the late 1990s, the IRS has in place the Qualifying Intermediary System, clarifying 
the legal framework allowing U.S. citizens to hold accounts in foreign banks.



9	 International banking  
trends and challenges

Introduction

In this chapter, we begin with a brief re-examination of the key determinants of 
the fast process of internationalization by most leading Organization for 
Economic Co-operation and Development (OECD) banks between the late 1980s 
and 2008 (see Chapters 1, 2, 3, and 7).

We then examine the consequences of governments’ reactions to the U.S. 
subprime crisis and ensuing global credit crunch as well as the nature of private 
sector responses (see Chapters 4, 5, and 6), and proceed to discuss the political, 
cultural and monetary implications, particularly from 2011 onwards of financial 
fraud by leading financial institutions (see Chapter 8).

We conclude with the outline of a conceptual framework that captures the 
fundamental challenge faced by boards of directors of banks around the world 
with regard to the scope and reach of their institutions’ international offering: how 
to accurately assess their companies’ strengths and weaknesses vis-à-vis those of 
their stronger competitors, across the full spectrum of their financial services 
offerings, in each geographic arena under consideration, so that acceptable and 
sustainable returns on capital to each initiative in each jurisdiction can be achieved 
(Sotelino and Bermudez 2014).

Market-driven internationalization: mid 1980s to 2008

Between the late 1980s and early 2000s, banks were forced to redefine themselves 
in order to compete effectively for the business of international clients. As 
discussed in Chapter 2, the main drivers of this process were regulatory reform, 
including deregulation that reduced the barriers-to-entry by banks into new juris-
dictions, technological change, and, in conjunction with these changes, the explo-
sive growth of securities markets. The role of government as controlling 
shareholder in major banks waned as banks, especially in continental Europe, were 
denationalized and privatized.

On the regulatory front, the Financial Services Action Plan1 in the European 
Union (EU) formalized a series of measures to implement a single wholesale 
financial market and a more open retail market, completing a process of gradual 
reduction of the barriers to cross-border financial intermediation, first established 
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with the EU Second Banking Directive of 1989. In the United States, over six 
decades of regulatory firewalls limiting interstate and universal banking were 
removed. The Riegle-Neal Interstate Banking and Branching Efficiency Act of 
1994 revoked restrictions on interstate mergers among banks put in place by the 
McFadden Act (1927). The Gramm-Leach-Bliley Act of 1999 completed the 
elimination of regulatory constraints on the securities underwriting activities of 
commercial banks, introduced by the Glass-Steagall Act in 1933. These major 
regulatory reforms opened the door to a wave of mergers and acquisitions in the 
United States and Europe that resulted in the creation of a group of important 
international universal banks or financial supermarkets.

On the technological front, an acceleration of paper-to-digital operations revo-
lutionized how financial information was assembled and disseminated, credit risk 
assessed, priced and provisioned against, large volumes of loans classified, 
bundled and securitized, contractual obligations established and monitored, and 
trades conducted and settled.

Deregulation and technological change combined to facilitate the explosive 
growth of securities markets, putting downward pressure on the spreads that 
commercial banks could earn from loans, and pushing them into capital market 
activities and higher-margin consumer finance endeavors, at home and abroad.

Finally, as discussed in Chapter 3, stricter enforcement of legislation against 
tax evasion, particularly after 2000, further accelerated a shift in priority by high 
net worth individuals away from the discrete protection of wealth towards yield.

The stage was set for banks to become more universal (in terms of scope of 
activities) and/or more international (in terms of geographic reach). A fundamen-
tally market-driven expansion of the scope of activities and the broadening of 
geographic reach by leading OECD banks followed.

However, this accelerated process of internationalization came to a halt in 
2008, as the U.S. subprime crisis, the ensuing global liquidity crunch, and threat 
of a major economic recession forced governments to come to the rescue of many 
of their major banks.

Governments’ responses to the global financial  
crisis of 2008

Under the threat of collapse of their financial systems, governments responded with 
a combination of (i) increased government backing of bank deposits; (ii) liquidity 
assistance by central banks to financial institutions in their jurisdictions; and  
(iii) wherever necessary and in addition to central bank liquidity support against 
acceptable collateral, direct recapitalization of severely affected major banks by 
national treasuries at taxpayers’ expense.

As described in Chapter 4, emergency government assistance to troubled banks 
in 2008 to 2009 took three main forms:

â•¢• Capital infusion by Treasury with de facto take-over of management control 
by government at least in the short term. This was the case with Fannie Mae, 
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Freddie Mac, and AIG in the United States; Royal Bank of Scotland, Lloyds 
Bank, and HBOS in the United Kingdom; Allied Irish Bank, Bank of Ireland, 
and Anglo Irish Bank in Ireland; and Kaupthng, Glitnir, and Landsbanki in 
Iceland.

•	 Capital infusion by Treasury without government take-over of management 
control. This was the case with Citibank and Bank of America in the United 
States; UBS in Switzerland; ING in the Netherlands; and Commerzbank in 
Germany.

â•¢• Government-assisted absorption of the troubled financial institution by a 
healthier institution, typically via extended liquidity support against collateral 
negotiated by the acquiring institution with the central bank. This was the 
case with Bear Stearns and Washington Mutual by JPMorgan Chase, and 
Countrywide and Merrill Lynch by Bank of America in the United States; 
Dresdner Bank by Commerzbank in Germany; HBOS by Lloyds Bank in the 
United Kingdom; and Fortis by BNP Paribas in Belgium.

However, public recognition that excessive leverage, over-reliance on short-term 
funding and inadequate supervision by bank regulators had been at the root of the 
quasi collapse of the financial system led to a major overhaul of bank regulation. 
In June 2011, the Basel Committee on Banking Supervision put forward the 
Basel III Accord, embodying a set of standards that severely tightened capital 
adequacy requirements in relation to those prevailing under Basel II, and intro-
duced new quantitative specific guidelines for minimum short-term liquidity and 
medium-term stability of funding. As discussed in detail in Chapter 6, Basel III 
called for the gradual, but full, implementation by 2019 by all jurisdictions of a 
minimum common equity ratio in relation to total risk-weighted assets more than 
three times greater than what was required under Basel II (from 2–3 percent to 
7–9.5 percent); higher risk-weights for derivative trading and off-balance sheet 
exposures (resulting in larger total risk-weighted assets for the denominator of the 
minimum common equity ratio required); newly introduced minimum short-term 
liquidity and medium-term stability of funding requirements; newly introduced 
maximum leverage constraints through a requirement of minimum common 
equity of at least 3 percent (later raised to 5 percent in the United States) of total 
notional assets, defined as total nominal credit risk exposures without weighing 
for risk; and last but not least, an additional loss absorbency requirement of up  
to 3.5 percent of total risk-weighted assets for systemically important financial 
institutions (SIFIs). These institutions would be identified annually by the Basel 
Committee on Banking Supervision based on an examination of five measures of 
the financial institution: size, cross jurisdictional activity, interconnectedness, 
substitutability, and complexity.

In the United States, United Kingdom, and European Union, legislators have 
gone beyond the proposed Basel III guidelines to put in place additional measures 
directed at curbing excessive risk-taking by banks in their jurisdictions. These 
measures include swap regulation, to push derivative trading from the over-the-
counter market (where counterparties assume one another’s credit risk) to central 
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counterparty clearing houses (for greater transparency and adequate collateraliza-
tion of trades), as well as restrictions on proprietary trading by banks, as proposed 
by the Volcker Rule in the United States, the Ring Fence in the United Kingdom, 
and the Separate Legal Entity in the European Union.

Full implementation of the European Banking Union has been scheduled for 2015. 
On April 16, 2014, the EU Parliament enacted three pieces of legislation defining 
the functions and objectives of this new supervisory and oversight body, namely:

â•¢• Bank Recovery and Resolution Directive, giving all 28 EU states a common 
rule book for handling failing banks and obliging creditors (like bondholders) 
to take losses of up to 8 percent of a bank’s total liabilities before state money 
can be used;

•	 Single Resolution Mechanism, establishing a common fund of €55 billion (to 
be built over 8 years) to cover the costs of resolving troubled banks;

â•¢• Guarantee of all bank deposits up to €100,000.

In conjunction with the establishment of the European Banking Union, the 
European Central Bank (ECB) has expanded its mandate to assume supervisory 
authority over 6,000 EU banks, a daunting challenge that will certainly require 
extreme degrees of transparency and cooperation among national authorities and 
the ECB.

Since 2008, central banks have seen an increase in their scope of supervisory 
activities and authority to monitor the stability of financial systems. It is now 
established and accepted practice for central banks to conduct intensive stress-
testing of the capital adequacy of the most important banks in their jurisdictions, 
as well as the obligation for such banks to submit living wills providing regulators 
with a roadmap of how a financial institution can be liquidated without disruption 
to the financial system. In addition, orderly liquidation authority (OLA) legislation 
is being put in place in jurisdictions around the world to empower regulators to 
intervene in a SIFI, oust its management and board, wipe-out its equity holders, 
and liquidate the institution according to the debt holders’ hierarchy of rights.

While final implementation of these measures is still in process, the conse-
quences for financial institutions, particularly those considered domestically and/
or internationally of systemic importance, are clear: substantially higher capital 
requirements overall, and for securities trading in particular; stricter funding 
constraints; regulatory restrictions on proprietary trading; and, last but not least, 
much greater regulatory scrutiny and supervision.

Private sector response to the global financial  
crisis of 2008

The private sector response to the crisis occurred in two stages. The first stage 
(2008–9) was characterized by immediate emergency measures, particularly for 
those more exposed to institutional as opposed to retail funding, and opportunistic 
take-overs of weakened banks by healthier ones, often with some sort of government 
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assistance, such as liquidity support from the central bank and/or treasury-backed 
guarantees for bad assets.

In the United States, two of the five largest investment banks, Goldman Sachs 
and Morgan Stanley, obtained important capital infusions from Berkshire 
Hathaway (U.S.) and Mitsubishi-UFJ (Japan) respectively. These institutions 
changed their legal status from broker-dealers to bank holding companies, 
becoming eligible for Federal Reserve liquidity support and subject to Federal 
Reserve supervision. Bear Stearns and Merrill Lynch were absorbed by universal 
banks JPMorgan Chase and Bank of America; and Lehman Brothers collapsed. 
Among U.S. private sector mortgage lenders, the two largest, Countrywide and 
Washington Mutual, were absorbed by Bank of America and JPMorgan Chase 
respectively; and Wachovia Bank, which acquired the mortgage lender Golden 
West in 2006, was acquired by Wells Fargo. In Europe, Dresdner Bank was 
acquired by Commerzbank in Germany, HBOS by Lloyds Bank in the United 
Kingdom, and Fortis (Belgium) by BNP Paribas (France).

The second stage (2009–11) was characterized by market driven initiatives to 
restore capital adequacy, primarily through asset sales, including the divestment 
of non-core business activities, often overseas. Examples include Citigroup’s sale 
of its consumer finance operations in Germany to France’s Crédit Mutuel, and of 
its credit card franchise in Brazil (Credicard) to Itaú-Unibanco; ING Groep’s sale 
of its ING-Direct U.S. operations to Capital One and U.K. operations to Barclays; 
and HSBC’s sale of its U.S. domestic credit card business to Capital One, and its 
retail banking operations in Russia, Poland, Japan, and Thailand to domestic 
competitors. When viable, banks also turned to the public markets to raise capital, 
as evidenced by Banco Santander’s stock exchange listings of its Brazilian 
(Reuters 2009) and Mexican subsidiaries (de la Merced 2012). Through these 
offerings, Banco Santander managed to raise over US$12 billion in fresh equity 
without loss of ownership control of these operations.

Cultural implications and challenges

In 2004, when asked about Citi’s corporate culture, Sandy Weil, Chief Executive 
Officer, responded that “culture is for yoghurt” (Finel-Honigman 2009: viii). 
During the highly profitable years 1998 to 2007, with expansion, mergers and 
acquisitions, institutional culture was considered as non-quantifiable and, there-
fore, largely irrelevant to a bank’s performance, valuation, competitiveness, or 
reputation.

However, in the aftermath of the financial crisis of 2008, banks have been 
forced to assume legal, civil, and even criminal responsibility for their practices 
and operations, which has led to ever-larger fines and penalties under U.S. and 
U.K. jurisdictions.

As we describe in Chapter 8, these behavioral failures have included manipula-
tion of LIBOR and FOREX rates, the violation of U.S. sanctions, tax fraud, 
mortgage transaction abuses, money laundering and incidences of rogue traders. 
The level of fines imposed in response to such behavior has hurt profitability and 
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caused reputational damage, bringing the reexamination of individual and corpo-
rate culture to the forefront of the debate at the highest levels of management.

In 2013 and 2014, the term corporate culture appeared in the Liikanen High 
Level Expert Group Report on EU Bank Reform (October 2013), and in the Capital 
Requirement Directive IV, Article 98.7 and Article 91.8 refer to “corporate culture 
and values”. The specific focus is on risk culture, with Deputy Comptroller for 
Operational Risk at the Office of the Comptroller of the Currency, Carolyn 
Duchene, stating that “it is an organization’s risk culture that most determines 
success in identifying and mitigating risk” (DuChene 2013). European Banking 
Authority guidelines on internal governance specify that institutions must foster “an 
integrated and institution-wide risk culture”, mentioned also in the U.K. Corporate 
Governance Code.

In 2014, Deutsche Bank imposed a new institution-wide code of conduct, 
which extends to the internal behavior of traders, with an emphasis on “to do 
what is right – not just what is allowed” (Ewing 2014: B4). Since 2012, Deutsche 
Bank has held “mandatory seminars on ethical leadership for top managers and 
added hundreds of compliance enforcers” (ibid.) and has shifted the compensa-
tion structure toward rewarding long-term results.

The extreme level of fines imposed on BNP reflected the fact that the Swiss 
subsidiary board, where the largest number of sanctions violations were approved, 
included the head of compliance at BNP. And even FBI Director, James Cooney, 
noted that “(u)ntil shareholders demand from their boards that those boards choose 
leaders who understand what it means to create a healthy culture of compliance, 
the money will keep walking out the door…” (Davidson and Prior 2014).

The complex challenge is how to promote a system of values throughout the 
institution, not only shared but practiced by the board and all levels of the 
management hierarchy, while maintaining competitiveness and profit-focused 
operations.

A framework for strategic decision-making

In the aftermath of the global financial crisis of 2008, merger and acquisition 
activity among financial institutions was fundamentally intra- (as opposed to 
inter-) jurisdictional, leading to greater concentrations of domestic banking 
industries around the world and, for the United States, accelerating a trend toward 
universal banking.

Stricter capital, liquidity, and disclosure requirements are here to stay, as well 
as regulators’ strengthened abilities to monitor banks’ activities and to impose 
severe penalties for financial misconduct.

Furthermore, society at large has become much more aware of the huge costs of 
financial system collapses and much more demanding of institutional corporate 
responsibility. As acknowledged by Jürgen Fitschen and Anshu Jain, co-chairs of 
Deutsche Bank, in the bank’s March 2014 management board meeting, “[r]estoring 
the bond of trust with society is top priority for the banking industry” (Fitschen and 
Jain 2014).



International banking trends and challengesâ•‡ â•‡ 221

These factors should lead financial institutions to a much more rigorous and 
continuous examination of their businesses. Internal methodologies for the assess-
ment of performance of business units (RAROC methodologies, focused on 
individual business units’ return on capital adjusted for risk) must be assiduously 
and thoroughly revisited so that capital allocation and compensation decisions are 
made in a way that credit, market, and operational risks (including the monetary 
costs and reputation damages) are clearly accounted for, are transparent to boards 
of directors, and can be translated into solid reporting to regulators. This process 
will require incorporation of rigorous stress testing of capital needs, liquidity 
consequences and overall profitability implications for variations in key credit, 
market and operational aspects affecting the performance of the particular busi-
ness unit, as well as cross-divisional contributions to stable growth of earnings 
and good reputation of the company as a whole.

Table 9.1 presents a panel designed to help frame the strategic decision-
making process faced by a major bank with international ambitions, with regard 
to the allocation of capital and human resources to different businesses and 
geographic regions. The panel brings together, in the format of a decision tree, 
the three core components of a bank’s business strategy: scope of activity, 
geographic reach, and actual or desired market share. In doing so, it pushes 
decision-makers toward a thorough assessment of strengths and weaknesses 
across the full spectrum of its existing and/or potential financial services offering 
compared with those of their stronger competitors in each geographic arena under 
consideration, so that acceptable and sustainable returns on the capital allocated 
to each initiative in each jurisdiction can be achieved. Or, more simply put, how 
to have in place an organization capable of achieving and sustaining strong 
market positions and enjoy a solid reputation, with virtually assured acceptable 
profitability in all it chooses to do.

The core categories listed for scope of activity choices are retail commercial 
banking, wholesale banking, wealth management (or private banking), asset 
management and insurance. These major categories can be broken down further; 
for example, under retail commercial, two categories: individual and small- and 
medium sized enterprises (SME) commercial banking.

The core categories listed for geographic reach range from domestic to global, 
with intermediate categories labeled regional and international (overseas pres-
ence that goes beyond a regional focus). Here again, the nomenclature proposed 
can be revisited to better reflect the particular characteristics of the financial 
institution in question, such as adding the category multi-regional to reflect a situ-
ation of overseas presence in two selected regions, Latin America and Central 
Europe for example.

Finally, the core categories listed for market share (or, alternatively, scale) range 
from participant to leading, with intermediate categories labeled as significant 
and important. Once again, the nomenclature can be refined and the specific 
borders between them debated by management and boards. Still, at the end of the 
day, the nomenclature chosen must reflect the company’s contemplated ability to 
exercise market power as implied by the term chosen.
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For the sake of illustration, let us consider the specific cases of a few selected 
banks mentioned in previous chapters of this book, namely: Citibank, HSBC, 
Banco Santander, Deutsche Bank, UBS, BNP Paribas, Unicredit, Mitsubishi-UFJ, 
and RBC. If we were to plot these banks’ business strategies and market positions 
(as reflected in their 2013 annual reports) into Table 9.1, we would probably agree 
that, as of year-end 2013:

â•¢• Citibank was a leading domestic (U.S.) universal bank, a leading regional 
commercial bank (as it owns Banamex, the second largest bank), a leading 
global wholesale (corporate and investment bank), and an important global 
private bank;

â•¢• Morgan Stanley (U.S.) was a leading global investment bank and an important 
global private bank;

â•¢• HSBC was a leading domestic (U.K.) universal bank, an important to leading 
international commercial bank (leading in Asia, important in Latin America), 
an important global wholesale bank, and an important global private bank;

â•¢• Banco Santander was a leading domestic universal bank (Spain), an impor-
tant international commercial bank (EMU, United Kingdom, Latin America, 
and United States), an important international wholesale bank (EMU and 
Latin America), and an important international private bank (EMU, United 
Kingdom, Latin America, and United States);

â•¢• Deutsche Bank was a leading domestic universal bank (Germany), a leading 
global investment bank, and a significant global private bank;

â•¢• UBS was a leading domestic universal bank (Switzerland), an important 
global investment bank, a leading global private bank and a significant global 
asset manager;

â•¢• BNP Paribas was a leading domestic universal bank, an important regional 
commercial bank (Italy, Belgium, Luxembourg), a leading regional (EU) and 
important global wholesale bank, and an important global private bank;

â•¢• Unicredit was a leading domestic universal bank (Italy), an important regional 
commercial bank (Central Europe), an important international wholesale bank 

Table 9.1â•‡ Strategy panel

Scope of Activities Geographic Reach Market Share or Scale

Retail Commercial Banking Participant
Domestic

SMEs Commercial Banking Significant
Regional

Wholesale (or Institutional) Banking Important
International

Private Banking (or Wealth Management) Leading
Global

Asset Management Dominant

Source: Authors
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(EMU and Central Europe) and a significant international private bank (EMU 
and Central Europe);

â•¢• Mitsubishi-UFJ was a leading domestic universal bank (Japan), an important 
international commercial bank (Asia and United States), an important global 
wholesale bank, and an important regional private bank (Asia and United 
States);

â•¢• RBC was a leading domestic universal bank (Canada), an important regional 
commercial bank (United States and Caribbean), an important global whole-
sale bank, and an important global private bank.

As we weigh up all the considerations discussed in this chapter, we conclude that 
unless international (if not global) leadership in a major category of activities  
can be maintained (such as in investment banking), the leading publicly traded 
financial institutions from all jurisdictions around the world should remain 
committed to the universal banking model at home, as cross synergies from  
businesses with strong market shares tend to be more easily realized; but they  
will most likely be compelled to become increasingly selective regarding the 
international reach of their chosen financial services offering.

Global financial institutions are essential components of domestic, regional, and 
global economic health. Since 2008, however, governments and civil societies 
have suffered the consequences of excessive risk-taking and fraudulent practices, 
and lending has remained anemic.

In the next decade, banks will continue to expand, merge, and take on new 
functions in light of new technologies and financial innovation. Financial institu-
tions from China, Brazil, India, and other emerging powers will join the ranks of 
G-SIBS. Nevertheless, these institutions, like the existing G-SIBs, must work 
hard, and with humility, to restore society’s trust and prove their economic and 
social viability as engines for sustained economic growth.

Note

 1.â†œæ¸• First introduced in 1999, with its gradual implementation to be completed by 2005.
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