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Preface

Few sectors of the global economy have experienced the dynamic and struc-
tural change that has occurred over the past 20 years in banking and fi-
nancial services. Regulatory and technological changes have been among
the main catalysts, making entrenched competitive structures obsolete and
mandating the development of new products, new processes, new strategies,
and new public policies toward the industry. This rapid evolution in one
of the most important yet least understood international industries gave
rise to the first version of this book, published in 1990, followed by a
second published by Oxford University Press in 1997.

Since that time developments have accelerated. Financial centers, in vig-
orous competition with each other, have undergone further regulatory
change in efforts to capture greater shares of international trade in financial
services. Also, common efforts at the regional and global level have tried to
support safety and soundness and a reasonably level competitive playing
field. Accordingly, banks, insurance companies, asset managers, and securi-
ties firms have had to devise and implement new strategies—sometimes lead-
ing events or (perhaps more often) responding to them—and the financial
services industry has seen an unprecedented wave of consolidation in all
parts of the world. The dominant strategic cliché of the 1990s was “universal
banking,” and most banks believed that to be better they had to be bigger.

Meanwhile, the environment for global banking services experienced a
20-year period of growth and expansion unknown to its history. During
this time, stock price and volume data for the United States and Europe
indicated a rate of growth twice that of the real economy. But with this
transactional intensity came an onslaught of competition for which the
staid banking institutions of the past were unprepared. Client relationships
were now fiercely contested. Clients expected banks to be more innovative
and to provide better-priced services. Technology constantly changed what
was possible and what was on offer from competitors.
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The transaction volumes made markets volatile and sometimes difficult
to read. Several banking firms failed or had to be rescued by takeovers. A
banking crisis and prolonged economic stagnation battered the industry in
Japan. A vigorous bull market and continuing restructuring needs induced
a boom in mergers and acquisitions (M&A) and initial public offering
(IPO) activity in the United States and Europe, forcing banks to staff up
quickly to keep up with them, only to be sharply reversed early in the new
millennium. Financial crises rocked the emerging markets again, but this
time the accumulated amount of debt and equity securities outstanding in
these countries drove the crises into the capital markets. Financial services
were separating into two distinct halves, wholesale and retail, and the
wholesale part was almost entirely dominated by capital market activity.

Much of the conventional wisdom of the late 1980s and 1990s (such
as the expected dominance of Japanese banks in the global financial system)
proved to be wrong just as, no doubt, much of today’s conventional wis-
dom will lose meaning in an industry whose reconfiguration has some way
to go. In short, the pace of change soon made it necessary for us to think
about another edition of our 1997 book.

Here we attempt to reassess this continuing transformation process—
its causes, its course, and its consequences. We begin with an overview of
recent developments. We then consider in some detail the major dimensions
of international commercial and investment banking, including money and
foreign exchange markets, debt capital markets, international bank lending,
derivatives, asset-based and project financing, and equity capital markets.
We next consider the various advisory businesses—mergers and acquisi-
tions, privatization, institutional asset management, and private banking.
In each area we make an effort to identify the factors that appear to dis-
tinguish the winners from the losers. This is brought together in the final
section of the book, which deals with problems of strategic positioning and
execution, as well as with some of the critical regulatory issues.

The book is intended for two more or less distinct audiences. The first
is made up of banking and finance professionals and executives in nonfi-
nancial firms who would like a “helicopter” view of developments in this
industry that affect their vital interests either because they are in it or be-
cause they want to understand patterns of competition among suppliers of
financial services. The second is made up of university students in courses,
either at the advanced undergraduate or graduate level and in executive
development programs on international banking and financial markets.
Participants in such courses usually find it very helpful to understand both
the structure and the dynamics of the global banking and securities industry
as they prepare for or develop their professional careers.

We are grateful to colleagues at New York University who have pro-
vided valuable feedback on the earlier editions, as well as various drafts of
the manuscript for this book. An equal measure of thanks go to colleagues
at other institutions who used the earlier editions as a textbook in courses
on global banking. Our own students, several hundred per year, have pro-
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vided sometimes merciless critiques and will no doubt be pleased by this
much shorter, heavily reworked, and streamlined text. The subject is com-
plex and requires some slogging. This is certainly no novel that’s impossible
to put down. But we think the reader will be well rewarded for the effort
required to work through the discussion.

Finally, we are especially grateful to Gayle DeLong of the Baruch
School, City University of New York, and Ann Rusolo of New York Uni-
versity, both of whom helped immeasurably in preparing the manuscript
for publication.

New York Roy C. Smith
November 2002 Ingo Walter
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1

The World of Global Banking

Financial people know in their bones that their profession goes back a long
way. Its frequent association with “the world’s oldest profession” may sim-
ply be because it is almost as old. After all, the technology of finance is
very basic, requiring little more than simple arithmetic and minimal literacy,
and the environment in which it applies is universal—that is, any situation
that involves money, property, or credit, all of which are commodities that
have been in demand since humankind’s earliest days.

These financial commodities have been put to use to facilitate trade,
commerce, and business investment and to accommodate the accumulation,
preservation, and distribution of wealth by states, corporations, and indi-
viduals. Financial transactions can occur in an almost infinite variety, yet
they always require the services of banks (whether acting as principal or
as agent) and financial markets in which they can operate.

Banks, too, therefore have a long history: a history rich in product
diversity, international scope, and, above all, continuous change and ad-
aptation. Generally, change has been required to adjust to shifting economic
and regulatory conditions, which have on many occasions been drastic. On
such occasions banks have collapsed, only to be replaced by others eager
to try their hand in this traditionally dangerous but profitable business.
New competitors have continually appeared on the scene, especially during
periods of rapid economic growth, opportunity, and comparatively light
governmental interference. Competitive changes have forced adaptations,
too, and in general have improved the level and efficiency of services offered
to clients, thereby increasing transactional volume. The one constant in the
long history of banking is, perhaps, the sight of new stars rising and old
ones setting. Some of the older ones have been able to transform themselves
into players capable of competing with the newly powerful houses, but
many have not. Thus the banking industry has much natural similarity to
economic restructuring in general.
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It is doubtful, however, that there has ever been a time in the long
history of banking that the pace of restructuring has been greater than
today’s. Banking and securities markets during the 1980s and 1990s in
particular have been affected by a convergence of several exceptionally
powerful forces—deregulation and reregulation, rapidly increasing com-
petition and disintermediation, product innovation and technology—all of
which have occurred in a spiraling expansion of demand for financial ser-
vices across the globe. Bankers today live in interesting, if exhausting and
hazardous, times.

Before examining these issues in detail in this book, a brief look at
where we have come from should be useful in orienting ourselves to the
present.

The Legacies of Global Banking

History has revealed that both bankers and credit were plentiful and active
in the ancient world. The recorded legal history of several great civilizations
started with elaborate regulation of credit, such as the Code of Hammurabi,
ca. 1800 b.c., where the famous Babylonian set forth, among other laws,
the maximum rate of interest for loans of grain (331⁄3%) and of silver
(20%).

In the Ancient World

Maritime trade abounded in the Mediterranean and was already highly
developed by the Greeks and the Phoenicians in 1000 b.c. Such trade in-
volved long-distance shipment of commodities that were not locally avail-
able. Wherever trade occurred, there had to be a means of payment ac-
ceptable to both sides, often obtained only through the good offices of a
bank represented in both countries acting as a foreign exchange or bill
broker.

Banks also helped the merchants, shipowners, and, later, public officials
manage their money—sometimes by accepting it on deposit; sometimes by
investing it for them in precious metals, precious stones, or the financial
assets of the day. One could make money on money long before Alexander
the Great.

By the time of the second century a.d., the Romans, then at their peak,
had reorganized everything. Their power in the Mediterranean was abso-
lute, peace reigned along its shores, piracy had been eliminated, trade flour-
ished, and coinage was available throughout the Roman Empire. Bankers
and financiers prospered. Will Durant described them as follows:

One of the streets adjoining the forum became a banker’s row, crowded
with the shops of the moneylenders and moneychangers. Money could be



The World of Global Banking 5

borrowed on land, crops, securities, or government contracts, and for fi-
nancing commercial enterprises or voyages. Cooperative lending took the
place of [commercial] insurance; instead of one banker completely under-
writing a venture, several joined in providing the funds. Joint-stock com-
panies existed chiefly for the performance of government contracts. . . .
They raised their capital by selling their stocks or bonds to the public in
the form of partes or particulae, i.e. “little parts,” or “shares” [or “part-
nerships” or “participations”].1

Under other circumstances, this financial and commercial infrastructure
might have grown to produce large international banking and trading com-
panies of the kind that exist today. It didn’t happen in the Roman period,
largely because it seemed that the state, focused as it was on conquest and
strict control of its empire through efficient administration, reserved for
itself the principal financial powers in the society. As the state was the
principal holder of capital, it became the principal dispenser of it, too,
lending out large sums to the public, no doubt accompanied by some degree
of corruption. Perhaps to preserve this convenient arrangement, the Roman
senate did not permit limited liability companies to be formed, thus keeping
the private wealth of the empire where it could be best controlled: among
individuals.

In any case, large banks and commercial houses never emerged in the
Roman days, although banking transactions themselves were plentiful on
a small scale. This may have proved to be a contributing cause to the
decline of the empire, which, along with political deterioration, suffered
acute economic decay. In the third century, much economic difficulty was
experienced, including the “great crash” of a.d. 259, after the Emperor
Valerian had been taken captive when markets collapsed and there were
runs on banks in various parts of the empire.

During the following century, Rome’s economic decline was irrevers-
ible. Coinage and gold bullion was leaving the empire in a great payment
drain (it ended up mostly in the Near East and in India). The population
was declining, and barbarians had to be brought in to replenish the dwin-
dling supply of workers. Wealth had become highly concentrated at the
top, and the nouveau riche had been suppressed. Society’s savings were
dissipated in consumption; military conquests were no longer being under-
taken to resupply the state with plunder and slaves; and the empire itself
was breaking into two parts, with most of the action taking place in the
eastern capital, Constantinople. What was left of the smart money moved
there.

After the Romans

The rest, sadly, we know—although one eminent historian of the period,
Harold Mattingly, a distinguished Cambridge University scholar and expert
on Roman finance, makes a curious observation:
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The possibilities at the disposal of an all-powerful state are enormous, if
it can [utilize] its resources in money, natural wealth and manpower. If
the Roman State could have been administered by a syndicate of men of
modern capacity in banking and industry, there might have been ration-
alization on a magnificent scale. The State might have been able to meet
all demands upon it and still have left its subjects to enjoy a very fair
measure of prosperity. If it failed to realize all these possibilities, that will
have been due to lack of knowledge as well as lack of interest.2

This thought brings to mind the Communist “empire” of our century, the
collapse of which in the late 1980s equally might have been avoided if its
rulers (like the Chinese) had understood free-market capitalism just a little
better.

The Roman Empire collapsed in the fifth century. It was succeeded by
the Byzantine Empire, which ruled in the eastern Mediterranean until the
Arab conquests of the seventh century, which, in turn, diminished its scope
and power.

In the western Mediterranean, absent the Romans, trade between the
great ports and up the rivers leading into them was sporadic, interrupted
by pirates, and almost totally lacking in financing. After the Arab con-
quests, trade flourished around the Mediterranean while for all practical
purposes, European trade was in limbo for several hundred years. From
the point of view of European bankers and financiers, these truly were the
Dark Ages.

Where there was little trade, economic life collapsed back upon villages
or counties. People consumed what they grew or raised or made and no
more. There were no surpluses beyond local needs. There were no markets
to send them to nor was there any way to send them. No trade, no money,
no finance—there was nothing to do with money anyway. From this stag-
nant condition the feudal system emerged, digging its roots deeply into
European life.

Christian Capitalism

The Catholic Church appeared as a major social and economic force in
Europe around this time. Founded when the brutality of the all-conquering
Romans was at its peak as an institution devoted to Christ’s teaching of
brotherly love and human equality before a single, caring and redemptive
God, the church had profound influence in establishing the way people
should live and treat each other. Naturally, people behaved much as before,
but now they were told what was right and what was wrong according to
a supreme being, and what would happen to them if they offended God
and were not subsequently forgiven.

Christ was not just a prophet, the church declared; he was the Son of
God and therefore the sole authoritative source for these new teachings,
which instructed mankind in God’s will. According to the teachings, every-
one was a sinner, but sinners could be forgiven. Men were supposed to
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treat their neighbors kindly and not take advantage of them or to climb
over them on their way up. These teachings, as further interpreted by
preachers and teachers over the years, came to establish the standards of
Christian morality, of good and evil, of right and wrong in everyday life.
How one had lived one’s life would be judged at its end and rewarded
either in Heaven or in Hell. It was a powerful notion because of the hope
it contained, especially for a future life better than the miserable one that
most people then lived. It spread throughout Europe.

The teachings of the medieval church began with the idea that everyone
should know his or her place and not unduly strive to improve it at the
expense of others. Peasants should be happy enough as peasants. Upward
mobility was not encouraged. One’s future would be secure in the next life
if one served God and trusted completely in him. Kings and their associated
nobles were people designated by God (through divine right) to rule. They
should be obeyed and not interfered with (or revolted against).

The late Barbara Tuchman, in her fascinating report on the cata-
strophic fourteenth century—when a great famine, the Black Death, and
the Hundred Years’ War all fell in one century—notes that the Christian
attitude toward commerce during the Middle Ages was “actively antago-
nistic”:

It held that money was evil, business was evil, that profit beyond a min-
imum necessary to keep the dealer alive was avarice (a sin), that to make
money from the lending of money was usury (also a sin), and buying at
wholesale and selling at retail was immoral and condemned by canon law.
In short, as St. Jerome said: “A man who is a merchant can seldom, if
ever, please God.”3

Thus, business people, merchants, and bankers were not simply con-
ceived in original sin, they were made to live in it daily or otherwise be
prohibited from just about everything that an ambitious person trying to
get ahead might think to do.

However, as Tuchman also points out: “As restraint of initiative, this
was the direct opposite of capitalist enterprise. It was the denial of eco-
nomic man, and consequently even more routinely violated than the denial
of sensual man.”4 The ways of man and those of heaven were in stark
contrast to one another. Violations would occur, naturally. But these would
have to be atoned for, thus resulting in the enormous accumulation of
wealth and financial power in the church itself.

This took some time to happen. While western Europe suffered the
dismal period in the years from a.d. 500 to 1000 the conflict was moot,
there being very little commerce to tempt people into sin. However, the
Vikings began voyages in the eighth century, and for 200 or 300 years sailed
and rowed their way up the rivers and into the lakes and seas of Europe,
replanting the seeds of commerce and trade in their fearsome wake. After
a while, it became easier and much more profitable to trade with their
counterparts than to slaughter them, and economic life in the north and
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west of Europe was reborn. At about the same time, Venice emerged as a
principal entrepôt of trade and finance within southern Europe and be-
tween Europe and the Arab and Asian worlds.

By the beginning of the twelfth century, the Crusades had begun, during
which military-religious expeditions were sent into the Holy Land of Pal-
estine to reclaim Jerusalem for Christian society. These expeditions, never
really successful, lasted for 200 years. During this time, the participants
were guided by the religious order of the Knights of the Holy Temple of
Jerusalem (called Knights Templar), who collected vast sums of money and
property from well-to-do supporters in Europe. The knights invested the
money, making loans, and buying and selling property throughout the Mid-
dle East. They evolved into possibly the first full-fledged modern bankers
through careful development of their unique franchise.

Upward Mobility in the Middle Ages

With the rekindling of trade, of course, came opportunity for those seeking
it—often, no doubt, those on the bottom rungs of society as it was then
inflexibly cast.

A French historian of the Middle Ages, Henri Pirenne, repeats the story
of one St. Godric of Finchale as an example of the way the “nouveau riche”
were formed in the latter part of the eleventh century. Godric was born of
poor peasant stock in Lincolnshire and forced, no doubt, to leave his par-
ents’ meager holdings to make his own way. He became a beachcomber,
looking for wrecks, which were numerous at the time. Finding one, he put
together a peddler’s pack, and set out on the road, where in due course he
fell in with a band of “merchants” (possibly bandits). In time he amassed
enough money to form a partnership with others, owning a ship engaged
in coastal trade, which subsequently branched out into long-distance trade,
merchanting and banking. He became very rich, subsequently made his
peace with God, and became a saint, leaving much of his fortune to the
church. Pirenne noted that there were many Godrics operating at the time
in Europe, although few among them were saints. They emerged as the
bourgeoisie, and the commercial rebirth of Europe was soon an accom-
plished fact.5

By the late twelfth century, business schools were in operation for those
seeking a career in commerce to learn basic reading, bookkeeping, and
arithmetic. By the thirteenth century, banking and finance had become quite
sophisticated. Great textile factories were established in Flanders, furnished
with wool from Britain and flax from Egypt, and the cloth was sold all
over Europe with financing provided by expatriate Italian bankers speaking
French. By the fourteenth century, long-term credits were available, offered
by merchants seeking to place their excess cash or by bankers acting on
their behalf.

Public authorities and noblemen were also borrowers as, for example,
when they needed to buy grain during a famine or outfit a regiment to be
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sent off to the Crusades. It became easier to borrow from moneylenders
than to send one’s plate to the mint.

The Italian Era

By the fifteenth century, the mighty house of Medici reigned supreme in
Italy, with its various branches throughout Europe acting as bankers, mer-
chants in wool and cloth, dealers in spices and silks, goldsmiths, shipown-
ers, deposit takers, and currency brokers. The influence of the Medicis and
other houses like them reached into the papacy and the church, as well as
to princes and noble families all over the continent.

By this time the modus operandi of relations between merchants and
the church was reasonably well fixed, if complicated. To redeem his soul,
the merchant would make contributions to the church and its charitable
works and almshouses, perhaps leaving a substantial part of his fortune to
the church upon his death. He would also suffer, as an ordinary cost of
doing business, numerous fines and other charges for violating religious
laws restricting commerce. He could purchase benefices or indulgences
from the church to expunge his guilt. Before long, literally hundreds of
such benefices were offered for sale by the church. He might also, as a
lowly member of the bourgeoisie, have to renounce high social position in
his community, though it is unlikely that Lorenzo de Medici ever did so.

Having done these things to the extent required, the merchant would
also be left alone to grow as rich as he was able, to likewise ascend in
society, and to leave most of his fortune to his heirs. It was a delicate
balance, perhaps, but one that was efficient for both the church and the
emerging middle class. Each became mutually supportive of the other, de-
spite the unbridgeable chasm of their intellectual and spiritual positions,
and each prospered.6

The more developed Italian banking became during the Renaissance,
the more it was exposed to the great risks of the times, which included
sudden shifts in political and religious power. These were in constant tur-
moil during the sixteenth century, and even the Medicis couldn’t last. After
the Reformation, they were succeeded in the world of merchant-financiers
by German and Swiss Protestant bankers, many of whom developed ties in
Britain, Holland, and France. The modern era developed in which com-
mercialism and finance were substantially freed of the stern admonitions
from the church.

Financial Markets Appear

The Dutch moved especially quickly and had set up organized markets for
trading in financial instruments by 1602. The Amsterdam Stock Exchange
followed in 1611, on which trading and speculation in securities of all types
developed rapidly. “Tulip mania,” in which the prices of bulbs temporarily
reached extraordinary levels (one traded as high as £20,000), came in 1636.



10 Global Banking

The Amsterdam market permitted various forms of short-selling, puts and
calls, and futures transactions in many different commodities (tulip bulbs
being one) and securities, including shares of the dominant and prosperous
Dutch East India Company. Insider trading was first made an illegal prac-
tice in Amsterdam in the seventeenth century. The shrewd and profit-
minded Dutch traders already knew that insider trading was not, in fact,
a victimless crime.

By the beginning of the eighteenth century, trading in bills of exchange
and other financial instruments, including shares of a limited number of
corporations, took place daily in the city of London in an area called
Exchange Alley. This was the scene in 1720 of the “Great South Sea Bub-
ble,” in which thousands of British investors developed a mania for shares
of a new company that would have monopoly rights to trade off the east
coast of South America, the prospects for which were never much better
than dim. Many people had bought their shares on margin, an early ex-
ample of financial leverage at work. The bubble burst, of course, followed
by financial ruin for many.

British Capitalism

During the latter part of the eighteenth century, the American and the
French Revolutions had occurred, changing forever the way ordinary peo-
ple would think about their lives and how much they would come to value
the freedom to take one’s own chances and venture one’s own capital on
a better, more prosperous future. Also at this time Adam Smith’s influential
work, The Wealth of Nations, appeared and helped to ensure nearly 100
years of prosperous laissez-faire economic policy in Great Britain.

Britain’s defeat of Napoleon at the battle of Waterloo in 1814 set the
stage for nearly a century of economic dominance. It also was the occasion
for the House of Rothschild to complete its lengthy rise from obscurity to
supreme prominence from the great killing it made in the market by getting
the jump on the outcome of the battle and the defeat of Napoleon—and
then wrong-footing everybody else on the Exchange by at first selling, then
buying, large amounts of British paper. The Rothschilds had earlier
amassed a smaller fortune in buying and selling commercial bills from both
sides all during the war. None of their activities were either illegal or con-
sidered improper at the time, although both would be condemned today.

With the end of the Napoleonic era came a great era of capitalism that
was nourished by the industrial revolution and the ascendancy of “the peo-
ple” (i.e., democracy) in Europe and America. The result was unprece-
dented levels of growth and prosperity, despite periodic wars and economic
recessions. Indeed, in those areas of the world still ruled by despots or by
religious groups, not much general improvement in prosperity was expe-
rienced at all. And in those areas where old regimes were toppled by peo-
ples’ (i.e., communist) revolutions and capitalism was stamped out, only a
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limited amount of economic growth and prosperity became possible—and
much of that was shown to be superficial as these regimes themselves came
to be set aside in the later twentieth century.

The Roots of Modern Banking

Our modern economic and financial heritage begins with the coming of
democratic capitalism, around the time of Adam Smith (1776). Under this
system the state does not intervene in economic affairs unnecessarily, re-
moves barriers to competition and subsidies to favored persons to allow
competition to develop freely, and in general, does not prevent or discour-
age anyone willing to work hard enough—and who also has access to
capital—from becoming a capitalist.

Some 100 years after Adam Smith, England was at the peak of its
power. Politically, it ruled 25% of the Earth’s surface and population. The
British economy was by far the strongest and most developed in the world.
Its traditional competitors were still partly asleep. France was still sorting
itself out after a century of political chaos and a war with Prussia that had
gone wrong. Germany was just starting to come together politically but
still a had quite a way to go to catch up with the British in industrial terms.
The rest of Europe was not all that important. There was a potentially
serious problem, however, from reckless and often irresponsible competi-
tion from America that fancied itself as a rising economic power. Other-
wise, the horizon was comparatively free of competitors. British industry
and British finance were very secure in their respective positions of world
leadership in the 1870s.

English financial markets had made it all possible according to Walter
Bagehot, the editor at the time of The Economist, who published a small
book in 1873 entitled Lombard Street, which described these markets and
what made them tick. England’s economic glory, he suggested, was based
on the supply and accessibility of capital. After all, he pointed out, what
would have been the good of inventing a railroad back in Elizabethan times
if there was no way to raise the capital to build it? In poor countries, there
were no financial resources anyway, and in most European countries money
stuck to the aristocrats and the landowners and was unavailable to the
market. But in England, Bagehot boasted, there was a place in the city of
London—called Lombard Street—where “in all but the rarest of times,
money can be always obtained upon good security, or upon decent pros-
pects of probable gain.” Such a market, Bagehot continued, was a “luxury
which no country has ever enjoyed with even comparable equality before.”7

However, the real power in the market, Bagehot went on to suggest, is
its ability to offer the benefits of leverage to those working their way up
in the system, whose goal is to displace those at the top. “In every district,”
Bagehot explained, “small traders have arisen who discount their bills
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largely, and with the capital so borrowed, harass and press upon, if they
do not eradicate, the old capitalist.” The new trader has “obviously an
immense advantage in the struggle of trade”:

If a merchant has £50,000 all his own, to gain 10 percent on it he must
make £5,000 a year, and must charge for his goods accordingly; but if
another has only £10,000 and borrows £40,000 by discounts (no extreme
instance in our modern trade), he has the same capital of £50,000 to use,
and can sell much cheaper. If the rate at which he borrows be 5 percent,
he will have to pay £2,000 a year [in interest]; and if, like the old trader
he makes £5,000 a year, he will still, after paying his interest, obtain
£3,000 a year, or 30 percent on his own £10,000. As most merchants are
content with much less than 30 percent, he will be able, if he wishes, to
forego some of that profit, lower the price of the commodity, and drive
the old-fashioned trader—the man who trades on his own capital—out of
the market.8

Thus, the ambitious “new man,” with little to lose and access to credit
through the market, can earn a greater return on his money than a risk-
averse capitalist who borrows little or nothing. The higher return enables
the new man to undercut the other man’s prices and take business from
him. True, the new man may lose on the venture, and be taken out of the
game, but there is always another new man on his way up who is eager to
replace him. As the richer man has a lot to lose, he risks it less, and thus
is always in the game, continually defending himself against one newcomer
or another until finally he packs it in, retires to the country, and invests in
government securities instead.

“This increasingly democratic structure of English commerce,” Bagehot
continued, “is very unpopular in many quarters.” On the one hand, he
says, “it prevents the long duration of great families of merchant princes
. . . who are pushed out by the dirty crowd of little men.”

On the other hand, these unattractive democratic defects are compensated
for by one great excellence: no other country was ever so little “sleepy,”
no other was ever so prompt to seize new advantages. A country depen-
dent mainly on great “merchant princes” will never be so prompt; there
commerce perpetually slips more and more into a commerce of routine.
A man of large wealth, however intelligent, always thinks, “I have a great
income, and I want to keep it. If things go on as they are, I shall keep it,
but if they change I may not keep it.” Consequently he considers every
change of circumstance a bore, and thinks of such changes as little as he
can. But a new man, who has his way to make in the world, knows that
such changes are his opportunities; he is always on the lookout for them,
and always heeds them when he finds them. The rough and vulgar struc-
ture of English commerce is the secret of its life.9

In 1902, a young American new man named Bernard Baruch took
Bagehot’s essay to heart and made himself the first of many millions in a
Wall Street investment pool, buying control of a railroad on borrowed
money. The United States had come of age financially around the turn of
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the century, and Wall Street would soon displace Lombard Street as the
world’s center of finance.

The Rise of the Americans

Early in the century, J. P. Morgan organized the United States Steel Cor-
poration, having acquired Carnegie Steel and other companies in a trans-
action valued at $1.5 billion—an amount worth perhaps $30 billion today.
This was the largest financial deal ever done, nor surpassed until the RJR-
Nabisco transaction in 1989, and it occurred in 1902 during the first of
six merger booms to take place in the United States during the twentieth
and first years of the twenty-first century. Each of these booms was powered
by different factors. But in each, rising stock markets and easy access to
credit were major contributors.

By the early 1900s, New York was beginning to emerge as the world’s
leading financial center. True, many American companies (especially rail-
roads) still raised capital by selling their securities to investors in Europe,
but they also sold them to American investors. These investors, looking for
places to put their newly acquired wealth, also bought European securities,
perhaps thinking they were safer and more reliable investments than those
of American companies. By the early years of the twentieth century, Eu-
ropean issues in the New York market were commonplace. This activity
proved especially beneficial when World War I came; both sides in the
conflict sought funds from the United States, although the Allied Powers
raised by far the larger amounts. Earlier, various U.S. government needs,
from financing of wars to Thomas Jefferson’s Louisiana Purchase, were
partly provided by European capital markets.

After World War I, American prosperity continued while Europe’s did
not. Banks had a busy time, raising money for corporations, foreign gov-
ernments, and investment companies and making large loans to investors
buying securities. Banks were then “universal”—that is, they were free to
participate in commercial banking (lending) and investment banking, which
at the time meant the underwriting, distribution, and trading of securities
in financial markets. Many of the larger banks were also involved in a
substantial amount of international business. There was trade to finance
all over the world, especially in such mineral-rich areas as Latin America
and Australia. There were securities new issues (underwritings) to perform
for foreign clients, which in the years before the 1929 crash aggregated
around 25% of all business done. There were correspondent banking and
custodial (safekeeping) relationships with overseas counterparts, along with
a variety of financial services to perform for individuals, both with respect
to foreigners doing business in the United States and the activities abroad
of Americans.

The stock market crash in 1929 was a global event—markets crashed
everywhere, all at the same time, and the volume of foreign selling orders
was high. The Great Depression followed, and the banks were blamed for
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it, although the evidence has never been strong to connect the speculative
activities of the banks during the 1920s with either the crash or the sub-
sequent depression of the 1930s. Nonetheless, there were three prominent
results from these events that had great effect on American banking. First
was the passage of the Banking Act of 1933 that provided for the Federal
Deposit Insurance system and the Glass-Steagall provisions of the act,
which completely separated commercial banking and securities activities.
Second was the depression itself, which led in the end to World War II and
a 30-year period of banking being confined to basic, slow-growing deposit-
taking and loan-making within a limited local market only. Third was the
rising importance of the government in deciding financial matters, espe-
cially during the postwar recovery period. There was little for banks or
securities firms to do until the late 1950s and early 1960s.

By then, international business had resumed its rigorous expansion and
U.S. banks, following the lead of First National City Bank (subsequently
Citicorp, now part of Citigroup), resumed their activities abroad. The suc-
cessful recovery of the economies of western Europe and Japan led to pres-
sures on the fixed-rate foreign exchange system set up after the war. The
Eurodollar market followed, then the Eurobond market and the reattrac-
tion of banks and investment banks to international capital market trans-
actions.

Global Banking Emerges

Next came the 1971 collapse of the fixed exchange rate system in which
the dollar was tied to gold and other currencies were tied to the dollar.
Floating exchange rates set by the market replaced this system, obviating
the need for government capital controls. In turn, this led to widespread
removal of restrictions on capital flows between countries and the begin-
nings of the global financial system that we have today.

This system, which is based on markets setting prices and determining
the flow of capital around the world, has drawn many new players—both
users and providers of banking and capital market services. Competition
among these players for funds, and the business of providing them, has
greatly increased the stakes of individual institutions and, indeed, the risks
of the banking and securities businesses.

The effects of competitive capitalism have been seen and appreciated
during the past decades as they have not been since 1929. The 1980s wit-
nessed further rounds of deregulation and privatization of government-
owned enterprises, indicating that governments of the industrial countries
around the world have found private-sector solutions to problems of eco-
nomic growth and development preferable to state-operated, semi-socialist
programs. There have been radical changes in Europe, where massive de-
regulation of financial markets in the United Kingdom and several other
countries has occurred, and where the Single Market Act and Economic
and Monetary Union initiatives of the European Union (EU) promised sim-
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ilar effects on European business and finance. Deregulation in Japan has
(rather more gradually) freed vast sums of capital to seek investment over-
seas and to create active global securities markets in Tokyo.

Most large businesses are now effectively global, especially financial
businesses. Banking and capital market services have proliferated, and nu-
merous new competitors have emerged on the scene—many of which are
not banks at all. Indeed, some, like General Electric Capital Services, are
customers of (and suppliers to) banks. New regulations are constantly being
introduced and old ones changed. Telecommunications provides an ease of
access to information that separated banks from their clients, pushing much
of today’s business into trading markets in which advice and service are
less valuable than the latest quotation posted by securities and foreign
exchange traders. It is a time of great and widespread change, affecting
everyone. It is a time of massive restructuring for all financial service firms.

This book attempts to wade into the chaos and confusion of today’s
global banking and capital market environment and strip out the central
parts of it, so that each can be examined separately. The purpose is to gain
a better understanding of the evolution of international banking and fi-
nance, the services represented in today’s market, the competitive processes
involved, and the impact these have on the prominent public policy issues
of the day.

Evolving Competitive Strategies

Our main emphasis is on the issues of formulation, implementation, and
evaluation of competitive strategies (that is, strategies that succeed because
they are ultimately shown to be competitive) of banks and capital market
institutions. Each financial services business will have to reformulate its
own global competitive strategy over the coming years. There is no single
strategy that will work for all. Indeed, there are so many different types of
firms, from different countries and possessing different strengths and weak-
nesses that an enormous variety of different strategies are likely to result.
Our effort in this book is aimed at making clear the process of strategic
determination in this period of enormous change, with its inescapable re-
quirement for rethinking how individual business fit into the totality of
global finance—rending that process more understandable to students of
the subject and to practitioners.
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International Money and
Foreign Exchange Markets

International money market and foreign exchange transactions deal with
the issuance and trading of money market instruments in various currencies
outside domestic markets. As long ago as the fifteenth century, organized
international money and foreign exchange markets existed. Merchants in
Italy, for example, wanting to import tapestries made in Belgium from wool
produced in England, had to find ways to finance transactions that occurred
outside their own country. Italian banks, such as those run by the Medici,
set up foreign branches to effect payments and arrange for the delivery of
the goods on behalf of their clients. The banks had to deal in currency
exchange and in deposit collecting and lending in other countries and states.
These activities have continued throughout the nearly 500 years of modern
banking history. The past 30 years have been especially marked by new
developments, growth and change. These include Eurocurrencies, Euro-
CDs and Euro commercial paper, floating rate notes, note issuance facilities,
revolving underwriting facilities, and many others.

Origins of Eurocurrencies

The history of the international money market, since its modern (postwar)
rebirth in the 1960s, is a confluence of three parallel and mutually influ-
ential events: (1) major changes in the international monetary system, (2)
the evolution of a large international investor base, and (3) continuing de-
regulation of domestic capital markets in major countries to align them
with competitive international alternatives to domestic financing vehicles.

At the end of World War II, the capital markets outside the United
States were virtually nonexistent. In 1944, the Allied Powers agreed to a
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postwar international monetary system at Bretton Woods, New Hampshire,
in which the dollar would be the principal reserve currency (i.e., used as
reserves by other countries). The dollar was to be pegged to gold, at the
rate of $35 per ounce, and all other currencies were to be fixed to the
dollar. When balance of payments difficulties arose, it was understood to
be the obligation of both the deficit and the surplus countries to modify
their domestic fiscal and monetary policies to reduce the problem. Govern-
ments periodically intervened in foreign exchange markets to help the pro-
cess along, and they usually relied on broad economic policy changes to
affect adjustment. If the imbalance could not be redressed after suitable
effort, the currency’s exchange rate could be reset to the dollar, after which
it would have to be defended at the new rate. To make the system work
required a world in which the principal economies were growing at about
the same rate and shouldering the world’s military and other burdens
equally. It also required, at the national level, strict economic discipline and
controls and a voting public that refrained from blaming others for its
problems and understood that it was necessary from time to time to take
bitter medicine in the interest of the country’s health over the long run.
These conditions were not commonly found in the 1950s and 1960s, any
more than they are now.

In 1971, after several years of large U.S. balance of payments deficits,
the Bretton Woods system collapsed. It was replaced by a floating-rate
mechanism, in which all currencies were to be priced continually by the
market and economic imbalances would generate corrective pressures on
exchange rates. The mechanism obviated the need for capital market con-
trols that restricted cross-border transfers, as harsh policies were no longer
necessary: the market would administer the medicine that countries were
unable to administer themselves. In time, all of the major industrial nations
removed their controls on international capital movements. By the early
1980s, users and providers of capital could look overseas for capital market
opportunities that were superior to what was available at home. It also
meant, however, that interest rate and exchange rate volatility would be
much greater in the new floating exchange rate environment than in the
old fixed-rate regime. As we see later in this chapter, increased volatility
led to great opportunities for banks and other market makers to expand
trading activities and hedging strategies.

The postwar investor population was affected by these events, and by
the rapid institutionalization of markets in the United States, the United
Kingdom, and some other European countries. There was also a large in-
crease in the population of otherwise law-abiding Europeans who wanted
to transfer funds into foreign bank accounts that were beyond the scrutiny
of tax authorities in their home countries. Additionally, government offi-
cials, people engaged in capital flight, and shady characters of various kinds
were accumulating irregular or illegal funds in tax haven countries. The
institutional investors were not subject to tax concerns, but they were so-
phisticated asset-allocators looking for underpriced investments. Individu-



International Money and Foreign Exchange Markets 21

als, mostly investing through banks in Switzerland, Luxembourg, and other
European centers, were highly focused on preserving their anonymity. To-
gether, these investors were looking for opportunities that were not avail-
able in the United States. Eventually, local corporations, European subsid-
iaries of non-European companies, central banks, and other financial
institutions discovered that they could deposit dollars they had accumulated
outside the United States with certain banks in London that would retain
them as dollars and pay dollar interest rates.

Eurodollars First

Thus was born the “Eurodollar,” which was simply a dollar-denominated
deposit in a bank or branch located outside the United States. Such deposits
were beyond the U.S. regulatory umbrella so that neither liquidity reserves
nor deposit insurance premiums had to covered. Original depositors in-
cluded the financial arm of the Soviet Union and other East-bloc states
wanting to hold dollars but avoid placing their holdings in the United
States. Additional dollars were accumulating in Europe as a result of in-
creased economic growth and investment, and the increasing U.S. balance
of payments deficits, with many central banks preferring to hold dollars,
but not in the United States. Eurodollar investments could be made in the
form of bank deposits. Eurodollar interest rates were related to U.S. do-
mestic deposit rates, but only loosely at first—interest rate differentials of
100 basis points or more were not uncommon. Such disparities encouraged
American banks to arbitrage the market. Despite the lower deposit rates,
depositors were happy to use these accounts to avoid the costs of transfer-
ring the money back and forth across the Atlantic and also to avoid dis-
closing information about themselves and their financial affairs to U.S. au-
thorities. In time, a small group of Eurodollar banks set deposit and lending
rates for the market and established the convention of a daily posting of a
London Interbank Offered Rate (LIBOR). This was the rate at which banks
would lend Eurodollars to each other and is the rough equivalent of the
federal funds rate in the Euromarket—the rate a major bank will offer for
a loan to another major bank for a specified maturity, such as 30 or 60
days.

Major banks post their own rates daily. The rate to be paid on a deposit
from another bank is expressed in terms of the London Interbank Bid Rate
(LIBID). A nonbank borrower can expect to pay a premium over LIBOR
(e.g., LIBOR � 1⁄4%), and a nonbank depositor would receive a rate re-
flecting a discount (LIBID � 1⁄4%). The spread between these rates, LIBOR
and LIBID, has generally been about 1⁄4% or less, much less than the dif-
ference between U.S. prime rate and passbook deposit rates. Without this
spread, Euromarkets could not exist. Generally speaking, neither depositors
nor borrowers would be enticed to leave their home countries unless they
receive a higher deposit rate or lower loan rate abroad. Deposit and lending
rates are for customers closely tied to LIBOR, which is quoted in most
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Table 2-1 London Interbank Rates

Aug. 1
Short
Term

7 Days’
Notice

One
Month

Three
Months

Six
Months

One
Year

Euro 49⁄16–41⁄2 49⁄16–415⁄32 417⁄32–47⁄16 415⁄32–43⁄8 43⁄8–41⁄4 49⁄32–41⁄8
Danish krone 51⁄8–45⁄8 51⁄16–43⁄4 415⁄16–413⁄16 427⁄32–411⁄16 411⁄16–49⁄16 45⁄8–415⁄32

Sterling 51⁄4–5 55⁄16–53⁄16 55⁄32–53⁄32 55⁄32–53⁄32 55⁄16–53⁄16 57⁄16–55⁄16

Swiss franc 31⁄2–3 39⁄32–37⁄32 35⁄16–33⁄16 33⁄16–31⁄8 31⁄8–31⁄16 31⁄16–215⁄16

Canadian
dollar

41⁄4–41⁄8 47⁄32–43⁄32 47⁄32–41⁄16 43⁄16–4 43⁄16–315⁄16 45⁄16–41⁄8

U.S. dollar 329⁄32–313⁄16 327⁄32–33⁄4 33⁄4–35⁄8 35⁄8–317⁄32 35⁄8–317⁄32 325⁄32–321⁄32

Japanese yen 1⁄8–1⁄32 1⁄8–1⁄32 1⁄8–1⁄32 1⁄8–1⁄32 3⁄32–1⁄16 5⁄32–1⁄16

Singapore
dollar

21⁄4–2 47⁄32–41⁄32 31⁄8–229⁄32 221⁄32–215⁄32 29⁄16–211⁄32 217⁄32–211⁄32

Note: Short-term rates are called for the U.S. dollar and Japanese yen; others have two
days’ notice.

Source: Financial Times, August 2, 2001, p. 23.

major currencies. Newspapers such as the Financial Times of London pub-
lish averages of these posted rates daily as shown in Table 2-1.

Other Eurocurrencies

Banks also quote rates for loans and deposits in other currencies, which in
a way they manufacture synthetically. They do this by adding the cost or
benefit of a forward foreign exchange contract for the prescribed maturity
in the desired currency to the U.S. dollar LIBOR rate. If a customer wants
a loan based on 60-day sterling LIBOR, the bank first acquires the required
amount of sterling in the spot market. The bank then sells sterling forward
against dollars for delivery in 60 days, and the cost or benefit of this trans-
action (in percentage) is added to the dollar LIBOR cost.

The Eurocurrency market has formed an informal, unregulated, over-
the-counter market made up of banks and other professional dealers from
around the world transacting in instruments not available in national mar-
kets. Occasionally, the Eurocurrency market would devise a financial in-
strument that would attract a large volume of activity on the part of na-
tionals in various countries. Soon the pressure to deregulate domestic
markets to make the same type of financing available became too great for
officials to contain. Often involuntarily, most countries have had to give in
to the process of imported innovation. The result was a large increase in
the number and type of financial instruments available in international mar-
kets.

Euromarket participants have tended to be very sophisticated. They
understand investment opportunities around the world, foreign exchange
effects, and derivative instruments such as warrants and options to pur-
chase or sell securities. With approximately 500 international banks and
investment banks involved in the market, it is highly competitive. Indeed,
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many firms compete on the basis of innovation and bold initiative. As a
result, the Euromarket saw the first significant use of the floating-rate note,
the dual-currency bond, the zero coupon bond, the warrant-bond, the
swapped foreign currency bond, the first ECU (European currency unit)
and euro-denominated securities, and a variety of other new ideas. It also
saw the first use of the “bought deal,” an issue fully underwritten by one
bank; the “tap” issue (sold on demand, not all at once); and the “note-
issuance facility” for distributing “Euro-commercial paper.” More recently,
the Eurobond market has begun to accept some of the more complex and
controversial products of the U.S. bond market, such as asset-backed issues
and non-investment-grade or “junk bonds.”

Eurobond Markets

Banks, especially U.S. banks, were eager to build up their eurodollar de-
posits as a source of funding for their growing international activities. The
deposits could be used to fund eurodollar bank loans or loan participations.
They could be lent to branches in the United States to support lending
activity there, if and when the rates were right. And they could serve as a
means of diversifying the banks’ wholesale source of funding for its overall
deposit base. Investors were other banks (there were more than 400 foreign
bank branches in London in 1980, all looking to “buy” assets in the in-
terbank market), multinational institutions, and corporations with tempo-
rary funds to invest.

The Eurobond market has been a constant source of innovation, with
new instruments being introduced as soon as changing regulatory environ-
ment or investor preferences dictated. The first Eurobond was offered in
1963 and was sold to investors who were willing to extend their investment
horizon to 15 years, at somewhat higher rates. Eurobonds were in “bearer”
form (identity of purchaser not disclosed) and were free of withholding
taxes on interest. Inevitably, Eurobonds were introduced in other currencies
besides the dollar. The Eurobond market soon took off on a continuous
expansion that has made it into one of the world’s principal sources of
finance. We discuss the Eurobond market extensively in chapter 3.

Money Market Instruments

The money market, however, developed much more slowly than the Eu-
robond market. In part this was because, in the Euromarket, well-known
international banks had a lock on the market for short-term funds. The
banks were also prepared to offer CDs of whatever maturity an investor
might wish. Mostly, there was little demand for trading these instruments.
The investors were happy to hold them to maturity unless a special re-
quirement to sell them arose.

Once established, however, the market grew. The various instruments
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now available (directly or through simultaneous swaps) in most major cur-
rencies, constitute a family of Eurosecurities that makes up a broad and
diverse money market. The volume of outstanding paper in these instru-
ments, as well as the secondary market trading in them, has increased stead-
ily, as shown in Table 2-2. At the end of 2001, approximately $2 trillion
of such securities (exclusive of bank CDs) were outstanding.

The following is a description of the different international money mar-
ket instruments traded in the Euro money markets.

Euro Certificates of Deposit

Euro certificates of deposit (ECDs), like domestic CDs, are time deposits in
a bank. They are issued in countries outside the home country of currency
by banks directly or through dealers or brokers. Like Eurobonds, they are
issued in bearer form and are free from withholding tax on interest. In
1961, Citibank devised the first transferable ECD. This was a major in-
novation that soon encouraged secondary market trading in dollar instru-
ments eventually and led to the creation of the Euromoney market. Al-
though banks do not always want their paper traded in the secondary
market, especially when they are issuing new paper that could compete with
their older issues in the secondary market, they have bowed to competition.
Banks prefer to sell their own ECDs to their clients and correspondent
relationships, but often, to extend the market and increase the volume of
ECDs outstanding, they resort to dealers to sell the paper for them, for a
modest commission. The banks post their own rates for a spectrum of
maturities. Banks will often negotiate with large customers for special rates
for CDs with custom-made maturities or other terms. A bank’s posted rates
may be slightly higher or lower than rates posted by similar banks, reflect-
ing its greater or lesser desire to take in funds at particular maturities. Such
decisions are made by the bank’s treasury department, which has to balance
the entire bank’s requirement for funds and currencies at particular matur-
ities. For most banks, the treasury function in the London branch will
conduct most of these Euro-funding operations, generally in close contact
with the central office.

The secondary market in ECDs is very active. Banks maintain markets
in their own CDs and encourage their customers to trade with them. As
rates change, banks will either increase their issuance of ECDs or attempt
to buy in outstanding paper. Brokers may work with the banks as agents,
on a nonexclusive basis, to place or buy in ECDs for a commission of a
few basis points. Such brokers do not take positions in the bank’s ECDs
for their own account. Often the brokers represent investors seeking the
best rates for deposits. Dealers, in contrast, purchase and sell bank ECDs
for their own account. They hope to create opportunities for gains from
trading in the ECDs, as they would in any money market instrument. Deal-
ers will call the bank in the morning and offer to buy or sell ECDs at
particular rates. Then they lay off their positions to customers or hold them
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Table 2-2 Volume of European Money Market Instruments Outstanding (amounts outstanding at year end, $ billion)

Market
Opening 1986 1990 1995 1996 1997 1998 1999 2000 2001

Compounded
Growth Rate

Euro commercial paper
and other short-term
notes (NIFs and RUFs)

Mid 1980s 44.1 89.4 132.5 171.6 183.9 194.5 249.6 333.8 397.2 14.7%

Euro medium-term notes Mid 1980s 0.4 21.9 461.3 662.5 736.7 925.5 1,228.9 1,573.1 1,736.3 55.83%

Total 44.5 111.3 593.8 834.1 920.6 1,120.0 1,478.5 1,906.9 2,133.5 25.82%

Source: Bank for International Settlements, International Banking and Financial Market Developments, Tables 13 and 14, various issues.
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for a few days to wait for an expected market change to occur. Large
dealers offer ECDs along with a complete menu of other Euromoney mar-
ket instruments to customers on a continuous basis.

As an example, a dealer such as Citigroup might be aware that Mitsui
Life Insurance Company is seeking to place $100 million in high-grade
short-term investments tomorrow morning, Tokyo time. Mitsui actually
wants the investments to have a maturity of 75 days. The posted rate for
60-day ECDs might be 4% and for 90 days, 4.3%. Citigroup will call a
dozen or more high-grade banks during the evening before the next day’s
opening in Tokyo to offer to buy 75-day ECDs at a rate of 4.25%, in order
to offer them at, say, 4.20% to Mitsui Life. Many banks will turn Citigroup
down, but one or two may have a need of their own for a large placement
of 75-day ECDs and thus be willing to pay the somewhat higher rate. Such
intense market coverage, together with the willingness of dealers to position
paper of all types, has greatly improved the efficiency of the Euromoney
market in recent years. The improving efficiency of the market largely ex-
plains its rapid growth since the early 1980s.

Floating Rate Notes

In the 1980s, many banks began to offer floating-rate notes (FRNs) as a
supplement to their funding activities. These notes were not deposits and
therefore were subordinate to them. The FRNs might have a maturity of
10 years, but interest would be reset every 90 days at three-month LIBOR
(say, 4.5%) plus a small spread (say, 1⁄8%). Because of the continuous re-
setting, the price of the notes was expected to return to par (100%) every
90 days, assuming that the reissue rate continued to be LIBOR � 1⁄8%. An
investor was now given a choice between 90 day ECDs (say, at 4.3%) and
purchasing and reselling an FRN 90 days later at a rate of 4.625%, a
difference of 32.5 basis points. The investor would have to realize that there
was a risk that the FRNs could not be sold at 100% 90 days later, so part
of the 32.5 basis points would represent a reserve to protect against selling
it at a price below par, plus commissions. The investor might ask a dealer
to quote it a repurchase rate at which the firm would agree to buy the
FRNs back 90 days hence. If a positive spread still existed (and the investor
was willing to take the credit risk of the dealer meeting his obligation 90
days later), the investor might prefer the FRN trade to the ECD. However,
the investor may prefer to remain a depositor in the bank, rather than a
general creditor, and therefore accept a lower rate for the increased security.

To some extent, therefore, the FRN market has traditionally competed
with the ECD market. As fear about the credit quality of banks emerged
in the early 1980s, however, there was less assurance about the ability of
bank’s to roll over funding at the same spread over LIBOR, and the FRN
market weakened considerably. So did the market in ECDs, relative to other
instruments.
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Euro Commercial Paper

Commercial paper (CP) constitutes short-term unsecured notes issued by a
corporation. CP has been issued actively in the United States since the
1860s, but it first appeared in Europe only in the early 1970s. It was aimed
initially at U.S. corporations, which were required at that time by govern-
ment regulations to finance all overseas investments with foreign borrow-
ings, to provide a money market alternative to bank borrowing. The effort
was not successful, despite the advantages of Euro commercial paper (ECP)
over domestic CP. For example, U.S. CP is limited by law to borrowings
up to 270 days and can be used only for working capital. Furthermore, it
is subject to income tax withholding on interest and is issued in book-entry
form. ECP, by constrast, is exempt from maturity and use-of-proceeds re-
strictions, is not subject to withholding taxes, and is offered in bearer form.
Thus a substantial difference exists between domestic CP and ECP denom-
inated in dollars. Often the difference results in an interest rate differential.
Commissions and set-up expenses added costs when the ECP market was
first established, however, so that the cost of funds to the issuer was about
the same as the cost of a comparable LIBOR-based bank loan. Moreover,
Euro market investors were cautious. They were hesitant to buy the paper
of companies that were not already well known and unimpressed by the
limited liquidity in the market. Investors were extremely quality conscious
at a time when limited international investment-grade rating information
was available. Unlike domestic markets, the U.S. and European govern-
ments did not offer short-term securities internationally, so investors had
to make do with the banks and other corporate issuers that they knew.

In 1974, the regulations requiring U.S. companies to finance overseas
were repealed, and the market died away. The economics were simply not
there: there was very little benefit to using the market at the time.

If they were prepared to go out a bit in maturity, investors could buy
outstanding or newly issued Eurobonds of high-grade, well-known issuers,
including some major European governments. The issuers began to shorten
the maturities of their bonds (e.g., to two or three years in some cases) in
order to attract these investors, as well as to avoid the extremely high
longer-term interest rates of the late 1970s. As trading volume increased in
the secondary markets, investors began to accept that they could rely on
the liquidity in the market to facilitate a sale of Eurobonds before maturity.

Eurobonds, however, had certain characteristics that limited the flexi-
bility that many issuers wanted. The bonds were of a fixed amount, un-
derwritten, and sold all at once, and they involved considerable expense,
which became quite concentrated as the average maturity of the bonds was
reduced. Some issuers instead preferred continuous offerings of their paper
to the market on a non-underwritten basis. They wanted to simply post
rates for a range of different maturities, based on advice from one or more
dealers, and then see how many notes the dealers could sell. They could
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raise or lower the rates based on demand. This is the mechanism used in
the U.S. commercial paper market, and in the early 1980s it was applied
to the Euromarket in a second attempt to develop a market for ECP.

The second attempt met with greater success. This time the initiative
was aimed at bank investors that needed higher and safer returns on their
money market investments. Potential clients also included corporate and
institutional investors, who were increasingly concerned by the deteriora-
tion in bank credit ratings in the United States and wanted to diversify their
cash management programs into nonbank investments. Dealers, aware of
these concerns, began to approach European money managers with pro-
posals that they switch from ECDs or FRNs to ECP of “name” companies
like GE or Exxon. They were only earning 25 basis points less than LIBID
from their bank deposits, but they could diversify into higher grade paper,
such as that issued by companies with AAA bond ratings at, for example,
LIBID less 10 basis points. Or, if they were prepared to take corporate
bond ratings of AA or A (with top-grade U.S. commercial paper ratings of
A1 and P1), they could look for a higher rate—for example, the mean
between LIBID and LIBOR.

In 1985, as bank credit worries increased, and a greater supply of
nonbank paper was offered, the market began to develop in earnest. As it
did, the recognized rating agencies, Moody’s and Standard and Poor’s, in-
creased their involvement in ECP ratings, and investors became more aware
of them. To be rated, issuers had to be able to demonstrate that they had
unused bank lines of credit available to provide liquidity to an issuer should
a major market interruption occur in which it would not be possible to roll
over maturing ECP. Committed credit facilities in same-day funds, called
“swinglines,” must be in place to cover a few days of the maturities, with
“backup” lines, often uncommitted, available for the rest of the maturities.

Unrated paper soon required up to 10 basis points higher interest rates
than lower rated (A2, P2) ECP, which itself required 5 to 10 basis points
more interest than A1 and P1 rated paper. Ratings became increasingly
important after several major defaults in 1989 to 1990. By 1990, the ECP
market had increased to about $70 billion of outstanding issues. Citibank,
a major ECP dealer, estimated at the time that banks comprised about
44.7% of the investor market, corporations 27.8%, and money managers
and financial institutions 27.5%. Among the banks were those which man-
aged substantial investment funds for their clients.

From the issuer’s point of view, ECP provided cheaper funds because
the market was pricing it and the issuer did not have to pay significant
commitment fees to banks. Accessing the ECP market permitted an issuer
to tap into the main investor base in the Euromarket and represented a
diversification of the issuer’s sources of funding.

Dealers initially were enthusiastic about the rapidly expanding ECP
market. They wanted to assist existing and new clients for Euromarket
services, to appear well placed in the competitive rankings (league tables)
and to profit from the growth in the new market. Intense competition
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forced spreads down, squeezed commissions, and spread too many pro-
grams among several dealers. Profits were hard to come by. Of the top 10
dealers at the end of 1987, four (Merrill Lynch, CS First Boston, S.G. War-
burg, and Salomon Brothers) had withdrawn from the market by the end
of 1990. Subsequently, competitive conditions settled down into a rated-
only market with fixed commissions of 3 to 5 basis points paid by issuers
to dealers.

ECP market developments also affected domestic markets. By the mid
1980s, it was possible for issuers to swap dollar-denominated commercial
paper into paper denominated in any other major currency. Thus a market
grew in “synthetic” Euro-DM, Euro-sterling, and other Eurocurrency com-
mercial paper, including the predecessor to the Euro, the ECU. Such paper
began to appeal to issuers from various European and other countries, and
this, in turn, put pressure on local regulators to permit the development of
domestic CP markets in several countries, such as Japan, Germany, Britain,
and France, that had never had commercial paper markets before. Table
2-2 shows the growth in ECP outstandings from 1989 to 2000.

The development of the ECP market has been one of the more signif-
icant innovations in international finance during the past two decades. The
market developed to fill a need by international investors for a spectrum
of bearer money market paper that was free from withholding and other
taxes. Gradually, the spectrum widened to include lesser-quality names,
including some speculative Latin American issuers that were appropriately
priced by the market. The new market was successful enough to generate
further innovation, standardized documentation, and (in time) mature pric-
ing and distribution methods. Its reach extended into note issuance facilities
and medium-term notes (MTNs; discussed later in this chapter) and stim-
ulated the development of domestic CP markets almost immediately all
over the world. These impressive achievements are examples of the fungi-
bility of money in a marketplace in which capital movements are not re-
stricted and transactions flow to where they may be most efficiently ef-
fected.

NIFs and RUFs

Meanwhile some of the large wholesale banks began to see ECP as a threat
to their basic business, providing short-term credit to major industrial and
government borrowers. As their clients moved into ECP, they left their bank
loans behind. Although the banks furnished the backup credit lines and
swinglines needed to access the ECP market, the profitability of these fa-
cilities was small in relation to customary bank loans. Banks began to fear
a repeat of their experience in the United States, in which the commercial
paper market grew rapidly at the expense of bank lending.

To remain competitive in offering short-term credit to their customers,
the banks introduced a family of revolving credit facilities, called note is-
suance facilities (NIFs). NIFs allowed clients the choice of drawing down
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a loan at an agreed spread over LIBOR or selling notes (ECP) through the
banks at a lower rate. Clients saw NIFs as a souped-up version of an or-
dinary ECP program, in which all of the benefits of ECP were retained
while still securing the benefits of a committed bank facility. Competition
among banks for NIFs resulted in a tightening of the market. Fees (a one-
time fee for arrangement, and annual fees for participation and commit-
ment) were squeezed, as were the lending spreads over LIBOR on loans
drawn down under such facilities.

A NIF works as follows. An issuer enters into an agreement with a
bank for a $200 million revolving credit facility for, say, seven years. The
lead bank syndicates the facility with other banks, according to the normal
syndication process described in chapter 5. Funds drawn down under the
facility can be repaid at will, without penalty. The issuer agrees to obtain
commercial paper ratings, which in this case we can assume are A1 and
P1. If the issuer decides to draw down $100 million for six months, prob-
ably to roll it over continually, it has two choices. The issuer notifies the
bank that it wishes, as of a prescribed date, either to take down a six-
month loan at the rate provided in the loan agreement, say LIBOR � 1⁄4%,
or to issue promissory notes in ECP form to a predetermined group of
banks and dealers (usually led by the NIF’s arranging bank) at whatever
rate the dealer group may offer for distribution to investors. If an ECP
alternative superior to the bank loan does not materialize, the banks are
obligated to make the loan. Thus, for a modest set of fees, the issuer can
have his cake and eat it too. That is, he can have the lower rates of the
ECP market, and the guaranteed assurance that funds will be forthcoming,
regardless of market conditions.

NIFs come in various forms and with different features. The principal
difference in form is in the method by which the ECP market is accessed.
Most NIFs have “tender panels”—a group of banks and dealers selected
by the lead bank (and the issuer) who are obligated to bid for the ECP at
an auction to be held when the notes are issued or to be renewed. Another
approach is through a revolving underwriting facility (RUF), which differs
from a NIF mainly in using a designated placement agent(s) to distribute
the notes at market rates. Members of the tender panel and the placement
agents can bid whatever rates they want, so their role is largely best efforts,
but they can be replaced by the issuer if they fail to perform satisfactorily.
The idea is, however, to get enough competent dealers to participate so that
the auction process will result in bids that will provide money market rates
to the issuer. As discussed earlier, money market rates for ECP may be
substantially less than the lending rates offered by banks. In an aggressive
market environment, the issuer described here may be able to receive bids
of $100 million of ECP at a rate of LIMEAN (halfway between LIBOR
and LIBID) or less, thus saving 3⁄8% to 1⁄2% on the alternative bank loan.
If the annualized fees are no more than the normal 10 basis points or so,
the issuer is still well ahead of the game. Figure 2-1 illustrates the Euronote
issuance process.
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Figure 2-1. Euronote issuance process. ECP � eurocommercial paper, NIF � note
issuance facility; RUF � revolving underwriting facility.

Well-known, highly rated issuers may decide to forego the underwriting
feature offered by NIFs and rely on their ability to continually resell ma-
turing ECP. Such issuers save the arrangement and participation fees
charged by the banks, but they must still pay something for backup and
swinglines. Over the years, the market has developed efficient pricing for
the underwriting function.

A variety of additional NIF features have been introduced by innova-
tive banks since the mid-1980s. Among these are the ability to use NIFs
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more comprehensively—that is, for notes issued either in the U.S. com-
mercial paper or the ECP market, for nondollar denominations of draw-
down or rollovers, and for bank letters of credit to be used to provide
credit backing for issuers who are unable to obtain satisfactory ratings.
“Tap” features have also been provided to allow notes to be issued fre-
quently in small amounts to satisfy dealer demand. Such issues can involve
“continuous tender panels” in which the placement agent announces daily
a rate level at which all bids will be accepted. Aggressive dealers will bid
below that rate to be sure to obtain some of the paper being auctioned.

Large U.S. commercial paper issuers, especially those issuing directly
(without dealers) often use the tap issue method to obtain the best rates
and to spread maturities widely. Direct issuers in the United States account
for more than half of all U.S. commercial paper outstandings. Direct issu-
ance is much less common in the ECP market, but, increasingly, large is-
suers are resorting to self-underwritten tap issues to achieve the most effi-
cient use of the market.

Euro Medium-Term Notes

Next in the continuous evolution of new money market products was the
Euro medium-term note (EMTN), which followed in the wake of an ex-
panding ECP market and the development of enhanced market activity for
medium-term notes in the United States. EMTNs cover maturities from less
than 1 year to about 10 years. They were issued, like Eurobonds, by large
corporations and by governments and their agencies from all around the
world. Though EMTNs had longer maturities, they retained some of the
characteristics of commercial paper. EMTNs offer an extension of ECP
market practices over greater maturities and have had the effect of erasing
the traditional boundaries between the short-term money market and bond
markets.

MTNs have been available in the United States since the early 1970s,
but initially they were limited in use because of registration requirements
and a lack of a well-developed investor base for one- to five-year maturities.
The introduction in 1984 of Rule 415, providing for “shelf registration”
in the U.S. market, made it possible to offer MTNs continuously in the
public bond market. Distribution was through dealers or directly by large
issuers such as General Motors Acceptance Corporation. Increased volatil-
ity in the fixed-income securities market, the steep yield curves prevalent in
the 1980s, and the increasing sophistication of fixed-income traders at-
tracted many investors to MTNs in the mid-1980s. Further innovations in
product design by dealers and issuers—such as offering floating-rate as well
as fixed-rate returns, deep-discount zero coupons, and multicurrency op-
tions—made the MTN into a highly flexible and desirable investment ve-
hicle. The domestic U.S. MTN market matured during the period 1988–
1992, during which new issue volume rose from $38 billion to $192 billion;
in 2001 it was $430 billion.
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This growth was largely because of the flexibility that MTN programs
offer to large, frequent borrowers, which in the Euromarket tend to be
sovereign governments and multinational institutions such as the Interna-
tional Finance Corporation (an affiliate of the World Bank) or the European
Bank for Reconstruction and Development (EBRD). Such borrowers have
continuous financing requirements and use the full spectrum of the yield
curve to obtain it. Changes are frequently made in their borrowing “strat-
egies,” which result in changing the maturities of outstanding liabilities to
pursue opportunities for lower funding costs or to hedge against expected
interest rate or foreign exchange movements. In considering how to obtain
the lowest overall cost of borrowing, such issuers must also consider the
cost of issuance. EMTNs involve very low documentation costs and stan-
dardized legal documentation, and they may be issued on a continuous
non-underwritten basis in which the issuer only pays a commission of a
few basis points or distributes the notes itself.

In a normal Eurobond offering, an issuer must pick a time, an amount,
and a currency and then auction the bonds off to the highest bidder—that
is, at the lowest interest rate. The issue will be large enough (typically $200
to $300 million) to satisfy financing requirements for at least several
months, and it will involve payment of underwriting and placement com-
missions to an underwriting group. In an EMTN program, the issuer an-
nounces to the market a program for the issuance of debt securities (PIDS)
through continuous offerings over an extended period during which it
hopes to raise up to a maximum amount of funds, often as much as several
billion dollars. A document similar to a U.S. Rule 415 shelf registration
provides details of the program, and a one-page supplement is produced
when securities are issued under it. The program is rated by the agencies,
and sometimes a road show is put together to inform potential investors
about the issuer. When the program is ready to go, the issuer can bring out
large “tranches” (say $200 to $300 million each) under normal Euromarket
underwriting methods or resort to tap issues, or both. The issuer can post
rates or have dealers post them, at which it is willing to take all offers.
Alternatively, it can auction them off one day at a time, in any eurocurrency
it likes. If the market fails to take the paper at a maximum rate and the
issuer has a NIF, it can require its syndicate of banks to take it. If the U.S.
market is cheaper, it might go there if a shelf registration is in effect. There
are a great many options.

Treasury Securities

International money markets also include domestic short-term securities
that are purchased by international investors. Mainly such investors are
interested in government (treasury) bills and notes because of their liquidity
and high quality. These securities are available in all industrialized countries
and many less-developed countries. Except during brief periods when for-
eign exchange markets are in turmoil pending some sort of currency re-
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alignment, foreign investors rarely comprise more than a nominal percent-
age of the investment demand for domestic government securities. It is true,
however, that foreign buying can be concentrated for a time on single auc-
tions of newly issued paper. During such episodes, foreign demand can have
a significant effect on the price of the paper being sold. Nonetheless, such
concentrations of buying (or selling) power rarely last very long.

Investors acquire foreign treasury securities for essentially two reasons.
One is to take a position in a liquid instrument that is subject to an ex-
pected price change because of changing interest or exchange rates. Such
investments are “uncovered,” or unhedged, positions. The investor wants
the risk that the euro will increase in value relative to the dollar and that
foreign “speculators” will bid up the price of German treasury securities,
which are denominated in euros. The other reason is to take a “covered”
position, through which the investor might pick up several basis points of
yield. If the investor can buy a six-month German treasury bill, which,
when swapped from euros into dollars, yields more than six-month U.S.
Treasury bills, he or she may be better off. A well-informed investor will
scan the world’s treasury and swap markets frequently looking for such
opportunities. For a start, the investor can consult the daily posting in the
Financial Times of world “money rates” shown in table 2-3. These rates
reflect the secondary market prices for Treasury bills in the various cities
(i.e., countries) indicated.

Wholesale banks in most countries are very actively involved in do-
mestic and international treasury securities. A substantial portion of the
large volume of trading profits reported by large U.S. commercial banks
come from trading in U.S. government securities. Originally, these banks
entered into the business to provide services to customers and to effect their
own transactions in the government securities market. Later, trading for
the banks’ own accounts became a major business. The substantial market
liquidity and the wide range of securities available make these securities
ideal for trading. Large universal banks in most European countries and
large investment banks also trade extensively in the government securities
markets of several countries, often serving as a registered market-maker.
Several foreign banks are registered primary market dealers in U.S. govern-
ment securities.

Effect of the Euro on International Money Markets

By converting their currencies into euros, the 11 original euro-zone coun-
tries automatically established a large and liquid market in the new cur-
rency. This action generated an interest by non-Europeans in holding euros.
Although the euro performed poorly against the dollar from its launch at
the beginning of 1999 through 2001, several portfolio shifts were expected.
Nonparticipating European countries and non-European central banks
would invest a portion of their reserves in euro-denominated investments.
Moreover, major European institutional fund managers would adjust their



Table 2-3 Example of Money Rates Table

Official Rates
Aug 1 Rate Current Since Last Month Ago Year Ago

U.S. Fed funds 3.75 06-27-01 4.00 4.00 6.00
Europe Repo 4.50 05-10-01 4.75 4.50 4.25
U.K. Repo 5.25 05-10-01 5.50 5.25 6.00
Japan Overnight call 0.00 03-19-01 0.15 0.00 0.15
Switzerland LIBOR target 2.75–3.75 03-22-01 3.0–4.0 2.75–3.75 3.0–4.0

Interest Rate Futures
Aug 1 Open Sett Change High Low Est. Vol. Open Int.

Euribor 3m* Sep 95.75 95.76 �0.01 95.77 95.74 78,102 429,310
Euribor 3m* Dec 95.95 95.95 �0.01 95.97 95.94 61,576 341,635
Euribor 3m* Mar 96.06 96.06 — 96.08 96.05 52,475 296,965
Euribor 3m* Jun 95.90 95.96 �0.01 95.98 95.95 26,852 147,765
Euribor 3m* Sep 95.85 95.83 �0.01 95.86 95.81 20,271 139,205
Euroswiss

3m*
Sep 96.95 96.96 — 96.97 96.95 6,240 72,429

Euroswiss
3m*

Dec 97.14 97.15 �0.02 97.16 97.12 4,044 45,772

Sterling 3m* Sep 94.80 94.78 �0.03 94.81 94.77 17,163 162,673
Sterling 3m* Dec 94.79 94.77 �0.05 94.82 94.76 28,835 139,685
Sterling 3m* Mar 94.69 94.65 �0.06 94.71 94.64 34,454 135,217
Sterling 3m* Jun 94.51 94.47 �0.06 94.52 94.46 16,099 89,811
Sterling 3m* Sep 94.33 94.31 �0.05 94.36 94.29 5,110 71,336
Eurodollar

3m†
Aug 96.41 96.42 — 96.42 96.39 4,880 27,301

Eurodollar
3m†

Sep 96.46 96.47 — 96.47 96.45 96,044 703,360

Eurodollar
3m†

Dec 96.31 96.33 — 96.33 96.25 113,797 667,358

Eurodollar
3m†

Mar 96.18 96.19 �0.01 96.21 96.14 128,804 493,772

Eurodollar
3m†

Jun 95.88 95.87 �0.02 95.91 95.88 96,170 537,271

Eurodollar
3m†

Sep 95.53 95.53 �0.03 95.56 95.48 75,223 414,479

Eurodollar
3m†

Dec 95.16 95.16 �0.02 95.160 95.16 46,188 334,185

Fed Fnds‡ Aug 96.350 96.360 �0.005 96.360 96.350 2,267 26,826
Fed Fnds‡ Sep 96.510 96.510 �0.010 96.520 96.510 4,418 44,140
Fed Fnds‡ Oct 96.610 96.610 �0.010 96.630 96.605 4,217 23,773
Euroyen 3m‡‡ Sep — 99.900 — — — — 284,834
Euroyen 3m‡‡ Dec — 99.860 �0.005 — — — 223,130
Euroyen 3m‡‡ Mar — 99.850 — — — 0 120,124

Market Rates

Aug 1
Over-
night Day

Change
Week Month

One
Month

Three
Months

Six
Months

One
Year

US$ LIBORa 3.90375 �0.062 �0.085 — 3.74000 3.65625 3.66875 3.79813
Euro LIBORo 4.53125 �0.096 �0.009 �0.009 4.50375 4.42738 4.31600 4.21500
£ LIBORa 5.75000 �0.186 �0.500 �0.042 5.24750 5.25000 5.25875 5.39500

{continued)
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Table 2-3 Example of Money Rates Table (continued)

Market Rates

Aug 1
Over-
night Day

Change
Week Month

One
Month

Three
Months

Six
Months

One
Year

Swiss Fr L 3.30333 �0.010 �0.022 �0.060 3.25833 3.18667 3.12500 3.03833
Yen LIBORa 0.06000 �0.001 �0.001 �0.004 0.06813 0.08563 0.09563 0.11000
US$ CDs — — — — 3.55 3.39 3.35 3.50
Euro CDs 4.520 �0.080 �0.010 — 4.470 4.385 4.285 4.175
SDR Int

rates
3.53 — �0.010 �0.030

EONIA 4.51 — �0.060 �0.050
EURONIA 4.5753 — �0.056 �0.054
SONIA 5.8914 — �0.387 �0.247

Sources: *LIFFE. †CME. ‡CBOT. ‡‡TIFFE; Financial Times, August 2, 2001, pp. 22–
23. Other data sources: US & Euro CDs: dealers; SDR int rate: IMF; EONIA: ECB; EURONIA
& SONIA: WMBA.

aLibor rates come from BBA (see www.bba.org.uk) and are fixed at 11 a.m. U.K. time.

portfolios to reflect the investment outlook that the euro-denominated in-
struments presented to them. There was some concern that the euro may
be significantly less inflation-proof than the now departed deutschemark
and that such a concern may generate higher rates, on the one hand, or
greater demand for non-euro (such as Swiss franc) investments, on the
other. Some economists believed that the euro could emerge as a better
long-term reserve asset than either the deutschemark or the French franc.
Accordingly, many investors, including non-Europeans (especially from the
United States and the Far East) were anxious to take up euro positions as
a part of their overall portfolio-diversification efforts. To them, a larger,
more liquid market in euro-denominated securities than existed in the frag-
mented national markets they replaced should be welcome. Moreover, the
European Central Bank (ECB) absorbed all of the reserves of the euro-zone
participating countries (for all EU members, official reserves excluding gold
totaled $370 billion in December 1996. Even after netting euro-zone coun-
tries’ holdings of other member’s currencies, this development could lead
to a condition of excess reserves for the ECB.

What would be done with the surplus? Unless it were returned to the
countries in the form of a cash distribution, the expectation is that the
conservative European Central Bank will hang onto the surplus to provide
a fund to stabilize the euro against the dollar and the yen. Might this mean
a much more active intervention policy on the part of the new central bank,
which would push the euro above its equilibrium level? Any interventionist
activity would, however, also be of great interest to foreign-exchange spec-
ulators who are inclined to take the opposite side of the market from gov-
ernment operators. The euro had to fall almost 25% from its initial value
of $1.17 to $0.86 in September 2000 before the ECB intervened by buying
euro. In fact, the ECB has been quite reluctant to intervene, despite the
large reserves and despite a further decline in the euro in 2001.



International Money and Foreign Exchange Markets 37

Foreign Exchange Markets

Dealing in foreign exchange has become an increasingly important activity
for all international bankers and money market investors. The importance
is due to the continuous increase in world trade and cross-border financial
flows in support of the real economy in a time of high volatility in foreign-
exchange markets. Customers of banks need assistance in managing and
hedging their international cash flows, and banks have long been in the
business of assisting them. In addition, funds flows in support of cross-
border financial investments have increased substantially as a result of
greater appreciation of international investment opportunities and easier
mechanics through which to make them. Investors need to fund these in-
vestments and to hedge them from time to time. Market-making by banks
in foreign exchange has been an essential and profitable service to custom-
ers in both the manufacturing and financial sectors. Finally, banks and
investment banks, and some investment funds—notably hedge funds—have
found dealing for their own accounts to be an attractive source of potential
profits. As in most trading markets, high volume and volatility create an
ideal environment for skillful participants.

Some years ago, government officials, in discussing the foreign
exchange markets, referred to participants as “legitimate” commercial users
versus “speculators,” presumably indicating this group as being something
other than legitimate. This distinction, probably never very useful, is no
longer used as market practices have become better understood. All players
are simply “investors.” Some have mundane reasons for playing, perhaps,
and others have more sophisticated ones. But they cannot be distinguished
in the market, which attracts transactions of whatever kind because of
changing investment conditions.

Increasing Turnover

The large and active foreign-exchange market is like any other “free” mar-
ketplace, except for one important difference: governments, through their
central banks, sometimes intervene to influence exchange rates. Their pur-
chases and sales, especially when there is international coordination, can
make a significant difference in rates and (more important sometimes) in
the expectation for future rates. Most nongovernment players see the gov-
ernment role as placing an artificial limit on price movements in one direc-
tion or another, and thus they attempt to position themselves to benefit
from it. Playing against the governments, in other words, can be extremely
profitable for dealers and investors, and this (during a time of significant
amounts of government intervention) has helped increase the volume of
turnover in the world foreign-exchange markets considerably. As of the end
of April, 2001 (after the consolidation of 12 European currencies into the
euro), average daily foreign exchange turnover was approximately $1.7
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Table 2-4 Net Foreign Exchange Market Turnover ($ billion per day)

March
1986

April
1989

April
1992

April
1995

April
1998

April
2001

United Kingdom 90 187 300 460 637 804
United States 59 129 192 240 350 253
Japan 48 115 128 160 149 147
Singapore — 55 74 102 139 101
Switzerland — 57 68 100 82 71
Hong Kong — 49 61 98 79 69
Germany — — 57 96 94 88
France — 26 35 85 72 48
Australia — 30 30 35 47 52
Canada 9 15 22 28 37 42

Source: International Monetary Fund, Triennial Central Bank Survey of Foreign
Exchange and Derivatives Market Activity, various issues.

trillion. Thus, the foreign exchange market is by far the world’s largest
financial market, as shown in table 2-4.

Market Organization

The foreign exchange market is an informal, over-the-counter market or-
ganized into trading centers around the world. The market has no central
clearinghouse or exchange, and it operates mainly through dealers. Inter-
dealer transactions constitute approximately 75% of all trading in the ma-
jor centers. The dealer market is highly concentrated, with the ten leading
dealers in each major center accounting for roughly 40% of the market.
Dealers sometimes specialize in only a few currencies, although some are
more broadly active. Dealers make markets in a variety of foreign exchange
(forex) products, including spot and forward rates, swaps, and other de-
rivatives.

Although the foreign exchange market is unregulated, central banks
are active participants and are able to keep an eye on the behavior of banks,
to which regulatory controls apply, and other players from their countries.
The leading center for foreign exchange trading is London, mainly because
London is the center of the eurocurrency market and overlaps both the
New York and Tokyo time zones. In 2000, London accounted for about
30% of global forex turnover. The United States accounted for about 19%,
Japan 13%, and Switzerland and Singapore 7% each of 2000 global forex
turnover.

Market Functions

Transactions in the “spot” market reflect simple buying and selling of cur-
rencies for immediate delivery. The spot rates reflect the daily exchange
rates between currencies. Spot rates between various currencies comprise
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“cross rates,” a table of which is published in financial newspapers daily
and is available on screens to market-markers in real time. “Forward” rates
are spot rates plus (or minus) a “premium” that reflects the discount dif-
ferential in interest rates between the currencies for the period involved.
Market-makers will buy and sell forward contracts if they get out of line
with covered interest parity through arbitrage transactions.

Table 2-5 shows dollar spot and forward rates, along with exchange
cross rates for August 1, 2001. In addition to spot and forward rates,
dealers also trade in currency swaps and currency options, futures, and
customized currency derivative securities. We discuss these instruments in
chapter 4.

Beating the System

As noted, dealers—on their own behalf and for the benefit of customers—
often propose forex trading strategies that are intended to take advantage
of the market intervention activities of central banks. Such intervention,
which can be in market purchases of spot and forward contracts or in
futures or options markets, can also involve resetting domestic interest rates
to affect forex rates. Intervention can occur whenever policyholders of one
or more countries are unhappy with the foreign exchange between their
currencies and seek to adjust it. Intervention usually takes place when a
currency is fixed to another. In such systems, the central bank is required
to support its currency when it falls below the stated rate. Intervention can
also occur in the U.S. dollar market, relative to major currencies, such as
the yen or the euro, when such currencies move toward extreme values
relative to the dollar. In recent years, the U.S. government has resisted in-
tervention in order to let market forces work to effect stabilizing changes
in trade flows, even at the “cost” of a weaker or stronger dollar.

During periods of currency intervention, great sums can be invested by
central banks in support mechanisms, and great fortunes can be made by
bold investors who invest heavily against them. Before the introduction of
the euro, 12 European countries fixed their currencies to each other. In
September 1992, the central banks of Britain and Germany spent approx-
imately £50 billion in an unsuccessful attempt to support sterling. A prom-
inent American investor (a hedge fund manager) is thought to have made
profits of $1 billion from the sterling crisis. Many banks and dealers made
large profits as well.

There are principally two trading strategies used by private investors
during such crises. One is to sell the vulnerable currency forward for one
or two months, often against the stronger currency. Large positions must
be taken to make meaningful profits, because even if the weaker currency
is devalued, it may not be by more than a few percent. The investor typi-
cally borrows the weaker currency and buys government securities in the
stronger currency. The investor then enters into a forward contract, which
does not require a cash outlay until the maturity date. When the contract
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Table 2-5 Dollar Spot, Forward, and Cross Rates against the Dollar

Aug. 1, 2001
Closing

Mid-point
Change
on Day

Bid/offer
Spread

Day’s Mid

High Low

One Month

Rate %PA

Three Months

Rate %PA

One Year

Rate %PA
J. P. Morgan

Index

Dollar Spot Forward Against The Dollar
Europe
Austria* (Sch) 15.6554 �0.0716 509–598 15.7027 15.5836 15.6657 �0.8 15.6871 �0.8 15.7176 �0.4 99.4
Belgium* (BFr) 45.8956 �0.2098 825–086 46.0340 45.6850 45.9257 �0.8 45.9882 �0.8 46.0778 �0.4 98.9
Denmark (DKr) 8.4746 �0.0392 720–772 8.5005 8.4378 8.4834 �1.2 8.5001 �1.2 8.5434 �0.8 100.6
Finland* (FM) 6.7646 �0.0309 627–665 6.7850 6.7336 6.7691 �0.8 6.7782 �0.8 6.7914 �0.4 76.9
France* (FFr) 7.4630 �0.0341 608–651 7.4855 7.4287 7.4679 �0.8 7.478 �0.8 7.4927 �0.4 100.1
Germany* (DM) 2.2252 �0.0102 246–258 2.2319 2.2150 2.2267 �0.8 2.2297 �0.8 2.234 �0.4 97.6
Greece* (Dr) 387.679 �1.7720 568–789 388.850 385.900 387.933 �0.8 388.461 �0.8 389.218 �0.4 56.9
Ireland* (I£) 1.1161 �0.0051 157–164 1.1212 1.1127 1.1154 �0.8 1.1138 0.8 1.1117 0.4 —
Italy* (L) 2202.94 �10.0700 231–356 2209.60 2192.83 2204.38 �0.8 2207.39 �0.8 2211.68 �0.4 72.0
Luxembourg* (LFr) 45.8956 �0.2098 825–086 46.0340 45.6850 45.9257 �0.8 45.9882 �0.8 46.0778 �0.4 98.9
Netherlands* (FI) 2.5072 �0.0115 065–079 2.5148 2.4957 2.5089 �0.8 2.5123 �0.8 2.5171 �0.4 97.6
Norway (NKr) 9.1075 �0.0308 015–135 9.1199 9.0580 9.1352 �3.7 9.1934 �3.8 9.428 �3.5 94.3
Portugal* (Es) 228.093 �1.0420 028–158 228.780 227.050 228.242 �0.8 228.553 �0.8 228.998 �0.4 89.7
Spain* (Pta) 189.301 �0.8650 247–355 189.870 188.430 189.425 �0.8 189.683 �0.8 190.052 �0.4 73.1
Sweden (SKr) 10.5717 �0.0552 636–798 10.5800 10.5320 10.5777 �0.7 10.5932 �0.8 10.6512 �0.8 74.3
Switzerland (SFr) 1.7172 �0.0102 160–184 1.7262 1.7104 1.7165 0.5 1.7152 0.5 1.7039 0.8 108.4
Turkey (Lira) 1329500 �250 000–000 1342000 1315010 — — — — — — —
U.K. (£) 1.4320 �0.0068 318–322 1.4329 1.4253 1.4302 1.5 1.4264 1.6 1.4111 1.5 106.0
Euro (i) 0.8790 �0.0040 787–792 0.8831 0.8762 0.8784 0.8 0.8772 0.8 0.8756 0.4 —
Special drawing

right (SDR)
— 0.79320 — — — — — — — — — — —
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Americas
Argentina (Peso) 0.9997 — 996–997 0.9997 0.9995 — — — — — — —
Brazil (R$) 2.4920 �0.0645 910–930 2.5010 2.4780 — — — — — — —
Canada (C$) 1.5370 �0.0086 369–371 1.5376 1.5331 1.5377 �0.5 1.5392 �0.6 1.5447 �0.5 79.4
Mexico (New Peso) 9.2000 �0.0600 950–050 9.2070 9.1950 9.2505 �6.6 9.371 �7.4 10.015 �8.9 —
U.S. ($) — — — — — — — — — — — 121.2

Pacific/Middle East/Africa
Australia (A$) 1.9397 �0.0317 395–399 1.9681 1.9335 — — — — — — 71.1
Hong Kong (HK$) 7.7997 — 996–997 7.7997 7.7995 7.799 0.1 7.7988 0.0 7.8014 0.0 —
India (Rs) 47.1100 �0.0200 600–600 47.1600 47.0600 47.2863 �4.5 47.668 �4.7 49.4025 �4.9 —
Indonesia (Rupiah) 9625.00 �125.00 000–000 9650.00 9400.00 — — — — — — —
Israel (Shk) 4.2140 �0.0020 090–190 4.2190 4.2090 — — — — — — —
Japan (¥) 124.755 �0.1300 730–780 125.210 124.480 124.35 3.9 123.61 3.7 120.235 3.6 138.5
Malaysia† (M$) 3.8000 — 000–000 3.8000 3.8000 — — — — — — —
New Zealand (NZ$) 2.4053 �0.0269 038–067 2.4266 2.3981 — — — — — — —
Philippines (Peso) 53.7500 �0.2000 500–500 53.8500 53.6500 54.055 �6.8 54.646 �6.7 58.005 �7.9 —
Saudi Arabia (SR) 3.7504 — 502–506 3.7506 3.7502 3.7508 �0.1 3.7513 �0.1 3.7546 �0.1 —
Singapore (S$) 1.8037 �0.0018 032–042 1.8068 1.0821 1.8026 0.7 1.7986 1.1 1.7796 1.3 —
South Africa (R) 8.2476 �0.0202 426–526 8.2716 8.2426 8.2936 �6.7 8.3746 �6.2 8.6921 �5.4 —
South Korea (Won) 12.96.75 �1.2500 600–750 1298.00 1296.00 — — — — — — —
Taiwan (T$) 34.7200 �0.0300 700–700 34.7700 34.6700 34.795 �2.6 34.94 �2.5 35.32 �1.7 —
Thailand (Bt) 45.7200 �0.0200 900–500 45.7700 45.6900 45.87 �3.9 46.29 �5.0 47.545 �4.0 —

(continued)
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Table 2-5 Dollar Spot, Forward, and Cross Rates against the Dollar (continued)

Cross Rates and Derivatives
Aug 1 BFr DKr FFr DM I£ L F.I Nkr Es Pta SKr SFr £ C$ $ ¥ i

Exchange Cross Rates
Belgium* (BFr) 100 18.47 16.26 4.848 1.952 4800 5.463 19.84 497.0 412.5 23.03 3.742 1.522 3.349 2.179 271.8 2.479
Denmark (DKr) 54.16 10 8.806 2.626 1.057 2599 2.958 10.75 269.1 223.4 12.47 2.026 0.824 1.814 1.180 147.2 1.343
France* (FFr) 61.50 11.36 10 2.982 1.201 2952 3.360 12.20 305.6 253.7 14.17 2.301 0.936 2.060 1.340 167.2 1.525
Germany* (DM) 20.63 3.809 3.354 1 0.403 990.0 1.127 4.093 102.5 85.07 4.751 0.772 0.314 0.691 0.449 56.06 0.511
Ireland* (I£) 51.22 9.458 8.329 2.483 1 2459 2.798 10.16 254.6 211.3 11.80 1.917 0.779 1.715 1.116 139.2 1.270
Italy* (L) 2.083 0.385 0.339 0.101 0.041 100 0.114 0.413 10.35 8.593 0.480 0.078 0.032 0.070 0.045 5.663 0.052
Netherlands* (FI) 18.31 3.380 2.977 0.888 0.357 878.6 1 3.633 90.97 75.50 4.217 0.685 0.279 0.613 0.399 49.76 0.454
Norway (NKr) 50.39 9.305 8.194 2.443 0.984 2419 2.753 10 250.4 207.9 11.61 1.885 0.767 1.688 1.098 137.0 1.249
Portugal* (Es) 20.12 3.715 3.272 0.976 0.393 965.8 1.099 3.993 100 82.99 4.635 0.753 0.306 0.674 0.438 54.69 0.499
Spain* (Pta) 24.24 4.477 3.942 1.175 0.473 1164 1.324 4.811 120.5 100 5.585 0.907 0.369 0.812 0.528 65.90 0.601
Sweden (SKr) 43.41 8.016 7.059 2.105 0.848 2084 2.372 8.615 215.8 179.1 10 1.624 0.661 1.454 0.946 118.0 1.076
Switzerland (SFr) 26.73 4.935 4.346 1.296 0.522 1283 1.460 5.304 132.8 110.2 6.156 1 0.407 0.895 0.582 72.65 0.663
U.K. (£) 65.72 12.14 10.69 3.186 1.283 3155 3.590 13.04 326.6 271.1 15.14 2.459 1 2.201 1.432 178.6 1.629
Canada (C$) 29.86 5.514 4.855 1.448 0.583 1433 1.631 5.926 148.4 123.2 6.878 1.117 0.454 1 0.651 81.17 0.740
U.S. ($) 45.89 8.475 7.463 2.225 0.896 2203 2.507 9.108 228.1 189.3 10.57 1.717 0.698 1.537 1 124.8 1.138
Japan (¥) 36.79 6.793 5.982 1.784 0.718 1766 2.010 7.300 182.8 151.7 8.474 1.376 0.560 1.232 0.802 100 0.912
Euro (i) 40.34 7.449 6.560 1.956 0.788 1936 2.204 8.005 200.5 166.4 9.292 1.509 0.614 1.351 0.879 109.7 1

Source: Financial Times, August 2, 2001, p. 23
*EMU member.
†Official rate set by Malaysian government.
‡: Danish kroner, French franc, Norwegian kroner, and Swedish kronor per 10; Belgian franc, yen, escudo, lira, and peseta per 100.
Note: The WM/Reuters rate for the valuation of capital assets is 3.80 MYR/USD. Bid/offer spreads in the dollar spot table show only the last three decimal

places. U.K., Ireland, & Euro are quoted in U.S. currency. J. P. Morgan nominal indices as of Sep 31: Base average 1990 Bid, offer, mid spot rates and forward
rates in both this and the pound table are derived from THE WM/REUTERS 4pm (London time) CLOSING SPOT and FORWARD RATE services. Some values
are rounded by the F.T. The exchange rates printed in this table are also available on the internet at http://www.FT.com.
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comes due, the investor buys the weaker currency in the spot market at a
new, hopefully lower, price. The investor delivers the weaker currency and
receives the stronger one. A large gain could occur if, say, sterling depre-
ciates relative to the euro by 5–10% over a three-week period. The costs
of the position are principally the costs of borrowing sterling at a high
interest rate (the burden of the weaker currency) minus interest income
from, say, German treasury bills; denominated in euro, which could carry
relatively low interest rates during such a currency crisis, plus transaction
and margin costs. If the investor bets right, there is an ample margin to
fund the interest differential and transaction costs, but if sterling manages
to resist depreciation, the investor’s loss will be limited to the interest dif-
ferential. Once the crisis is past, however, sterling might rally relative to
the euro, so that it will be important to be flexible enough to get out of
the position on a timely basis.

Another strategy is to establish interest rate positions in the weak cur-
rency (e.g., through purchases of bonds or through forwards or futures
contracts) once a currency crisis has begun. Here the investor expects in-
terest rates in the weaker currency, pushed up during the effort to prevent
depreciation, to drop sharply, thus causing a corresponding increase in
bond values. The value of the bonds the investor bought at the beginning
of the crisis is expected to increase.

The two strategies are different and involve different risks. To make
money, however, both depend on the weaker currency actually depreciating.
Other strategies that bet on the weaker currency surviving the crisis un-
changed are also possible. Such a strategy, for example, could involve bor-
rowing euros (at relatively low rates) to buy U.K. treasury bills at relatively
high rates.

Effects of the Euro on Foreign Exchange Markets

The introduction of the euro in 1999 has greatly lowered the need for
foreign exchange trading. Some of the lost revenue is regained by an in-
creased volume of trading in euros against other currencies—those of other
European countries and the rest of the world, especially the dollar and the
yen. Other costs will be incurred to introduce and maintain the euro, and
it will be a while before we know how these costs and benefits balance out.
Meanwhile, other market effects have already been felt that suggest that
the overall foreign exchange market has shrunk significantly because of the
euro.

Indeed, the Bank for International Settlements (BIS) reported as early
as 1997 that implied exchange rates calculated out to ten years forward,
based on yields on interest-rate swaps, indicated that the currencies of a
number of European countries were expected to be stable against the DM,
pending the 1999 launch of the euro. It also reported that the volatility of
many intra-European exchange rates declined significantly during 1996—



44 Global Debt and Equity Markets

the implied volatility in the French franc/DM averaged 2% in 1996, com-
pared with 7% in April 1995—and foreign exchange volume diminished
somewhat as a result. These factors suggested to the BIS that approximately
10% of the foreign exchange market (based on its 1995 survey of foreign
exchange trading in 26 countries) could disappear with the advent of the
euro. In fact, the market shrinkage was even larger and had several effects
on market participants.

First, foreign exchange trading opportunities for banks, already
squeezed by reduced volatility and efficiency-enhancing developments like
electronic trading, were reduced further, driving some traders and market-
makers into new markets or out of the business. This significantly increased
competition for smaller market players in individual countries (like Bel-
gium), which had the local market largely to themselves before the intro-
duction of the euro.

Second, dealers were driven to expand their business in riskier, or
higher-margin, areas, such as trading derivatives or trading the euro against
emerging market currencies. This, too, was disadvantageous to smaller, na-
tional players without the necessary experience or an adequate interna-
tional infrastructure. The BIS estimated that such displaced business might
represent over one-third of the volume of the intra-European trading that
disappeared with the euro.

Currency trading between the prospective euro-zone had already con-
tracted from 13% to 6% of global foreign exchange turnover between
1995 and 1998. According to the BIS, the dollar remained the dominant
vehicle currency in international finance, appearing in 94% of all global
currency transactions in spot and forward foreign exchange contracts.
The euro was being used in about half of all foreign exchange dealings in
the euro-zone countries, with its future as a transaction currency depend-
ing on its perceived value as a reserve, investment, and reference cur-
rency.

Competing in Money Market and Foreign Exchange Trading

There are a great many competitors in the international money and foreign
exchange markets. Some firms specialize in these activities, but most con-
duct them as a part of a broader commitment to financial market-making.
Commissions are very thin in these high-volume markets, and most firms
make their money from trading.

In money markets in particular, trading success depends on an effective
distribution system through which positions can be bought and sold at
reasonable prices. This usually means being closely in touch with investors,
corporations, and end-users in general. (Nobody gets rich trading only with
market-makers like Citigroup.) It also depends on having good informa-
tion, through sales-force feedback and from contact with other dealers and
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Table 2-6 Foreign Exchange Trading Income of Major U.S. Banksa

1983 1990 1999 2000

Bank of America 102 207 569 524
Bankers Trust 28 425 139 30
Chase Manhattan Bank 117 217
Chemical Bank 40 207
Manufacturers Hanover 27 106
Citibank 274 657
Citigroupb 1,405 1,243
Continental Bank Corp 24 187
First Chicago 36 103
Bank of New York 13 48 137 215
Marine Midland 19 3
J. P. Morgan & Co. 74 309
J. P. Morgan Chase 1,199 1,465
Republic New York Corp. 8 77
Total 762 2,547 3,449 3,477

Source: Annual Reports/10Ks/Call Report Data.
aMillions of dollars exclusive of translation income.
bIncludes translation gains and losses.

issuers. Telecommunications systems have to be as modern as possible to
stay in contact with market players all around the world; indeed, these are
so important that many firms regard their own as “key competitive weap-
ons.”

Foreign exchange trading inevitably means substantial position-taking,
if a dealer expects to make much money. This is a risky and volatile busi-
ness for most dealers, and all ways possible to minimize risk by hedging
and using derivatives and technical trading strategies are utilized. Most of
the larger players are commercial banks, which have a natural competitive
advantage in comparison to nonbank dealers in the daily foreign exchange
order flow from their customers. Being able to trade with customers in large
volumes helps protect the bank’s overall dealer spread (between the buy
and sell rates quoted) and serves to ensure at least a minimal level of prof-
itability. Adding more aggressive trading for the bank’s own account, in
which large speculative positions are taken, can boost trading revenues
considerably. Table 2-6 shows the foreign exchange trading income of sev-
eral major U.S. banks from 1983 through 2000.

Consultants and other experts who offer services predicting market
behavior, or access to “inside thinking” on the part of government officials,
make a good living, but there is little evidence that they know any more
than the market reveals in the price of the instruments and contracts. Tech-
nical trading strategies can be successful, but like all trading, success seems
mainly to depend on discipline, courage, capital, technical skills, and ex-
perience. Most market-makers would also add that good luck plays a major
role in successful trading. Most of their supervisors would add that effective
internal control procedures are no less essential.
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Summary

International money and foreign exchange markets have expanded rapidly
since the early 1980s, as market liquidity has increased by the removal of
capital controls and the encouragement of cross-border investment flows.
Increased interest rate and foreign exchange volatility has also made these
markets more active. A full array of international money market instru-
ments, closely comparable to the United States, now exists. Linkages
through swaps and foreign exchange contracts have served to integrate
money markets in the world’s major countries. The success of ECP and
EMTNs has caused many governments to adopt similar instruments in their
own domestic markets.

The story of euronote programs and eurocommercial paper is one of
rapid change at all levels. The competitive structure of the market has un-
dergone substantial modification with bargaining power tending to shift
away from borrowers to investors. In the early days, top and lesser-quality
names alike benefited from the intense competition among banks that re-
sulted from deregulation and disintermediation. They profited as well from
a lack of investor sophistication. Today, most corporate and institutional
investors have a full understanding of the workings of the market and what
is available to them. And distributive power has been concentrated in the
hands of a few houses, which are more interested in volume and profit-
ability than in the number of dealerships they hold. Gone are the days of
loss-leading for a place in the market. Attention is on courting the investor
base in search of greater diversification of funding.

Other changes have occurred as well. Distribution methods have been
modified to suit new conditions and demands. The use of ratings has in-
creased in the ECP market, with the need for investors to react quickly in
fast-moving markets. The very nature of the instrument has evolved, with
the non-underwritten ECP now predominating over euronote programs.
These changes will continue. as new economic conditions will give rise to
new requirements and new responses. The euronote grew as a substitute
for syndicated loans, floating rate notes in the Eurobond market, and euro
certificates of deposit issued by banks. Its success came in part from the
events shaping the financial world at the time. As increasing globalization
brought increasing competition, so the pace of product innovation has
quickened.

As the euronote market deepened, it became obvious that prime bor-
rowers could dispense with underwritten facilities altogether, thus reducing
costs. ECP provided greater flexibility for borrowers and investors alike. It
offered a faster and more efficient method of placement. These advantages
led to a widening of the investor base and, consequently, further reduced
costs and increased flexibility. Euronote programs and subsequently ECP
have had substantial success. They are perhaps best viewed as a comple-
ment to rather than a replacement for more traditional forms of bank fi-
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nance—an additional financial string to the borrower’s bow, offered as part
of an increasingly efficient international money market.

Foreign exchange market volatility, and government intervention (es-
pecially in the EU during the early 1990s) to prevent it, has provided traders
with many opportunities to make large fortunes. The foreign exchange
market is the world’s largest and most liquid financial market, although
about three-quarters of its turnover is through inter-dealer transactions.
The power of this market is enormous, and even large-scale government
intervention has been ineffective in controlling it. Future government inter-
vention, therefore, may be far less than in the past, with trading opportu-
nities diminished accordingly. The introduction of the euro in 1999 reduces
opportunities even further. Not only have the number of currencies fallen,
but so has the volatility of exchange rates.
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Global Bond Markets

While the international money market provides short-term money, the bond
market provides medium- to long-term financing. In the international
arena, Eurobonds are the principal form of such financing.

Before 1963, the method used to raise long-term capital from inter-
national sources was to float a bond issue in some other country, denom-
inated in the currency of that country and issued in accordance with the
standard procedures of the bond market there, usually at a premium inter-
est rate that reflected the foreign nature of the borrower and/or the possi-
bilities of difficulties in collecting payments due. Such issues have long been
called “foreign bonds.”

Today when foreigners issue dollar-denominated bonds registered with
the U.S. Securities and Exchange Commission (SEC), they are called “Yan-
kee bonds”; those registered with the Japanese Ministry of Finance and
denominated in yen are “Samurai bonds”; those involving sterling issues
in the U.K. are “Bulldog bonds”; and so on. They are all, however, foreign
bonds. Each must comply with the capital market registration and distri-
bution requirements of the country concerned. This usually means publi-
cation of a prospectus in the language of the country, adherence to disclo-
sure and accounting requirements, and adoption of local underwriting and
securities distribution methods.

The total annual volume of foreign bonds averaged only $2.6 billion
during the period from 1964 to 1974. Then, after the removal of U.S.
capital market controls in 1974, volume jumped sharply and averaged
about $16 billion annually for the rest of the 1970s. By the end of the
1980s, foreign bonds, stimulated by the appearance of the Samurai market
in Japan and much greater usage of the Swiss market (the Swiss did not
allow Swiss franc–denominated Eurobonds to be issued), accounted for
about $30 to $40 billion of new issues each year and about twice that
amount just a few years later. Although current volumes are large by for-
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Figure 3-1. Increase in new issues of Eurobonds, 1964–2000 (Source: Thomson Fi-
nancial Securities Data).

eign bond standards, they still represent a relatively small part of the total
international bond market.

The growth of foreign bonds was hampered by a number of disadvan-
tages to issuers and investors alike. International issuers had to meet local
registration disclosure requirements at considerable expense; delays were
usually involved while issuers prepared the necessary documents and trans-
lations or waited for permission to proceed. Underwriting fees and other
expenses of issuance were often high. The effect of these requirements and
practices led issuers to look for other ways to raise funds abroad.

Pioneering Days

By the early 1960s, an alternative form of bond issue had developed, the
“Eurobond,” which minimized these disadvantages while offering inter-
national investors a better selection of currencies, maturities, and familiar
names. The Eurobond market became the preferred international market
for most issuers after 1980. Today this market is far larger than the foreign
bond market (together these two types of bonds—foreign and Euro—are
referred to as “international bonds”) and is comparable in size to the U.S.
investment-grade corporate bond market (see figure 3-1). The combined
U.S. bond market includes U.S. Treasuries, corporate bonds of varying
quality, various forms of collateralized securities, and tax-free municipal
securities (see table 3-1).

Eurobonds originally were fixed-rate, unsecured promissory notes de-
nominated in U.S. dollars that were issued by a corporation or government
entity. They were issued outside the United States and therefore were not
required to be registered with the SEC or any other national securities
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Table 3-1 The Maturing Eurobond Market Volume of New Issues ($ billions)

1996 1997 1998 1999 2000 2001

U.S. Bonds, Total 1,999.7 1,847.8 2,776.1 2,822.1 2,496.2 3,686.6
Corporate (Baa and above) 961.9 1,492.3 2,164.0 2,341.1 2,183.0 2,930.3

International Bonds 612.9 673.1 640.7 933.4 886.3 1,061.3
Eurobonds 515.8 575.5 569.3 859.8 817.0 936.2
Foreign bonds 97.1 97.6 71.4 73.6 69.3 125.1

Source: Thomson Financial Securities Data.

authority. Not being registered with the SEC, however, these bonds could
not be sold in the United States or to U.S. citizens. Instead, they were sold
to non-U.S. residents, principally wealthy individuals and international in-
stitutions who wanted to invest in high-grade U.S. dollar–denominated se-
curities. Investors paid for the bonds by charging a eurodollar deposit ac-
count in a European bank or a European branch of a U.S. bank. As
discussed in chapter 2, the dollar deposits in banks had accumulated out-
side the United States (because of the growing U.S. balance of payments
deficit and regulatory factors) and since most of these were in Europe, they
became known as eurodollar deposit accounts, or “Eurodollars.”

Once Eurodollars came into existence, they had to be invested in loans
or other instruments. Banks sought out Eurodollar borrowers, and soon
the Eurodollar certificate of deposit appeared. It was only a matter of time
before a fixed-rate, medium-term, high-grade instrument denominated in
Eurodollars would appear.

Inspired by U.S. Capital Controls

These were the days of the Breton Woods fixed exchange-rate system in
which the non-Communist world’s currencies were linked to the U.S. dollar
and the dollar was pegged to gold. Countries often defended their exchange
rates by the imposition of foreign exchange and/or capital controls. In
1963, in an attempt to halt the “hemorrhaging” of capital flowing out of
the country (the flows, in fact, were quite modest, and the United States
had plenty of gold), the U.S. administration initiated the “interest equali-
zation tax.” This required foreign borrowers to restore to the U.S. Treasury
any interest-rate benefits they obtained from issuing securities in the United
States. The tax, of course, killed the foreign bond market in the United
States. Later, controls imposed by the Commerce Department’s Office of
Foreign Direct Investment (OFDI) required U.S. companies investing
abroad to raise the money outside of the United States. So a demand by
borrowers—Europeans who could no longer borrow in the United States,
and U.S. companies who now had to borrow outside the United States—
met with a growing supply of funds in the form of eurodollars.
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The First Eurobond

The first Eurobond was a $15 million issue for Autostrade, an Italian toll
road authority guaranteed by an Italian government agency. The issue was
managed in June 1963 by the London firm of S. G. Warburg and was co-
managed by banks in Belgium, Germany, the Netherlands, and Luxem-
bourg. It was underwritten according to the U.S. underwriting system, in
which the issue is announced, syndicated, and marketed for about two
weeks before it is priced (as opposed to the British system in which the
issue is priced, syndicated, and then offered to subscribers, in that order,
with the underwriters liable for the unsubscribed portion of the issue). The
banks could not offer the bonds to the general public (they were not reg-
istered in any of the European countries) but did make them available
“privately” to their investment clients, many of whom had granted discre-
tion over their investments to the banks involved. The bonds were listed
on the Luxembourg Stock Exchange, where the banks and their investors
could check secondary market prices from time to time.

The Autostrade issue became the prototype for many other issues by
various European entities, almost entirely government-related credits. U.S.
investment banks with sales offices throughout Europe became active par-
ticipants in the market, having sharpened their selling skills by distributing
foreign bonds issued in the United States by European governments and
agencies to investors elsewhere in Europe.

Investor Anonymity

U.S. corporate bonds were held in high esteem by European investors, and
when they and their bankers volunteered responsible standards of disclo-
sure and investor protection, these were accepted without question. How-
ever, most of the early investors were wealthy families or privately owned
businesses whose financial affairs were managed by banks in Switzerland,
Luxembourg, Belgium, France, and to some extent in the U.K. Many such
investors were unwilling to purchase U.S. corporate securities, despite their
high regard for the corporation issuing the paper. Their reluctance came
partly from the fact that in the United States issuers were required to with-
hold part of the required interest payments to foreign investors (to ensure
that any U.S. taxes due would be paid). The amount withheld could be
reclaimed by filing a tax return in the United States, but few European
investors were willing to do that. They were also reluctant to purchase
“registered bonds,” which required them to disclose their name and address
to the issuing company. They preferred bonds that were payable to “the
bearer,” which did not require any such disclosure of the identity of the
investor. In the United States, only registered bonds were available. Euro-
bond buyers, however, were concerned that the Internal Revenue Service,
the corporation, or some other entity might someday pass information on
file about them to the tax officials of their home countries and reveal wealth
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or other transactions that the investor was trying to conceal. To attract
these investors, there could be no withholding tax and no registered bonds,
which meant that American companies would have to issue their bonds in
bearer form through subsidiaries in various tax-haven jurisdictions, usually
the Netherlands Antilles, guaranteed by the parent companies. The United
States repealed the withholding tax on interest paid to foreigners in 1984,
thus ending the requirement for issuing Eurobonds through tax haven sub-
sidiaries.

Eurobonds after the Collapse of Bretton Woods

Thus the Eurobond market had an early assist from regulations imposed
by the U.S. government. Exchange controls erected to assist in managing
the balance of payments forced both U.S. and non-U.S. issuers to use the
Eurobond market, despite the fact that interest rates were higher there than
in the United States. The incorporation of issuing subsidiaries outside the
United States enabled corporations to avoid the withholding tax, as a result,
it substantially increased investment demand for the securities, even though
the rates the investors would receive would be below comparable rates
available in the home market.

The pool of eurodollars did not dissipate after the collapse of Bretton
Woods. Owners of dollars were permitted to sell them in the market, trans-
fer them to accounts in New York, or purchase other assets with them.
Many holders of dollars, particularly individuals, retained them in euro-
dollar investments for their tax and secrecy advantages. In the aftermath
of the first oil shock of October 1973, the trade surpluses of the London-
oriented Organization of Petroleum Exporting Countries (OPEC) became
a primary source of Eurodollar balances. The Eurobond market then began
in earnest, as liquidity built up and trading in Eurodollars and other in-
struments increased. These conditions, in turn, began to attract European
and multinational institutional (as opposed to individual) investors to the
market in a significant way.

The Eurobond Boom, 1981–1985

By 1980 institutional participation in the market was at such a high level
that an infrastructure began to develop to support it. Providers of services
such as bond brokerage (arranging for the sale and purchase of bonds
between dealers), “when issued” trading (or “grey market trading”—i.e.,
buying and selling of primary securities before the actual offer date), and
bond market research began to arrive in London like waves of an assault
force. More capital was committed, more traders and salesmen were hired,
and it became important to many banks to be “seen” in the right issues.
Some of this was nonsense, but it expanded the market nevertheless. As
the dollar turned, after tighter monetary policies were introduced in 1979
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and Ronald Reagan was elected president in 1980, from a scorned and
underappreciated currency to a much admired and eventually an over-
valued one, the Eurobond market soared. The dollar became one of the
world’s strongest currencies, and unlike strong currencies in the past,
yielded very high rates of interest, so the demand for Eurobonds rose to a
point where European investors would pay more for a U.S. corporate ob-
ligation than American investors would.

Lower Rates Offered to Issuers

This enthusiasm for Eurobonds was spurred by competition and by the
expectation that total investment profits would include attractive foreign
exchange gains. But it was also greatly influenced by the fact that investors
could buy Eurobonds of top-grade U.S. companies free from withholding
taxes on interest, although they could not buy U.S. Treasury securities on
the same basis. So, high-grade corporates became the substitutes for U.S.
government securities in the eyes of Eurobond investors. In the end, a kind
of competitive bidding between investors to get the top names developed,
and the retail investors, as might be expected, won out—that is, they bid
the highest prices, or the lowest interest yields, for the bonds. So during
the 1981–1985 period, it was quite common for U.S. companies rated AA
and better to borrow 5- to 10-year money in Europe more cheaply than
they could in the United States, and in some cases, more cheaply than the
U.S. Treasury could borrow. This condition resulted in a surge of Eurobond
issues. In 1982, for example, several U.S. investment banks found that they
had sold more corporate bonds at new issue in London than they had in
New York—a fact many firms found hard to believe and few would du-
plicate in the years after 1983.

Participation by Institutions

This feeding frenzy, however, occurred at a time when U.S. real interest
rates and the dollar were rising. Treasury securities were certainly not un-
available in the United States, as the growing fiscal deficit brought the gov-
ernment to market more and more often—if not crowding U.S. companies
out, then perhaps nudging them toward Europe. It was not important
whether an issuer was known as a multinational corporation—many com-
panies that were entirely domestic, including some U.S. public utilities and
even savings and loan associations, came in. And the investors began to
include insurance companies from Birmingham, bond funds from Lyon,
pension fund managers in Melbourne, and agricultural cooperatives in
Osaka. Some of these investors had only recently been allowed to invest
overseas by their home governments, which were following patterns of fi-
nancial liberalization elsewhere and dismantling overseas investment re-
strictions. These institutions were increasingly interested in secondary mar-
ket liquidity and sophisticated trading ideas, neither of which had been
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especially important to the retail customer base, which wanted simple issues
of well-known companies that they could hold until maturity.

During the 1980s, the effort to involve the institutions resulted in much
emphasis on new investment ideas and market making. Bonds with war-
rants to purchase additional bonds, zero coupon bonds, and floating rate
notes appeared at this time. New-issue volume increased, and so did the
size of individual issues, from an average below $100 million in 1983 to
over $200 million by the end of 1992. Market-making, however, was dif-
ficult, in part because of the high volume of aggressively priced new issues
that often were out of line with secondary market price levels, and because
the float in Eurobonds was thin. Although no precise data exist as to the
extent of this participation, certain Swiss banks have estimated that during
the 1980s, 40% to 60% of all Eurobonds ultimately found their way into
Swiss-managed accounts of individuals, where for the most part they were
held until maturity. By contrast, fewer than 5% of U.S. corporate bonds
are ever bought by individuals. During this period, opportunities for hedg-
ing and borrowing bonds for short-selling by market-makers were limited.

The World’s Only Unregulated Capital Market

The Eurobond market is virtually unregulated. However, it is subject to
self-imposed standards of practice. Eurobonds are typically listed on the
London or Luxembourg stock exchange in order to attract investors, and
each stock exchange has its own specific disclosure requirements. The issues
themselves are typically made subject to U.K. law. And the Association of
International Bond Dealers (AIBD), a nongovernmental industry associa-
tion, sets minimum trading standards.

These standards differ from legal requirements. Whereas individual
firms may be regulated by their national authorities, there are no legal
requirements on the part of the issuer or bankers to provide for investor
protection, orderly markets, or courts of law in which to deal with disputes
or abuses. Until 1987, there were no financial regulations that applied to
the market, such as queuing, capital requirements for underwriters, or mar-
gin rules. However, the Financial Services Act, passed by the British Parlia-
ment in 1987, provides for certain capital and other requirements for all
Eurobond market participants using London as a base. Later, there was an
EU directive covering minimum capital requirements for securities dealers
that paralleled the capital adequacy standards adopted for banks, especially
in the area of swaps and other derivative securities (see chapter 13).

Market conduct has been self-regulated and as such has performed
remarkably well. As distinct from normal domestic securities markets, how-
ever, the Eurobond market is substantially a wholesale market in which
sophisticated issuers and investors participate and offenders can only be
punished by rejection. The market is easy to enter as a competitor, and
competition between dealers has always been sharp. Frequent issuers shop
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around for the lowest rates; banks will often deliberately take losses on
deals to show their importance as an underwriter in published “league”
tables, or they will stuff poorly priced deals into passive customer accounts
to get rid of them. As long as the client has other concerns, like staying
ahead of the taxman, complaints about a little underperformance are likely
to be few. Risk-taking and new product innovation, and quick copying,
has been as well developed in the Euromarket as anywhere in the world.
To make money in this market, a substantial commitment of talent and
capital is needed. Thus it has tended to be dominated by about 25 primary
players who have set the rules and procedures that the market must follow.
The market as a whole has a practical bent. Emphasis has always been on
doing what works in a manner that will permit doing it again. Eventually,
large U.S. institutional investors have found the Eurobond market attractive
as a source of non-dollar investments and arbitrage opportunities to buy
securities at larger yield spreads over treasuries than what is available in
the U.S. market for comparable securities (or vice versa).

The absence of regulation, the lack of barriers to competition, and the
variety of players have made the Eurobond market a hothouse for inno-
vation. Many of the best ideas to influence the U.S. bond markets had their
origin in the Eurobond market: the “bought deal,” the zero coupon bond,
the floating-rate note, currency option bonds, bonds with swaps, and con-
vertible put bonds are just some of the successful innovations in Europe
that have been copied in New York. The Section 415 underwriting rules
introduced by the SEC in 1984, which provide virtually immediate access
by companies to the U.S. bond market (which permitted the bought deal
to be imported into the United States) is also a result of imported inno-
vation that led to significant domestic deregulation. Similar rule revisions
have occurred in other countries, especially Japan, which has imported al-
most all of its new capital market products during the past 20 years or so.

The Market Matures

These new investors included European pension and insurance funds of
U.S. and other companies, bank trust departments, investment companies,
supranational financial institutions such as the World Bank and central
banks of various countries, and increasingly, after 1973, Middle East funds
managed by Western financial institutions. After the election of Margaret
Thatcher in 1979 and the removal of British exchange controls soon
thereafter, U.K. investors also began to enter the market, although modestly
at first.

Although Eurodollar bond issues have been floated throughout the past
40 years during times of both a strong and a weak dollar, the bulk of
market activity has remained in dollars, even during times when the cur-
rency has been weak. The foreign exchange situation has always had a
significant effect on the Eurobond market, which is, of course, not the case
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Figure 3-2. Issuing activity in the bond market (straight fixed-rate issues, on an an-
nounced basis) and the U.S. dollar effective exchange rate (Source: Bank of England
and the Bank for International Settlements).

in the U.S. domestic bond market. Figure 3-2 shows how the market for
non-dollar issues increases during periods of a weak dollar—as best dem-
onstrated in 1991, when fewer than 40% of all new Eurobond issues were
denominated in U.S. dollars.

The Eurobond market began to broaden during the late 1980s, as glob-
ally oriented institutions began to participate more actively, especially in
the non-dollar sector. These institutions were capable of bond arbitrage,
using options and futures to hedge positions and managing portfolios ac-
cording to the latest techniques. In addition, they were offered an increasing
supply of interesting and relatively liquid investment opportunities in DM,
yen, ECUs, and other non-dollar instruments. The Eurobond market, noted
the Institutional Investor in a December 1993 article commemorating its
thirtieth year, is “maturing into a more efficient, forthright citizen of the
globe. What the first dealers knew as an offshore dollar market with a
retail investor base of tax-dodging Continental coupon clippers is now
something else altogether. [Dealers] . . . think in terms of world-wide capital
flows, powerful institutional investors and a broader mix of borrowers than
exists in any domestic market.”

Eurobond Issuers

Eurobond issuers represent a vast variety of different governmental and
corporate organizations, from all over the world, which find capital-raising
opportunities in this market to be superior, or supplementary, to markets
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at home. Supranational institutions (such as the World Bank and entities
of the European Union) are frequent borrowers, as are agencies of Euro-
pean, Asian, Australasian, Latin American, and other governments. Large
banks have used the floating-rate note (FRN) market, which accounts for
about 40% of all new issues, to fund their own lending books or for swaps.
FRNs pay a rate tied to the London Interbank Offered Rate, (LIBOR) and
are repriced every three months or so, in order to allow the notes to trade
at par. Industrial corporations and their captive finance subsidiaries are also
active borrowers.

Bonds are issued in fixed-and floating-rate form, in a variety of cur-
rencies, often accompanied by interest rate or currency swaps. Maturities
tend to be less than 10 years, averaging around 5 to 6 years. Most bonds
are offered in “plain vanilla” form—that is, with no early call provisions
and no sinking funds. Bonds with special features, called “bells and whis-
tles,” are less frequent but do appear in force when market conditions are
ripe. Most bonds are rated by Moody’s and Standard and Poor’s, even those
issued by non-U.S. companies and governments.

Tables 3-2 and 3-3 show the volume of Eurobonds in 2000, broken
down by types of securities and country of issuance and by currency of
issuance, respectively.

The Financial Times of London on April 2, 2001, listed more than 29
bonds in its daily “New International Bond Issues” table, including issues
in 11 different currencies; see table 3-4.

Japanese companies were among the heaviest Eurobond issuers. They
faced a highly regulated and expensive corporate bond market in Tokyo
and, as a result, made heavier use of the Euromarket than their domestic
alternative. During the period 1984–1990, Japanese corporations floated
issues of straight and convertible bonds, along with bonds with equity pur-
chase warrants, in the Eurobond market totaling ¥62.6 trillion (approxi-
mately $500 billion), as compared to issues totaling ¥54 trillion in the
Tokyo market. Japanese companies were attracted by convertible deben-
tures and issues of debt with stock purchase warrants that enabled them
to either “repay” the debt in the future when the investors convert the
debentures or exercise their options to acquire more shares by turning in
their bonds. While Japanese stock prices were high and rising, this method
of financing was thought to be too good to resist; however, after the fall
of the Japanese equity market beginning in December 1989, the repayments
had to be made in cash because the share prices were too low for the bonds
to be converted. Nevertheless, some companies still found this method of
financing attractive well into the 1990s.

Japanese corporations were able to avoid restrictions in the Tokyo mar-
ket by issuing securities abroad—often at lower cost than in Tokyo—
through Japanese securities firms in London. In turn, these firms sold all
or most of the securities to Japanese investors in Tokyo. Because of this
recycling capacity, many Japanese companies avoided using the Japanese
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Table 3-2 Country versus Type of Security, Eurobond New Issues, 2000

All Issues

Amount
(US$ B)

No. of
Issues

Straight Bonds

Amount
(US$ B)

No. of
Issues

Floating Rate Notes

Amount
(US$ B)

No. of
Issues

Equity Related
Convertibles

Amount
(US$ B)

No. of
Issues

Equity Warrants

Amount
(US$ B)

No. of
Issues

United States 94.0 407 79.5 349 14.5 58
Supra/Multinat’l 91.9 494 54.7 340 36.3 149 0.9 5
United Kingdom 68.9 302 29.8 160 36.5 136 2.4 5 0.2 1.0
Netherlands 34.0 212 26.0 174 8.0 38
Germany 27.7 211 18.8 172 8.9 39
Sweden 18.4 109 8.2 61 8.7 43 1.5 5
France 17.6 98 13.4 76 4.2 22
Australia 16.1 147 6.2 96 9.1 47 0.8 4
Finland 8.9 40 7.3 30 1.6 10
Argentina 8.8 31 8.7 30 0.1 1
Canada 7.3 43 3.2 26 3.8 16 0.3 1
Brazil 7.2 34 7.2 34
Austria 6.4 45 5.2 37 1.2 8
Italy 5.8 27 4.0 18 1.8 9
Japan 4.8 33 4.6 23 0.2 10
Norway 4.3 35 2.3 25 2.0 10
Mexico 3.7 8 3.7 8
Denmark 3.4 26 2.2 21 1.2 5
Spain 2.5 14 1.1 5 1.4 9
Belgium 2.2 16 2.0 14 0.2 2
Switzerland 2.1 8 0.6 6 0.5 1 1.0 1
Others 43.4 238 31.8 144 9.1 86 2.1 7 0.4 1

Total 479.4 2578 320.5 1849 149.3 699 9.0 28 0.6 2

Source: Thomson Financial Securities Data.
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Table 3-3 Currency versus Type of Security, Eurobonds/International Issues through December 31, 2000

All Issues

Amount
(US$ B)

No. of
Issues

Straight Bonds

Amount
(US$ B)

No. of
Issues

Floating Rate Notes

Amount
(US$ B)

No. of
Issues

Equity Related
Convertibles

Amount
(US$ B)

No. of
Issues

Equity Warrants

Amount
(US$ B)

No. of
Issues

Euro 474.2 1540 242.5 718 223.5 780 7.6 39 0.6 3
US $a 189.8 792 96.0 385 87.3 393 5.8 12 0.7 2
Pound Sterlingb 108.6 606 74.8 410 33.7 195 0.1 1
Japanese Yenc 74.3 420 67.3 365 5.2 45 1.8 10
Swiss Franc 21.8 170 18.9 145 2.8 23 0.1 2
Hong Kong $ 8.6 272 7.6 247 1.0 25
Australian $ 2.9 39 1.8 22 1.0 14 0.1 2 0.0 1
Polish Zloty 2.1 70 2.0 69 0.1 1
New Zealand $ 1.3 20 1.3 20
Czech Koruna 1.3 47 1.2 45 0.1 2
South African Rand 1.3 47 1.3 47
Swedish Krona 1.1 13 0.9 9 0.2 4
Canadian $ 0.8 11 0.5 10 0.3 1
Danish Krone 0.4 8 0.4 8
Other 8.3 69 8.3 69

Total 896.8 4124 524.8 2569 355.2 1483 15.4 65 1.4 7

a. Including Yankee issues.
b. Including Bulldogs.
c. Including Samurai and Shibosai issues.
Source: Thomson Financial Securities Data
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Table 3-4 New International Bond Issues

Borrower
Amount

(m.)
Coupon

(%) Price Maturity
Fees
(%) Spread (bp) Book Runner

U.S. Dollars
Dana Corporation 575 9.00#(I) 100.00 Aug 2001 1.625 �395(Feb11) Deutsche/JP Morgan
Wells Fargo Financial 600 5.875#(I) 99.953 Aug 2008 undiscl �105(May08) Banc One/BNPP/Merrill

Euros
Lusitano Glbl CDO 1, A1(b)‡ 350 (b1,I) 100.00 Dec 2015 0.25 — Deutsche/Merrill
Lusitano Glbl CDO 1, A2(b)‡ 623.8 (b2,I) 100.00 Dec 2015 0.25 — Deutsche/Merrill
Dana Corporation(a) 200 9.00#(I) 99.186 Aug 2011 1.625 �429(Jul11) Deutsche/JP Morgan
Bayerische Landesbank(c,p) 500 5.25 100.983 Mar 2009 0.12 �33(33⁄4Jan09) BayerLB & 11 others

Sterling
Lloyds TSB Bank plc(d.S) 250 6.50 103.609 Undated 0.625 �135(Dec28) ABN Amro/UBS Warburg
Abbey National plc(g1,S) 100 7.50 107.872 Undated 0.625 �145(Dec15) Morgan Stanley
Abbey National plc(g2,S) 100 7.125(I) 109.744 Undated 0.625 �145(Dec28) Morgan Stanley

Danish Kroner
GECC 550 4.75(s) 100.00 Oct 2002 0.05 — Dresdner KW
GECC 600 4.80(s) 100.00 Feb 2003 0.05 — Dresdner KW

Swedish Kroner
GECC 300 4.85(s) 100.00 Feb 2003 0.05 — Dresdner KW

Source: Financial Times, August 2, 2001, p. 23.
Note: Final terms, noncallable unless stated. Yield spread (over relevant government bond) at launch supplied by lead manager.
‡ Floating-rate note. #Semi-annual coupon. R: fixed reoffer price; fees shown at reoffer level.
(a) Makewhole call at govts �35bp.
(b) Backed by Portuguese domestic bonds and credit default swaps originated by BESI. (b1) Av life: 1.36 years, 3-mth Euribor �25bp. (b2) Av life: 4.04 yrs.

3-mth Euribor �45bp. (b3) Also: Classes B of i42.3m and C of i25.2m. (c) Fungible with i1bn. Plus 146 days accrued. (d) Fungible with £200m. Plus 37 days
accrued. Callable on 16/7/29 and every 5 yrs at par. If not called coupon steps to 5yr gilt �278bp. (e) Spreads relate to German govt bonds. (g1) fungible with
£325m. Plus 312 days accrued. Callable on 28/9/15 and every 5 yrs at par. If not called coupon steps to 5yr gilt �340bp. (g2) Fungible with £175m. Plus 312 days
accrued. Callable on 30/9/15 and every 5 yrs at par. If not called coupon steps to 5 yr gilt �340bp. (I) Long 1st coupon. (p) Oeffentliche Pfandbriefe. (s) Short 1st
coupon. (S) subordinated.
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capital market altogether. This has brought considerable pressure on Jap-
anese government officials to further deregulate new issues procedures to
reattract Japanese issuers.

Eurobond Investors

The Eurobond market today is broad and complex, with various different
and changing components that tend to be defined by investor types or their
location.

Retail Investors

The term “retail investor” means a private individual who usually entrusts
his money to a bank that invests it for him, according to some general
instructions. The typical retail investor in Europe used to be described by
the market as a “Belgian dentist”—that is, a middle-class European pro-
fessional who had been able to move some money for investment outside
of his or her home country. He or she would invest in round lots of 100
bonds through a bank in Switzerland or other tax havens in which a private
account is maintained. Such accounts often can be maintained with very
high degrees of secrecy, and therefore they are attractive to various types
of individuals and corporations seeking to hide funds from the eyes of
others. Retail investors have grown to include wealthy individuals from all
over the world whose money is invested for them anonymously by banks
in Europe. Some of these clients have included well-known if notorious
figures, such as the former shah of Iran, Mr. and Mrs. Ferdinand Marcos,
Panamanian General Manuel Noriega, Nigerian strongman Sadi Abacha,
and Congolese dictator Mobuto Sese Seko. Swiss banks are the best-known
and largest institutions managing offshore investment accounts, although
they have their equivalents in all the other European countries. They
charged relatively high fees for their services and did not have an outstand-
ing reputation for investment performance, since their true function is to
preserve capital and confidentiality.

Retail portfolio managers have a strong preference for “household”
issuer names because their cautious and risk-averse customers insist on
dealing only with well-known companies or governments. The portfolio
managers do have more than a little discretion in handling their customers’
accounts, however, and, accordingly, they also participate in the occasional
special or less well known situation, especially if the issue is being managed
by the bank.

Wealthy Japanese individuals likewise became bond market partici-
pants, particularly in zero-coupon issues where—under the Japanese tax
code—they did not have to pay taxes on the imputed interest. Japanese
demand for zero-coupon Eurobonds became so strong that the Japanese
Ministry of Finance imposed a regulation restricting the percentage of any
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issue that could be sold into Japan. Japanese individuals invest in Euro-
bonds mainly through Japanese securities firms, whose role in the Euro-
market expanded, reflecting the strong demand for Eurobonds of all types
in Japan during the 1980s.

Institutional Investors

The institutional sector of the Eurobond market is not too different from
its counterpart in the United States. London has long been a center for
professional money managers, who, for example, manage corporate and
other pension funds, mutual funds, and private wealth. Other European
financial institutions, such as the European Investment Bank and other EU
entities, central banks, insurance companies, banks (including foreign
banks without an active customer base in Europe which needs to acquire
its lending opportunities in the market), a growing array of European and
American mutual funds, and corporations with excess cash have a trading
and performance orientation that is similar (though not quite so intensive)
to that of the U.S. market. In the late 1980s, large Japanese insurance
companies, trust banks, and other institutions began to participate in the
market for the first time. Because of the large amount of funds available
for investment and the Japanese practice of acting more or less in the same
way at the same time, Japanese institutions had a very large effect on the
market over the past 10 years.

Investor Bias

On the whole, both institutional and individual investors have a heavy bias
in favor of the better-quality names and for shorter maturities. They fear
defaults, because they do not wish to expose themselves to seek recovery
in bankruptcy proceedings. There have been times when a Baa-rated Eu-
robond issue has done well but, as compared to the United States this
became a much less frequent occurrence. Still, there were some who pre-
dicted that with the right sales effort, a Euro junk bond market might
emerge, which it eventually did.

New Issue Procedures

In the United States, securities issues must be filed with the SEC, which
must declare issues “effective” before they can be sold to the public. To be
declared effective, issues must meet disclosure and procedural requirements.
In the past, the SEC would routinely take a few weeks to review filings
placed with it. Today, as a consequence of SEC Rule 415, many companies
can file “shelf” registration statements that, when effective, will provide an
issuer with the means to come to market at any time on very short notice.
Issuers must distribute securities through investment bankers acting as un-
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derwriters who usually (but not always) will syndicate issues with others.
The issue, when ready to be launched, will be priced at a “fixed” (i.e., non-
discountable by the other underwriters) gross underwriting spread that was
established by negotiation between the issuer and the lead underwriter.

Thereafter, the issue will be allocated among underwriters by the lead
underwriter. The underwriters will then commence to sell the issue to in-
vestors, virtually all of whom are experienced institutional investors who
know the secondary market trading levels. By terms of the agreements be-
tween underwriters, all sales to investors must be at the fixed offering price
until such time as the lead underwriter “releases” the issue for free trading
at whatever price the market may then command.

Issues may be brought as “bought deals” in which one or a few un-
derwriters purchase the entire issue (which may or may not subsequently
be syndicated), or they may be done through the more traditional practice
in which the issue is purchased from the company by the entire syndicate
following pricing negotiations. Bought deals may be awarded to the lowest
bidder after a competitive process, or they may be awarded without com-
petition if the issuer likes the proposal made to it and wants to avoid taking
any risk that the market may move against it before the issue is priced.

In the Eurobond market, there are a number of different practices.
There are no requirements for filing an issue with any regulatory bodies
except for the listing requirements of the London or Luxembourg stock
exchange. In earlier years, most issues were “mandated” by a corporation
to a particular lead manager who would form a syndicate, test the market
for a week or two with “road show” visits to principal European cities
with senior officers of the issuer, and then agree on price and gross spread
with the issuer. Today, most issues are bought deals that are mandated to
the underwriter offering the best net cost of funds in the currency that is
ultimately desired by the issuer.

A Eurobond Pricing Example

For example, a company may inform those who ask that it is “thinking
about” raising $500 million with a maturity of five to seven years. It may
actually communicate this message to three or more underwriters to get
their best ideas. Each underwriter will discuss the situation internally to
come up with the most accurate assessment possible of the rate at which
the issue could be completely sold within a day or two. For example, an
issuance of ordinary five-year notes, noncallable with interest payments
only until maturity (these terms are variables as far as the underwriter is
concerned, to be adjusted as necessary to determine the optimal combina-
tion of attractiveness to the issuer and to investors), may be estimated to
sell in the market to knowledgeable investors at, say, an annual yield of
7.25%. The issuer would expect to incur a “cost-of-funds” of a bit more
than that—say, 7.30%—which would include the underwriters’ commis-
sion, or “gross spread.” The annual coupon is a traditional practice in the
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Eurobond market, originally offered in place of semiannual coupons, com-
mon in the United States, as an accommodation to Swiss banks and their
customers who did not like to be bothered with coupon clipping.

With an annual coupon of 7.00%, a bond would provide a cost of
funds to the company of 7.31% at an all-in (including underwriter’s com-
pensation) issue price of 98.74%. If the underwriter can resell the bonds
at a price of 98.98%, its customers will obtain a yield of 7.25%. The
underwriter’s profit is 0.24% (98.98% less 98.74%). This is the way bonds
are priced in the United States; but there the underwriters agree (in writing)
with each other that none will sell at a price other than 98.74% except to
other dealers. Thus the price of 98.74% is “fixed” during the offering pe-
riod, until the lead managers disbands the syndicate formed for the issue.

In the Euromarket, however, “traditional” (but now rapidly fading)
practices required that a gross spread of 17⁄8% would apply to a seven-
year issue such as the example given above. However, this extremely high
level of gross spread was largely fictional to all but the continental Euro-
pean bankers participating as underwriters in the deal. Only these banks
can hope to retain the full spread, because they simply put the bonds into
their clients’ accounts at a price of 100%, with the 17⁄8% difference be-
tween the price at which the banks were able to acquire the bonds being
the bank’s profit. But to maintain the spread of 17⁄8% and still provide a
competitive cost of funds to the issuer (7.31%), the bank must lower the
coupon to 6.85% (which at a price of 98.125% yields 7.31% over five
years).

Private clients or retail investors may be willing to accept a yield of
6.85% on the bonds, but institutions, focusing as they do on secondary
market trading levels and required spreads over treasury securities, would
not. In traditionally priced Eurobonds, underwriters are unable to sell
bonds at 100% to institutions. Their clients will not pay more than 98.37%
for the 6.85% bond (which will yield 7.25%), so they have to discount the
bonds to them. This difference in pricing methods is called a “two-tiered”
pricing structure (see table 3-5), though since 1989, and with rising levels
of secondary market trading volume, most of the major Eurobond issues
have been offered in the American fixed-price manner to effect better in-
stitutional distribution.

The fixed-price offer method essentially takes the pricing structure for
the sale of Eurobonds to institutional investors and locks it into an agree-
ment among underwriters not to sell at any other price so as to preserve
the spread. However, it also eliminates the 0.125% “praecipium,” or spe-
cial portion of the management fee due to the lead manager, and the prac-
tice of charging all the after-market stabilization expenses to the other un-
derwriters, both traditional practices of the Eurobond market that came to
be much disliked. The far more transparent fixed-price method is virtually
identical to the method used to price issues in the U.S. market.

But to win the mandate, the lead underwriter probably has to come
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Table 3-5 Different Eurobond Pricing Methods (%)

Traditional
Pricing Method

for Continental Banks

Fixed-Priced
Offering Method

for Institutional Investors

Annual Coupon 6.850% 7.250%
Gross Spread 1.875% 0.250%

Cost of Funds to Issuer 7.310% 7.310%
Price Bought by Investor 100.000% 100.000%
Yield to Retail Investor 6.850% —
Gross Underwriter’s Profit 1.875% 0.250%
Discount to Institutional Investors (1.625%) —

Yield to Institutional Investors 7.250% 7.250%
Net Underwriter’s Profit 0.250% 0.250%

Note: Both methods produce the same cost of funds to the issuer (7.31%), and the same
yield to the institutional investors (7.25%) at a net profit to the underwriter of 0.25%. The
artificially large gross spread of 1.875% charged by the Continental bank is applied to a lesser
bond coupon (6.85%) to provide the required cost of funds. Thus, the retail investor pays a
much higher price for the bonds, as compensation to the Continental bank.

up with a rate to the issuer below 7.30% There are several ways this can
be done.

First, an investor somewhere around the world, in Japan or the Middle
East, for example, might be found who was prepared to purchase the bonds
at a lower yield, thereby allowing the underwriter room to lower the cost
of funds to the company. Sometimes before bidding, an underwriter would
spend the preceding night scouring the investors in different time zones to
see if demand can be found at the better price levels. Often, it can.

Second, the underwriter may find a way to create a synthetic dollar
bond using swaps that would cost the company less than 7.30%. Again,
the underwriter must scan the world. Is there an opportunity to issue bonds
in, say, Australian dollars and simultaneously enter into a US$/Australian$
currency swap to obtain a lower cost of funds? There are many possibilities
on any given day, and many must be checked out in detail. The underwriter
could also decide to purchase the bond from the company at an aggressive
rate, say at break-even, or 7.25% because he or she is convinced that in-
terest rates will decline and will be “bailed out” by the rising market, an
event that is certainly not assured. Finally, the underwriter may decide to
offer to purchase the bonds at an even lower rate, say below 7.25%, be-
cause of an opportunity to use it in connection with a favorably priced
swap transaction or simply as a means to buy market share.

Syndication and Underwriting Risk Management

Once an issuer selects one of the available offers, it will usually confirm
and accept the terms proposed on the telephone. If so, the transaction be-
comes a “bought deal”—the underwriter has agreed to purchase the issue
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outright. There are no outs for syndication, investigation into the issuer’s
business, documentation, or market changes. The underwriter owns the
entire issue, period. In other cases, the issuer will only mandate an under-
writer to proceed with the transaction, usually subject to a rather precise
understanding as to when the issue will be priced and underwritten.

Either way, the underwriter’s next step is to arrange for a syndicate of
other underwriters to share the risk. It may be that the issuer has imposed
on the transactions a group of “co-lead managers” of the issuer’s own
selection. Such co-lead managers are functionally the same as “co-
managers” in U.S. transactions—they share in the management fee portion
of the gross spread and appear prominently at the top of the list of under-
writers alongside the “lead manager,” or “book running manager,” in U.S.
terms. A lead manager will usually not propose or initiate the inclusions
of co-lead managers for competitive reasons. It will, however, look for “co-
managers” that are functionally about the same as U.S. “special bracket”
underwriters, which rank just ahead of traditional “major bracket” under-
writers. In Eurobond issues, large numbers of co-managers have become
common, with 8 to 12 not unusual. The lead manager will try to lay off
as much as 90% of the underwriting risk of the issue, keeping about 10%.
Some issues are completely syndicated among the managers, but in most
cases a general underwriting group, representing about 50% of the under-
writing, is invited. If an issue is overpriced (too little yield), the lead man-
ager may not be able to fully syndicate the issue, thus having to increase
its own underwriting by the amount of any shortfall.

Once syndication has begun on an issue and its terms are known, the
issue will appear in the “grey market.” This is an informal, unauthorized,
electronic quotation service that is provided to the market by certain bond
brokers over the Reuters, Bloomberg, and other information networks. On
one or more Reuters’ pages there will appear a list of all of the latest issues
that have been announced, together with a brief summary of their terms
and any recent news concerning syndication. Individual bond brokers will
have their own pages on which they post prices. All market participants
and most institutional investors stay tuned into the grey market pages con-
tinuously to keep abreast of market developments. Before fixed-price issues
became widely in use, the grey market data would include the bond bro-
kers’ indicative bid and offer quotations, expressed in terms of a percentage
discount from the offering price, or in terms of a percent of par value
(100%). These quotations would often show substantial discounts from
the offering price, sometimes greater than the gross underwriting spread.

Co-managers (and other underwriters) finding themselves being allo-
cated bonds in poorly priced issues may decide that they do not want to
retain the market risk of holding the bonds in inventory and therefore elect
to sell the bonds in the market. The easiest market to access is the grey
market. If the issue is tightly priced and the co-manager has no demand
from its customers, the co-manager may call a bond broker to arrange a
sale of bonds on a confidential basis. This way the issuer and the lead
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manager will not be able to know for sure that the co-manager was unable
to sell the bonds allocated to it. The bond broker will then immediately
call the lead manager of the issue and ask it to buy the bonds back at the
grey market price quoted by the broker. If the lead manager wishes to
stabilize the issue around the grey market level, it will purchase the bonds.
Depending on the lead manager’s response, the bond broker may adjust its
quotes. This process can often have the effect of repricing an issue and
causing a substantial portion of the entire issue to be reacquired (frequently
at a loss) by the lead manager.

Such lead manager’s stabilization purchases, in effect, are for its own
account, not for the account of the whole syndicate, because stabilization
losses can only be charged to the syndicate up to the amount of the un-
derwriting commission. This is because in a traditional variable price un-
derwriting, stabilization prices will vary, resulting in profits or losses, which
may be substantial. It becomes difficult for the lead manager to separate
transactions made for its own account—regarding its own bonds—and
those of the syndicate. Accordingly, if more than a minimal amount of
stabilization is to occur, it will be performed by the lead manager acting
on its own and at its own risk.

It is often in the interest of the lead manager to stabilize issues: it
prevents the grey market from collapsing to levels below the full amount
of the gross spread, and it buys time for the marketwide sales effort to take
effect. If the stabilization effort is persuasive, the issue will respond; if not,
it may drop in price, which is most injurious to the manager holding the
largest amount of bonds—usually the lead manager. If the issue is clearly
mispriced, however, the lead manager may be better off to attempt to hedge
the issue as early as possible—for example, by selling treasury bonds or,
alternatively, by selling (“shorting”) a similar Eurobond issued by another
company—and then let the market manage on its own without accumu-
lating additional bonds through stabilization. If the cost of financing the
inventory of bonds is less than the income received on them, some partic-
ipants are willing to carry the unsold bonds for as long as several months,
until they can be sold off at higher prices when opportunities present them-
selves. Sometimes they can only liquidate such positions at a loss—often a
large loss.

Clearly, the risk exposure of a lead manager was considerable under
the grey market–dominated, variable-pricing system. Accordingly, lead
managers experimented with several methods of imposing syndicate “dis-
cipline,” usually without satisfactory results. However, syndicate practice
permitted the lead manager to charge the expenses of the issue, including
some stabilization charges, to underwriter accounts—that is, against the
portion of the gross underwriting spread allocated to each syndicate mem-
ber for agreeing to take on the underwriting risk. Before long, the lead
managers had depleted the entire underwriting fee by stabilization charges,
much to the annoyance of the other underwriters. By the early 1990s, the
fixed-price underwriting method was introduced and became widely ac-
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cepted, ending the wild activities of syndicate members and managers, al-
though the grey market continues to exist and to act as a reality check for
all participants.

Jumbos, Globals, and Private Placements

By the mid-1980s, issues exceeding $1 billion became common in the Eu-
robond market. These were usually floating-rate notes issued by sovereign
governments or large banks, which, because of their size, were called “jum-
bos.” By the late 1980s, some fixed-rate jumbos had appeared, after which
the World Bank issued the first “global” bond issue, in which several sep-
arate markets (the Eurobond, the U.S. public debt market, the Japanese
public market, etc.) were approached simultaneously at the same terms and
rate. The World Bank issue had a “lead coordinator” for the issue and
several different book runners for the respective tranches. The issue was
successful and followed by others like it. One of these was a $5.5 billion
two-part offering of 10-year notes and 30-year bonds by the Republic of
Italy in September 1993. The issues were part of a $10 billion shelf regis-
tration filed with the U.S. SEC in July 1993 to be marketed over the fol-
lowing 10 years. The issues were structured to be acceptable as global
bonds—that is, they were to be tradable around the world, registered in
such countries as required it, and part of a paperless book-entry system
that required the bonds to be registered. The filing of the U.S. registration
statement was followed by a “road show” of Italian government officials
to various U.S. and foreign cities to meet investors. Italy had a long-term
debt rating of A-1 from Moody’s and AA from Standard and Poor’s. As
the road show progressed, market conditions improved and the under-
writers saw considerable demand for the issues building up. The 10-year
issue was priced to yield 0.62% over 10-year U.S. Treasuries, and the 30-
year issue was priced at 0.80% over 30-year Treasuries. These rates were
approximately comparable to those of a high-grade U.S. corporate bond.
U.S. investors accounted for about 40% of the total demand for the bonds.
The rest were sold to Euromarket and Asian investors. This was the largest
global bond issue undertaken to date; its success invited additional issuers,
particularly sovereigns, to try the market.

Various European and Latin American governments also did global,
jumbo issues that were principally targeted to the Eurobond market but
also were offered in other markets. Often the Latin American bonds were
rated below investment grade, but because of economic conditions at the
time, the bonds were well received. Frequently, access to the U.S. market
was provided through private placements (arranged by the lead manager
of the Eurobonds) under SEC Rule 144a, which permitted the sale and
resale of unregistered securities in the United States to certain qualified
institutional buyers.

Because the various bond markets around the world had been subject
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to extensive integration through arbitrage trading and institutional partic-
ipation, the bonds could be sold at the same yield in all the markets, al-
though demand would vary from place to place for a variety of reasons,
including currency, rating, and maturity preferences.

Competition in Eurobond Markets

The many different participants bring many different strengths and other
characteristics to the Eurobond market. Thus many banks, investment
banks, and brokers have had the chance to operate in the market with
certain important competitive advantages. Swiss and certain other Euro-
pean banks traditionally had the advantage of considerable in-house plac-
ing power. They could “encourage” their retail customers to purchase Eu-
robonds, which they brought to the market and for which they could
charge full fees. This placing power naturally drew prospective issuers to
them. U.S., Japanese, and British banks have the advantage of influential
relations with their home-country issuers and with institutional investors.
Other specialized participants appear from time to time—U.S. commercial
banks, for example, have been key participants in floating-rate markets and
in swaps, where they were able to use their large funding base and trading
books to considerable advantage. Japanese banks and securities firms ben-
efited not only by a steady flow of Japanese issuers in the market (many
of which are guaranteed by a Japanese bank) but also by the large appetite
for Eurobonds that occurs from time to time on the part of financial insti-
tutions in Japan.

In the United States, the 10 leading underwriters of corporate bonds
together managed approximately 86% of the total market in 2000, a figure
that has not changed much during the past 10 years. In the Eurobond
market, on the other hand, the top 10 firms accounted for only 65% of
the market in 2000, and the firms comprising the top 10 varied consider-
ably from the rankings of 1999. By almost any method of comparison, the
levels of competition in the Eurobond market are far greater than in the
U.S. bond market (table 3-6).

As markets change to reflect investor preferences—for dollars over
other currencies, for fixed over floating rate, or straight debt over equity-
related-securities—the competitive picture changes, and different institu-
tions emerge as having the greatest comparative advantage. Firms that have
built a strong distribution and trading force and investment banking ca-
pabilities in various different markets will probably do best over the long
run. Certainly, however, the Eurobond market is not one that can be dom-
inated by any single firm, or small group of firms, over any length of time.
The vigorous competitive action of the unregulated, innovation-oriented
market will keep it that way.

All banks and investment banks seeking to compete in the international
market must come to terms with three basic factors: (1) that the new issue
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Table 3-6 Top U.S. Underwriters and Eurobond Lead Managers, 1999 and 2000

Manager

2000

2000
Rank

Amount
(U.S.$B)

Mkt.
Share (%)

1999

1999
Rank

Amount
(U.S.$B)

Mkt.
Share (%)

Top U.S. Underwriters of Debt and Equity
Citigroup 1 181.7 13.9 1 167.5 13.1
Merrill Lynch 2 143.8 11.0 2 150.1 11.7
J.P. Morgan 3 141.1 10.8 6 118.1 9.2
Morgan Stanley 4 134.6 10.3 5 121.7 9.5
Goldman Sachs 5 134.4 10.3 4 131.6 10.3
Crédit Suisse First Boston 6 123.5 9.5 3 138.8 10.8
Lehman Brothers 7 102.7 7.9 7 111.3 8.7
Deutsche Bank 8 54.0 4.1 12 24.4 1.9
Bear Sterns 9 53.9 4.1 8 67.7 5.3
UBS Warburg 10 48.3 3.7 9 54.7 4.3

Total top 10 1,118.0 85.8 1,085.9 84.8
Total industry 1,303.0 100.0 1,280.6 100.0
4-Firm ratio (%) 46.1 43.5
10-firm ratio (%) 85.8 84.8

Top Eurobond Lead Managers
Deutsche Bank 1 66.6 8.9 1 72.6 8.8
UBS Warburg 2 63.4 8.5 2 62.7 7.6
Citigroup 3 53.3 7.2 9 36.4 4.4
Morgan Stanley 4 53.2 7.1 3 60.7 1.3
Merrill Lynch 5 49.9 6.7 6 49.8 6.0
Crédit Suisse First Boston 6 47.2 6.3 4 51.0 6.2
Barclays 7 40.4 5.4 13 31.7
J.P. Morgan 8 38.3 5.1 8 43.2 5.2
ABN AMRO 9 37.1 5.0 7 43.7
BNP Paribas 10 33.1 4.4 5 50.7 6.1

Total top 10 482.5 64.7 513.3 62.2
Total industry 745.4 100.0 825.0 100.0
4-firm ratio (%) 31.7 22.1
10-firm ratio (%) 64.7 45.7

Source: Thomson Financial Securities Data.

business for investment grade bonds has become global; (2) that globali-
zation has made the business extremely competitive and realized under-
writing profits have declined accordingly; and (3) that firms must regard
new issues, secondary market-making and trading, hedging, swaps, and
arbitrage related to bonds all as one integrated business.

That the business has become global is no surprise today. Borrowers,
when discussing possible financings with their bankers, want to know what
is the cheapest way to raise funds from whatever source. A competitor, for
example, who does not operate in the U.S. or Eurodollar bond market, the
Swiss franc market, or Japan will be at a significant disadvantage over to
a firm that is active in all of these markets. Becoming involved in these
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markets entails a substantial threshold of cost, personnel, and supervision,
without which a firm is, in effect, only an occasional participant in the
global debt markets.

The Effect of the Euro on the Eurobond Market

Euro-denominated Eurobonds are now issued by international institutions
such as agencies of the EU and the World Bank, and some major multi-
national corporations whose currency composition is European or global
(e.g., Nestlé, Unilever, and Shell). These are issued free of withholding taxes
and in bearer form, as previous Eurobonds were. They trade in the market
on the basis of the creditworthiness of the issuer and liquidity alone. As
there is no benchmark reference for direct EU obligations denominated in
euros, comparable to Treasury securities in the United States, the market
has had to establish a pricing regime for such issues—for example, by com-
paring the offering yields to currency-swapped U.S. Treasury bonds or
German government bonds. On February 1, 1997 (before the euro itself
officially came into existence), the European Investment Bank (EIB) issued
i1 billion (equivalent to $1.18 billion) of bonds due in 2004. Payment for
the bonds and payments of interest and principal until January were in
ECU, after which time all payments were denominated in euros. The issue,
known in the market as the first “euro-Eurobond” was three times over-
subscribed.

Euromarket trading opportunities—as in other markets in fixed-income
securities—often depend heavily on market volatility. Before the introduc-
tion of the euro, that volatility was affected not only by changing national
market conditions but also by global market linkages and changing foreign
exchange and interest rates in different parts of Europe and the rest of the
world. Many observers (but not all) believe that increasing trading volume
in cash markets and derivatives contributes to a dampening of volatility.
Indeed, the volatility of long-term U.S. government bonds and the dollar-
euro rate declined significantly during the period from the mid-1980s until
the introduction of the euro in January 1999. Particularly in the run-up
period to the euro, when countries were seeking to align their economic
and monetary policies, volatility decreased, but trading volume was still
high as investors made bets on which currencies would be selected to enter
the EMU. The euro, of course, has eliminated all volatility between the
participating countries and now contributes to the overall reduction of Eu-
romarket volatility.

Trading volume also increases when markets are used more extensively
by borrowers and investors of all types. The greater the volume, the more
liquid and efficient the markets, and the tighter the pricing. In such markets,
the easy arbitrage trades (in which the same securities are quoted at differ-
ent prices in different locations) disappear entirely. Many market partici-
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pants have discovered that trading in increasingly efficient markets is not
an easy business. Indeed, much money was lost in Europe (and in the
United States) during 1994, and 1998 bear market years for bonds, by
traders who had open positions instead of fully hedged ones. The traders
had discovered that the cost of hedging consumed all their expected profits,
so they decided instead to bet on their “feel” for how the market would
develop. Getting the feel wrong was certainly an expensive exercise for
many trading firms and, indeed, probably cost the great firm of S. G. War-
burg & Co., the Eurobond pioneer, its independence (Warburg was ac-
quired by UBS).

Will the Eurobond Market Die with
Further Financial Deregulation?

During the past two decades, there has been substantial deregulation of
most of the national capital markets in the OECD countries. This is partly
the result of involuntary “imported deregulation” and partly because of a
desire by financial authorities to upgrade the quality and efficiency of na-
tional capital markets. A question often asked is, Will such deregulation,
if continued, obviate the need for the Euromarket?

This subject has received much attention. Those who believe the Eu-
romarket will wane with the rising importance of deregulated national mar-
kets consider that issuers prefer domestic markets when they are competi-
tive, and that, because of greater secondary market liquidity, international
investors prefer them as well. Those who are doubtful that the Euromarket
is on its last legs believe, to the contrary, that there will always be enough
regulation in most national markets to be able to reward those who attempt
to escape them, and that, in a world of very diverse internationally minded
investors, bargains will be offered from time to time to attract business into
the great unregulated and untaxed arena of international bond and capital
markets.

There is developing evidence, moreover, that the best prices are ob-
tained in markets with the greatest amount of secondary market liquidity.
Different currencies will offer different rates of course, but through cur-
rency swaps, these rates will be arbitraged into parity with the dollar, the
euro, and other preferred currencies. Only the U.S. bond market can at
present offer as much secondary market liquidity as the Eurobond market,
and investors in the United States are increasingly accustomed to investing
in Eurobonds as an adjunct market to (if not an integrated part of) the
U.S. bond market. Thus if current trends continue, it appears likely, that
rising liquidity in national bond markets will result in further integration
with the Euromarket, in which case the borders between the markets may
become very indistinct indeed. The Euromarket, therefore, should continue
as an alternative even to less-regulated national markets.
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Summary

The international bond market has experienced phenomenal growth for
over a quarter of a century, primarily in the Eurobond sector. As an un-
regulated market bringing together from all parts of the world high-quality
issuers with a widely diverse and changing body of investors, the market
is historically unique. The Eurobond houses, based in London but coming
from all corners of the world, compete to offer issuers rapid access to low-
cost funds. Their success has furthered international financial integration
and has contributed to the drive for deregulation. In the future, develop-
ments related to the creation of a common “internal” market by the Eu-
ropean countries that adopt the euro has already caused capital market
activity in Europe to expand greatly. Such increased activity may further
diminish the differences between onshore and offshore debt financing as it
increases the worldwide selection of debt instruments.
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4

Swaps and Derivative
Securities Markets

Few events have stimulated international capital market activity as much
as the development, beginning in the early 1980s, of ‘‘derivative’’ securities.
Derivatives, which include futures, options, and swaps, are contracts whose
values reflect changes in the price of underlying assets (stocks, bonds, or
commodities) traded on exchanges or in over-the-counter markets. Deriv-
atives are used to manage the various risks associated with financial assets
and liabilities, the market values of which can fluctuate widely. Globali-
zation of financial markets has resulted in the spreading of derivatives to
market centers all over the world, and in the extremely rapid growth in
contracts outstanding, which were estimated by the Bank for International
Settlements at the end of 2001 to exceed $86 trillion in ‘‘notional’’ value.
Notional value means the principal amount that is hedged, not the actual
value of the derivative instrument itself, which is far less than the notional
amount.

Derivatives packaged together with cash market securities can create
‘‘synthetic’’ securities with substantially different characteristics than the
original cash market instrument. Thus derivatives are used to alter the in-
vestment characteristics of a security without requiring the security to be
sold and the proceeds reinvested. Derivatives traded on exchanges in the
United States, Europe, and Asia are large-volume, commodity-like instru-
ments that include interest rate and currency futures contracts, as well as
interest rate and currency options (including options on futures contracts).
Derivatives traded in over-the-counter markets include interest rate swaps
(over $59 trillion of notional value outstanding at the end of 2001), cur-
rency swaps ($3.9 trillion notional value outstanding at December 31,
2001), other swap-related derivatives), and a variety of small-volume, cus-
tomized instruments used to hedge interest rate, equity and foreign
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Table 4-1 Financial Derivative Instruments Outstanding

Notional Principal Outstanding
(in billions of U.S. dollars)

Dec. 1998 Dec. 1999 Dec. 2000 Dec. 2001

Exchange-traded instruments 13,931.9 13,521.7 14,302.2 23,717.3
Interest rate futures 8,020.0 7,913.9 7,891.9 9,234.0
Interest rate options 4,623.5 3,755.5 4,734.2 12,492.6
Currency futures 31.7 36.7 74.4 65.6
Currency options 49.2 22.4 21.4 27.4
Stock market index futures 290.7 334.3 393.2 334.0
Stock market index options 916.8 1,458.9 1,187.1 1,563.7

Over-the-counter instruments1,2,3 38,515.0 46,380.0 51,962.0 62,839.0
Interest rate swaps 36,262.0 43,936.0 48,768.0 58,897.0
Currency swaps 2,253.0 2,444.0 3,194.0 3,942.0

Source: BIS Quarterly Review, various issues.
1Data collected by the International Swaps and Derivatives Association (ISDA) only; the

two sides of contracts between ISDA members are reported once only.
2Adjusted for reporting of both currencies; including cross-currency interest rate swaps.
3Caps, collars, floors, and swaptions.

exchange risks (see table 4-1). As a proportion of the international assets
of BIS reporting banks, the notional volume of derivative contracts on in-
terest rates and currencies rose from around 25% in 1986 to nearly 117%
in 2001. Perhaps even more significant, trading in derivatives has in many
instances exceeded that of the underlying cash markets.

This chapter addresses swaps and related derivative instruments, which
can be tailored to reflect almost any interest rate or currency outlook and
create an appropriate risk exposure. Table 4-2 provides definitions of the
most common terms used in connection with derivative instruments.

Swaps

Swaps are over-the-counter instruments involving the exchange of one
stream of payment liability for another. Before 1980, swaps scarcely ex-
isted. By 1985, they were seen to offer great advantage to issuers (and
investors) of debt securities because, with them, a corporation could lower
the cost of financing in bond markets, or an investor could raise the yield
on bond investments, through arbitrage and by exploiting comparative ad-
vantages. Indeed, swaps had become so much a part of the international
financial scene that Eurobond transactions involving swaps (‘‘swap-driven
transactions’’) were responsible at times for more than half of all new is-
sues. Also, since about 1987, banks and other financial intermediaries have
found swaps extremely beneficial in managing the special risks of interest
rate and currency exposures from loan and investment portfolios. Swaps
are enormously accommodating—they enable parties to change their finan-
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Table 4-2 Common Terms in the Derivatives Market

Term Definition

Derivative A financial contract whose value is linked to the return on bonds, stock,
currencies, or some other benchmark. Generally, derivatives fall into
two broad categories—forward-type contracts and option-type con-
tracts—and may be listed on exchanges or traded privately.

Options A contract for which the buyer pays a fee in exchange for the right to
buy or sell a fixed amount of a given financial instrument at a set
price within a specified time. Options are “price-insurance” contracts
because they protect buyers from adverse swings in the price of the
underlying asset. The buyer can never lose more than the price paid
for the option, but the seller’s losses are potentially unlimited.

Cap An option that protects the buyer from a rise in a particular interest
rate above a certain level.

Floor An option that protects the buyer from a decline in a particular interest
rate below a certain level.

Exotic options A wide variety of options with unusual underlying assets or peculiar
terms or conditions. For example, a lookback option confers the ret-
roactive right to buy a given financial instrument at its minimum
price, or sell at its maximum price during a special “lookback pe-
riod.” A compound option is an option such as a put on a call, a call
on a put, a put on a put, or a call on a call.

OTC derivatives Derivative transactions take place “over-the-counter,” or off organized
exchanges, and usually by telephone.

Forward An OTC contract obliging a buyer and a seller to trade at a set price on
a future date are “price-fixing” contracts, because they saddle the
buyer with the same returns as owning the underlying asset. Nor-
mally, no money changes hands until the delivery date; then, the con-
tract is usually settled in cash rather than through exchange of the ac-
tual asset.

Swap A forward-type contract in which two parties agree to exchange streams
of payments over time according to a predetermined rule. In an inter-
est rate swap, one party agrees to pay a fixed interest rate in return
for receiving a floating interest rate from another party. An equity-
index swap may involve swapping the returns on two different stock
market indexes, or swapping the return on a stock index for a float-
ing interest rate.

Future Basically, an exchange-traded forward contract. Futures contracts are
highly standardized, and the exchange acts as a counterparty to both
buyer and seller, guaranteeing payment in case one of them defaults.
In return, buyer and seller, are required to put up collateral, or mar-
gin, equal to a certain percentage of the underlying value of the con-
tract which is marked to market daily.

cial assets and liabilities at will and at low cost, for example, to change a
fixed-interest payment obligation into a variable one, or to change a dollar
payment obligation into one denominated in euros.

Swaps constitute valid and binding agreements between participants to
exchange one stream of future interest (and sometimes principal) payments
for another. Swaps, however, represent contingent values and therefore do
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Figure 4-1. Swap market growth, 1987–2001.

not appear on balance sheets, except in footnotes. Since 1985 they have
been transacted according to standardized documentation and almost al-
ways involve counterparties of high creditworthiness. The growth of inter-
est rate and currency swaps has been exceptional since their origin, as in-
dicated in figure 4-1.

The Origin of Swaps

In the early years of modern international capital markets, around the mid-
1960s, foreign exchange controls that blocked or impeded the flow of funds
across borders were abundant. In the days of fixed exchange rates, the
conventional method of preventing funds from exiting or entering one’s
country was to surround it with a ring of exchange controls. For example,
if a British pension fund manager wanted to invest in the U.S. equity mar-
ket, he or she would either have to sell an existing overseas asset to pay
for the new investment or purchase international ‘‘investment currency’’ to
do so. Investment currency was rigged to be more expensive than domestic
currency—in effect, it was the same as buying dollars for the U.S. invest-
ment at a premium or paying a higher rate for the dollars than otherwise
prevailed. Similarly, if a U.S. company wanted to make a capital investment
in its manufacturing facility in the U.K., it was under considerable pressure
from U.S. authorities (under regulations issued by the Commerce Depart-
ment’s Office of Foreign Direct Investment, now extinct) to finance the
investment with funds borrowed outside the United States, even if that
meant—as it did until the late 1970s—that the cost of financing would be
greater than what was available to the company at home. To accommodate
the requirements of both such parties, the ‘‘back to back’’ or ‘‘parallel’’ loan
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was devised. The U.S. firm would lend an agreed amount of dollars to a
U.S. affiliate of the British pension fund, and, in a separate but ‘‘parallel’’
transaction, the U.K. pension fund would lend the same amount in sterling
to a U.K. affiliate of the American company. Two loan agreements were
required, both containing substantially the same terms and conditions, of-
ten including provisions for ‘‘topping up,’’ or reducing the amount of one
loan as an offset to the changed market value of the other. Such changes
would occur because of changes in the dollars to pounds exchange rate.
The loans did provide substantial value to each party, but the cost of ar-
ranging and executing them consumed a large portion of this value, espe-
cially when the principal amounts were small, which was often the case.
Credit considerations were complex, even though the loans provided for a
mutual offset in the case of default, and agreement on interest rates was
often difficult to achieve when the maturities involved exceeded the one-
to two-year periods for which forward foreign exchange rates could reliably
be obtained. Banks were often asked to stand in the middle, to ease ques-
tions of counterparty credit exposure, even though such arrangements
added further to the cost of the transactions. Accountants ruled that be-
cause of the offsetting provisions, the loans would not have to be included
on the face of the companies’ financial statements, which provided an ad-
vantage that direct borrowing from a foreign bank would not. After a time,
much of the process was made easier by the familiarity of participants and
the standardization of some of the procedures, but the overall volume of
parallel loans was very modest by current standards.

After the collapse of the Bretton Woods fixed exchange-rate system,
and the adoption of floating exchange rates, controls governing the inter-
national transfer of funds became obsolete and began to be removed. The
U.S. regulations were rescinded in 1973, the British government abolished
exchange controls in 1979, and other countries followed suit. Parallel loans
were no longer necessary and immediately disappeared. Some of the finan-
cial principles underlying the parallel loan market, however, were deemed
to have wider application and served as the basis for the swap markets that
succeeded them.

Currency Swaps

A few years later, in August 1981, a significant transaction took place in
which IBM and the World Bank agreed to exchange the future liabilities
associated with borrowings in the Swiss franc and United States dollar bond
markets, respectively. IBM was then perceived in Switzerland as one of the
two or three best ‘‘names’’ from the United States and therefore was able
to borrow Swiss francs in the Swiss market on extremely favorable terms,
compared to all other foreign borrowers—that is, at about the same rate
as the Swiss government. The World Bank, having used the Swiss market
several times in the past and being involved with developing country loans,
was not regarded quite so favorably by the Swiss and was therefore re-
quired to pay a higher rate than the best U.S. credits—about 20 basis points
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above the Swiss government rate. In contrast, the World Bank, like IBM at
the time, carried an AAA rating and was well respected as a credit in the
U.S. dollar markets because of the backing of the U.S., German, Japanese,
and other governments. The World Bank could borrow in the United States
at rates only narrowly higher (e.g., 40 basis points) than U.S. Treasuries,
but IBM would have had to pay a slightly higher rate than this.

So, if each borrowed in the market in which its comparative advantage
was the greatest—that is, if IBM borrowed Swiss francs and the World
Bank borrowed dollars—both borrowings would be at rates superior to the
available alternatives. If they then swapped the liabilities each had incurred,
the World Bank would create Swiss francs synthetically at a bargain rate,
saving 10 basis points on the transaction, and IBM would save 15 basis
points with its synthetic dollar financings. The parties had similar credit
ratings, so counterparty risk was offset.

The way it worked was this. The World Bank borrowed at 5 basis
points more advantageously than IBM could have done in dollars, and IBM
borrowed at 20 basis points better in Swiss francs than the World Bank’s
best rate. IBM re-lent its Swiss francs to the World Bank at 10 basis points
more than it paid for them, and (a) the World Bank gained, net, a 10 basis
point advantage over its alternative Swiss franc borrowing cost, and (b)
IBM gained a net 15 basis point advantage by combining the World Bank’s
5 basis point advantage in dollars with the 10 basis points that it kept for
itself on the Swiss franc financing (see figure 4-2). The value received by
each party was the product of negotiation. Since then, market-makers quote
prices for swaps that reflect the net demand of thousands of different mar-
ket users. Each party swapped its fixed rate funding obligation for a dif-
ferent fixed rate obligation, which changed its liability into something quite
different. (Today, currency swaps involving fixed-rate to floating-rate are
also available.) The World Bank had created a synthetic Swiss franc security
for itself that had all of the properties of the real thing, and IBM had done
the same in dollars.

In the period preceding the IBM–World Bank currency swap, it was
possible to arrange for foreign exchange purchases and sales in the forward
markets, although, as indicated, these markets did not always operate be-
yond one- to two-year maturities. Swaps are now the preferred instrument
for hedging foreign exchange exposure beyond a year. The growth of this
market segment has put pressure on governments with restrictions on for-
eign exchange transactions to drop such restrictions, which the swap mar-
ket can easily frustrate. Accordingly, considerable growth in nondollar cur-
rency swaps has occurred in recent years. Swaps in virtually all major
currencies are now available, as shown in table 4-3.

Interest Rate Swaps

Having observed currency swaps develop, some bankers began to think of
ways to apply the same idea to transactions involving short-and long-term
dollar borrowings. They were encouraged by the existence of different
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IBM

WB on-lends US$ at T + .40%

IBM on-lends SwF at T + .10%

WORLD BANK

Borrows SwF at T + 0%
Alternate US$ Cost: T + .45%

Borrows US$ at T + .40%
Alternate SwF Cost: T + .20%

IBM’s Net Gain

Gain on SwF = .10%
Gain on US$ = .05%

= .15%
Alt. US$ Cost = T + .45%
Net Borrowing Cost = T + .30%

World Bank’s Net Gain

Gain on US$ = 0%
Gain on SwF = .10%

= .10%
Alt. SwF Cost = T + .20%
Net Borrowing Cost = T + .10%

Figure 4-2. The first currency swap between IBM and the World Bank, April 1981:
T � Treasury; SwF � Swiss franc.

credit risk premiums in the fixed-rate and floating-rate debt markets. For
example, a weaker credit such as a BBB-rated industrial company would
have to pay as much as 70 basis points more than an AA-rated bank for
a five-year bond issue, but it would have to pay only 30 basis points more
for a five-year bank loan based on LIBOR. So the BBB company could
maximize its comparative advantage by borrowing from its bank and swap-
ping the floating-rate interest payment obligation with an AA bank for a
stream of fixed-rate interest payments that the bank had incurred through
the issuance of Eurobonds. The bank would pass on its fixed-rate obliga-
tion to the BBB company at, say, its cost of funds plus a premium of 50
basis points. The BBB company would then be able to create a synthetic
five-year fixed-rate borrowing at 20 basis points less than its alternative
cost of funds. The AA bank assumes the BBB company’s floating interest
rate obligation to pay LIBOR plus 30 basis points, but it reduces this by
the 50 basis point spread that it made in the fixed-rate bond swap, resulting
in a net cost of funds of LIBOR minus 20 basis points (see figure 4-3). In
this way an interest rate swap was created. Many more followed, with
further modifications and improvements. A secondary market in swaps sub-
sequently developed. New applications were introduced rapidly as volume
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Table 4-3 Composition of OTC Foreign Exchange Derivatives
by Currency

Currency

Total Notional Amounts

1998 1999 2000

Australian dollar 206 365 387
Canadian dollar 594 647 623
Danish krone 28 37 40
Euro — 4,667 5,981
Hong Kong dollar 89 321 450
Japanese yen 5,319 4,236 4,254
New Zealand dollar 10 6 3
Nowegian krone 48 127 103
Pound sterling 2,612 2,242 2,391
Swedish krone 419 459 456
Swiss franc 937 880 848
Thai baht 28 24 18
U.S. dollar 15,810 12,834 14,073
Other 55 1,407 1,450

Minus double-counting �8,144 �13,908 �15,411

Total 18,011 14,344 15,666

Source: BIS Quarterly Review, June 2001.

built up and the number of participants and intermediaries increased
sharply.

Two basic types of interest rate swaps have become common since
1981: ‘‘coupon swaps’’ (of fixed-rate to floating-rate swaps such as the one
just illustrated) and ‘‘basis swaps’’ in which floating-rate obligations in-
dexed to different reference rates were exchanged. An example of the latter
is a swap between a rate indexed to U.S. Treasuries and one indexed to
LIBOR. Basis swaps include exchange of rate obligations indexed to the
same reference, but for different maturities (e.g., 30-day LIBOR vs. 90-day
LIBOR).

Through the end of 1982, the interest rate swap market operated in
mainly an international context. During 1983, however, a large volume of
swaps developed between exclusively domestic U.S. counterparties. Top-
quality borrowers, such as the Student Loan Marketing Association (Sallie
Mae), would issue fixed-rate securities to swap them into floating-rate ob-
ligations to fund its essentially floating-rate loan portfolio at a lower cost.

Then a major new use for interest rate swaps was found in the dis-
tressed U.S. savings and loan industry. These institutions had fallen into
great difficulty as a result of financing fixed-rate home mortgages from the
proceeds of floating-rate deposits. When interest rates soared in the late
1970s, many savings and loan (S&L) institutions suffered heavy losses. As
rates began to decline again in the early 1980s, some S&Ls sold fixed-rate
debt securities, collateralized by mortgages, to pay down variable-rate lia-
bilities. Others simply swapped their existing floating-rate funding obliga-
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US BBB
COMPANY

Bank on-lends (E) + .50%

BBB Company on-lends at LIBOR + .30%

AA BANK

Borrows from US bank at
LIBOR + .30%

Alternative:
US fixed rate = (E) + .70%

Issues Eurobond at fixed rate (E)
Alternative:
Floating rate = LIBOR (L)

US Company’s Net Gain

(E + .70%) – (E + .50%) = (E) + 20%
Company saves .20%

Bank’s Net Gain

L – [(E + .50% – E) – (L + .30% – L)]
= LIBOR – .20%
Bank saves .20%

Figure 4-3. An early interest-rate swap between a U.S. company with a BBB rating
and a bank with an AA rating: LIBOR � London Inter-bank Offered Rate.

tions into fixed-rate obligations, again offering existing mortgages as
collateral.

Swaptions, Caps, and Floors

As the market for swap transactions developed, comparable developments
were occurring in the field of financial futures and options. Financial futures
became available in many different currencies and instruments and came
to be traded on futures exchanges in London, Paris, Zurich, Frankfurt,
Singapore, and Tokyo, in addition to the futures markets in the United
States. Through sophisticated use of financial and foreign exchange futures
contracts, new ways of hedging against interest rate and foreign exchange
exposures were developed. Ultimately, these resulted in the ability of dealers
to sell options on hedged positions, which they carried on their own books.

Soon, markets were being made in option contracts in which purchas-
ers could, in effect, acquire insurance against future risk exposures. The
ability of the dealer to price options that it was selling to others became
crucial to the dealer’s operation. Whereas the dealer collects the premium
at the outset, the actual result of the contract would not be known for
some time, often for several months. If the dealer had misjudged the value
of the options that were sold at the beginning of the year, it might not
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know it until nearly the end of the year—although after a time the devel-
opment of an active secondary market in various types of options clearly
revealed the value of the positions (‘‘marking to market’’).

Gradually, the financial market environment became much more sen-
sitive to and aware of sophisticated hedging devices and strategies, many
of which were based on the improving understanding in the market of the
many uses and values of swaps, futures, and options transactions used in
various combinations, in which they are called swaptions. The swaption
market includes any option that gives the buyer the right, but not the ob-
ligation, to enter into a swap on a future date. It also includes any options
that allows an existing swap to be terminated or extended by one of the
counterparties. Some of the more recent swaptions have included the fol-
lowing.

Forward Swaps

A forward swap is one in which the payment accruals commence at some
specified time in the future. It can be used to fix funding costs in the future,
as, for example, after the construction phase of a real estate project has
been completed. There are many other uses as well, as illustrated by figure
4-4, which shows a forward swap used in conjunction with the issuance of
a callable bond to provide the issuer with greater flexibility and a lower
over all financing cost. In this case a French bank issued 7.5% yen bonds.
The bonds, callable after five years, would mature in eight years. Upon
issuance of the bonds, the French bank entered into a currency swap (Swap
A) in which it would receive yen and pay euros.

After three years, the yen had strengthened substantially against the
euro, and yen interest rates had declined. The value of the contract to pay
euros and receive yen was worth more than when the contract was origi-
nally written. Because the yen/euro swap had appreciated, the French bank
wanted to realize this value in some way. It could do so by, in effect, re-
paying the first swap (that is, selling it in the market at a capital gain
reflecting its increased value) and replacing it with another one at current,
more favorable rates. Or, it could gain more flexibility for itself by entering
into a second swap (‘‘forward’’ Swap B), a forward euro/yen swap which
would come into effect in two years (at the call date) and then last for three
years (until the bonds mature). The plan is to call the bonds in two years
and replace them as a funding source for Swap A with Swap B, then coming
into effect. Then the French bank locks in an income differential that is the
equivalent of a three-year annuity instead of a capital gain. Alternatively,
if rates had continued to improve, the bank could decide not to call the
yen bonds and could sell Swap B at a profit instead.

Caps and Floors

Caps and floors involve the purchase of a series of options on short-term
interest rate indexes, which enables the purchaser to fix the upper or lower
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Original
Counterparty

Yen Bond Issue
7.5% due 8 years

Callable after 5 years.

French
Bank

SWAP A—YEN ECU

ECU – .25%

7.5% Yen

EFFECTS OF SWAP A

1. Yen inflow from counterparty
extinguishes yen interest payment
obligation on bond issues.

2. Favorable yen rate obtained in bond
issue is swapped for favorable rate
on ECU financing.

3. French bank ends with more
favorable ECU financing rate
(i.e., ECU – .25%) than available
to it in ECU market.

THREE YEARS LATER

1. Yen interest rates fall to 5% area.

2. Yen/ECU exchange rate has risen.

3. Original yen/dollar swap can be
replaced with large savings to 
French bank.

3. Yen/dollar swap has market
value reflecting a large premium.

First
Counterparty

Second Counterparty
(3 yrs. later at call date)

French
Bank

Yen bond called
in 2 years

FORWARD SWAP B — LOCKING IN PREMIUM VALUE

ECU – .25%

7.5% Yen

EFFECTS OF FORWARD SWAP B

1. Replaces 7.5% interest on yen bond with 5%
interest as of call date.

2. Savings from differential yen interest rate can be
converted to 3-year income annuity (call date to maturity)

3. Annuity can be subtracted from ECU interest rate to
provide lowering of the rate on net basis.

Figure 4-4. Forward swap–callable bond transaction: ECU � European currency
unit.

rate to which it would be exposed. In combination with other instruments,
a cap or floor for almost any kind of asset or liability exposure to interest
or exchange rates can be created.

Collars

A collar combines a cap and a floor in a single transaction to limit both
upside and downside risk.

Callable/Putable Swaptions

Customized swaps can be created by the addition of call or put features.
In a callable swaption, which is made up by combining a regular interest
rate swap and an option (at some additional cost for the options premium)
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on the reverse of such a swap, a hedge can be established at the outset of
a swap transaction involving, for example, a callable Eurobond issue where
the call feature is deemed to have high value.

Contingent Swap

In essence a contingent swap is an option on a swap with particular char-
acteristics that could be exercised if, for example, bond purchase warrants
attached to a Eurobond issue to lower its cost should be exercised.

In these and similar cases involving combinations of swaps with other
instruments, the desired customized package can be purchased from swap
dealers who create them by taking counterpart, or ‘‘mirrored’’ positions,
on their own books.

Credit Derivatives

Credit derivatives1 allow a provider of funds to obtain protection against
credit risk on an underlying financial instrument. Although loan guarantees
exist for this purpose, credit derivatives offer more flexibility. There are
three main instruments:

Total Return Swap

This is the exchange of actual returns from a credit instrument (e.g., a loan
or a bond) for a guaranteed return. The protection seller pays a contrac-
tually determined return to the protection buyer in return for the actual
returns from the asset. Since actual returns could be lower than expected
returns, this protection offers a guaranteed minimum return to the protec-
tion buyer. Note that the protection buyer maintains ownership of the un-
derlying asset.

Credit Default Swaps

These extend financial guarantees, which traditionally reimburse protection
buyers only if the credit instrument defaults. A credit default swap reim-
burses the protection buyer if the credit rating of an instrument changes.
That is, the protection buyer is covered not only in the event of default,
but also in case of a credit downgrade or rumored downgrade. Protection
suppliers receive a fee for this guarantee.

Credit Linked Note

This is a note issued by a protection buyer. The protection seller provides
a principal payment, and the protection buyer makes regular coupon pay-
ments to the protection seller. At maturity, the protection seller returns to
the protection buyer the principal as long as no predetermined credit events
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occur. The note must be paid in full even if other events (not predetermined
credit events) lower the value of the note.

According to the British Bankers’ Association, the credit derivatives
market has grown from $40 billion outstanding notional value in 1996 to
nearly $900 billion in 2000. The BBA predicts the market could reach
nearly $1.6 trillion by 2002. In 2000, the London market held an estimated
$400 billion and U.S. commercial banks held approximately $200 billion.

Other Innovations

With increasing usage, the swap market has attracted a considerable array
of new products and innovative applications.

Amortizing Swaps

Amortizing swaps have a variable notional balance, including balances that
match the expected cash flow of a financing project or the prepayment
schedule of a mortgage asset or liability.

Step-Up/Down Swaps

Step-up and step-down swaps have a varying fixed payment level—increas-
ing or decreasing—for some portion of the swap term. For example, the
fixed-rate portion may be set below the market for the first two years, with
an above-market rate for the remainder of the term.

Mortgage Swaps

A mortgage swap is structured to replicate all or a portion of the yield or
return characteristics of mortgage securities. In the most straightforward
structure, a mortgage yield is exchanged for a floating-rate return, and the
notional balance is amortized according to either a specific prepayment
assumption or the actual prepayment experience of the underlying mort-
gage pool.

Commodity Swaps

A commodity swap exchanging payments based on the value of a particular
commodity, like gold or oil. One party pays a fixed price for the commodity
and receives the spot price of the commodity on the reset date.

Repackaged Securities

There have been occasions when a particular issue of floating-rate securities
has gone awry in the secondary market, because of credit deterioration or
regulatory concerns that have affected the market, and the issue has traded
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(2) Forms collateral trust
with FRNs as collateral

(1) Purchases distressed
FRNs from market
at discount
(LIBOR + .35%)

(3) Swaps FRNs at par
with counterparties

• Pays 3 mos. LIBOR
• Receives UST + 1.00%

Investment
Banker

(4) Trust issues bonds at
US Treas + 80 basis pts.

Profit = LIBOR + .35%
LIBOR + (UST + 1.00%)
(UST + .80%)

–
–

0.55% per annum=

Figure 4-5. A repackaged securities transaction: FRN � fixed-rate notes; LIBOR �
London Inter-bank Offered Rate; UST � Treasuries.

at unusually depressed prices. On such occasions, dealers have stepped for-
ward with the intention to tender for the floating-rate securities (which pay,
say, LIBOR) at a discount, so the effective yield becomes, say, LIBOR plus
0.35%. The securities are then transferred to a newly formed trust in which
the notes are held as collateral. The trust, which may be owned by the
investment banker/dealer, would then enter into an interest rate swap with
a counterparty exchanging floating-rate payments for fixed-rate. The trust
will then fund the fixed-rate part of the swap by offering fixed-rate bonds
in the market as an asset-backed security, at, say, a rate of U.S. Treasuries
plus 80 basis points. Thus the swap made possible the removal of the se-
curities from the distressed floating-rate note market into the more healthy
fixed-rate bond market, and the banker organizing the transaction profited
from the difference in values. (see Figure 4-5).

Risks of Swaps

Several types of risks are associated with swaps. With their explosively
increasing volume, these risks have become of concern to bank regulators
around the world, as well as to investors in those financial intermediaries
most involved with swaps and related products. Regulators, often slow to
fully understand new technologies and market activities that develop
quickly, feared that global exposures were so large that the entire financial
system might be at risk to a sudden failure. The risks may have got out of
hand, some regulators in the United States and Europe said, and would
have to be reined in. Market practitioners, by contrast, claimed that far
from increasing risk, derivatives improve market efficiency and provide es-
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Table 4-4 The Different Flavors of Derivative Risk

Risk Definition

Counterparty risk Also known as credit risk, the risk that one party in a derivatives con-
tract will fail to perform, causing the counterparty to suffer a loss.

Liquidity risk The risk that a financial instrument, or a derivative based on that in-
strument, cannot be sold except at a sharp loss.

Market risk The risk of an abrupt change in the price of an asset underlying a de-
rivatives contract.

Operational risk The risk of losses resulting from inadequate controls, human error, or
management failure; includes the risk that the theoretical models
used in pricing, tracking, hedging, and estimating the risk of deriva-
tives will turn out to be flawed.

Settlement risk The risk that an expected settlement payment on a derivative contract
won’t be made on time because of a default or a technical foul-up;
this exposes the counterparties to market, liquidity, and credit risk.

Systemic risk The risk that a disruption—at a firm, in a given financial market, or to
a settlement system—will cause widespread difficulties at other firms
in other markets or in the whole financial system.

Source: The Wall Street Journal, August 10, 1993.

sential tools for managing and even reducing total risk to the financial
system. For brief definitions of the many types of risks related to deriva-
tives, see table 4-4.

Counterparty (Credit) Risk

Interest rate swaps involve only a contractual exchange of interest payment
obligations. No principal is exchanged in interest rate swaps. Currency
swaps, however, do involve principal—they are mutual obligations to
exchange all debt service payments (interest and principal) as each comes
due. If one party defaults, the other can declare its swap payable and offset
the defaulted obligation. Depending on interest and exchange rate move-
ments between the date of swapping and the default, which would affect
both interest and principal payments due, one party or the other would be
owed a balance (a premium over the notional amount) after offsetting.
Because of the offsetting feature, the amount of exposure to default risk is
usually equal to only a small percentage (generally expected not to exceed
5%) of the notional values exchanged.

To preserve the hedge provided by the original swap, the nondefaulting
party would most likely enter into a replacement swap with another coun-
terparty, but in doing so would lose the premium due it. For example, if
the BBB company (figure 4-3) defaults on its obligation to exchange pay-
ments with the AA bank—which has funded its commitment with a fixed-
rate Eurobond—the bank finds itself with a sudden reversal of its funding:
from LIBOR minus 20 basis points to a fixed rate. If the bank has used
the swap to fund a floating-rate loan to a client, it no longer has a locked-
in spread on the loan over its cost of funding. Instead, it has what might
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be a substantially different interest rate differential on the loan, plus an
unhedged exposure to the future movement of fixed-rates versus LIBOR.

The bank must call the Eurobond (if that is possible) and replace it
with floating-rate funding at whatever rates the market then requires for
the remaining period to maturity of the original Eurobond; or, it could
replace the defaulted swap with another at whatever rates for swaps of the
appropriate maturity then apply. Thus, the simplest measure of the risk to
a party engaging in a currency or interest rate swap is the cost of replacing
the swap in the market. If there has been no change in interest or currency
rates since the original transaction, then the replacement cost, or the value
to be obtained in selling the swap to another party, would be nil. Swaps
only have positive or negative value to the extent that interest or exchange
rates have changed since the original swap was transacted. Therefore, the
replacement cost will be either higher or lower than the original cost, re-
sulting in either a potential gain or loss.2 The risk exposure is limited to
the cost of replacing a swap at a loss. When marked-to-market, swaps are
therefore either ‘‘in the money’’ or ‘‘out of the money’’ to the extent that
they would gain or lose in the event of default and replacement. Net re-
placement value thus has become the market value of existing swaps, and
reflects the value of the contingent asset or liability associated with the
transaction.

The replacement cost of an interest rate swap, however, can never come
close to its notional value (or principal equivalent amount) even when in-
terest rate changes are considerable. The risk exposure of swaps, therefore,
is small in relation to their notional values. To minimize counterparty risk,
market-makers in swaps generally require that principals be themselves
high-quality credits or that well-known banks act on behalf of their clients
of lesser quality.

The replacement cost of a currency swap, even if it does not approach
its full notional value, may be different from that of an interest rate swap,
because the exchange of principal payments are also involved. Risk expo-
sures of interest rate swaps of longer than one year, for which capital must
be set aside, have been set at 0.5% of the principal amount by the BIS and
the central banks of the OECD and some other countries. For currency
swaps of more than one year, the ratio is 5% of the principal amount. As
a contingent asset or liability, the swap is not recorded on the balance sheets
of the participants. As the volume in swaps has grown so considerably in
recent years, so has the value of the contingencies associated with them.
These contingencies now represent substantial amounts and therefore pose
important control issues to bank regulators. These issues are discussed in
the rest of this section.

Basis and Market Risks

In the examples provided (figure 4-3) the parties involved were creating
synthetic liabilities in fixed- or floating-rate dollars to fund asset purchases
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in identical instruments, either fixed- or floating-rate dollars. Once they
were matched up, only counterparty risk remained. A swapper, however,
can choose to select swaps that provide exposures to other risks.

‘‘Basis’’ risk involves swapping to have exposures to differently deter-
mined market indexes. An example would be the BBB-rated company not
actually borrowing from the bank at LIBOR plus 30 basis points, which
could be done, but instead arranging even cheaper funding for its side of
the swap by using the U.S. commercial paper market. Although the com-
pany is still obligated to receive LIBOR plus 30 from the AA bank in
exchange for paying 50 basis points over the bank’s fixed-rate Eurobond
cost, its own funding cost is now dependent on the U.S. commercial paper
rates, not on LIBOR. This difference may be advantageous or not to the
BBB company in the future; because the company believes that it will be,
it proceeds, knowing that if the relationship between LIBOR and commer-
cial paper changes, the company could experience a further gain or loss on
its position.

Similarly, when the difference is not between instruments but between
maturities; ‘‘market’’ risk develops. If the BBB company’s own funding had
been at 30-day LIBOR, instead of the more standard 90-day LIBOR, rate
differences could also arise that would provide additional potential gains
or losses. Frequently, these types of risk exposures are taken deliberately
by principals to provide higher returns. In efficient markets, there is usually
not much benefit in a totally risk-free position, so to create some benefit
for modest risks, some players frequently expose themselves to basis and
market risks.

Liquidity Risk

Theoretical replacement values depend on liquid markets to be realized. If
markets should dry up, especially the over-the-counter markets—because
of some kind of direct or indirect shock to the system—then all valuations
could fall into question.

Operational Risk

Operational risk is the risk of things going wrong in the rapidly moving,
high-tech trading environment of derivatives due to staff error (e.g., in pric-
ing or valuing swaps) or sloppy accounting or control procedures. These
risks extend to understanding the contractual legality for swap transactions,
especially when dealing with state-owned counterparties and when exposed
to the bankruptcy laws of different countries, and in ensuring complete
documentation.

Aggregation (Interconnection) Risk

Derivative transactions involve different markets and instruments and can
spread an individual bank’s difficulties, as well as general liquidity risks,
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throughout the entire global financial system. Therefore, individual banks
must be able to monitor and regulate their aggregate exposures to other
banks, markets, and instruments. This is an extremely complex task that
not all banks are capable of managing.

Risk Management

Regulatory issues related to risk management of derivatives have continued
to be both complex and controversial. Many such issues relate to equity
and commodities derivatives, which are usually not connected directly to
markets for interest rate and currency products offered by banks. In 1992,
senior bank regulators from several countries began to issue warnings to
the banking systems under their control to beware of excessive growth of
derivatives. Too many banks, they said, were not prepared to monitor and
supervise their own positions and could be subject to surprise discoveries
or vulnerable to shocks generated elsewhere in the system of which they
were a part. This expression of concern led to a special study by the Group
of Thirty (a nonofficial think-tank comprised of former public and private
sector senior banking officials) which published a report written for market
practitioners. This report made several recommendations as to the man-
agement and control of derivative businesses, including suggesting that se-
nior management assume responsibility for derivative positions, that dealers
mark their positions to market daily, that stress simulations be run peri-
odically to see how the portfolio would hold up, that credit functions be
strengthened and made independent of dealing functions, and that netting
provisions for credit and other exposure management practices be used.
The report, in the view of many regulators and practitioners, seemed very
much on target and possibly would be influential with bank examiners and
supervisors, but it held no official standing.3

Despite best efforts of the regulators, derivatives-related exposures de-
stroyed both the venerable U.K. merchant bank Barings Brothers in 1995
and the U.S. hedge fund Long Term Capital Management (LTCM) in 1998.
In the later case, exposures were so enormous that the global financial
system was considered to be at risk, so the Federal Reserve brokered a
takeover of LTCM by private-sector banks that were active in the market.

The Users of Swaps

The widespread availability and simplicity of swaps have attracted a variety
of users from around the world who enter into swap contracts for a wide
range of reasons. The more active the market, the more innovative it has
become. New applications involving swaps appear continuously. The result
has been a substantial broadening of the range of opportunities available
to both borrowers and investors.

The effect of such an enlarged financial menu has been to globalize the
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palate of virtually all capital market users. Each borrower preparing a fi-
nancing must check several different markets before it can be sure that it
has selected the optimal course that best meets its requirements. Not only
does the prospective borrower determine what the rates, terms, and con-
ditions of a transaction in its own domestic market would be, it must also
check the comparable opportunities in the Eurobond markets and all of
the synthetic possibilities that can at the time offer competitive alternatives.
Clearly, the ability to monitor, understand, and execute such a wide variety
of different financings requires a substantial upgrading in the financial skills
of the borrower’s treasury department personnel.

Corporate Issuers

As an example, consider a frequent financer, such as GE Capital Services
(GECS), which in the course of a single year will routinely borrow several
billions of dollars. The financial staff of GECS will daily receive calls and
e-mails from dozens of bankers suggesting different types of financings. All
domestic markets will be covered, together with the Eurobond market,
which will often contain a special ‘‘bargain,’’ such as an offer to raise
money in nondollar Eurobonds denominated in yen; Australian, Canadian,
or New Zealand dollars; or Swiss francs, together with a swap back into
U.S. dollars for the desired maturity at an especially attractive rate that
would generate below-market financing opportunities. From this profusion
of opportunities, GECS must select the choice that serves it best, knowing
that during the course of the year it will be doing many additional financ-
ings and will want to balance its use of any single market appropriately.
By spreading its total financing needs across all of the world’s capital mar-
kets, GECS ensures that it is achieving the lowest cost of financing possible.

Other companies with high debt ratings but a small requirement for
new financing might decide to use their ‘‘excess’’ debt capacity to benefit
from arbitrage profits. Such a company might issue a fixed-rate dollar Eu-
robond at an attractive rate relative to its alternative in the United States
and swap the issue into a floating-rate obligation carrying a net interest
rate of, say, LIBOR minus 25 basis points. The proceeds from the original
financing might then be used to purchase a floating-rate obligation from,
say, a high-grade European bank, at LIBOR plus 10 basis points, resulting
in a spread of 35 basis points. Naturally, companies do not participate in
interest rate arbitrage to the point where it might interfere with their own
borrowing requirements, but should an unexpected requirement arise, the
swaps can always be reversed or the positions unwound.

Banks

Banks are very active users of swaps as a means to lower their cost of funds
to improve lending profits and manage their funding gaps. They are also
able to take advantage of natural swapping opportunities from their loan
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book and the requirements of their clients. As a result, banks, especially
U.S. banks, have become extremely large holders of swaps and related de-
rivative products.

Alternatively to trading for their own books, some banks and other
dealers in swaps retain portfolios of ‘‘matched swaps’’ as an off-balance-
sheet revenue-producing asset. Such banks usually will manage the port-
folio actively, buying and selling extant swaps at prices they consider at-
tractive while also adding to the portfolio new swaps they have created.
Many banks like to create swaps for their transaction value more than they
like to retain them as a portfolio investment. Thus, originating banks are
able to sell swaps to non-originators much as they sell bank loans. Begin-
ning in 1992, several large investment banks created special off-balance-
sheet subsidiaries in order to remain competitive with the large commercial
banks in the swaps area. These subsidiaries were capitalized to receive AAA
ratings (thus being highly acceptable as a counterparty) and used to house
the firms’ swap and other derivative positions.

Dealing in derivative instruments became an increasingly important
source of revenues to banks and investment banks.

Investment Managers

Finally, managers of large investment portfolios are swap users. A bond
portfolio manager may find it is more advantageous to swap the future
payments from a German government Eurobond for the future payments
from a U.S. Treasury bond than it is to buy the Treasury bond outright.
Likewise, he or she may want to fix interest rates before a market change
and therefore enters into an interest rate swap to do so. Asset managers
are less advanced in their use of swaps than liability managers, but many
believe they will catch up quickly once they become accustomed to handling
the wide range of opportunities that swapping provides.

Substantial additional growth has occurred as more end-users from
among both asset and liability managers discovered the benefits of swaps
for interest rate and currency hedging, and new users from the real estate,
mortgage finance, and international governmental, investment manage-
ment, and corporate sectors became involved in the market.

Swap Pricing

The pricing of the swaps done during the early days of the market were
based on the sharing of the comparative rate advantages realized through
the swap process. However, as the users of swaps have multiplied, so have
the influences on pricing. Counterparties use swaps for vastly different ap-
plications, and they compete with each other on a price basis for the same
basic product—for example, a LIBOR versus a five-year Treasury swap.
Also, the market now has a significant number of market-makers, or swap
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traders, who are continually positioning in anticipation of market changes.
This professional market trading has established a commodity-like price
level for basic swap products. For less-liquid, noncommodity swaps, a pre-
mium can be expected to be paid.

The price of a swap is generally quoted as the all-in fixed rate for a
particular maturity to be exchanged for, say, a 90-day LIBOR. This price
will be affected by changes in the basic U.S. Treasury rate, by changes in
the yield curve, and by hedging costs and the level of new issue spreads for
domestic and Eurobond issues.

Accounting and Tax Issues

There are many types of swaps, and the accounting procedures used for
them can differ. In general, however, the central accounting issue concerning
swaps is that of their disclosure. Both interest rate and currency swaps do
not have to be disclosed in financial statements in the United States and
other countries unless individually or together they are considered to be
material to the financial position of the company as a whole, in which case
they must be described in the footnotes to the financial statements. So for
financial reporting purposes, swaps are considered off-balance-sheet items
in most cases. For income statement purposes, swap payments typically are
reported as adjustments to interest expense, with gains, losses, or lump sum
payments being amortized over the life of the original transaction. A swap
ordinarily does not involve any exchange of principal, and, consequently,
in most countries the cash flows on the swap are treated for tax purposes
as ordinary income or expense, with gains, losses, or lump sum payments
being taken as adjustments to income in the period incurred.

Regulatory Issues Involving Swaps

As discussed more fully in chapter 13, the BIS rules for improving bank
capital adequacy that were adopted in 1988 by the 12 leading banking
nations were aimed at ‘‘strengthening the stability of the international bank-
ing system and removing a source of competitive inequality for banks aris-
ing from differences in supervisory arrangements among countries.’’4

Among the elements of the Basel proposals were a weighting system for
relating capital to banking risks, including off-balance-sheet exposures.

The latter included procedures for calculating the ‘‘credit equivalent
amounts’’ of interest rate and currency swaps, as well as certain forward
market transactions. The credit equivalent amounts, as finally adopted by
the committee and against which capital must be reserved, are to be cal-
culated by adding together the ‘‘current exposure’’ of a contract and the
‘‘potential future exposure.’’ The Basel proposals did not reach a final con-
sensus on valuing the current exposure of swaps, but the participants
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agreed that bank regulators could use discretion and should rely on either
the mark-to-market or replacement cost method in doing so. In calculating
the mark-to-market exposure of a swap contract, only negative exposure
counts: that is, if the swap is ‘‘in the money,’’ or has positive market value,
it cannot be used to offset current negative exposures of ‘‘out of the money’’
swaps. The net effect of the BIS capital standards is to increase the amount
of capital that banks must have to maintain their swap portfolios.

Swaps as Bridges between Markets

Swaps are a means of integrating markets that would otherwise remain
substantially independent of one another. In the early days of the Euro-
dollar bond market, substantial differentials existed between its rates and
other terms of borrowings and those of the domestic dollar bond market.
The European investor base was quite different and greatly influenced by
such factors as exchange rates, tax factors, and the need for anonymity. In
recent years the Eurodollar and U.S. dollar bond markets have become
substantially integrated. The original distinguishing factors remain impor-
tant, but investors have less leverage over borrowers now than they had
previously because borrowers enjoy greater flexibility. Among these alter-
natives are interest rate and currency swaps, which permit the creation of
synthetic securities in which the interest rate is set in the most favorable
market.

Interest rate swaps link short-term and long-term rates, or capital mar-
ket rates and bank lending rates. When the spreads between the rates avail-
able become great enough, they attract enough business to reduce them. In
any case, however, the market for ‘‘plain vanilla’’ interest rate swaps is
sufficiently liquid that dealers now quote very narrow (e.g., 5 to 6 basis
points) bid/asked spreads. In the cap market, spreads range from about 6
basis points for two years to about 35 basis points for 10 years. Thus, large
volumes of market activity can compress the rate differentials between
fixed- and floating-rate dollar instruments.

In the same way, currency swaps link long- and short-term dollar and
non-dollar rates. More accurately, perhaps, it could be said that currency
swaps link dollar bond market borrowing rates and conditions with those
of various non-dollar bond markets. Both links are summarized in figure
4-6.

The swap market has become very efficient in scouring the world’s
capital markets on a 24-hour a day basis to locate swapping possibilities
that provide added value to participants, and in quickly communicating
these possibilities to clients. Once a transaction is completed, the market is
aware of it immediately and any ‘‘new’’ aspects of the deal are quickly
assimilated. A few more transactions of the same type occur bearing the
higher fees or other costs, reflective of the innovation. Then, usually after
a relatively short period, the spreads close, the advantages disappear, and
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Figure 4-6. How swaps link the international capital markets: FRN � fixed-rate note.

the market goes looking for the next opportunity. Such speed and efficiency
is made possible by competitive forces, by excellent telecommunications
facilities, and by a major increase in the market sensitivities and technical
competence of both the bankers and their clients. The more rapidly and
efficiently markets work, the more efficient the linkages.

Competing in Swaps and Derivatives

There are many different competitors in the market for swaps and other
derivative securities. These include banks and investment banks, finance
companies, insurance companies, and dealers from the United States, the
United Kingdom, continental Europe, Japan, and other parts of Asia. Their
roles are essentially that of end users and swap arrangers and providers.
Many large banks and other financial houses act as both users and provid-
ers. Competition is driven by innovation in application of swap technology
to new uses, improved terms and pricing, and the ability to cover market
opportunities all over the world.

In the early days of the market, investment bankers tended to act as
agents, and commercial banks as principals. Competitive pressure, however,
quickly drove a number of investment banks to position swaps that they
were trying to arrange in order to complete a particular, fast-moving deal
in which they were competing with other firms. Back then, if First Boston
was trying to arrange for a seven-year interest rate swap for Alcoa, it might
decide to wrap up the business by taking the Alcoa exposure on its own
books with the intention of selling it or matching it with another swap later



Swaps and Derivative Securities Markets 97

on. In time, First Boston might sell the package of Alcoa’s obligation to it,
and its obligation to Alcoa (together called a ‘‘matched swap’’), to another
bank or repackage the swap by selling one obligation, with or without a
match, and keeping the other for its own portfolio to be matched with
another swap priced more advantageously.

By skillful management of its matched book of swaps, First Boston
could earn revenues, stay on top of the market in swaps so as to compete
more vigorously, and offer its clients swaps as principal to minimize the
risk of the business being done with another party. Disadvantages include
(1) substantial administrative costs associated with keeping track of all the
swaps passing through the firm’s hands, (2) risks associated with swap
counterparty failure, and (3) the possibility of swaps requiring an allocation
of regulatory capital in the future. Many of the major U.S. investment
banks operate in the swaps business as principal, and, of course, virtually
all of the international commercial banks do so as well.

Competitors recognize that to be successful today, firms must enlarge
on the linkages that exist between the swaps desk and other financing de-
partments of the firm. Swaps have become commodities applicable to trans-
actions involving corporate finance, mortgage and real estate finance, proj-
ect finance, asset management, foreign exchange, and virtually all other
areas of a firm’s business that involve the putting together of sophisticated
financial packages. The global capital market departments of all the major
securities houses are in daily contact with a large number of potential bond
issuers. The fixed-income department is in daily contact with a large num-
ber of asset managers. The type of transaction to be selected by such issuers
or investors may involve one or more swaps. To quote a deal to the client
requires hands-on attention of the swaps desk, along with a very short
response time.

Summary

Unknown before 1980, swaps and their family of related transactions have
become a large and important part of the global financial landscape today.
They are useful to issuers of securities and to investors as a means to man-
age financial market risk exposures and to either lower costs of funds or
increase return on investment. They enable participants to bridge (and thus
aid in integrating) financial markets across maturities, currencies, and forms
of payment. Swaps have a multitude of applications and therefore have
proliferated widely since their introduction. Swaps are comparatively cheap
and quick to arrange; they involve standardized and simple documentation
and expose their participants only to modest risk levels in relation to the
notional amounts involved, which nonetheless must now be accounted for
by banks under the current capital adequacy rules. The market will con-
tinue to welcome new ideas and further applications for swaps. As in vir-
tually all financial services today, competition is extensive and favors those
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who are able to create value for their clients, to manage their own expo-
sures efficiently, and to keep abreast of—and contribute to—the fast-
moving technology of the market.

Notes

1. Information found on ‘‘Credit Derivatives Website’’ by Vinod Kothari
(www.credit-deriv.com).

2. As the value of the swap depends on the change in interest or exchange
rates, it is a first derivative (in calculus terms) of the rates; hence, it is a ‘‘derivative
security.’’

3. Group of Thirty, Derivative Practices and Principals (Washington, D.C.,
1993).

4. Basel Committee on Banking Supervision. International Convergence of
Capital Measurement and Capital Standards (Basel, Switzerland, 1988).
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International Bank Lending

The previous chapters explained how banks can assist clients in obtaining
long-term funds by issuing bonds and equities. This chapter introduces
bank lending to companies and other types of borrowers, along with the
mechanisms of global commercial lending.

International lending has changed dramatically over the years. Major,
highly rated corporations, public-sector enterprises, and governments
have all largely migrated to the equity markets, where their own securi-
ties command terms that are competitive (and often superior) to those
banks can provide. This has largely supplanted straight bank-to-client
lending, and even smaller and less highly rated borrowers have found it
possible to tap the capital markets using various kinds of credit and li-
quidity backstops and asset-backed structures. As a result of the LDC
(less-developed country) debt crisis of the 1980s, a major class of sover-
eign borrowers disappeared by the 1990s—borrowers for whom the
capital markets had also traditionally been closed. Some countries contin-
ued to borrow as a result of forced loan rescheduling and new-money
packages in the 1980s as the debt crisis wore on, and there was some re-
newed interest in banking lending to LDCs (as emerging market borrow-
ers) until the next major crisis in 1997–1998.

Nevertheless, international bank lending continues as an important
part of global financial markets. In times of financial instability, the cap-
ital markets tend to shrink and in some cases even disappear as viable
sources of finance, and borrowers flock back to the banks. Many credit-
worthy corporate borrowers maintain sizeable bank lines even in the best
of times, partly to make sure the banks are there when and if they are
needed. And there are certain kinds of financings, such as short-term
lending to finance merger, acquisition, and leveraged buyout transactions,
as well as longer-term lending on project financings, where there are no
good substitutes for traditional bank loans. This may be because the bor-
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rower cannot be sure precisely when the funds will be required or when
they can be repaid out of the proceeds of stock or bond issues or asset
sales, or because the transaction is likely to encounter significant and un-
anticipated developments over its life that requires a form of financing
where the added flexibility is worth more than the added cost. Bank
lending provides one of the few alternatives for close borrower-lender
contact and monitoring, and therefore maintains significant advantages in
contracting and information costs.

Commercial Lending Facilities

There are various ways to classify international bank lending to corporate,
government, and other types of borrowers.

First, a bank may lend to local clients out of branches or affiliates in
foreign countries in which it operates, funded by local-currency deposits or
local money-market borrowings. This is purely local business, competing
mainly with local banks. Foreign-based banks normally have to compete
purely on price and quality or by focusing on a specific market niche in-
volving special industry expertise, for example. Foreign banks lending in
local markets also may focus on affiliates of multinational companies based
in their own home countries, or on financing international trade transac-
tions. It nevertheless remains essentially “domestic lending abroad,” and
the only thing international about it is the transfer of product or credit
know-how, or client relationships, from the parent organization or from
affiliates in third countries.

Second, a bank may undertake direct cross-border lending to clients
located in another country. They focus mainly on special kinds of trans-
actions as part of close bank relationships to particular clients, including
foreign affiliates of multinationals; as part of workouts of earlier troubled
loans; or as part of international private banking relationships. In many
cases, such loans take the form of syndicated credit facilities, as discussed
later in this chapter.

Lending facilities, whether direct or syndicated, can take a number of
forms. There are “revolving credit agreements” (called revolvers), which
permit clients to borrow, on demand, up to a certain maximum amount
over an agreed period of time under an agreed interest formula. In return,
the bank earns a commitment fee for standing ready to lend, whether or
not such lending actually occurs. These are usually “committed facilities,”
and the commitment is legally enforceable and covered by appropriate legal
documentation. Committed facilities require the same kind of careful credit
analysis as actual loans, especially since, for some clients, committed facil-
ities will be taken down only when capital market financing is unavailable
or more expensive. Such facilities often take the form of “backstop lines,”
which rating agencies like Moody’s and Standard and Poor’s require issuers
of commercial paper to have in place in order to assure investors that the
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liquidity will be there when the paper matures. Borrowers may also arrange
for “uncommitted facilities,” which are not legally enforceable and, hence,
involve lower fees. Clients may find these attractive because of the lower
cost if they believe there is little likelihood of difficulty in accessing financial
markets in the foreseeable future.

In the course of ordinary credit relationships with clients, banks will
have in place limits on the amount of lending exposure they are willing to
incur, sometimes called “undisclosed, unadvised guidance lines,” which
may be increased or decreased at the bank’s own discretion based on chang-
ing circumstances.

Whether committed or uncommitted, international commercial lending
facilities may be associated with a range of other banking products, espe-
cially those involving interest-rate or exchange-rate protection. Examples
include “forward-rate agreements” (FRAs), which permit a client to lock
in an interest rate today for a loan to be taken at some future date; interest
rate caps or collars; and currency swaps, as discussed in chapter 2. In turn,
the bank will hedge these transactions in the market and keep whatever
spreads or fees it is able to earn on these collateral services.

Bank Financing of Foreign Governments and
Government Entities

Lending to units of foreign governments took on major importance in the
1970s and again in the 1990s. The reasons included:

• The rapid growth of balance of payments financing needs on the part of
national governments

• The use of government agencies as intermediaries to secure external fi-
nancing for a wide variety of ultimate borrowers domestically

• Major borrowing needs on the part of government and quasi-government
entities like power authorities, sewage systems, trading companies, air-
lines and shipping companies, and the like, at both the national and state-
local levels

• Active participation of governments as owners of manufacturing and
trading companies, as well as financial houses and banks

• The growing use of government guarantees to facilitate foreign borrowing
on behalf of private ventures

Sovereign lending collapsed after the debt crisis in the early 1980s and the
migration of OECD (Organization for Economic Cooperation and Devel-
opment) government entities to the global bond markets, but it revived
gradually in the 1990s until another crisis in 1997–1998.

Government borrowing abroad may be undertaken by a national entity
charged with managing the country’s external finance—for example, its
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central bank, monetary authority, ministry of finance, or similar institution.
It may also be undertaken by other government-owned authorities or cor-
porations, often called parastatals, although such external borrowing usu-
ally must have the approval of a coordinating agency such as the central
bank.

Balance of payments borrowing is undertaken by countries with
current-account payments deficits that are not offset by private capital in-
flows, resulting in a balance of payments deficit. The proceeds of external
borrowing by the country’s monetary agency are often used to intervene in
foreign exchange markets to support the external value of the national
currency, the exchange rate. Balance of payments borrowings may be sea-
sonal or cyclical, in response to periodic underlying variations in export
receipts and import disbursements or capital flows, or they may be struc-
tural due to an essentially permanent shock (e.g., a major drop in export
prices) to which it will take time to adjust. Such borrowings may also be
chronic as a result of a more or less permanent excess of domestic absorp-
tion over production, capital flight due to lack of confidence in the coun-
try’s future, and similar factors.

Seasonal and cyclical balance of payments borrowing is essentially self-
correcting and finds its everyday parallels in corporate working capital bor-
rowing and personal finance. To the extent that such needs cannot be han-
dled from a country’s own reserves, short-term borrowings under bank
credit lines, reviewed periodically, may be an alternative method of han-
dling. Structural balance of payments borrowing is designed to ease the
pain of adjustment to new economic realities and can also be fully justified,
provided the necessary adjustment actually does come about within an ac-
ceptable time frame. This is not the case with a country essentially living
beyond its means and engaging in chronic external borrowing, its govern-
ment unable or unwilling to take the steps needed to restore balance via
domestic macroeconomic or exchange-rate policies, ultimately heading for
a rough landing for debtors and creditors alike.

Fiscal borrowing concerns external financing to cover budgetary defi-
cits; it is linked directly to the balance of payments and its financing. In
many cases, fiscal borrowing involves short-term loans made in anticipation
of government receipts and, therefore, tends to be self-liquidating.

Development borrowing involves the financing of intrastructure pro-
jects—schools, hospitals, roads, railways, airports, port facilities, commu-
nication networks, power grids, sewer systems, public housing, and a
variety of others. Some such projects are direct producers of foreign
exchange (generating exports or saving on imports), while others are not.
As distinct from development project lending, program lending may involve
literacy training or vocational education, for example, with potentially far-
reaching domestic and international consequences that are usually ex-
tremely difficult to forecast.
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Loan Syndication

As noted, most major international lending facilities are syndicated. In sim-
ple form, a syndicated credit facility involves the combined activities of a
number of banks in the assembly of a relatively large loan to a single bor-
rower under the direction of one or several banks serving as lead managers.

The borrower has the advantage, under such arrangements, of being
able to raise a larger sum than any single bank would be willing to lend,
at substantially lower cost and more efficiently than the same amount of
borrowing from multiple sources on its own. Moreover, the borrower enters
the market fewer times and thus may improve future access to financing.
Borrower “visibility” is enhanced by major syndications involving a large
group of banks, possibly making future financings easier. Syndicated loans
may also be traded, thus becoming liquid rather than illiquid assets for the
ultimate lenders or investors, with favorable effects on borrowing rates.

The lenders have the advantage of:

• Better diversification of their asset portfolios
• Participation in lending they might not otherwise have access to
• Cooperation with multiple banks (often home based in a number of dif-

ferent countries) having greater collective expertise and information than
any single bank

• Reduced risk of borrower default against a syndicate of banks as com-
pared to any single bank, due to the enhanced penalties of default for the
borrower in terms of limited future access to financial markets

• Certain legal protections inherent in syndicated loan agreements
• The potential for loan trading and derivatives sales

Banks also find participation in a variety of syndicated loans an efficient
way to obtain the necessary expertise, market exposure, and visibility with-
out incurring unacceptable financial exposure.

Essentially, international syndicated loan facilities represent a cross be-
tween debt underwriting and traditional commercial bank lending. They
open medium-term financing opportunities to many borrowers who might
not otherwise be able to obtain credit on comparable terms through the
international or domestic securities markets, private placements, and other
financial vehicles.

Historically, international syndications of medium-term credit facilities
began in the late 1960s, when changes in interest rate levels and volatility
increased the attractiveness of major financings on floating-rate terms, as
opposed to fixed-rate bond issues, and borrowers’ needs outstripped the
lending capabilities of individual banks. Their antecedents include the long-
standing practice of multibank term lending to corporate customers in the
United States, priced at or above the domestic prime lending rate. During
the 1970s and 1980s, somewhat over half of all medium- and long-term
borrowings in international capital markets, well over 80% of such bor-
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rowings by developing countries, and almost all such borrowings by cen-
trally planned economies were in the form of syndicated loans. While lend-
ing and project financings in the LDCs took up the bulk of syndications in
the 1970s, mergers and acquisitions (M&A) and leveraged buyout (LBO)
syndications took their place in the latter part of the 1980s. Lending in
connection with mergers and acquisitions assumed major importance in the
1990s, especially in sectors like telecommunications, as did project finance.

The geographic center for syndicated lending has always been the city
of London, plus New York and Hong Kong. The actual booking of syn-
dicated loan participations is done as well in the various offshore banking
centers. Figure 5-1 shows that 58.4% of syndicated loans were booked by
European banks in 2000 and 2001, compared to 11.8% and 7.4% by
Japanese and North American banks, respectively. By contrast, North
American banks lead-managed almost 70% of global syndicated loans in
those years.

The Syndication Process

Borrower contact with a national government agency, an electric power
authority seeking to finance a significant capacity expansion, a corporation
seeking a standby facility for a major acquisition, or, perhaps, with a na-
tional development bank intending to borrow a large sum internationally
which it will then on-lend in smaller amounts to domestic enterprises—all
are maintained routinely by lending officers of major international banks.
The better the “relationship” between a bank and the potential borrower,
the better the bank’s information about the client’s evolving financing needs
and the greater its chances of playing a significant role in meeting those
needs.

In seeking syndication business, banks rely on:

• Their own branches, representative offices or other affiliates maintaining
contact with the prospective borrower

• Referrals from other units of the bank, or referrals through established
corporate and other client relationships

• Referrals from other banks anxious to render a service to their own cli-
ents, yet not in a position to take a leadership role themselves, with whom
good relations have been maintained

• Direct solicitations from potential borrowers or, in the event of joint lead-
managed syndications, other banks

• Approaches by investment banks acting as advisers to borrowers, one of
whose functions is to facilitate capital-market access through introduc-
tions to competent banks active in loan syndication

Knowing the borrower and conditions in international lending markets, a
prospective lead bank will carefully draw up a proposal to arrange the loan,
thereby seeking a syndication mandate. The proposal will specify pricing,
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North American Banks
7.4%

European Banks
58.4%

Japanese Banks
11.8%

Other Banks
22.4%

LEAD MANAGERS
North American 68.9%
European 29.5%
Japanese   1.6%

Figure 5-1. Distribution of International Bank Lending by Nationality of Banks, 2000–
2001 (Data: Bank of International Settlements, “Consolidated Banking Statistics,”Basel,
January 2001–2002).

terms, fees, and other pertinent aspects of the loan, and it will indicate
whether or not the syndication will be fully committed. If it is fully com-
mitted, the bank will undertake to provide the full amount of the loan to
the borrower according to the terms of the mandate, whether or not it is
successful in its efforts to interest other banks in participating in the loan.
If the syndication is partially committed, the bank will guarantee to deliver
part of the loan, with the remainder contingent on market reaction to the
loan. In a “best-efforts syndication” the borrower will only obtain the
funds needed if sufficient interest and participation can be generated among
potential participating lenders by the good-faith efforts of the bank seeking
the mandate. These, however, are rare since the commitment represents a
major part of the value of a syndicated loan.

By this time, or shortly thereafter, the bank may have brought in one
or more co-lead managers to help with the syndication and to share in the
underwriting commitment, especially if the amount to be raised is very large
or if the deal is rather complex. Generally, the larger the loan, the larger
tends to be the management group involved, including several lead man-
agers, managers, and co-managers, each group accepting a different share
of the underwriting responsibility, and several “brackets” of participants,
whose role is usually confined to supplying funds.

The terms of the formal letter seeking the mandate will follow extensive
discussions with the borrower and will be carefully tailored to its needs
and to market conditions. The terms will have to be fully competitive with
other banks going after the same mandate. The mandate letter will also
specify exclusivity of the mandate and will repeatedly note the leading roles
the mandated bank is to perform in the syndication.

There are a variety of negotiable trade-offs, such as those between the
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tenor and size of the loan, drawdown schedule, grace period, amortization
schedule, spread, fees, tax issues, borrower information, and legal cove-
nants. In seeking a mandate, the prospective lead bank must strike a bal-
ance between what the borrower wants and what the market can live
with—that is, what will result in a successful syndication—always keeping
a watchful eye on what competitors may propose. Sophisticated borrowers
will often accept “second-best” proposals from highly responsible and pres-
tigious lead banks over more “imaginative” or lower-cost bids from ag-
gressive competitors if they feel that this will better serve their long-term
standing in the market. Still, the tolerance for less than fully competitive
bids is generally very low.

If the borrower decides to go ahead with the syndication, the mandate
will be awarded to one of the competing banks or to joint bidders, who
then become lead manager(s) of the syndicate. Suppose a single bank has
won a mandate on a $500 million fully committed syndication and that
the lead bank wishes to keep $75 million of this in its own portfolio—its
“target take.” It will thus have to find a way to sell down the remaining
$425 million to other banks and, to do so, will have to develop a syndi-
cation strategy that will successfully raise the required sum yet necessitate
minimum sharing of the management fee that will be paid or the visibility
it attracts for putting the loan together. Several other banks may have to
be asked to jointly manage or co-manage the loan, however, and thus be
allocated a portion of the total funds to be raised—part of which they will
take into their own portfolios and the rest they, in turn, will sell down to
other syndicate participants—in return for a share of the management fee.

The lead bank is generally expected to take a share in the loan that is
at least as large as that of any other lender. The management group—lead
manager(s), managers, and co-managers—may initially retain as much as
50% to 70% of the total loan for their own portfolios, much of which
may be sold later in loan-trading programs.

The syndicate will be put together by the lead manager and the man-
agement group on the basis of offering e-mails to banks around the world,
followed up quickly with elaborate written documentation and personal
discussions.

Deciding which banks to invite into the syndicate is a major part of a
lead bank’s task and will help determine its strategy. It must be able to
judge the invitees’ country and industry exposures, past client relationships,
degree of sophistication in syndicated lending (especially in complex deals),
its own relationships with invitees, and similar factors that will determine
individual banks’ receptivity to the deal. In some cases, the borrower will
also express a preference as to which banks should (and should not) be
invited to participate. Contacting a large number of banks to obtain per-
haps 20 or 30 ultimate participants is not unusual. Banks invited to par-
ticipate will usually decline, accept, or request further information on the
basis of the offering communication, and careful track will be kept of the
responses by the lead manager or management group.
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If there are several lead managers, one of them is assigned to keep track
of responses from each of the banks that have been approached. This can
be rather complex when a large number of banks in a variety of countries
are involved, with responsibility for contacting them divided among mem-
bers of the management team.

Meanwhile, the lead manager will work on preparation of an infor-
mation memorandum, in which the borrower will disclose financial and
economic—and sometimes historical and political—facts pertinent to cur-
rent and projected creditworthiness. This, together with a term sheet
restating the conditions of the loan, will be sent to interested banks, care-
fully prefaced by an emphatic disclaimer of all responsibility for its content
on the part of the lead manager(s). This disclaimer is necessary to avoid
possible legal liability in case of default or other problems with the loan
that may arise later. The information memorandum, although prepared by
the borrower, will be carefully checked for accuracy and completeness by
the lead bank(s).

If things go well, the loan will be fully subscribed. If it is over-
subscribed, either participations will be prorated among the interested
banks or, occasionally, the total amount of the loan will be increased at the
option of the borrower. In the latter case, however, prospective syndicate
members may wish to reconsider their participation if they are less com-
fortable with a larger loan to the borrower concerned. An oversubscribed
syndication may well result in an unhappy borrower (who thinks the in-
terest rate or fees are too high) or unhappy banks (who are unable to get
as much of the loan as they were initially offered). The competence of the
lead manager is called into question by both sides.

If insufficient funds are raised, then the borrower will have to make do
with less if the syndication is on a best-efforts basis, or the banks in the
management group will have to book the balance themselves and thereby
exceed their target take if the syndication is fully committed. In such a case
the syndication is considered “unsuccessful,” with potentially serious ad-
verse consequences for the future prospects of the borrower, as well as the
lead manager(s) in the syndicated loan market. Again, the competence of
the lead manager will be called into question.

Both under- and oversubscribed deals must be avoided, and this is why
tailoring the terms of the loan to perceive market receptivity—accuracy in
pricing—is such an important determinant of competence in loan syndi-
cation leadership. Particularly desirable participations are those which pres-
ent a favorable risk-return profile, in comparison with both other loans
available in the market and those offered in the months immediately ahead.
Lead banks with a track record of completing such deals are rewarded by
further leadership roles and, obviously, adding attractive paper to their own
portfolios.

Along the way, a loan agreement will be drawn up, which spells out
the rights and obligations of all parties to the deal, governing law and
related matters. Drafting of the loan agreement, especially in complex deals,
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may be initiated during the syndication process, and various possible points
of contention will be discussed with the borrower. Even after the successful
completion of syndication, work on the loan agreement may well continue
until all points are agreeable to both sides. No bank is finally committed
in a loan syndication until it has accepted the terms of the loan agreement,
and, if no consensus can be reached on a point it has identified as being
vital, it can gracefully withdraw from the syndicate. However, most of the
time the loan documentation seems to be sufficiently standard that prepa-
ration time and acceptability questions are relatively minor problems. Se-
lection of competent legal counsel in syndicated loans is of great importance
in this regard.

Definition of the purpose of a loan in the loan agreement may or may
not be helpful. On the one hand, it is the creditworthiness of the borrower
as a whole that matters, not what the borrower intends to do with a specific
block of funding. Excessive specificity in a loan agreement may uninten-
tionally throw the loan into default, to the chagrin of borrower and lender
alike. On the other hand, the purpose of a loan may be a good tip-off as
to how the borrower is likely to conduct its affairs in the future, or to its
current financial condition, and could therefore figure prominently in an
overall creditworthiness assessment.

Publicity will eventually have to be arranged and a signing ceremony
will be held, usually including formal lunches and dinners. Finally, an agent
bank will be appointed early in the game; their job will be to run the books
on the loan—a critical and influential role that the lead managing bank
will usually want to keep for itself.

Where multiple banks form the lead management group, they will split
the main jobs between them: (1) preparation and distribution of the infor-
mation memorandum, (2) keeping track of syndication responses from po-
tential participants, (3) negotiation of the loan agreement, (4) arranging the
signing, (5) handling publicity, and (6) taking on the agency function. Those
tasks providing the closest contact with the borrower or the greatest visi-
bility in the market are most sought after and will generally go to the
dominant members of the syndication group.

There are a number of variants of this general full syndication pattern.
If market conditions are not receptive to a full syndication, or if a borrower
is regularly in the market for funds, a club loan may be arranged, wherein
a separate information memorandum is not necessary and the lead bank,
together with the rest of the management group, provides the entire amount
of the loan themselves. In a semisyndication, an unusually large share of
the funds is provided by the managers themselves, and the balance is pro-
vided by a relatively small number of participants who generally know the
borrower or its industry well and hence get involved on a more exclusive
basis.

In participation loans, one or more banks will underwrite the entire
financing and execute the loan agreement, later individually selling down
participations to a number of other banks without the formal structure of
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a full syndication. Also called a “pre-advanced syndicate,” the borrower
actually gets its money from the lead bank(s) before part of the loan is sold
down on the basis of a participation certificate only and no borrower con-
tact whatsoever. The same is true of loan notes, which are sold freely among
any banks interested in booking participations in a particular transaction.
In this way a great deal of liquidity has been added to the global lending
market in recent years.

The entire syndication process normally takes anywhere from two
weeks to three months, depending on the borrower, the complexity of the
deal, market conditions, competence of the managers, size of the loan, and
similar factors. All out-of-pocket costs involved in the syndication—includ-
ing legal fees, advertising, travel, and communications charges—are for the
account of the borrower.

Maturities and Structure

Syndicated lending is often medium term in nature, and the banks involved
may have to take a relatively long view of the borrower’s ability and will-
ingness to service the loan. This has been one reason for the importance of
government and government-guaranteed borrowing in this market from
time to time. Many private-sector syndications (such as acquisitions fi-
nancings) are much shorter in maturity and are designed to be refinanced
by lower-cost bond or stock issues later.

Given borrower needs, loan maturities tend to follow market condi-
tions and borrower creditworthiness. Syndicated loans usually involve a
drawdown schedule, according to which the borrower will actually acquire
the principal of the loan, generally related to the date on which the loan is
signed. Repayment of principal may be over a 5- to 10-year period, and
there may be a grace period of several years during which no repayment
of principal is due. Principal repayment may then be made on an amorti-
zation basis over the rest of the life of the loan, all at once at the end (called
a “bullet loan”), or on some other mutually agreed schedule.

Clearly, maturity and loan structure considerations must meet both
borrower and market requirements. In devising an appropriate structure,
the lead bank must use its expertise, market positioning, influence with the
borrower, and creativity in bringing the two sides together. And, unlike
ordinary loans between a borrower and a lender, the terms of syndicated
loans generally become publicly known. It is difficult to keep pricing, fees,
maturity information, legal covenants, and borrower information confiden-
tial if it has to be fully disseminated among 20, 50, or more banks in a
major syndicated loan.

Borrowers and lenders constantly compare terms of syndications, both
over time for individual borrowers and among borrowers, so that precedent
plays an important role in the market. Various research services also dis-
seminate deal information. A borrower will compare the terms offered with
those it faced the last time it entered the market and those apparently being
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offered to others. If the borrower shows up too frequently, if its credit-
worthiness is perceived to have deteriorated, if the purpose of the loan is
questioned either in its own right or as an indication of its overall com-
petence, or if others enter the market who are deemed to have better stand-
ing—whatever the reason, the borrower may have to live with higher costs
or shorter maturities, or both. And what happens today will help set the
stage for the borrower’s next foray into the market.

Pricing

Syndicated loans in international banking are generally priced on an
agreed-upon floating base rate of interest, in most cases the London Inter-
bank Offered Rate (LIBOR), as a proxy for the banks’ own cost of funds.
To this floating base is added a contractual spread, which may be fixed for
the entire life of the loan or may be split—that is, fixed at one spread
for the first several years and another spread for part or all of the rest. For
example, the rate on a typical eight-year syndicated credit to a major bor-
rower may be set at LIBOR � 3⁄4% for the first five years and LIBOR �
7⁄8% for the rest of the period.

Interest payable by the borrower is adjusted on a rollover date, usually
every three or six months, at the borrower’s option, with the new period’s
base rate being specified in the typical loan agreement as the average LI-
BOR quoted two days earlier by selected reference banks that are members
of the syndicate. The strongest of these banks can usually attract three- or
six-month deposits at a cost below LIBOR or may fund the loan in other
maturities, depending on relative interest rates, to secure funding profits in
addition to the contractual spread.

This may be combined with a cap, floor, or collar option defining max-
imum allowable deviations from the interest rate benchmark to protect
borrowers and lenders from interest rate risk. Note that floating-rate pric-
ing in syndications place the basic interest rate risk, except that between
rollover dates, on the borrower. Banks nevertheless retain credit risk and
country risk, as well as funding risk—that is, the risk that funds in the
needed currency may not be available when funding for the loan has to be
rolled over. The possibility of widening or narrowing future spreads does
leave banks with some residual interest rate risk even on floating-rate loans;
for example, a bank may participate in a very finely priced syndication
today, but market conditions may cause substantially wider spreads for the
same borrower a year or two later.

All payments of principal and interest in syndicated loans are specified
net to the lender—that is, free and clear of all taxes levied by the borrower’s
country or fully creditable against the taxes levied in the bank’s home coun-
try. Liability for taxes levied where the loan is booked is often a point to
be negotiated. Participants in syndicated loans tend to be comparatively
detached in evaluating loan pricing since they, unlike the banks in the man-
agement group, have little or nothing to gain in terms of a relationship
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with the borrower. What’s good for the lead managers is not necessarily
good for the participants.

In the past, however, banks have participated in syndications on the
thinnest of spreads in order to compensate for slack loan demand else-
where, to secure access to the market or client, or to generate opportunities
for funding profit or because of sloppy risk assessment and loan portfolio
management. Such banks became known in the trade as “stuffees.”

Fees

Of particular interest in evaluating the returns to banks from loan syndi-
cation are the fees paid by the borrower to the participants. These take
several forms.

First, managers will have to be compensated for arranging and under-
writing the loan, including assumption of the risks involved. This usually
takes the form of a front-end management fee as a flat percentage of the
total loan (e.g., 1%) payable at or shortly after the signing. The size and
complexity of the loan, the nature of the borrower, competition among
banks for the borrower’s business, and similar factors figure into the ne-
gotiated size of the front-end fee. Second, a part of the management fee
will usually have to be shared by the syndicate manager(s) with other par-
ticipants in order to successfully sell down a loan, especially a very large
one. This participation fee takes the form of a flat percentage of each bank’s
final amount lent. It is often divided into size categories based on the level
of participation by groups of banks.

Third, since a particular loan may not be drawn down immediately,
but has to be made available to the borrower over time as specified in the
loan agreement, a separate commitment fee is often provided, generally a
flat percentage (e.g., 1⁄2%) on the undrawn portion of the loan, starting on
the day of the signing and prorated among the participating banks.

Finally, the bank acting as agent in a syndication will normally nego-
tiate an agent’s fee, usually a fixed sum (e.g., $150,000 per year for the life
of the loan) payable by the borrower up front or annually in recognition
of that bank’s responsibilities in running the books on the loan.

While the agent’s fee and the commitment fee are clearly set in the deal
terms, the division of the management fee among syndicate participants is
a matter for negotiation and may in the end be quite complex. On a $100
million fully committed loan lead-managed by a single bank that has ne-
gotiated a 1% management fee, or $1 million, the bank may decide that it
has to distribute $750,000 to all banks in the “co-lead” category to ensure
a successful syndication but to withhold 1⁄4% ($250,000) for itself as com-
pensation for serving as “manager of the managers.” This 1⁄4% portion is
called a praecipuum and represents the unique return to lead manager(s)
for arranging the deal.

It may now decide to offer a participation fee of 3⁄4% of final partici-
pation to banks (including itself) that lend at least $10 million each (co-
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lead managers), 1⁄2% to banks participating at a level of $5 million or more,
and 1⁄4% to banks that take under $5 million. Suppose, of the $100 million
total loan, the lead manager takes $15 million into its own portfolio, four
co-managers are in at $10 million each, plus six banks at $5 million each
and 15 banks at $1 million each. Of the available $750,000 in participation
fees, the lead manager thus gets $112,500 (3⁄4% on its $15 million partic-
ipation, or final take), co-managers get $300,000 (3⁄4% on $10 million �
4 banks), first-level participants get $150,000 (1⁄2% on $5 million � 6
banks), and second-level participants get $37,5000 (1⁄4% on $1 million �
15 banks). Under these conditions, a total of $600,000 in participation fees
have been allocated, leaving $150,000 unallocated, called the “pool.” This
pool is normally distributed to the management group in proportion to
their individual underwriting commitments.

In this example, the fee earned by the lead manager out of the $1
million management fee is as follows:

Praecipium $250,000
Participation 112,500
Pool share 40,909

$403,409 (1 bank)

Each of the co-managers gets:

Participation $ 75,000
Pool share 27,273
Total $102,273 (4 banks)

Each of the first-level participants gets:

Participation $25,000 (6 banks)

Each of the second-level participants gets:

Participation $2,500 (15 banks)

All of this adds to $1 million: $403,409 � $102,373(4) � $25,000(6) �
$2,500(15) � $1 million (rounded off).

For the lead manager, this means an immediate return of 2.69% of its fi-
nal take ($15 million); for co-managers it is 1.02%, for first-level partici-
pants 0.5%, and for second-level participants 0.25%. But because these fees
are immediate, the interest equivalents based on the average life of the loan
are proportionately higher. This illustrates the importance that credit-related
fees tend to assume in evaluating a bank’s overall return on syndication ac-
tivity and why U.S. banks have sought the lion’s share of lead-management
roles. The objective for lead banks is to maximize fee income per dollar ac-
tually lent, and this obviously means commanding a position in the upper
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tiers of syndications where the bulk of the fee income (as well as the risks and
the required skills) are lodged. It also means, for the lead managers, trying to
maintain confidentiality about the overall size of the fee—and sharing it only
to the extent necessary to ensure a successful syndication.

As components of returns to the participating banks (and costs to the
borrower), spreads and fees are obviously related. Because higher contrac-
tual spreads may carry negative connotations about the borrower’s credit-
worthiness, the borrower may agree to fatter fees to compensate the lenders
for finer spreads in order to improve its market positioning in future bor-
rowings. Similarly, borrowers will sometimes undertake benchmark financ-
ings—syndicated loans with extremely fine pricing even if there is no real
need for funds (with the borrower viewed by the market as particularly
creditworthy) to “show the flag” and try to improve future borrowing con-
ditions. A borrower’s “name” in the market evolves over a period of time,
as does a bank’s competitive performance, and both have a great deal to
do with the structure of pricing and fees.

The Agency Function

The task of servicing a syndicated loan falls on the agent bank, usually the
lead bank or one of the lead managers assigned the job. In one respect, the
agency function is purely a mechanical one, involving running the books
on the loan. There are at least seven functions:

• Seeing that the terms of the loan agreement are complied with regarding
drawdown, rollover, interest payments, grace period, and repayment of
principal

• Collecting of funds from participants as per the drawdown provisions
and disbursement to the borrower

• Periodic fixing of the interest rate against the floating-rate base (such as
LIBOR) as per the contractual spread

• Computing of interest and principal due, collecting from the borrower
and distributing to the lenders—not such a simple task when funds are
due in one place and time and payable in another

• Monitoring loan supports, such as collateral valuation, guarantees, and
insurance

• Evaluating and ensuring compliance with covenants in the loan agree-
ment and informing participants, as necessary

• Collecting periodic reports from the borrower, independent auditors, or
other information and distribution to participants

Such tasks have to be done reliably, efficiently, and promptly, yet they are
little more than clerical in nature.

It is when trouble brews that the agency function takes on a far more
complex and fundamentally different character. The loan documentation
will obviously specify under what conditions there is an event of default,
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but this may involve zero-, partial-, or full-agent discretion. A capable agent
bank that has attained this role by virtue of a superior track record in this
function, participation in syndicate leadership and a sizeable loan commit-
ment for its own book is likely to have sufficient familiarity with the bor-
rower and large enough stakes in the outcome to be trusted with some
measure of discretion and forbearance in problem situations, unless such
decisions can only be made by a stipulated voting procedure among syn-
dicate participants.

If a borrower does encounter difficulties, the syndicate leadership and/
or the agent bank performs a critical role in explaining the problem to loan
participants and creating a climate within which a workout can be accom-
plished—one that is obviously in the fundamental interest of both sides.
The role of agent took on enormous importance during the sovereign debt
renegotiations throughout the 1980s.

Defining the agent’s proper role is not easy. What is the agent’s legal
responsibility to the borrower and to lenders? If the agent bank is also lead
manager, it may well have long-standing ties to the borrower—and poten-
tially divided loyalties. What information obtained by the agent about the
borrower’s financial condition should be kept in confidence, and what
should be passed on to participants? Discretion also carries with it potential
liability, which an agent bank may wish to avoid. Yet a continuing and
digestible flow of information to syndicate participants may form the basis
for smoothing adjustments to problem situations, sound advice to the bor-
rower, avoidance of crises where everyone loses, and preparing the way for
possible infusions of additional funds by syndicate members where workout
situations are encountered. Day-to-day borrower contact is critical, and this
cannot possibly be provided by the whole syndicate. And a certain degree
of agent discretion—perhaps backed up by a small committee of syndicate
members—and flexible interpretation of the terms of the legal documen-
tation may lead to a far better outcome than applying no flexibility at all.
There must be mutual trust and commonality of interest, coupled with
adequate flow of information, for which no amount of legal language can
effectively substitute.

The agency function is enhanced by the fact that full borrower due
diligence can be inadequate in the case of some syndicate participants. They
may be too small and have inadequate staff capabilities, or the cost may
be excessive, or the time available before a decision has to be made may
be too short. Yet the lead banks’ own assessments cannot be made available
because of the implied liability involved. Apart from the lead banks’ efforts
to ensure an accurate and complete information memorandum, there is no
good solution to this problem.

Competitive Performance

Relatively few banks dominate international loan syndication activities.
Table 5-1 gives the 2001 rankings for lead banks on publicized Euro-
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Table 5-1 Global Syndicated Lending, 2001
(full credit to lead manager)

Firm Rank 2001
Syndicated
Bank Loans

Citigroup—SSB 278,375
J.P. Morgan Chase 514,476
Merrill Lynch 37,987
Goldman Sachs 43,953
Morgan Stanley 20,060
Crédit Suisse Group 42,485
UBS Warburg 33,870
Deutsche Bank 83,423
Lehman Brothers 32,760
Bank of America 238,057
Dresdner Kleinwort Wasserstein 48,339
Barclays 58,742
ABN AMRO 30,869
BNP Paribas 28,938
Bear Steams 4,492
HSBC 30,059
Nomura 1,744
RBS Group 67,279
Societé Generale 58,666
Mizuho 53,674
Banc One 59,368
West LB 46,252
Commerzbank AG 37,335
Mitsubishi Tokyo 29,291
CIBC 33,231
RBC Dominion Securities 19,037
HVB 18,098
Wachovia 25,258
Toronto Dominion 24,246
ING Barings 29,047
Credit Agricole Indosuez 10,427
Fleet Boston Corp. 31,901
First Union Corp. 35,572
DZ Bank 1,653

Total 2,108,964

Data: Thomson Financial Securities Data, 2002.

loan syndications. The name of the game is obviously syndicate leadership,
and in a market where news travels fast and that is rife with scuttlebutt, a
strong position may be difficult to attain and to hold.

Lead managers in syndications carry heavy responsibilities to both bor-
rowers and lenders. They must be absolutely forthright and reliable in their
dealings with participants. They must stay away from substandard deals
and develop a pattern of offering participations that have attractive risk-
return profiles. They must avoid the “hard sell” (a difficult thing to do
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when things are not going well) and retain participant respect even in the
heat of the syndication process. They must be thoroughly familiar with
market conditions and individual banks’ attitudes toward particular bor-
rowers, and they must develop a good overall working relationship with a
broad array of banks, including participations and possible management
roles in syndications led by others. Finally they must have a major presence
in loan syndication centers staffed by specialized groups who can effectively
back up the coverage teams at the customer end to win mandates and at
the same time be capable of structuring a syndicate and successfully getting
the deal. Such individuals are generally bright, tactful, resourceful, and
tough bargainers.

At the other end of the deal, successful lead banks must have estab-
lished sound working relationships with (and reputation among) potential
borrowers, often covering the gamut of banking services (possibly a local
presence), and a track record of commitment in good times and bad. They
must be a steady source of sound advice, even if this runs counter to the
current desires of the borrower. They must be able to convince the borrower
of their strong position in the syndications market and of their ability to
bring off a syndication on the most competitive terms possible. Their image
of competence must be unquestioned, and they must be seen as important
players in the market. Above all, lead managers must avoid errors. Mis-
estimating market conditions or borrower acceptability may produce a
“failed” syndication or an embarrassing return to the borrower for sweeter
terms. Syndications can fail outright, leading to red faces all around, a loss
of fees, or a humiliating return to the market with sweetened terms. Even
renegotiated syndications can have such consequences. Both can strain re-
lationships between the syndicate leadership, the borrower, and participat-
ing banks—and, if repeated too often, this strain can severely erode the
ability of those responsible to compete for syndications in the future. Like-
wise, mishandling the job of agent, which is always possible in problem
situations, can cause serious difficulties to borrower and syndicate partici-
pants alike. They can produce “black marks,” which, when cumulated and
amplified by market gossip, can seriously erode a bank’s competitive po-
sition for the most lucrative aspects of the business.

Since loan syndication is rather similar to the underwriting function
for debt securities, one might expect investment banks to play a much
stronger competitive role in loan syndication than appears in table 5-1.
However, borrowers like banks awarded syndication mandates are ex-
pected to take a substantial share of the loan themselves, and in a fully
committed deal they must be in a position to do so if necessary. This in-
vestment banks are generally unable or unwilling to do. Similarly, syndicate
participants like to see lead managers and agents with sizeable stakes in
the game, whereas investment banks may be viewed as working primarily
for the borrower’s interests. Still, in order to fully serve their clients, most
major investment banking firms have created a senior debt and syndicated
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lending capability. Borrowers have sometimes put great pressure on invest-
ment banks to arrange loans in order to obtain more profitable investment
banking mandates. Indeed, few wholesale banks that purport to provide a
full range of services to their global client base are not actively involved in
syndicated lending today. This has advantages for borrowers and lenders
alike. It also can lead a bank into unproductive lending or excessive credit
exposure in an effort to capture lucrative advisory or underwriting fees
proffered by clients.
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6

Asset-Related and
Project Financing

Chapter 5 discussed international commercial lending and related activities
in terms of general obligations of borrowers. There are, in addition, several
specialized forms of lending that have limited recourse to ultimate borrow-
ers and their balance sheets, or sometimes none at all. These can provide
attractive lending opportunities but also can expose banks to significant
risks. Some such transactions, in which the asset is a major basis for the
financing, also lend themselves to securitization, selling loan exposures to
other financial institutions, and repackaging. This chapter discusses the var-
ious types of lending that are based on the value of assets underlying trade
financing, international leasing, and project financing. Each has its own
unique characteristics and poses unique challenges to banks hoping to com-
pete effectively.

Financing International Trade

Banks have been involved in the financing of international trade and ef-
fecting payments for international trade transactions since at least medieval
times. The basic transactions services involve cutting information and trans-
actions costs for importers and exporters, making payments for interna-
tional transactions as expeditiously and cheaply as possible, and providing
associated foreign exchange and risk-shifting services. The basic credit ser-
vices involve the direct extension of credit from the time internationally
traded merchandise leaves the factory door (and sometimes before that) to
the time the buyer completes payment, or, alternatively, making possible
credit extension for this purpose by the financial market by providing credit
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backstops for some of the risks involved, again in the most cost-effective
way available.

Forms of International Payment

Probably the easiest and cheapest forms of payments for international trade
transactions in which sales from an exporter to an importer are made are
on an open-account or consignment basis, or against payment in advance.
Both are possible only if the two parties know each other well and trust
each other.

If a transaction is done on a consignment basis, the exporter ships the
merchandise and sends the shipping documents to the importer, who is then
able to claim the goods when they arrive. When the importer sells the
merchandise, it sends the proceeds minus its markup to the exporter. The
same thing happens when the transaction is done on an open-account basis,
except that the importer remits payment to the exporter on arrival of the
goods or within an agreed period of time thereafter. Selling on consignment
loads the entire risk (that the merchandise will actually be sold and that
the importer will actually pay)—as well as the financing of the goods while
in shipment and in the importer’s inventory—onto the exporter. Selling on
open account loads the credit risk onto the exporter as well, together with
part or all of the financing. Nevertheless, the exporting firm may be willing
to accept the risks involved in selling on consignment based on its under-
lying competitive position. Selling on open account is normally done when
there is a close connection between importer and exporter, as when the
importer is an affiliate of the exporting company. Serious collection prob-
lems arise in the event of default, in part because all claims must be filed
under the laws of the importer’s country.

Payment in advance may be specified in certain cases where the ex-
porter is able to impose on the importer all of the risks and credit costs—
the risk that the goods will actually be shipped and will arrive as specified
and the cost of credit during the time the goods are in transit and sometimes
even as the goods go through the production process. This form of payment
is sometimes specified for certain types of custom-made products, which
cannot be sold to anyone else, and when the exporter has very substantial
bargaining leverage.

In all three cases (payment in advance, consignment, and open ac-
count), banks get involved only in the payment function itself and will
receive customary fees for this service, as well as for the spot or forward
exchange transactions involved.

International Collections. Perhaps the most straightforward, direct involve-
ment of banks in international trade is collection of amounts due on arms’
length transactions between importers and exporters. Suppose the two par-
ties do not know each other well. The exporter would not want to ship
merchandise on a straightforward basis, because he could not be sure of
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getting paid. The importer could take care of this problem by simply paying
in advance, but then could not be sure the merchandise actually got
shipped. This calls for an intermediary who takes care of the risk exposure
on both sides.

The exporter prepares a “trade bill,” or draft, which the importer is
supposed to pay either when he takes possession of the merchandise (“doc-
uments against payment,” or D/P draft) or when he accepts the draft
(D/A draft) for payment at some specified future date, such as 30 or 90
days down the road. The exporter prepares the merchandise for shipment
and obtains a “bill of lading” (B/L) from a common carrier such as an
airline or shipping company, attesting to the fact that the goods are as
specified and that they were shipped on a given date and along a specified
route. The B/L and the D/P or D/A draft are sent to the exporter’s bank,
which, in turn, sends the draft and documents to its correspondent bank
in the importer’s country with instructions to hand over the documents
(permitting the importer to claim the merchandise), either against payment
or against acceptance of the draft.

If it is a D/P draft, sometimes called a “sight draft,” the payment is
collected by the bank in the importer’s country, transferred to the bank in
the exporter’s country, and credited to the exporter’s account. No credit is
extended, and the collection process is compensated by fees—plus a spread
and fees on any foreign exchange transactions in the middle. The same
thing happens if it is a D/A draft, a “time draft,” except that the payment
is collected for the account of the exporter on the specified date 30, 60, or
more days in the future, after it has been accepted by the importer. In the
meantime, the time draft may be held to maturity by the exporter, or it
may be accepted by the importer’s bank and either held to maturity by that
bank or sold in the local banker’s acceptances market, with the discounted
proceeds collected for the exporter immediately. In this case, credit is ex-
tended by the holder of the time draft, who collects interest in the form of
the discount.

Letters of Credit. Documentary time drafts for collection provide one ve-
hicle for access to credit to finance international trade transactions, other
than straightforward bank loans to the exporter or the importer. An alter-
native is the “letter of credit” (L/C), which efficiently takes care of properly
allocating the credit risks to those best able to bear them and at the same
time greatly facilitates access to financing at the best-available terms.

Assume the exporter and importer do not wish to extend credit to each
other or to take payment risk. The exporter asks the importer to request
its bank (the “opening bank”) to issue an irrevocable letter of credit for
the transaction amount in the exporter’s favor. By doing so, the bank com-
mits itself to paying the specified amount if the importer is unwilling or
unable to pay, assuming the merchandise has been shipped precisely as
specified in the terms of the L/C. The opening bank will then send the
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L/C to its correspondent bank in the exporter’s country (the “advising
bank”), which will forward it to the exporter. The transaction will subse-
quently take place using a sight or time draft, as discussed, with the credit
risk covered by the opening bank. An L/C of this type will cover only a
single transaction, with tight specification of what will be shipped and how
it will be shipped.

It may also be that the exporter is unfamiliar or uncomfortable with
the importer’s bank. In that case, the exporter may request that the opening
bank’s L/C be confirmed by the advising bank in his own country—a “con-
firmed, irrevocable letter of credit.” Should the importer default, the im-
porter’s bank will pay. Should both be unwilling or unable to pay, the
exporter’s advising bank will pay. Of course, the advising bank must be
comfortable with the credit standing of the opening bank and with the
country risk involved (e.g., the risk that exchange controls may be imposed
that prevent the necessary foreign exchange from being made available).
Again, the transaction will take place as specified earlier, and in the case
of a time draft the acceptance can take place in the exporter’s country and
be discounted in the local banker’s acceptance market at money market
rates. Figure 6-1 shows how the process works.

In addition to unconfirmed and confirmed irrevocable letters of credit,
there are other variants as well. Revocable L/Cs may be amended or can-
celed by the opening bank at any point and therefore will offer the exporter
less protection and a lower price. Revolving L/Cs will cover multiple or
continuous shipments of merchandise. If a revolving L/C is cumulative, any
amounts used become reavailable once the transaction has been consum-
mated, which is not the case in a noncumulative revolving L/C unless it is
specifically amended to be so. A “transferable L/C” permits the exporter
to assign the proceeds to one or more secondary beneficiaries (e.g., sub-
contractors), while in a “back-to-back L/C” the exporter uses the first L/C
(opened by the importer in his favor) as the basis for requesting his bank
to open a second L/C in favor of his own supplier(s). This would tend to
be used by exporters who are middlemen between domestic manufacturers
and foreign buyers and who do not have acceptable credit standing of their
own.

In the case of international trade transactions covered by L/Cs, banks
have a number of opportunities to earn fee and interest income. Fees go to
banks for issuing (opening) L/Cs and for advising and confirming them, for
collections, for foreign exchange transactions, for accepting time drafts, and
(when the draft is held on the bank’s own books) for extending credit—
with the rate of interest reflected in the associated discount. Obviously, this
is a highly competitive, transactions-intensive business. Banks that are best
at it have strong client bases involved in international trade and have de-
signed procedures that are convenient to use, efficient, and error-free (often
using e-based platforms), as well as substantial networks of correspondent
banks.
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Figure 6-1. Trade financing via letter of credit (L/C) and banker’s acceptance (B/A).

International Factoring

Another form of international trade financing, particularly common in Eu-
rope, is called “forfait” financing. Under this structure, a bank (acting as
a so-called forfaiting house) will buy from the exporter the obligations due
on the part of importers in various countries without recourse to the ex-
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porting firm itself. The exporter will receive the discounted proceeds im-
mediately—based on evidence covering the quality, quantity, and shipment
of the merchandise—with the discount reflecting both the interest charge
and the credit risk (commercial as well as country) the forfaiter is assuming.
The promissory notes involved are usually endorsed by the importer’s bank.
The notes, now endorsed by both the importer’s bank and by the forfaiting
house, can then be held to maturity or resold in the market.

To some extent, forfait transactions are similar to “factoring,” which
is familiar in the United States and certain other domestic markets. Fac-
toring involves a bank that believes it is sufficiently familiar with the cus-
tomers of a particular client to buy its accounts receivable on a nonrecourse
basis at a discount. The goods have already been shipped and the bills sent
out, and it is up to the bank to collect. Factoring is common in the garment
industry. It is a specialized business in which risk must be carefully managed
through intimate knowledge of the industry and the creditworthiness of the
customers, as well as loan diversification. It can be highly profitable for
banks that know how to manage the risks involved. Internationally, fac-
toring is more difficult because risk management is problematic: a domestic
bank having the basis to understand the risks associated with a client’s
foreign customers is difficult to imagine, unless two or more banks (or
branches of a single bank) work together, swapping factored receivables
involving customers in each bank’s home country.

Government Export Financing, Backstops, and Countertrade

Governments in most industrial economies and many developing countries
provide export assistance of various kinds in order to stimulate foreign sales
of domestic companies—so-called export credit agencies, or ECAs. These
involve guarantees covering commercial risks, as well as political and eco-
nomic risks associated with the importing country, along with concession-
ary financing of various types. For example, in the United States, the
Export-Import Bank (Eximbank) provides direct loans to exporters and
importers, export credit insurance, guarantees, and backstops for banks
involved in international trade financing. Short-term credit support, up to
180 days, is provided through the Foreign Credit Insurance Association
(FICA) run by Eximbank and private insurance companies. Export financ-
ing of commodity transactions is handled by the Commodity Credit Cor-
poration (CCC). There are similar agencies in other countries, such as Her-
mes in Germany and COFACE in France. All permit lodging certain risks
with the government at concessionary rates, thereby taking them out of the
commercial market. Often these can result in very attractive profits for the
banks involved, in light of the limited foreign risks they have to assume.

Banks in certain countries have become very active in arranging and
facilitating “countertrade,” “barter,” “buybacks,” “switchtrade,” “offset,”
and other transactions with countries that are experiencing foreign
exchange problems. For example, a company may ship a piece of capital
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equipment to a particular country in return for which it is obligated to take
back (or buy for cash) certain other commodities or to arrange their sale
to third parties. Or it may build a plant on a turnkey basis, for which it
gets paid in a stream of production from that plant. This business is highly
specialized and risky. Normally the companies involved are in the best po-
sition to price countertrade services and to manage the risks. Banks in some
countries get involved in facilitating such transactions, and in a few cases
in taking on the role of principal as well, but in general they are in a poor
position to carry the risks. Naturally, as exchange controls wane and ex-
ternal convertibility rules in most of the important trading countries, barter
and countertrade becomes largely relegated to a substratum of the most
problematic countries.

International Lease Financing

An important form of asset-based commercial financing involves leasing of
mobile capital goods. These can include aircraft, barges, containers, drilling
rigs, pallets, power generation equipment, computers, production machin-
ery, medical equipment, materials handling equipment, and the like.

In leasing, the lessor owns the equipment and leases it to an operator,
recovering the lease payments and the residual value, which together cover
the equipment’s acquisition cost plus profit. Lessors may or may not have
the option to acquire the equipment during or at the end of its useful life.
Such “financial leasing” is distinguished from “operating leasing,” where
the lessor is responsible for maintaining and insuring the equipment and
covering any applicable taxes. Financial leases are noncancelable, whereas
operating leases are often used by customers to cover their short-term
equipment needs and can be canceled at any time. Operating leases tend
to be the province of specialized leasing firms, which finance themselves
with bank loans or in the capital markets, with full recourse to the lessor,
on the basis of their own credit standing.

There are two types of financial leases. Straight bank leasing involves
100% bank financing on equipment procured according to the customer’s
specifications, with the asset acquired by the bank and delivered to the
customer against assignment of the leasing documentation. Lessor and les-
see may get together on the basis of an existing banking relationship, or
they may be brought together by a broker. Alternatively, the lease may be
structured through a leasing company, which pledges the equipment as well
as lease revenues, with full recourse. Leveraged leasing is generally done
through a separate leasing affiliate of a bank or its holding company and
an ownership trust, which owns the equipment. The bank contributes a
part of the required funds in the form of equity (generally at least 20%),
and the leasing affiliate borrows the rest on a long-term basis from banks
or institutional lenders such as insurance companies, which have recourse
to lease payments and to the equipment.
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Leasing tends to be heavily tax driven. Lessees are able to deduct lease
payments as part of the cost of doing business, while the lessor deducts
both interest costs and depreciation on the asset. Internationally there are
instances where “double-dip” tax-driven leases may be possible due to the
possibility of deducting interest and depreciation expenses in two tax
jurisdictions because of the structure of the lessor arrangements for the
lease.

International leasing is a specialized business, and it is often dominated
by specialized firms such as the major aircraft leasing companies of General
Electric and International Lease Finance Company (ILFC) of the United
States (controlled by American International Group), both of which provide
operating and financial leases to airlines that cannot afford or prefer not
to purchase their aircraft outright, have temporary capacity needs, or want
to lease for tax reasons. By careful diversification across customers, these
lessors attempt to limit their exposure to risk, although the fact remains
that they are often heavily exposed to the risk embedded in the industry of
the lessees (such as airlines), and the opportunities for hedging their assets
or equipment orders are relatively narrow. Other companies, such as Gen-
eral Electric, engage in a broader array of leasing activities. In turn, they
finance themselves with bank debt, commercial paper, and capital market
instruments.

Project Financing

The financing of large-scale projects such as pipelines, oil and gas produc-
tion, tunnels and bridges, energy plants, sports stadiums, major office build-
ings, and similar long-gestation, highly capital-intensive ventures has
evolved into an important major competitive arena for international finan-
cial services firms. The sheer size of the financing needs that are frequently
encountered, and the complex financial-structuring and specialized risk-
evaluation requirements involved, have concentrated leadership in this busi-
ness among the relatively few banks that have developed and maintained
the financial resources and technical skills needed.

Driven by increased competition and growing pressure on the profita-
bility of conventional international lending, a number of commercial and
investment banks have succeeded in developing capabilities in a broad
range of banking functions, thus enabling them to offer comprehensive
financial support and advice through the life of a major project.

Background

Modern project financing appears to have been largely an American inven-
tion, dating back at least to the 1930s. However, by the late 1990s, project
financing had become a global activity. The business can be traced to bank
financing of independent oil companies during, particularly in Oklahoma
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and Texas. Few of the “wildcatters” who dominated the oil business at the
time had either the financial resources to bring new discoveries into pro-
duction or strong-enough balance sheets for ordinary unsecured bank bor-
rowing on anything but a very limited scale. Secured borrowing was like-
wise precluded, since the principal “assets” to be financed were usually a
hole in the ground and some associated equipment and supplies with ques-
tionable resale value. Yet it was clear that the resources in the ground
themselves represented a prospective value as a future revenue stream
that—if it was produced economically—could become the basis for attrac-
tive bank lending opportunities. Loans could be serviced from the proceeds
of the future sale of the resource without necessarily looking exclusively to
either the operating company’s balance sheet or to capital equipment for
credit support.

Called “production payment financing,” this early approach in effect
mortgaged the resource in the ground, with financial institutions betting
that it was actually present in sufficient quantity, that it could be lifted
economically, and that it could be sold at a price that lived up to a set of
initial expectations, all within reasonable margins for error. Given the na-
ture of large-scale energy projects such as offshore oil and natural gas ven-
tures—as well as terminals, pipelines, and other facilities relying on
throughput charges for cash flows—the development of “project financing”
eventually grew in volume and international scope. The concepts underly-
ing project financing were later extended from energy to other ventures
such as power plants and cogeneration facilities, tunnels, bridges, pipelines,
office buildings, and telecommunications facilities where the future cash
receipts from the project are regarded as the primary means for the under-
lying loans.

Structural Aspects of Project Financing

A fairly standard approach to structuring a project financing, for example
in the petroleum industry, is for the sponsors (e.g., BP-Amoco, Shell,
Exxon-Mobil) to establish a vehicle company in which they are the prin-
cipal shareholders. The vehicle company tends to have relatively thin cap-
italization in relation to the financial needs of the project. Each sponsor
holds a sufficiently small share of the equity in the joint venture that the
vehicle company cannot be construed for legal and accounting purposes as
a subsidiary. Funding of the project is then routed through the vehicle com-
pany. Ideally, a record of such financing does not appear on the sponsors’
balance sheets at all. If it does, it is only as a footnoted contingent liability.
Similarly, the assets acquired in the course of undertaking the project ap-
pear on the financial statements of the vehicle company alone. One purpose
of project financing is thus to preserve the sponsors’ own credit standing
and future access to financial markets. A typical alternative cash-flow pro-
file is depicted in figure 6-2.

Vehicle companies may take a variety of forms, particularly if the proj-
ect involves multiple sponsors whose presence might be appropriate if:
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Figure 6-2. Projected project cash-flow profile: comparison of expected and best-
case/worst-case cash flows.

• The project exceeds the financial, technical, or human resources of a sin-
gle company

• The need for risk-sharing clearly exists
• A large project yields significantly greater economies of scale than several

smaller ones
• The resource itself is jointly owned
• The sponsors are complementary in terms of their capabilities
• The country where the project is located mandates a joint venture with

local interests

In the case of multiple sponsors, a separate corporate entity, partnership
construction trust, or contractual joint venture may be created. Each entity
may have a number of subforms and different managerial, legal, tax, and
credit implications. Each may exist through the life of the project or for
specific shorter time periods.

Financial Design

Once the vehicle company has been established, the financing of a project
must be “engineered.” The financial design process must take into account
the risks involved; the various prospective sources of financing, accounting,
and tax regulations; and the possibility of recourse to the various parties,
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the different entities having an interest in the project, and similar factors.
Financial design may be assigned to a financial adviser—possibly an in-
vestment or merchant bank. The adviser must have the necessary technical
expertise, contacts, track record, and innovative thinking necessary to help
stitch together the highly complex financial undertakings required, each of
which might have one or more unique characteristics.

Working closely with sponsors’ financial staffs, the adviser must pay
careful attention to potential sources of finance worldwide, understand op-
portunities for laying off risks and achieving leverage targets, and be able
to aid in identifying project risks and support arrangements, contingencies,
foreign exchange aspects, and related facets of the deal. The objective is to
minimize the cost and exposure to risk of the sponsor, while making the
loan attractive to prospective lenders and investors. Individual lenders, in-
cluding local banks in host countries and smaller banks in third countries,
may be receptive to particular deals at various times. Attractive “windows”
for parts of a financing package are often open only for brief periods of
time. Supplementary financial advisers may be brought in for their special
expertise and contacts to help arrange official export credits, determine the
legal and tax issues involved in accessing national capital markets, and
provide coordination with multilateral development agencies.

Financing Components

The principal components of project financing differ considerably from one
project to the next, but each project generally uses multiple sources of
funds. These include short-term and long-term debt, with medium-term
lenders often replacing short-term lenders on completion of the project.
Repayment schedules may be quite flexible, including some automatic re-
setting of debt service under various conditions (such as delays and cost
overruns). This permits sponsors to develop financial strategy in other parts
of their business with less concern for possible unanticipated project cash
needs. To obtain the most favorable financial arrangements for projects, all
conceivable sources of funds must be tapped.

Sponsor loans are advances made by the sponsor-owners of the vehicle
company. Such loans would appear on the sponsors’ balance sheets, com-
promising the off-balance-sheet intent of project financing. Sponsor-owned
captive finance companies can be used to achieve the same objective. The
captive finance company, with limited equity investment by the sponsor,
can borrow and lend on its own account without altering the financial
profile of the parent corporation and thus permit greater financial lever-
aging.

Supplier credits are granted by manufacturers who can provide the
needed equipment on competitive terms and whose governments may vig-
orously promote such exports. Energy projects in particular are highly cap-
ital intensive, and much of the total capital outlay involves machinery and
equipment—drilling platforms, steel pipe, draglines, pumps, engines and
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compressors, communications equipment, and so on. Concessionary terms
provided by or through ECAs include long maturities, fixed interest rates
well below market levels, and attractive insurance cover for lenders. It is
advantageous to shop for the most attractive (subsidized) supplier credit
arrangements—financing provided either directly by governmental export
credit agencies or by banks benefiting from government credit subsidies and
guarantees.

Such loans can be quite lucrative for commercial banks, and banks may
provide related loans to the same project at preferential rates if they are
guaranteed a piece of the export credit package. In addition to the benefits
of below-market fixed interest rates and longer maturities, such credits
sometimes are linked to government grants, soft loans, and similar forms
of foreign aid to the country where the project is situated. This component
of project financing thus takes advantage of the intense export competition
among supplier countries. A number of potential sources of supplier credits
may be approached by project sponsors and their advisors to secure the
best possible financing terms for equipment of engineering services.

Large-scale projects will vary widely in terms of the percentage of total
cost accounted for by capital equipment and services eligible for supplier
credits. If capital equipment and construction services are to be provided
domestically by vendors in the country where the project is located, the
prospects for financing through supplier credits will naturally be corre-
spondingly less.

Customer credits can also be an attractive source of financing, espe-
cially when a project is specifically designed to provide raw materials or
energy to a particular buyer (for example, an electric utility or a steel com-
pany, trading house, or government procurement agency). U.S. utilities have
sometimes subsidized exploration and development of energy resources
through advance payments, for example, and private German and Japanese
buyers of metals either have been willing to provide direct financing or
have helped secure support from government sources. Individual firms,
trading companies, and minerals consortia have made sizable loans against
future resource deliveries to ensure themselves of reliable supplies.

Advance payments by sponsors may also be used for this purpose—in
effect, loans to the vehicle company to be repaid in the form of shipments
after the facility comes on-stream. The absence of customer credits—per-
haps due to financial limitations or lack of agreement on price conces-
sions—may sometimes be partially offset by loans from local sources in the
country where the project is located, giving other prospective lenders an
indication of the project’s importance.

Insurance companies, pension funds, and bond debt, traditional
sources of long-term financing in many countries, would appear to be ideal
participants in project financing packages, because the gestation periods on
large-scale ventures are often very long. The relatively stable and predict-
able cash flows of such nonbank institutions would seem to allow them to
finance at much longer maturities than, for example, commercial banks.
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However, insurance companies and pension funds generally demand com-
mensurately higher interest rates, as well as strict security arrangements or
guarantees. This could require a supplementary guarantee from their home
government, or it may negate their participation altogether. Lack of inves-
tor interest in anything but conventional government and corporate debt
limits the international bond markets as a source of financing for projects
until they are up and running with a proven track record.

Lease financing represents another potentially useful source of project
financing, which may have important legal, tax, and accounting advan-
tages. As discussed, a leasing company (perhaps bank owned) typically
holds title to mobile equipment used on a project, claims depreciation for
tax purposes, and leases it to the project operator, who, in turn, may be
able to claim lease payments as an expense for tax purposes. The leasing
company may also pass some of its tax benefits on to the operator in the
form of lower equipment rentals. In turn, the lessor may finance the equip-
ment through long-term borrowing secured by the equipment itself, often
at relatively favorable rates of interest.

Commercial bank loans usually form a major part of the typical
project-financing package, generally in the short- and medium-term matur-
ities priced on a floating-rate basis. Bank loans normally cover the critical
earlier years of a project and traditionally involve full recourse to sponsors
or third-party guarantors. They may also be serviced by production pay-
ments on a nonrecourse basis if appropriate guarantees can be provided
and if the issue of legal claim to the source of the underlying cash flows
can be satisfactorily resolved. Bank loans are often arranged on a syndi-
cated basis, which means that multiple banks have to be convinced of the
soundness of the loan and the project. Successful bank financing depends
in part on the “fit” between the term over which loans are needed and the
repayment requirements specified by lenders. For many projects, financial
needs may extend well beyond conventional bank lending terms, sometimes
limiting this form of financing to shorter periods in the construction or
initial operating stages.

Equity capital can nevertheless cover a significant part of total project
cost. Sponsors may inject cash into the project, particularly in the very early
planning and start-up stages, or they may contribute to engineering staff,
know-how, or administration. In addition, third parties, particularly poten-
tial customers, may be prepared to provide equity capital to a project on
a minority participation basis. In a few cases like Eurotunnel, major public
equity offerings may be undertaken to form the basis for large-scale debt
financing.

Other potential sources of project funds may include wealthy individ-
uals (domestic and foreign), central banks or monetary authorities, and
investment management firms via common or preferred stock in the vehicle
company, notes and debentures, convertible debentures, trade credit, and
commercial paper. Straight (unsecured) loans are often enhanced by war-
rants, conversion rights, or rights to other securities. Local-currency fi-
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nancing may be secured from indigenous banks, particularly for working
capital purposes, or possibly on a longer-term basis from local insurance
companies or other sources of medium-term financing. Often one form of
financing, such as subordinated loans, will make participation more at-
tractive to one or more other sources of funding.

Standby Letters of Credit and Guarantee Facilities

Project financings often involve guarantee instruments that cover the per-
formance of contractors involved in construction and related services.
These can provide an important source of security for project participants,
since sizeable progress payments are sometimes made to contractors. Con-
tractor default could place a project’s vehicle company and its sponsors in
financial jeopardy.

Under a standby letter of credit, a contractor asks a bank to open a
letter of credit on behalf of the entity that has awarded the contract, which
may be “called” by the beneficiary under certain, specified conditions of
nonperformance contained in the guarantee instrument. If a “call” occurs,
the bank will make payment and, in turn, the contractor is obligated to
make prompt reimbursement to the bank. The bank’s obligation is limited
to paying the amounts specified to the beneficiary and does not include
direct intervention to assure completion of the work involved. Standby
L/Cs include:

• Advance payment guarantees, posted against up to 100% of advance or
progress payments to a contractor;

• Bid guarantees, to ensure that a bidder will actually accept the award if
made or that he will subsequently post required performance guarantees,
usually 1% to 2% but sometimes 5% to 10% of the bid price;

• Performance guarantees, valued at perhaps 5% to 10% of the contract
price, stating that the contractor will actually perform in accordance with
the agreement;

• Maintenance or retention guarantees, used to cover contractor warranties
after full payment has been made, perhaps 10% of the contract price.

Under a standby L/C, the contractor signs an indemnity agreement
outlining his obligation to the bank, which is triggered by an incurrence of
liability on the part of the bank to the beneficiary under terms and con-
ditions carefully specified by the contractor and agreed to by the benefici-
ary. The two represent separate sets of legal obligations. If the beneficiary
calls the standby L/C for whatever reason, the bank must pay, although it
will not incur a loss unless indemnification by the contractor is refused.
For this reason, and because contractor losses in the event of a call may
vastly exceed the value of the standby L/C, careful credit assessment of the
contractor on the part of the issuing bank is essential. Calls may occur
because a contractor’s financial difficulties prevent completion, because of
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technical or operating problems, or even because of arbitrary or fraudulent
action on the part of the beneficiary. This reinforces the need to specify
conditions of default, possibly including independent certification, since the
bank’s obligation is unconditional.

To backstop its position, a bank issuing a standby L/C or other type
of guarantee may require a lien on the contractor’s assets, other security
interest, cash margins, or certain covenants related to debt and coverage
tests. The guarantee instrument may also be structured to diminish over
time, while the project draws to completion and the risks involved decrease
commensurately. Fees for standby L/Cs or other guarantee instruments can
be substantial and are paid by the contractor, presumably to be passed
recouped to the extent possible in the contract price.

Foreign Exchange Considerations

Foreign exchange aspects can assume a major dimension of project financ-
ings since cash needs, financial obligations, and resource sales will often be
denominated in different currencies. The risks involved may be addressed
in the short term by means of currency swaps or borrowings in the cur-
rencies needed and in the long term by financing in the appropriate cur-
rencies, swaps, long-dated forward contracts, and local-currency financings.
Because of the extended duration of project financing, the foreign exchange
aspects can be exceedingly complex and may test the ingenuity of the fi-
nancial advisors and banks involved.

Co-financing

The World Bank and the International Finance Corporation (IFC); regional
development banks in Asia, Latin America, and Africa; and other inter-
governmental institutions—all have traditionally been in the business of
project financing. They are often able to provide attractive terms because
of direct agency financing by participating national governments or because
the agency is able to fund itself long-term on domestic or international
markets on a favorable basis. Particularly large projects in developing coun-
tries that exceed conventional financing capabilities may be able to proceed
under a co-financing arrangement with international institutions, based on
agreements with the host-country government.

Co-financing can take the form of joint financing, where all lenders
share in responsibility for the entire project, or parallel financing, where
each lender finances a separate part of the project. The World Bank and
IFC have a long history of bringing other lenders and investors in on large-
scale natural resources ventures where they have taken a leadership role.

Co-financing is clearly desirable for projects where the resources of the
borrower, the World Bank, and other sources of finance are insufficient to
cover necessary outlays. It “stretches” World Bank or IFC resources over
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a broader portfolio of projects without significantly diluting the borrower’s
degree of responsibility or the care taken in project appraisal; at the same
time, it gives co-lenders additional assurances of the quality of projects and
the prospect of reduced sovereign risk attributable to the World Bank
Group’s presence.

In evaluating the financial requirements of a project likely to require
co-financing, the World Bank or IFC looks first to prospective sources of
long-term, fixed-rate financing, most often found among official bilateral
or multilateral institutions or official export credit agencies and generally
tied to purchases in a particular country. Funding is then sought from com-
mercial sources to fill any remaining gaps. In the case of a typical electric
power project, for example, the World Bank reviews a specific portion of
the borrower’s investment program and may agree to finance certain sub-
projects within it. Funds from private lenders are then sought to help fi-
nance other subprojects closely related to those financed by the bank.

Generally, the World Bank’s resources can only be used to finance the
foreign exchange costs of goods and services identified in advance, and only
those expenditures that are made after approval of the loan by the bank’s
executive directors. Hence, borrowers often find that commercial financing
is required to cover expenditures that may not qualify for World Bank
assistance, such as start-up costs, other imported goods and services, local
procurement, and working capital needs. In addition to the use of private
co-financing to complete the financing plan of a project as defined by the
World Bank, there have cases in which co-financing was sought to help
fund investment programs that are complementary to, but not included in,
bank-assisted projects.

Under the World Bank’s co-financing program, borrowers are ulti-
mately responsible for selecting the private lenders brought into a deal.
However, the bank does provide assistance by making co-financing oppor-
tunities widely known to potential lenders, and it often provides borrowers
with names of banks in the major capital markets that in the past have
shown an interest in co-financing. At the request of borrowers, the bank
also takes the initiative in establishing contacts with prospective private
lenders to ensure that borrowers make a reasonable effort to explore the
prospects for commercial financing with a representative sample of banks
before reaching a decision. The bank encourages private lenders and bor-
rowers to establish early and direct contact whenever a co-financing op-
portunity has been identified.

The terms and conditions of the commercial loans under co-financing
are negotiated directly between the private lender and the borrower, just as
the World Bank negotiates (independently of co-lenders) the terms and con-
ditions of its own commitments directly with the borrower. Once drafts of
the loan documentation pertaining to each lender become available, the
World Bank and the private lenders agree on any cross-reference clauses to
be included, as well as provisions to be incorporated in the text of the
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memorandum of agreement. The bank reserves the right to approve clauses
in the loan agreement between the private bank and the borrower that
affect its own rights, such as cross-default clauses.

World Bank borrowers securing co-financing from private sources gen-
erally choose syndicated lending. The lead banks, acting on the borrower’s
mandate, assume full responsibility for arranging and managing the loans.
However, at the request of the borrower, the World Bank’s co-financing
staff has occasionally helped identify potential syndicate participants. The
applicable loan agreements have followed established syndicated loan prec-
edents with respect to terms and conditions, again negotiated directly be-
tween the private lenders and the borrower. Since the disbursement pro-
cedures of private banks differ substantially from those of the World Bank,
they are handled separately and independently. Although it is common
practice to agree on periodic staged disbursements over a fixed period,
loans are frequently drawn down in a lump sum soon after signing. Simi-
larly, payment of interest and principal to co-lenders are set independently
of the World Bank loan.

A longer-term benefit related to World Bank co-financing activities in-
volves introducing borrowers in developing countries to new commercial
bank lenders and assisting them in securing continued access to interna-
tional capital markets. At the same time, commercial banks emphasizing
the financing of specific projects, as opposed to country lending, have found
new clients in developing countries. World Bank projects for which private
co-financing has been arranged have historically been concentrated in
the industrial and utility sectors. Figure 6-3 depicts a project financing in-
volving the International Finance Corporation in a Brazilian highway
project.

Figure 6-4 provides a summary overview of a complex project struc-
ture. Linked to the project is the sponsor, working with the agent bank on
the financial structure, injecting equity and receiving profits. Also identified
are the contractors undertaking the construction work, who may also be
involved as equity investors and possibly take product in partial or full
payment for their services. Then there are suppliers (possibly working under
a supply-or-pay agreement); the project operator working under an oper-
ating and management (O&M) agreement; and the customers, possibly in-
volving a take-or-pay agreement. Also identified in figure 6-4 are the project
lenders, the international institutions, and the possibility of their co-
financing, and the government of the host country possibly providing guar-
antees or allowing the project to proceed under a BOT (build-operate-
transfer) agreement.

Risk Assessment and Risk Management in Project Finance

Project financing is intended to design financial structures to be serviced
from future cash flows, often with limited recourse to the project’s sponsors.
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Figure 6-3. Example of a project financing involving international agencies.

Financing that is structured in this way limits the burden placed on spon-
sors’ balance sheets and diminishes future borrowing capacity and credit-
worthiness less than other modes of financing. Lenders and investors rely
on the project’s expected revenue stream and often carry a share of the
technical, commercial, and political risks. Evaluation of risk and the ap-
plication of risk-limiting techniques thus are critical in project financing
because of the heavy reliance on the project itself to provide effective debt
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service. There are at least nine distinct types of risks lenders face in project
financing:

1. Resource risk involves the possibility that the oil, gas, or minerals
in the ground, which represent the basis for debt service in natural resource
and energy projects, are not, in fact, there in the required quality or quan-
tity.

2. Input or throughput risk concerns nonextractive projects such as
power plants, transportation infrastructure ventures, or pipelines where the
basic viability of the project depends on the availability and price of energy,
raw materials, or other resources under the original terms. In the case of
tunnels, bridges, and similar projects, the risk is that supply or demand
factors may result in a traffic shortfall, leading to a revenue deficiency.

3. Technical risk relates to the engineering characteristics of the project
itself. A project may turn into an outright failure for technical reasons or
may result in substantial cost overruns, requiring significant additional cap-
ital infusions.

4. Timing risk focuses on the possibility that delays, from whatever
source, will stretch out the period of construction before the cash flows
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that support the financing actually begin. Such delays (especially in an in-
flationary period) can be the source of substantial cost overruns and raise
interest charges considerably. Even relatively short delays may lead to ex-
tensive escalation of construction costs.

5. Completion risk combines technical and timing risks. Completion
problems include errors in engineering and design; construction delays due
to strikes, weather, or late delivery of equipment and supplies; unantici-
pated topological problems; new and untested construction techniques un-
der prevailing conditions; cost escalation due to a serious lack of skilled
labor; and similar factors. In practice, the lenders have traditionally been
willing to rely on cash flows from projects only after they have become
operational, requiring the sponsors to provide financial supports and guar-
antees before loans become strictly nonrecourse. More recently, there has
been a greater willingness on the part of lenders to accept, under appro-
priate circumstances, a range of precompletion risks that previously the
sponsors alone had to carry.

6. Market risk concerns future demand for the product or service sup-
plied by a given project. Prices for many raw materials are naturally vol-
atile, and they also may be subject to significant long-term (secular) shifts
over the extensive period of time that faces the financing. What happens,
for example, when demand for the customer’s own output undergoes a
severe and prolonged decline? In addition, some products and services such
as natural gas, transportation, and electric power are highly dependent on
local or regional market developments and may easily encounter a demand
shortfall. This problem may be complicated by difficulties in storing or
finding alternative uses for certain resources (e.g., natural gas). In assessing
market risk, demand forecasts clearly hinge on such factors as price and
income elasticities, competition, exchange rates, availability of substitutes,
government policies, political developments, and environmental concerns.

7. Operating risk focuses on the long period of time that projects and
their financing generally involves, over which costs may change or during
which labor, transportation, or other critical elements may be disrupted by
external sources or management incompetence. Operating problems also
include inability to meet output targets or quality specifications, poor en-
gineering or design work, unexpectedly high maintenance costs due to cor-
rosion or wear, price increases on energy equipment and materials,
exchange-rate movements, and other factors.

An important source of operating risk is the quality and stability of
the local labor pool, particularly in developing countries. This risk often
can be reduced by training programs, astute labor relations, and tapping
external labor sources. Prospective operating expenses and their variability,
project location, complexity of environmental problems and similar factors
may also influence perceived operating risks. The best assurance to lenders
is a proven track record under similar circumstances on the part of the
project operator. Management-related sources of operating risk are of direct
concern to sponsors and operators if the project is to be completed and
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operated as planned. Project logistics and their links to subcontractors, to
labor relations, and to environmental conflicts are often of major concern
here.

8. Force majeure risk involves acts of God, such as earthquakes, hur-
ricanes, or other weather-related calamities; warfare; and other uncontrol-
lable events that may lead to failure, escalate costs, delay completion, or
disrupt operations. Provisions to accept force majeure risk are usually
agreed by lenders in project financings—generally for a limited duration
only.

9. Political risk involves the political conditions that surround a proj-
ect during the period covered by a financing. Terrorist acts, labor disrup-
tions, tax changes, expropriation, newly imposed environmental controls,
invasions from abroad, and similar events arising from the political envi-
ronment fall under this general heading. So do expropriation or national-
ization, imposition of exchange controls, changes in royalties or depletion
allowances, and pressures for indigenization of equity or human re-
sources—some of which may be imposed retroactively.

Issues related to country problems are supposed to be covered in stan-
dard country-risk assessments carried out independently by project lenders
and investors (see chapter 12). However, a given project may have a risk
profile that is quite different from that of the country as a whole. A project
may be politically sensitive in a country that is otherwise characterized by
a very low degree of assessed risk. The specific kind of natural resource
involved, project location, employment of nationals, nature of the target
markets and downstream uses, and shifting government and interest-group
priorities may dictate project risk that may be a cause for lender concern.
This deviation of “project-specific risk” from conventional country risk
often requires complex analysis.

As with other types of business risks, those related to project financing
involve the variance in the expected returns to lenders and investors. Some
of these risks are related to short-term exposures and will be liquidated
early in the life of the project, or they are incurred and eliminated during
comparatively brief periods as the project moves ahead. Others involve
relatively long-term exposures, where the expected returns are characterized
by a rather high degree of variance. Moreover, for some lenders, variance
in expected returns is not symmetrical (they can only lose, never gain),
while for investors, variance in expected returns describes the chance of
gain as well as loss that may be attributed to some of the sources of project
risk. Finally, it is important to note that, within the framework of a given
project, exposure to risk does not lend itself to diversification—unlike
cross-border lending to countries, where some local borrowers may fare
quite differently than others in response to changed country circumstances.

In essence, lenders have to decide which of these risks are “bankable”
and which must be covered by any of the available contractual arrange-
ments involving either project sponsors or third parties such as customers,
governments, or international organizations. This decision depends on
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prior experience, technical expertise, and the perceived degree of control
over a wide range of variables. Such perspectives, of course, differ among
participants in project financings: a complex deal can yield several different
views on who is really carrying the risks involved. Banks’ willingness to
assume project risks remains very much project- or sponsor-specific. For
example, lenders might be fairly comfortable evaluating the risks associated
with a new production platform in the South China Sea or offshore Nigeria
if they have done a number of similar deals in the past.

Evaluation and Mitigation of Project-Related Risks

Sources of risk to lenders and investors in project financing sometimes re-
late only to completion of a project, or they may be longer term and con-
cern the project’s operation over many years. Evaluating and reducing both
completion and operating risk requires expertise and ingenuity. Financial
management of these risks generally relies on various guarantees. These
may be direct (full and unqualified commitment on the part of the guar-
antor); limited in terms of amount or duration; or contingent, involving
relatively unlikely events that lenders may feel the need to be mitigated in
order to secure their participation. Guarantees may be either implied as an
obligation of the guarantor or indirect via performance of some related
activities, which will, in effect, make the lender whole in the event of prob-
lems.

Resource Risks. Resource risk facing lenders is often evaluated by inde-
pendent technical studies. The sponsoring firm or consortium will have
made its own evaluation of the available quantity and quality of the re-
source to be recovered, such as natural gas. This information will be care-
fully assessed by the major lenders’ in-house technical experts and con-
firmed by outside consultants, with the cost of any further independent
evaluation of natural resource reserves borne by the vehicle company or its
sponsors. Project financings will almost always involve multiple financial
institutions. The technical assessment of available resources must be con-
vincing to the lead institutions and to the other participants. This procedure
has the added advantage of independent verification of the viability of the
project.

Completion Risks. Similarly, the sponsor’s own evaluation of the technical
problems involved in completing a project needs to be assessed in-house
and possibly by engineering consultants or other outside experts. The track
record of the sponsors in successfully undertaking comparable projects else-
where is of great importance. Projects involving new technologies or par-
ticularly adverse conditions (climatic, topological) tend to multiply the risks
incurred.

Lenders often require completion guarantees from project sponsors,
who unconditionally warrant that performance will be as specified (quan-
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tity, quality, timing, and minimum period of operation) and that they will
cover any and all cost overruns. Sponsors are typically asked, in advance,
to agree to specific tests of physical and economic completion, with lender
recourse lapsing only after these tests have been satisfactorily met. Cost-
sharing arrangements may oblige sponsors to carry a specific pro rata share
of all project outlays, including debt service payments.

Other ways of reducing completion risk include penalty clauses, per-
formance bonds, and guarantees such as standby L/Cs covering contractors
on the project and completion guarantees issued by the sponsors themselves
or other banks. These warrant that construction will be finished on sched-
ule and that there will be no cost overruns. Technical criteria relating to
performance of the facility upon completion are often employed to ensure
that things work as they should. In turn the guarantor may syndicate the
guarantee or protect himself by means of bonds or insurance covering in-
dividual contractors and others involved in the construction phase of a
project.

Sponsors may also provide “comfort letters,” sometimes called “letters
of moral intent” or “keepwells,” promising to supervise and maintain an
active interest in the vehicle company throughout the precompletion and
operating phases of the project without issuing a formal guarantee. Such
documents, even when tightly worded, cannot be viewed as de facto guar-
antees by project lenders.

Supply Risks. Where applicable, supply or throughput risk on major
resource-related projects such as pipelines can, be handled by obtaining
guarantees from the suppliers of raw materials or energy sources, specifying
the required throughput amounts and prices to be charged. In payments
for the use of such facilities, there often is a “hell-or-high-water” clause,
which anchors the absolute, unconditional nature of the obligation irre-
spective of nonperformance by the other party.

Market Risks. Market risk in project financings is often met by “take-or-
pay” contracts, whereby the ultimate buyers of the output unconditionally
commit themselves to make specific payments for a given period of time,
whether or not they actually take delivery. One problem with take-or-pay
contracts is that in effect, the sponsor sacrifices a certain degree of control
over the facility. Since the guarantor may be a third party, this can involve
somewhat higher borrowing costs. Such issues have to be weighed against
the drawbacks of an explicit sponsor guarantee for the life of the loans
involved. A “take-and-pay” obligation is a somewhat softer version, that
depends on actual delivery of the resource. Naturally, the credit standing
of the purchasers must be carefully reviewed, as must a variety of market-
related elements. Market risk can sometimes be reduced by direct customer
equity participation in projects, debt participation, floor prices, and price-
escalation arrangements.

It may also be possible in project financings to obtain “deficiency guar-
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antees” covering an entire venture, either from the sponsors or from the
government of the country where the project is located—or perhaps the
home-country governments of the sponsors. Some guarantees cover losses
of principal and interest suffered by lenders after any collateral has been
liquidated in the event of default. In the case of a government’s sovereign
guarantee, country risk assessment will determine its true value. Collateral
in offshore project financings can take many forms:

• A lender’s mortgage over the borrower’s interest in the license or project
facilities

• Assignment of the lender’s interests in the various agreements and con-
tracts

• Assignment of insurance proceeds
• Assignment of revenues received, such as liens on accounts receivable or

liens on petroleum inventories
• Contingent claims on related bank accounts
• A pledge of shares of the borrower

In addition, sponsors may be required not to reduce their financial interest
in a venture below a specified level. Sellers of equipment to the project may
also be willing to provide certain guarantees, or this function may be taken
up by exporting-country government agencies. The existence of a complex
of guarantees, of course, provides support for project financing only to the
extent that the guarantors are able and willing to meet their obligations
and, hence, each guarantor has to be subject to careful credit analysis. Even
after all guarantees are taken into account, the underlying soundness of the
project itself still tends to be the determining factor.

Political Risks. Political risks in project financing can be dealt with in a
variety of ways, including purchase of political risk insurance, participation
of influential banks from a number of different countries (particularly from
major trading partners or creditors of the host country), or regional devel-
opment banks or the World Bank. Sometimes the country’s needs for con-
tinued balance of payments loans, including rollovers of maturing debt,
may give banks sufficient implied leverage to constrain adverse political
moves.

A central function in project financing is thus to identify and try to quantify
the various risks, and to structure the deal to allocate these risks acceptably
among the various participants. As financial institutions develop a better
understanding of the risks in particular types of projects, they seem increas-
ingly prepared to accept a larger share of total project risks, which means
less onerous covenants and guarantees for project sponsors. A reputable
sponsor with a good record should be able to negotiate over a range of
risks that bankers would not have accepted early in the history of project
finance. The fundamental challenge facing financial advisors on major pro-
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jects is to put together a financing package that will align the interests of
all parties, given the financing sources available, the risks, and the options
available for reducing those risks.

Build, Operate, and Transfer

Given the scarcity of public financings for infrastructure projects in many
countries, the build, operate, and transfer (BOT) model has made its ap-
pearance. Essentially, BOT takes what is conventionally defined as a public-
sector infrastructure project under a concession granted by the government
and applies private capital to develop the project and to operate it for a
period of time at a profit in order to give the investors an acceptable return,
after which the facility is transferred to the government. The technique
actually originated with the development and financing of rail systems in
various parts of the British Empire in the nineteenth century.

BOT equity is raised from private sources or through a public share
offering by a sponsorship consortium for a special-purpose vehicle com-
pany. The sponsors may be contractors seeking engineering and construc-
tion work, operating companies, equipment manufacturers, or suppliers or
customers, usually with the active support (but not direct participation) of
the public sector. The equity serves as an incentive for the contractor and
operator to perform on time and within budget, since each has a significant
stake in the venture, and it provides cushioning and comfort to lenders in
terms of the project’s economic viability. A pure BOT project would raise
debt financing purely on its own merits, although in many cases govern-
ment guarantees are in fact involved. Eurotunnel between Britain and
France is an exception in that there are no government guarantees. Design-
ing BOT structures is not cheap, and the higher quality the risk assessment,
the higher the costs incurred by the sponsors who have no guarantee that
the project will in fact go ahead.

Advantages and Costs of Project Financing

The growth of project financing is obviously linked to material advantages
over other, more traditional, forms of lending to accomplish the same ob-
jectives. First, to be economically viable, projects often are so large that
they outstrip the financial capabilities of the firms involved, even in the
joint ventures. North Sea oil development, the Alaska pipeline, and Euro-
tunnel are perhaps the most well known examples of mega-project financ-
ings. With all possible supports for the loan captured in the financing pack-
age, the project itself must in the end be capable of justifying a significant
share of the debt incurred.

Second, we have noted that project financings are largely off-balance
sheet as far as the sponsoring companies are concerned, except perhaps as
footnotes related to long-term debt. Full guarantees, nevertheless, have to
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be captured in financial statements as contingent liabilities, although com-
pletion guarantees might be omitted on the grounds that they are merely
normal parts of doing business. Project financing enhances sponsors’ bor-
rowing capacity in the view of prospective lenders. This permits a far higher
degree of de facto leveraging of their capital than would otherwise be pos-
sible without incurring commensurate risks. If they are successful, ventures
structured along project-financing lines can have very positive effects on
sponsors’ profitability.

Third, project financing may permit a greater degree of bank risk re-
duction through loan-portfolio diversification than alternative forms of fi-
nancing. In some ways, project financing may indeed be superior to sov-
ereign lending. The project itself may generate independent export revenues
or reduce import expenditures, or it may have broad-gauge favorable ef-
fects on the external debt-servicing capacity of the host economy. Projects
may also provide a good indication of a country’s long-range economic
outlook and the quality of its economic management.

Project financing costs can be expected to exceed the costs of compa-
rable financings undertaken directly by project sponsors. Involvement of
multiple lenders and other parties tied together by a complex structure of
undertakings absorbs a substantial amount of time and effort that can
translate into equally substantial legal, management, and financing fees,
and interest spreads on substantially nonrecourse financings will tend to
reflect the incremental risks accepted by lenders—with borrowing costs po-
tentially well above the sponsors’ corporate borrowing rates. Where such
risks are shifted through insurance, the associated premiums will add to
overall financing costs, while other forms of risk-transfer such as offtake
contracts or consumer financing may involve substantial price concessions.
It is also to be expected that state-owned energy and resources companies
will sometimes shun project financing, as government-guaranteed or im-
puted government-backed financing is less costly for them.

Competition Among Financial Institutions

Tables 6-1 and 6-2 indicate how project financings compare in volume with
total syndicated loans and identify the principal countries of project lend-
ing.

From a profitability point of view, project financing offers potentially
attractive opportunities to financial institutions. The global presence of
large international banks provides an important information advantage in
obtaining leadership positions in project financings, in evaluating risks, and
in assembling the financial resources necessary to carry them out.

Financial “packaging” is the essence of project financing, and economic
returns to advisers and others that can be attributed to this function—
actually returns on proprietary information and financial innovation—can
be very substantial. However, project sponsors and their advisers sometimes
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Table 6-1 Distribution of Syndicated and Project Loans over Time

Signing Date
(1)

All Loan Types

Value ($B)
(2)

Number
(3)

Project Finance Loans, All
Tranches

Value ($B)
(4)

Number
(5)

1980 $91.6 1,096 $10.1 105
1981 181.6 1,535 14.1 146
1982 163.5 1,638 9.7 113
1983 101.9 1,189 10.7 122
1984 201.3 1,704 11.8 148
1985 233.7 1,485 6.6 61
1986 228.7 1,447 9.8 97
1987 363.7 2,041 21.7 143
1988 578.0 2,836 19.1 215
1989 676.5 3,218 28.5 215
1990 574.6 3,626 45.4 232
1991 554.2 3,765 49.9 331
1992 625.9 4,880 48.9 381
1993 788.6 5,031 53.0 398
1994 1,073.3 5,732 60.8 386
1995 1,396.9 7,019 72.5 493
1996 1,609.3 8,317 58.5 455
1997 2,056.8 10,016 99.7 513
1998 1,698.7 8,703 75.5 459
1999 1,947.3 8,028 85.1 544
2000 542.2 1,760 31.2 89

Total $15,688.4 85,066 $822.5 5,646
% of Total 5.2% 6.6%

Data: Capital DATA Loanware.
Note: This table shows the distribution of syndicated loans from the Loanware database

over time (excluding bilateral loans). The columns include all tranches, all project finance
tranches, project finance tranches greater than $75 million, and project finance tranches
greater than $75 million with syndicate data (our sample).

find it possible to “unbundle” the project financing package to secure dif-
ferent services (loans, foreign exchange contracts, standby L/Cs, lease-
financing) from a variety of different suppliers.

An institution serving as financial advisor on a project can work closely
with sponsors, governments, international agencies, suppliers, customers,
and other advisers and guarantors to establish contracts that may prove
useful in generating future business. This is a high-profile activity, in which
the adviser is called on to use a great deal of ingenuity. Advisers must be
able both to satisfy borrower needs for suitably structured financing at
lowest possible cost and at the same time to satisfy respective lenders (who
often have quite distinct interests and objectives) of the inherent soundness
of the project. Usually advisers must design a financial plan that can be
presented to lenders as a unified, consistent whole to minimize disagree-
ments, negotiations, and delays.
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Table 6-2 Distribution of Syndicated and Project Loans by Location

No.
Country

(1)

All Loan Types

Value ($B)
(2)

Number
(3)

Project Finance Loans,
All Tranches

Value ($B)
(4)

Number
(5)

1 United States 9,483.8 43,879 124,64 489
2 United Kingdom 1,390.2 5,914 101.05 207
3 Australia 370.9 1,833 40.34 140
4 Indonesia 108.4 1,492 40.09 120
5 China 96.1 1,528 24.55 116
6 Taiwan 67.7 548 23.58 48
7 Malaysia 78.6 938 22.40 83
8 Canada 533.8 2,312 22.27 78
9 Hong Kong 176.2 577 22.00 77

10 Thailand 74.3 1,197 20.92 77
11 Italy 258.4 1,897 13.72 31
12 Saudi-Arabia 65.6 302 13.56 39
13 Turkey 65.4 891 12.61 79
14 Mexico 138.1 742 11.64 40
15 Qatar 15.3 50 11.58 28

Top 15 Countries $12,922.7 65,166 $505.0 1,652
Full Database $15,688.4 85,066 $822.5 5,646
Top 15/Full Database 82.37% 76.61% 61.39% 29.26%

Data: Capital DATA Loanware.
Note: This table shows the geographic distribution of syndicated loans from the Loan-

ware database. The columns include all tranches, all project finance tranches, project finance
tranches greater than $75 million, and project finance tranches greater than $75 million with
syndicate data.

Success in project financing gets around quickly, but so does failure.
The most lucrative part of project financing clearly is fee income, which on
a complex financing arrangement can be sizeable. Since to some extent it
is unrelated to lending, fee income can have a very positive effect on overall
returns on assets. A lead institution in a project financing will generally
participate directly in a financial package. It may also be called on to lead-
manage one or more syndicated loans or bond or equity issues, thereby
tapping into profits from that source as well. Additional returns may come
from funding profits, foreign exchange business, interest rate swaps, and
other sources.

The profitability of project financing to international commercial or
investment banks, and to the limited number of other banks able to par-
ticipate effectively, is tied to its complexity and its risks and returns. Rel-
atively few financial institutions seem to have the necessary legal, account-
ing, tax, financial, and technical skills, either at their head offices or at
strategically located regional offices, to become major players. When this
constraint is combined with the need for large-scale financing in various
maturities, the capability of effective syndicate leadership, and close spon-
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sor contact, it is not surprising that the number of major participants is
limited. As a result of the high barriers to entry, project financing has
emerged as something of an oligopolistic market in that it is dominated by
those few major banks with financial and technical resources and the ex-
perience and expertise to evaluate the risks and devise suitable financing
packages. Because of their reputation and power in the market, the lead-
ership in most project financings is likely to involve at least one of the
major players. Other banks may rely on the 10 to 12 international banks
that constitute the top tier in project financing, in the same way that smaller
banks may look first to the lead manager and then to the borrower in
making a decision to participate in a loan syndication or in lending to a
sovereign borrower. Such reliance, without adequate recourse, is clearly
unhealthy and may well lead to a suboptimal allocation of financial re-
sources in project financings worldwide.

Project financing techniques and large-scale capital-intensive ventures
are clearly inseparable. The latter could not be carried out with the same
degree of effectiveness and efficiency without access to global financial mar-
kets and the economic discipline imposed on such ventures by the funding
approaches developed in project financing. Lending techniques are brought
to bear which ensure that all risks and returns are carefully weighed by a
large number of parties and that the risks are borne by participants best
able to cope with them in the light of expected returns.
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Global Equity Markets

International transactions in equity securities have expanded enormously
since the mid-1980s. The increase is the result of greatly increase volume
of cross-exchange transactions in secondary markets, cross-border mergers
and acquisitions, and of new issues offered to investors under one of several
different “globalized” distribution techniques. The United States has been
prominently involved in these developments. Worldwide gross purchases by
foreigners of U.S. securities were $17 trillion in 2000, a fourfold increase
from 1990. Similarly, U.S. gross purchases of foreign securities were $5.5
trillion in 2000, a more than fivefold increase from 1990. Global equity
market capitalization has also grown during recent years, from $9.5 trillion
in 1990 to more than $26.6 trillion in 2000 (see table 7-1). However, in
2001 and 2002 when equity markets in the United States were in decline,
so were equity markets in other parts of the world, and global equity mar-
ket capitalization declined significantly.

Behind the Growth

This extraordinary growth in the appetite for investment in international
stocks has been widespread. Not only are investments in the United States,
Japan, and the major European countries in demand, so are investments in
shares from other European countries—and from a variety of “emerging”
markets, from Mexico to the People’s Republic of China. These develop-
ments reflect the many factors that have led toward the integration of cap-
ital markets around the world—powerful forces such as the opening up of
national markets through various deregulatory processes; substantial im-
provements in financial reporting, information gathering, and dissemina-
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Table 7-1 Global Equity Markets Capitalization

1990 1995 1997 1998 1999 2000 2001

Market Value in $ Billions
United States 3,105 6,918 10,731 12,648 16,733 15,214 13,827
Japan 2,928 3,545 2,161 2,440 4,463 3,157 2,505
United Kingdom 850 1,347 1,996 2,373 2,855 2,612 2,125
France 312 500 676 985 1,497 1,447 1,844
Germany 355 577 825 1,087 1,432 1,270 1,029
Canada 242 366 568 544 789 770 840
Switzerland 158 398 575 702 693 792 492
Hong Kong 83 304 413 344 609 623 506
Netherlands 120 287 469 600 695 640 —
South Africa 137 277 216 151 180 131 127
Australia 108 243 296 329 428 373 376
Italy 148 210 345 566 728 768 506
Spain 111 151 290 400 432 504 449
Sweden 92 173 265 278 373 328 234
Other developed 223 404 596 851 1,137 990 1,347
All emerging markets 509 1,728 1,717 1,472 2,539 2,015 1,243

World 9,481 17,428 22,139 25,770 35,583 31,634 27,450

Percentage of Total
United States 32.7 39.7 48.5 49.1 47.0 48.1 52.0
Japan 30.9 20.3 9.8 9.5 12.5 10.0 9.4
United Kingdom 9.0 7.7 9.0 9.2 8.0 8.3 8.0
France 3.3 2.9 3.1 3.8 4.2 4.6 6.9
Germany 3.7 3.3 3.7 4.2 4.0 4.0 3.9
Canada 2.6 2.1 2.6 2.1 2.2 2.4 3.1
Switzerland 1.7 2.3 2.6 2.7 1.9 2.5 1.8
Hong Kong 0.9 1.7 1.9 1.3 1.7 2.0 1.9
Netherlands 1.3 1.6 2.1 2.3 2.0 2.0
South Africa 1.4 1.6 1.0 0.6 0.5 0.4 0.5
Australia 1.1 1.4 1.3 1.3 1.2 1.2 1.4
Italy 1.6 1.2 1.6 2.2 2.0 2.4 1.9
Spain 1.2 0.9 1.3 1.6 1.2 1.6 1.7
Sweden 1.0 1.0 1.2 1.1 1.0 1.0 0.9
Other developed 2.4 2.3 2.7 3.3 3.2 3.1 5.1
All emerging markets 5.4 9.9 7.8 5.7 7.1 6.4 4.7

Source: International Federation of Stock Exchanges (FIBV).

tion technology; and greatly improved trading environments. The growing
involvement of major financial institutions, in the United States, Europe,
and Japan—as investors and as providers of services to the markets—re-
flects a substantial change in their behavior from the more conservative
practices of the past (before about 1980), during which investment horizons
were mainly limited to domestic markets.

Market Liberalization and Deregulation

The much-resisted abolition of fixed commission rates by the New York
Stock Exchange (NYSE) in May of 1975—an event then called “May-
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day”—generated a number of fundamental changes in the way equity mar-
kets operate all over the world. The basic principle involved was that a
stock exchange could not operate as a private club with rules that prevented
market access by nonmembers and required fixed minimum, nonnegotiable
per-share commission rates, irrespective of trading volume.

As institutional trading grew during the 1960s, many large investors
began to complain about the high cost of commissions and their inability
to recover these by becoming members of the exchange. The SEC and the
Antitrust Division of the U.S. Department of Justice took an interest in the
issue and ultimately forced the NYSE to rescind its minimum commission
rules, to allow foreign brokerage firms to become members, and to include
nonmembers on its board of directors. Immediately after these rule changes,
institutional commission rates plummeted (today they are down to less than
5% of pre-Mayday levels on large institutional transactions), and many
firms were required to reorganize and to improve their competitive capa-
bilities. In response to such pressures, the NYSE member firms introduced
many innovations and provided much more extensive and more valuable
services to customers, thereby improving the quality and efficiency of the
markets considerably. In 1975, the daily trading volume on the NYSE,
which accounted for 85% of all shares traded in the United States, was
18.6 million shares, annual market turnover was valued at $127 billion,
and the market capitalization of listed companies was $134 billion. By
2001, daily trading volume averaged 1.2 billion shares, annual market turn-
over was $10.5 trillion, and market capitalization was $16 trillion. But by
2000 the development of electronic, screen-based markets like the National
Association of Securities Dealers Automated Quotation Service (NAS-
DAQ), increased regional exchange trading, and off-market trading ar-
rangements had reduced the NYSE share of total U.S. equity trading to
about 50%.

The Mayday effect was not lost on other countries. In the late 1970s,
the Labour government in Britain instituted a lawsuit against the London
Stock Exchange (LSE), alleging that its clublike operations were in restraint
of trade. The Conservative government of Margaret Thatcher inherited this
lawsuit and settled it with the LSE in 1983. Under the terms of the settle-
ment, the LSE agreed by October 27, 1986, to abolish membership restric-
tions and the requirement that members act only in a “single capacity”—
either as dealers or brokers, but not as both. This settlement fundamentally
changed the economics of the U.K. securities business and led to what the
British press called the “Big Bang” in London, a total transformation of
the equity market in the United Kingdom. Under the new system that re-
placed the old rules, any qualified firm (including commercial and merchant
banks and foreign securities firms) could join the LSE. Firms could act as
both brokers and dealers (as in New York). And commission rates were
fully negotiable.

The Bank of England, wishing to take advantage of the coming changes
to improve the efficiency of capital markets in the United Kingdom (espe-
cially for government securities, and in anticipation of large privatization
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issues to come), and to firm up London’s position as Europe’s most active
financial center, also contributed to the “reregulation” of London financial
markets by revising the capital requirements for market-making in govern-
ment and corporate debt securities, as well as equities. And the British
Parliament passed a landmark, omnibus securities regulation bill, the Fi-
nancial Services Act of 1986, to set up an institutional framework for se-
curities market regulation. This law has since been updated and amended.

In consequence, trading volume in the United Kingdom more than dou-
bled, commissions were slashed; many of the British brokers and dealers
merged into other, stronger groups; competition increased greatly; and large
integrated securities firms such as S. G. Warburg, Merrill Lynch, and Gold-
man Sachs, expanded their market shares. The benefits of the reforms, as
in the early days after Mayday in New York, were seen to flow mainly to
the users of securities market services at the expense of the providers of
such services. The competitive difficulties caused by Big Bang were height-
ened after the worldwide stock market crash of October 17, 1987.

The rest of Europe was very mindful of the market changes in London.
By this time, preparations were under way for the implementation by the
European Union (EU) of the Single Market Act in 1992, and the EU Com-
mission was in the process of promulgating directives for the future conduct
of banking and other financial services. Liberalization to accommodate
greater competition was the key to the EU reforms, and in all countries
some form of financial market deregulation occurred. Extensive, though far
less comprehensive changes than occurred in Britain were made in France,
Germany, Italy, and Switzerland. Similar changes were also adopted in Can-
ada, Australia, and New Zealand, and ultimately in Japan, where regula-
tory changes were more difficult to make because of a competitive impasse
between banks and securities firms that had been separated by Article 65
of the Securities and Exchange Law of 1947.

In general, a decade after the Big Bang settlement was reached in Lon-
don, the principles of open access and negotiated commissions were
adopted (at least in significant measure) by almost all countries in which
important stock exchanges existed. In Japan, fixed commissions still ex-
isted, but a system of progressively increasing discounts for large stock
trades in effect did away with minimum rates by 1992. This wide accep-
tance of competitive and regulatory practices reflects a degree of global
convergence that had not occurred before, one which has become increas-
ingly difficult for individual countries to oppose. This is because market
forces could now create trading alternatives to those blocked by local reg-
ulation. If Britain were to impose a stamp tax on stock trading, then much
of the LSE’s trading business would migrate somewhere else—for example,
to New York—where over-the-counter market-makers can quote tax-free
prices to U.K. investors. Rather than lose its stock market business to New
York, the British would be more likely to drop the stamp tax. Also, gov-
ernments intensively lobbied other governments to offer reciprocal access
to financial service markets or otherwise suffer denial of such access to
local markets by nationals of their countries. For example, if the Japanese
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should deny access to the Tokyo Stock Exchange (TSE) to brokers from
the United Kingdom, then they would run the risk of having access to the
various London markets denied to Japanese banks and brokers. Between
market forces and political pressures, it has become extremely difficult for
any developed country to drag its feet indefinitely in opposition to the
emerging global standard of stock market reforms.

Improved Information Flows

Advances in information and communications technology have been essen-
tial to the growth in the international equities markets. Market information
of all types is now available internationally, through newspapers, computer
screens, and contact with brokers. Securities can also be traded interna-
tionally in most OECD countries with a high degree of reliance on trouble-
free payment and delivery, which was rarely the case before 1980 outside
the United States, the United Kingdom, and Canada. It is now possible to
receive a reliable quote on virtually any stock whose home market is one
of the major financial centers, from just about anywhere, on the telephone
or via the Internet. Quotes are also available for securities from many other
countries on very short notice.

The computerization of various national markets, such as in Britain,
France, Switzerland, and Germany, has introduced a variety of new tech-
nological capabilities for screen trading, futures and options transactions,
and paperless trading that did not exist before Big Bang. These develop-
ments have had the effect of linking international marketplaces, making
possible a level of expansion that probably could not otherwise have oc-
curred. So have major advances in transactions processing, clearance and
settlements, and custody.

With these developments has come a large increase in the number of
trained professionals who provide the many services needed to sustain a
growing market. These services include such front-office activities as pro-
viding investment research (covering an increasing number of different
companies and securities from an increasing number of countries), block
and program trading and portfolio insurance services offered to institu-
tional clients, indexing and other services offered to investment companies
and mutual funds, and an increasing use of derivative securities for cus-
tomer risk-management programs. Internal and back-office capabilities in-
clude various firmwide exposure risk-management and hedging functions,
optimal financing of trading positions, improved payment and settlement
activities, and more efficient record keeping, management control, and in-
formation services.

Better Trading Markets

Trading markets in international equity securities have improved steadily
since the early 1980s. Before that, secondary trading in international stocks
was limited. The level of trading activity in the home markets, especially
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in continental Europe, was often low and liquidity was limited. The market
for American Depositary Receipts (ADRs)—quoted in dollars and traded
in New York—was useful for some stocks, mainly British, Japanese, and
Canadian.1 But prices were still set in the home market, and gradually U.S.
investors shifted their business there. A few multinational companies were
listed on the NYSE and the TSE, more on the LSE, but trading volumes in
the foreign markets were rarely significant, compared with those in the
home market. Accordingly, some foreign companies chose not to list on the
NYSE because of the expense and the awkward disclosure requirements
associated with becoming an SEC “reporting company.” Many such com-
panies instead allowed their shares to be traded in the over-the-counter
markets by firms specializing in international stocks.

For years, the principal international stock trading activity was foreign
stock arbitrage, in which one would buy an ADR of, say, a Dutch stock
and simultaneously sell the number of underlying shares represented by the
ADR in Amsterdam. To do this profitably, one must be a master of the
details involved. The purchase in dollars after commissions must cost less
than the proceeds of the sale of the shares, after commissions and transfer
expenses, and after the foreign exchange costs of converting back into dol-
lars. Such arbitrage activities kept prices of international shares around the
world in line with their home market values.

The next development was to provide improved market-making ser-
vices to customers interested in buying foreign securities that were not
available on exchanges. For example, a U.S. pension fund might want to
buy shares in Fujitsu Ltd., which was not listed on any U.S. exchange or
in NASDAQ but for which ADRs were available. The pension fund might
call a Japanese broker based in New York who could say, “We will take
your order and purchase Fujitsu shares in Japan overnight. We will confirm
tomorrow and tell you at what dollar price the order was executed. We
will then deposit the shares with the agent bank in Japan and have ADRs
put into your account in New York.” Alternatively, the pension fund might
call a U.S. market-maker in Fujitsu and be told, “We will sell you Fujitsu
dollar ADRs right now for $20.” If he does not have Fujitsu ADRs in
inventory, the U.S. broker will try to buy them in the New York market or
will trade with a Japanese broker overnight to get the shares needed to
deliver to the pension fund. The market-maker’s price will reflect the var-
ious uncertainties with which he must contend. Such international block
trading services soon became popular with major U.S. and European insti-
tutional investors. Certain stocks became international favorites, and the
U.S. and British firms quickly offered research coverage of them. Soon these
services were offered to investors all over Europe and in Japan. Over time,
the trading volume in international equities expanded considerably, and
pricing tightened accordingly.

With foreign membership now available on exchanges in Europe and
the Far East, as well as in North America, it is possible for participating
firms to be active market-makers in U.S., European, and Asian stocks
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around the clock. Such firms are able to balance orders from around the
world, not just from their home market. They are also able to limit their
market-making activities to stocks for which they see international demand
and not find themselves in the position of being a market-maker for all
comers, as some national dealers feel they must do. The commitment to
dealing in international equities by major firms is now very substantial and
is reflected in the number of personnel that have been added in research,
trading, sales coverage, systems and back office, and foreign exchange by
major U.S., British, Japanese, and other country securities firms. A very
large increase in market infrastructure has occurred, which not only makes
improved services possible but also provides competitive energy in the mar-
ket as all of these new employees seek to advance their careers.

The result of these developments has been a substantial increase in the
value of worldwide equity trading activities, which increased from $5.8
trillion in 1990 to $42 trillion in 2001. This increase reflected a large in-
crease in trading volume in Japan, which exceeded the total volume of U.S.
equity trading in 1988 and 1989. After 1989, however, because of the
precipitous drop in Japanese share prices, trading substantially dried up,
declining nearly 80% to $635 billion in 1992 (24% of 1992 U.S. trading
volume), but trading elsewhere in the world (outside of the United States
and Japan) held its own by 2000 (see table 7-2).

Europe. The improvement in access to market-making for international
shares is also very important in Europe. In London, increasing interest in
continental European stocks on the part of British, American, and Japanese
institutional investors has caused many London-based market-makers to
offer French, German, Dutch, Italian, and Swiss shares through the LSE’s
Stock Exchange. Many European shares are listed in London, where re-
portedly a large percentage of all European cross-exchange share trading
now occurs. London’s exchange was the first in Europe to become well
adapted to institutional trading, and as London remains the financial cap-
ital of Europe, a great deal of the professional trading in European and
other equity securities takes place in that city. In 2001, about two-thirds
of the LSE’s market capitalization and value of shares traded was contrib-
uted by non-U.K. companies.

It can be expected that some trading in European stocks will migrate
back to their more competitive marketplaces at home. For the moment,
however, the massive English-speaking trading infrastructure, the suppor-
tive regulatory environment, and the large relative size of the London mar-
ket compared to other European markets indicate a continuing advantage
for market-makers to remain in London.

This situation has encouraged continental European markets to accel-
erate internal reforms to consolidate local and regional exchanges into a
single, modernized national market. The task has been completed in Ger-
many and Switzerland, two countries with a legacy of several exchanges
located in principal cities. The effort has been to concentrate on the mar-
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Table 7-2 Global Value of Shares Traded

1990 1995 1997 1998 1999 2000 2001

Market Value in $ Billions
United States 1,887 5,660 10,601 13,424 20,471 32,994 22,965
Japan 1,532 1,146 1,118 933 1,892 2,641 1,660
United Kingdom 543 1,153 1,989 2,888 3,399 4,559 4,551
France 121 213 414 588 770 1,065 3,180
Germany 509 594 1,068 1,492 1,551 2,120 1,442
Canada 68 180 350 369 386 648 462
Switzerland N/A 340 569 689 562 639 595
Hong Kong 35 96 454 206 230 377 241
Netherlands 41 124 280 410 471 679 635
South Africa 10 17 45 62 87 77 70
Australia 40 98 169 161 198 226 244
Italy 42 87 203 487 539 1,020 2,269
Spain 43 299 903 1,118 1,184 1,577 1,503
Sweden 16 94 176 230 314 485 387
Other developed 52 113 208 533 596 695 397
All emerging markets 873 1,011 2,243 1,629 2,493 2,532 1,997

WORLD 5,811 11,227 20,789 25,218 35,144 52,334 41,963

Percentage of Total
United States 32.5 50.4 51.0 53.2 58.3 63.0 54.7
Japan 26.4 10.2 5.4 3.7 5.4 5.0 4.0
United Kingdom 9.4 10.3 9.6 11.5 9.7 8.7 10.8
France 2.1 1.9 2.0 2.3 2.2 2.0 7.6
Germany 8.8 5.3 5.1 5.9 4.4 4.1 3.4
Canada 1.2 1.6 1.7 1.5 1.1 1.2 1.1
Switzerland 3.0 2.7 2.7 1.6 1.2 1.4
Hong Kong 0.6 0.9 2.2 0.8 0.7 0.7 0.6
Netherlands 0.7 1.1 1.3 1.6 1.3 1.3 1.1
South Africa 0.2 0.2 0.2 0.2 0.2 0.1 0.2
Australia 0.7 0.9 0.8 0.6 0.6 0.4 0.6
Italy 0.7 0.8 1.0 1.9 1.5 1.9 5.4
Spain 0.7 2.7 4.3 4.4 3.4 3.0 3.6
Sweden 0.3 0.8 0.8 0.9 0.9 0.9 0.9
Other developed 0.9 1.0 1.0 2.1 1.7 1.3 0.9
All emerging markets 15.0 9.0 10.8 6.5 7.1 4.8 4.8

Source: International Federation of Stock Exchanges (FIBV).

ket’s technical architecture to optimize efficiencies and to encourage inno-
vations and increased competitive activity to recapture market share of
equity trading in Europe. Futures and options exchanges have also been
opened in Paris, Frankfurt, and Zurich, and more recently in Madrid and
Milan, and equity-based derivatives have increased in usage rapidly. New
market developments and innovations in New York and London are often
copied quickly in these other markets, and trading volumes are rising.

Japan. A modern trading market exists in Japan, mainly through the To-
kyo Stock Exchange (TSE) on which approximately 1,600 companies are
listed. During 1989, when the peak of market activity in Japan was
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reached, the market capitalization of the TSE was $4.4 trillion (as com-
pared to $3.5 trillion for all shares then traded in the United States), and
the value of shares traded was $2.8 trillion ($2.0 trillion in the United
States). After 1989, however, the Japanese market fell steadily for the next
several years as a result of financial crises and scandals that brought a
period of great speculative activity to an end. During 1993, the Japanese
market began a cautious recovery and instituted a number of regulatory
changes that were intended to curtail abuses in the future. Foreign inves-
tors, who periodically became the most active buyers of Japanese stocks
(i.e., more active than Japanese investors themselves), continued to pur-
chase shares on the theory that the bottom had been reached and they had
the liquidity to acquire low-priced shares that Japanese institutions did not.
Often they were wrong. Although they were licking their wounds, Japanese
institutions were learning their lessons, too. More professional standards
of investment activity, such as those employed by major international in-
stitutions, would have to be used in the future, with greater reliance on
research, trading, and portfolio diversification than had been applied in the
past.

Changes in Investor Behavior

Participation in international equity investments is a comparatively new
development for U.S. and Japanese investors, at least in the post–World
War II period, but it is not for Europeans. For many years the most inter-
national of all investors were the Swiss banks, which attracted foreign
“safekeeping” funds. There was very little to invest in in Switzerland, so
the banks were always looking for suitable investment opportunities
abroad. During the 1960s and 1970s Swiss banks were the principal foreign
investors in U.S. stocks. Subsequently they became substantial investors in
Japanese stocks as well. Similar to the Swiss banks were banks and invest-
ment companies in Holland, Belgium, and Luxembourg, which turned their
attentions toward Japan. Few good investment opportunities existed in
their home countries.

Just behind the Swiss as international investors were the British, who
have had a long history of overseas portfolio investment. Until 1979, how-
ever, Britain had been subject to foreign exchange controls that required
that a premium be paid for foreign currency intended for use outside the
country. Most other countries in Europe had similar foreign exchange reg-
ulations. All were subsequently abolished. Once the foreign exchange con-
trols were lifted in the United Kingdom in 1979, a substantial increase in
overseas investment took place, mostly into the United States and Japan.
Institutional investors in the United Kingdom have since greatly increased
their activities abroad and now hold and trade substantial volumes of in-
ternational securities of all types. More recently, U.S. and Japanese insti-
tutional investors also entered into active programs for investing in inter-
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national equities. As a result, the international pool of funds participating
in cross-border equities has greatly increased. Indeed, the pool has now
become “institutionalized” (much as the U.S. equity markets were in the
1960s), being managed by internationally sophisticated, professional
money managers.

Moreover, as non-U.S. markets have become more active and have at-
tracted more attention from investors outside their own countries, they
have grown in relative importance. Gradually, share prices in the countries
with less-developed markets have risen to international norms. In 1980,
some 49% of world market capitalization was attributed to companies
from the United States, 10% to companies from the EU, 17% to Japanese
companies, and 14% to the rest of the world. By 2001 the U.S. share had
grown to 52%, while the Japanese share had declined to 12% and that of
the EU countries had increased to 24% (see figure 7-1).

Growth of Pension Funds

Much of the new money flowing into the international equity market has
been from pension funds. These have continued to enjoy a substantial in-
flows of funds each year, especially in Europe and Japan where the practice
of providing for retirement benefits through market returns is more recent
than in the United States. Not only have total pension assets grown, but
(for reasons discussed later in this chapter) there has also been a substantial
increase in the percentage of total assets invested in foreign securities. This
has been true for pension funds in countries all over the world, as table 7-3
illustrates.

Japanese pension funds have been growing especially rapidly as the
country adjusts to an aging population that has not had sufficient funded
pension programs in the past. An increasing amount of this money, which
is managed by insurance companies and trust banks (and recently opened
to foreign money managers) is invested in international equities. As the
money managers become more familiar with international portfolio optim-
ization practices (which vary considerably from portfolio management
practices in Japan), the Japanese are expected to become increasingly im-
portant in the international investment field.

International Application of Modern Portfolio Theory

During the 1960s, a number of academic economists began to develop the
basis for what is now known as modern portfolio theory. The theory was
based on the idea that the marketplace is, in essence, “efficient,” and price-
setting instantly reflects information received by market participants. It also
maintained that “risk” in individual securities could be measured relative
to the market as a whole and that those investors should look at risk and
returns in the context of their whole portfolio. This led to further devel-
opment of the theory of portfolio diversification to secure optimal risk-
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Figure 7-1. Market capitalization by country, 1980, 1990, 2000, and 2001.

adjusted returns, and gradually investors began to act on the advice. But
before this could make much difference to the market itself as a whole, the
market had to become more institutionalized—that is, it had to consist
predominantly of institutional money managers dealing with large portfo-
lios in a competitive context in which their published returns would be
important and carefully monitored. The larger the influence of such inves-
tors, the more efficient the marketplace would be, thereby confirming fur-
ther the value of application of the investment theories.

Diversification itself was nothing new. What was different was the use
of correlations of the returns of individual stocks with the market as a
whole. Optimum diversification could only be achieved if the components
of the portfolio had imperfect co-movements with one another and in terms
of their expected sensitivity to changes in the values of the market itself.



Table 7-3 Global Pension Fund Statistics, Total Non-Domestic Investment
(USD Billions)

1995 2000 2005

North America
United States 296 791 1490
Canada 47 70 170

Total 343 861 1,660

Europe
United Kingdom 213 344 599
Netherlands 59 271 417
Switzerland 31 88 161
Germany 4 19 26
Sweden 0 8 32
Italy 1 2 5
France 4 8 11
Denmark 5 23 50
Ireland 10 26 49
Finland 0 8 20
Norway 0 1 3
Belgium 4 9 13
Spain 0 3 12
Portugal 0 4 10
Austria 0 1 3
Other Europe 0 2 6

Total 331 818 1,418

Pacific Basin
Japan 164 291 437
Australia 18 35 80
Malaysia 0 0 0
Singapore 0 0 0
Hong Kong 11 15 25
Thailand 0 0 0
New Zealand 1 2 2
Other Pacific Basin 0 0 0

Total 195 344 543

Latin America
Brazil 0 0 1
Chile 0 4 11
Argentina 0 1 4
Mexico 0 0 0
Other Latin America 0 0 0

Total 0 5 15

Africa, Middle East and Asia
South Africa 1 3 8
Other Africa, Middle East and Asia 0 0 0

Total 1 3 8

Total 870 2,032 3,644
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Diligent investors soon discovered that internationally diversified port-
folios (in which investments in different economies around the world would
be less than perfectly correlated with each other) had the potential to pro-
duce the best overall risk-adjusted portfolio returns. A relatively high degree
of correlation exists in the international markets for debt securities; yields
adjusted for currency, maturity, and ratings are linked across the principal
financial centers. This is not as true in equity securities, where correlation
between the Standard and Poor’s 500 index and foreign market indices can
be relatively low. There remain enough differences between individual eq-
uity markets that integration and correlation has been less dramatic than
bond markets. This is because stocks represent different economic values
in different countries and, indeed, are valued differently in terms of price-
earnings ratios and other common measures.

For the international benefits of modern portfolio theory to be in re-
ality, it had to be possible to identify and trade in a significant number of
international stocks. That meant that reliable information about foreign
stocks and satisfactory market liquidity had to be available. As these in-
vestment conditions improved, especially in European and Japanese mar-
kets, many institutional investors began to apply what they had learned
about theories of portfolio diversification to stocks in other countries. It
was not long before fund managers in Europe and the United States began
to appreciate these considerations and began to rebalance their own port-
folios with more international stocks. Because of a better understanding
across all financial centers of modern portfolio concepts—and the as yet
small amounts of foreign portfolio investment holding as a percent of total
investments it is reasonable to expect increases in foreign investment to
continue for some years. InterSec Research Corp. has estimated that pen-
sion funds will invest 17% of their assets cross-border at the end of 2002.

The lasting benefit of all this international investing, however, de-
pended on a key tenant of modern portfolio theory: that overall portfolio
risk was lowered through diversification into less than perfectly correlated
investments, which has been shown especially to apply to international
investments. The key (to the theory) is imperfect correlation between most
foreign markets and one’s own. In a perfectly integrated market, by con-
trast, the correlation between markets would be perfect and there could be
no gain from diversification.

Differences in Valuation

The international markets are not all the same, which is part of their ap-
peal. Differences exist in equity risk exposure in markets where, for ex-
ample, volatility may be extremely high, information may be scarce, reg-
ulation may be inadequate, and market manipulation may be rife compared
to the investor’s home market. On the return side, differences can exist also
in terms of the number of comparatively underpriced growth companies or
privatization issues, or in the general economic outlook in countries such
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as Korea and Mexico that are undergoing major developmental changes.
Differences in the methods of securities valuation can also be significant.

While it may be true that each national market values its equity secu-
rities in terms of similar views about how to determine what a future stream
of dividends might be worth when capitalized at a locally suitable discount
rate, it is also true that great differences can exist between markets that are
not explained by such factors.

In the United States, experienced financial institutions, employing what
they consider to be the most sophisticated tools for valuing securities, tend
to set prices. Despite this, the dot-com ‘bubble” of 1993 to 2000 still pro-
duced massive misvaluations of equities, despite all the sophistication of
research analysts and fund managers. In Japan, fund managers with a large
cash flow to invest and enthusiastic individual investors tend to follow the
advice of stockbrokers who can create a kind of herd instinct that can move
the market more than careful attention to market valuation formulae. In
Europe, local markets may be so inactive in particular stocks that they
appear undervalued by Americans looking for bargain investments which
they believe in the long run will reflect much higher “true” values. Many
people believe they cannot apply their own valuation methods to equities
that are mainly traded in another country. Instead, one must understand
the market as locals do and go with the flow. Why else would a foreigner
buy a Japanese bank stock at 50 times earnings unless he or she had reason
to believe it could be resold later to another buyer at 80 times earnings?

But as the markets become more closely linked (and as foreign trading
becomes as important as any other domestic source of trading), pricing
mechanisms ought to converge. The circulation of defensible securities re-
search reports and the linking of trading mechanisms around the world
indicate that in some respects the markets have already begun to do so.
This even includes emerging markets, with substantial recent evidence that
some of them are much more highly correlated with the major markets
than they used to be, especially for companies in the euro-zone.

New Issues and Distribution Methods

Shares offered to the market by a company are called “new issues.” Gen-
erally, the term refers to shares newly issued by a corporation that are sold
to the public through an underwritten distribution and which are subject
to applicable disclosure, registration, and other regulations pertaining to
them. When these shares are sold, they are said to constitute a “primary
offering” or, if they are being sold for the first time, an “initial public
offering” (IPO). Shares offered for sale by an existing shareholder are done
in the “secondary market,” which is where ordinary brokerage transactions
occur. However, when a large existing shareholder sells shares through a
public distribution (as in the case of a privatization issue by a government
shareholder), the process is called a “secondary offering,” and it too is
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Table 7-4 International
Equity New Issues*

Year $(Billion)

1985 4.2
1990 11.5
1995 45.2
1997 99.6
1998 83.6
1999 127.0
2000 185.3
2001 89.1

Source: Thomson Financial
Securities Data

*Includes international dis-
tributions of national issues and
Euro-equity offerings of shares

regarded as—and usually is subject to the same regulations as—a new issue.
International equity issues have been a growing and continually active part
of international capital markets since the mid-1980s, as shown in table 7-4.

Most distributions are insured by a group of “underwriters.” The un-
derwriters guarantee the sale of a specified number of shares at a specified
price and commission; that is all the underwriters do. The distribution (or
sale) of the securities to investors is the responsibility of brokers, who may
or may not be included among the underwriters. Some distributions, es-
pecially smaller “private placements” (which are usually exempt from na-
tional disclosure and registration requirements) are made directly to insti-
tutional investors on a “best efforts” basis and are not underwritten,
although private placements may also be (and often are) underwritten. Un-
derwriting methods are discussed in the next section.

There are several methods for achieving international distribution of
new issues of equity securities.

International Tranches

Issuers may tap equity markets in other countries through an “international
tranche” to supplement domestic investor interest. U.S. companies are com-
mon users of international tranches, in which the underwriters set aside 15%
to 25% of the shares to be offered simultaneously with the U.S. distribution
in the European equity markets by a separate group of international under-
writers. The international underwriters are usually led by the international
affiliate of the lead U.S. underwriter to ensure tight control over the alloca-
tion of shares. By agreement, shares allocated to the international underwrit-
ers may not be sold back in the United States, and vice versa. International
underwriters (except for the U.S. bookrunners) are not included among the
underwriters of the domestic U.S. offering. See figure 7-2 for a “tombstone”
advertisement of a recent issue with an international tranche.
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Figure 7-2. Tombstone advertisement of international tranche issue.
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Euroequity Issues

There is an equity equivalent of the Eurobond market, called the “Euro-
equity” market, which can be used when an issuer wishes to tap a different
and larger investor base because its domestic market is insufficient or as a
way to avoid domestic market regulations and expenses. As in the case of
the Eurobond market, the lack of regulation, the relatively low cost of
issuance, and the presence of a large, highly diversified, and very liquid
pool of international investment funds has attracted many issuers from all
over the world.

The Euroequity market evolved to provide a source of equity finance
for European issuers whose domestic markets were too small or inactive to
accommodate large institutionally oriented distributions. Equity issues
would be indigestible if they were offered only in the home country of the
respective companies. Government privatization issues almost always fall
into this category because of their large size and the need to attract insti-
tutional investors with an adequate trading market liquidity. Almost all of
the countries in western Europe have taken advantage of the opportunity
to undertake privatization issues of large industrial companies owned by
the governments. Privatization issues by non-European governments, rarely
are attempted without heavy reliance on the Euroequity market.

Rule 144a Equity Placements

In April 1990 the U.S. Securities and Exchange Commission (SEC) ap-
proved its Rule 144a, through which it in effect permitted the sales to
qualified institutional investors of securities that are not registered with the
SEC in the United States. Such sales are made through “private place-
ments,” which are exempt from registration with the SEC and therefore do
not involve the full disclosure requirements. This rule was developed on
the theory that large, sophisticated investors could look out for themselves
and because the United States wanted to attract more international issuers
to its capital markets. In practice, the rule was helpful to non-U.S. govern-
ments and corporations that wanted to use the U.S. markets but did not
want to incur the accounting and legal expenses or be committed to annual
U.S. disclosure requirements. Such issuers could arrange a private place-
ment, often on an underwritten basis, to sell unregistered securities, which
may be traded in the market, to U.S. institutions.

Rule 144a applies to both debt and equity securities, though in the
beginning very few 144a equity issuers appeared. For one reason, the Eu-
roequity market was an effective competitor for issuers seeking foreign in-
vestors. For another, U.S. investors had not yet fully warmed up to inter-
national equities. As they did, however, they became especially interested
in issuers from emerging markets, for example, developing countries with
promising economic potential—the growth-stock markets of the future.
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Soon U.S. institutions were eager investors in equity (and debt) issues from
Mexico, Chile, Argentina, Brazil, and even Peru. Other countries of interest
included Korea, Indonesia, the Philippines, Portugal, Greece, Taiwan, Tur-
key, and Poland. Few (if any) companies from these countries could meet
U.S. SEC registration requirements. Early in the market’s history, in 1992,
more than $5.5 billion of 144a equity issues occurred, approximately 48%
of which were international issues. The 144a total was only a small per-
centage (7.3%) of total U.S. equity issues at the time, but a somewhat more
significant percent (24.3%) of total international equity new issues.

Global Issues

Some of the large Euro-equity issues are in reality “global equity issues”
because they involve a combination of a Euroequity offering and additional
offerings through separate but simultaneous tranches in other markets. For
example, in July 1993 the Argentine YPF issue raised $2.76 billion for the
government through coordinated offerings in the Euroequity market, the
U.S. market, and the domestic Argentine market (where only 25% of
the issue was actually placed) (see figure 7-3). In this case the YPF shares
were registered with the SEC, but often the U.S. tranche of global issues
(especially for Latin American issuers) is handled according to Rule 144a.
The “joint global coordinators” for the YPF issue were CS First Boston
and Merrill Lynch, who also led each tranche except the domestic Argentine
one.

Japanese Round Tripping

Despite the natural preeminence of European companies in Europe, and
the importance of the Euroequity market in global placements, the most
prolific users of the Euroequity market in the early years were Japanese
corporations. Such heavy Japanese activity in the Euromarkets pushed Jap-
anese securities firms to the top of the underwriting league tables in Europe.
The Japanese issues actually were in the form of convertible debentures or
debt issues with detachable equity purchase warrants. Both are debt issues
with “embedded” stock (call) options. If the options are exercised at the
bond maturity date, as the issuer expects at the time of issuance, then the
company is obliged to issue new shares of common stock at a price fixed
at the time of the original offering. More than $350 billion of these debt-
based equity securities—over half the total amount of all Japanese equity
securities issued—were sold by Japanese companies from 1984 through
1990.

This volume of new issues overwhelmed all other forms of Euroequi-
ties. They were the products of extraordinary times in Japan, in which
markets were booming and corporations found it easier to make money
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Figure 7-3. Tombstone advertisement of YPF issue.
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through financial investments than through the manufacture of products.
Japanese companies would borrow all they could to invest in the stock and
real estate markets, a process the Japanese called zaitech. Many companies
found it much cheaper to borrow from the Euromarkets than from banks,
and advantageous to issue new shares at price/earnings multiples above 75
times in order to raise money for investments.

The Japanese convertible bond and equity warrant issues, which were
offered as packages with extremely low coupon rates (sometimes as low as
1%), then were stripped by investors into (1) the warrants that were sold
directly into Japan and (2) deep discount bonds that were bundled together
with an interest rate swap and offered to other investors, mainly Japanese
banks, as floating-rate notes, on a LIBOR basis, which would offer an
attractive yield. In other words, the Japanese issuers were retaining Japa-
nese underwriters to manage vast amounts of issues of Euromarket secu-
rities that were to be sold almost entirely to investors back in Japan! It was
ironic that the country most celebrated in the world for its excess savings
and huge balance of payments surpluses should rely so heavily on capital
markets outside its own borders for corporate financing. Why did they do
this?

For two reasons. First, the companies wanted more funding than they
could take out of the Japanese domestic market through the issuance of
straight equity shares. So they looked abroad for ideas and settled on the
debt with warrants approach because it was cheap. The shares would not
be issued until the warrants expired, so they “didn’t count” for earnings
per share calculations, and Japanese investors did not penalize the com-
panies for the dilution. The only cost they incurred was the annual coupon,
and at 4% or less, this was almost negligible (especially when denominated
in U.S. dollars, which were weakening at the time).

Second, even though the investors in both the bonds and the warrants
would be Japanese, the scheme could not be done in Japan because only a
limited number of Japanese companies were qualified by local regulations
to issue unsecured bonds. Also, the costs and regulatory delays in issuing
bonds were well in excess of what the Euromarkets offered.

So, a lower-cost, more “user-friendly” financing opportunity was pre-
sented outside Japan, and Japanese companies moved quickly to take ad-
vantage of it. This is yet another example of the change-inducing effects of
the globalization of capital markets—in this case, one that was beneficial
to Japanese issuers. The Japanese Ministry of Finance (MOF) ultimately
attempted to slow the migration to London by effecting certain overdue
regulatory reforms to the Tokyo new-issue process (and by threatening to
require overseas warrants sold into Japan to be registered with the MOF).

Although the Japanese stock market frenzy ended with a slump that
began in late 1989, Japanese companies continued to use the Euromarket
as a substitute for their own market. However, the greater portion of Jap-
anese financing has now returned to Tokyo. Thus a better market abroad
triggered a deregulatory response in the home market, one that was not
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intended by regulatory officials, but one that nevertheless had to be imple-
mented in the interest of preserving the order and effectiveness of their
domestic markets.

Underwriting Methods

Underwriting is the process of assuring an issuer that an offering will occur
for a specified number of shares at a specified price per share. In effect it
is an insurance policy (hence the term “underwriter”). But what is being
insured can vary greatly, depending on which underwriting method is em-
ployed. The methods differ between the U.S. market, the Euroequity mar-
ket, and the traditional British market. Virtually all national markets use
one or the other (or a combination) of these methods.

Underwriting in the United States

In the United States, underwriting procedures are designed to obtain the
highest price for the seller of the securities being offered. This is usually
done by forming a syndicate of securities firms that will agree to purchase
the shares from the seller and resell them immediately to investors. The
price is not fixed until just before the offering is made to the public, after
a period during which well-briefed salesmen from the underwriters have
marketed the issue to their customers. The customers are not committed to
purchase shares until they accept the final price, but sales personnel talk to
them about probable price levels to make judgments as to where and how
much they will buy. This process is called “building a book” and is essential
to precise pricing efforts. A successfully priced issue is one in which the
entire issue is sold out at the agreed offering price and the issue opens for
trading at a premium of no more than about 10%. The underwriting syn-
dicate in such an issue is only exposed to a minimal holding period between
the purchase and the confirmation of sales with customers. Of course, if
the issue is mispriced, or if the market changes before the distribution is
complete, underwriters can suffer losses.

To minimize these risks and to provide strong potential support in the
aftermarket, underwriters generally overallot shares, and companies usually
agree to provide the underwriters with a “Green Shoe option.” Under such
an option (named for the company that first employed it, the Green Shoe
Company), the underwriters may call on the company to increase the size
of the issue by an additional 10% to 15% or so. The lead underwriter will
allocate to the selling brokers (based on their reported orders for shares)
10% to 15% more shares than are actually being issued. Thus the lead
manager, on behalf of the underwriting syndicate, has gone “short” shares,
having sold shares it did not own but is still required to deliver.

Almost all underwritings involve some degree of short position, which
the lead manager covers by purchasing shares in the aftermarket to stabilize
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the offering price. If demand for the shares is weak, then the lead manager
will purchase unsold or unwanted shares in the market (from the other
underwriters or their customers) to support the offering at the original of-
fering price. If the demand is strong, then the underwriters will exercise the
Green Shoe option to create the shares to cover the short position. Oth-
erwise they would have to buy them in the market at a premium price
because of the strong demand. Paying a premium for the shares substan-
tially increases the cost to the underwriters of covering their short position.
In exchange for granting the Green Shoe option, the issuer expects tighter
and more aggressive pricing for the issue.

From the issuer’s point of view, some negatives are associated with the
U.S. underwriting procedures. First, the market risk stays with the issuer:
while the issue is being prepared for the market, the seller must register the
shares with the SEC and wait a few weeks for authorization to proceed
with the offering. Nothing can be done about this delay, but under the U.S.
underwriting method, any market decline during the SEC review period is
the issuer’s risk, not the underwriters’. It is possible to issue new equity
securities under the “shelf registration” procedures established by SEC Rule
415, but very few companies wish to announce new share issues that might
or might not occur over the next two years for fear of the effect of the
“overhang” such an announcement might have on the market price of the
stock.

All the underwriter is insuring in a U.S. transaction is the price agreed
with the seller the night before the offering is made—not a great risk under
ordinary market conditions. The underwriter provides more useful service
acting as a broker or distributor for the issue by providing the sales effort
needed to achieve the highest possible price for the offering. Ideally, this
would be reflected by stimulating widespread interest in the offering, its
purpose, and the company’s future prospects so as to generate a higher
stock price than would have existed if no offering were made at all. In
other words, the new issue would not have resulted in a lowering of the
share price to reflect the greater number of shares to be outstanding after
the offering. When such is the case, the only cost to the seller is the gross
spread (commission) paid to the underwriters and the out of pocket ex-
penses associated with the issue. This result of an underwriting, however,
is not insured: the seller must rely on the underwriter’s best efforts in dis-
tributing the shares. These efforts may be frustrated by a variety of factors
at the issuer’s expense.

Typically, IPOs have been underpriced in the United States by 10% to
15%. Despite the purported benefits of the bookbuilding approach, under-
pricing reached record levels during the tech boom of 1998–2000 and the
frenzy among investors that was often incited by the underwriting firms’
research analysts. These market inefficiencies, together with high under-
writers’ commissions of about 7% and outsize IPO allocations to the “fa-
vored few,” became a source of much controversy and a blemish on U.S.
equity markets.
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Underwriting Euroequities

The U.S. bookbuilding method of underwriting is used in the Euromarket,
but there are several significant differences. Perhaps most important is the
fact that the market does not require any waiting period while registration
procedures are completed. Most European and Japanese issues enter the
market on virtually no notice, so sellers need not be exposed to market risk
while they are waiting for the offering to proceed. U.S. issues must still be
registered if the shares might be resold in the United States. As a practical
matter, however, for all but the best-known companies, some sort of mar-
keting period to generate demand is essential if a steep discount in the
underwriting price is to be avoided.

Because most of the European underwriters on which the lead manager
must rely have been banks with a limited securities distribution capability
(except when distributing to customer accounts within the bank) and an
unwillingness to admit that they cannot place all the shares they have
agreed to underwrite, the lead manager is unable to rely on the prepricing
order book as much as in the United States. It may also be more difficult
to maintain a fixed offering price during the underwriting period, as some
underwriters will sell their unsold shares in the interdealer market or back
in the home country market. This significantly inhibits the stabilization
efforts of the lead manager. Thus precise pricing is more difficult to achieve
and stabilization is more erratic and unreliable than in the United States,
although major European firms are building increasing capable sales forces
in Europe.

British Underwriting

In the United Kingdom and in some other parts of Europe, an older system
of underwriting is used, which many people refer to as the “British” or
“front-end” underwriting method. In this system, the announcement of the
transaction, the offering price, and an agreement with a group of under-
writers to insure, or “backstop,” the issue is made simultaneously, two or
three weeks before the issue will be available for trading. That day the
underwriters arrange a “subunderwriting group” to reinsure their commit-
ment. Subunderwriters are usually institutional investors who are prepared
to take down their share of any portion of the issue that should remain
unsold after its completion. The bulk of the total commission paid by the
issuer is made available to the subunderwriters as an insurance premium.
Subunderwriters may reduce their risk to the extent that they subscribe to
purchase shares in the offering. Most of the subunderwriters expect to be
invited into all underwritings during the year, and therefore they see the
risks as being diversified against a pool of many underwritings for which
significant fees, in aggregate, can be earned.

British and many other European companies provide their shareholders
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with “preemptive rights,” or the right to purchase new shares of the com-
pany before any nonshareholder. As an inducement to shareholders, the
subscription rights are offered at a discount. This discount may vary from
5% to about 25%. The share price will be reduced by the market to reflect
the dilution in the number of shares to be outstanding, and the rights will
have value equal to the difference between the new share price and the
subscription price. The rights can be sold if the shareholder decides not to
subscribe.

Because notification of shareholders in rights issues takes about two
weeks for the offer and to receive their subscriptions, there is a waiting risk
for U.K. issuers, too. In the United Kingdom, however, this risk is assumed
by the underwriters (and the subunderwriters). Their risk is tied to market
movements, as well as to mispricing by the underwriters. Until the sub-
scription period ends, it is impossible to know to what extent the issue has
been “taken up” by shareholders or by purchasers of rights.

Apart from arranging the subunderwriting syndicate, brokers have little
to do in the process. Nor do the underwriters, including the lead under-
writer handling the issue, have much to do with marketing. This system
recognizes that the main institutional investors in the market will be the
likely buyers. So they are used as subunderwriters and are paid a fee for
using their capital to prop up the issue while individual and other investors
go through the subscription process. The definition of a successful issue is
one that is fully subscribed, not fully priced. In fact, some believe the more
oversubscribed the issue, the more successful it is. Unfortunately, such over-
subscription tends to result in a sharp rise in the stock price when it is free
to trade; put another way, the subscription price tends to be set sufficiently
low to be sure that oversubscription occurs. Alternatively, if the issue is
undersubscribed, the subunderwriters can sustain substantial losses. In the
U.K. system, priority is given to getting the deal done (with existing share-
holders if possible) without regard to price.

The British method was once used in the United States and in Japan,
when preemptive rights were popular with many large companies and their
principal investors. The last such “rights issue” occurred in the United
States in the late 1960s and a bit later in Japan. They went out of style
because companies wanted to broaden their shareholder bases to include
new investors. They wanted more competition for their newly offered
shares, more flexibility to take advantage of market opportunities abroad,
and more opportunities to influence the market price by prepricing sales
efforts. And they wanted to avoid reporting large dilution in the earnings
and book value per share as a result of the discounts associated with rights
issues. Investors were agreeable, so companies began to vote out their pre-
emptive rights.

The British method is still in use in the United Kingdom, where the
large institutional investors are unwilling to give up preemptive rights. Pri-
vatization and other secondary new issues, however, can be made directly
to the market, as in the United States. But for the most part, the British
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underwriting method continues to be used. Some privatization issues, how-
ever, have involved a considerable amount of prepricing sales and market-
ing efforts and other innovations so as to obtain the best from both the
U.S. and the U.K. systems.

Combining the Systems

Global offerings that involve tranches from different parts of the world
often find disadvantages in forcing all of the tranches to use the same un-
derwriting method. It can be disadvantageous to U.K. or European under-
writers without strong external securities distribution capability to have to
compete with U.S. firms for share allocations, especially when these firms
are free to sell in Europe through their formidable sales forces there. It can
also be disadvantageous to U.S. firms to have to act as underwriters of U.K.
issues during the subscription period, without access to subunderwriters.

A large global share issue was the sale of 2.2 billion shares of the British
Petroleum (BP) Company in October 1987. This transaction, valued at $12
billion, which was underwritten according to the British method on Oc-
tober 15 for subscription before October 28, was divided about equally
between the domestic U.K. market and the markets outside of the United
Kingdom. The October 19, 1987 stock market crash, which caused the BP
share price to drop more than 30%, occurred during the subscription pe-
riod. As a result, the offering was almost completely unsubscribed, and the
entire issue was left with the underwriters. Four U.S. underwriters had com-
mitted among them to underwrite $1 billion of the BP shares to be sold in
the United States. They pleaded with the British treasury to stop the issue,
to no avail. Their losses totaled more than $250 million. The issue had
been a disaster, but the international syndicate held and did its job, despite
extreme duress.

A decade later, however, U.K. privatization issues were still being done
according to the British method. From the government’s point of view, of
course, the British method of underwriting proved itself to be far superior
to the U.S. method during the BP share offering. Nonetheless, various steps
have been taken in the United Kingdom to improve the effectiveness of
global offerings by combining aspects of both systems.

One of the important ways to do this, while still sticking to the British
method of underwriting, is to provide for a bookbuilding effort by requir-
ing a “tender offer” to be made by investors to receive shares after the
subscription period has ended. Under such an arrangement, the issuer can
reset (upward) the offering price based on the tenders received, but only
after the risk of underwriting has terminated. To support a tender offer
approach, issuers have learned to circulate a preliminary prospectus (some-
times called a “pathfinder”) to institutional investors to prepare them for
analyzing the investment opportunities on offer. Brokers then follow up
with them, American style, to urge them to tender for shares. Underwriters
have also adopted other American practices, such as Green Shoe over-
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Table 7-5 Foreign Companies Listed on Major Foreign Exchanges, 1995–2001

1995 1996 1997 1998 1999 2000 2001

United States 673 756 918 893 895 971 954
London 531 532 467 466 448 448 409
Germany* N/A N/A N/A 210 234 245 235
Paris 194 189 184 183 169 158 N/A
Tokyo 77 67 60 52 43 41 38

Data: International Federation of Stock Exchanges (FIBV), 2002.
*Floor trading, excluding the market segment “Freiverkehr” (unofficial regulated market)

N/A � not available

allotment options and using an institutional “pot” to set aside shares to be
sold by the lead managers to large institutions. Although most large global
offerings—those over $500 million in value—have relied on regional syn-
dication efforts coordinated by one or more lead managers, in 1993, a $7.5
billion privatization issue for British Telecom (its third) was distributed
through a single global syndicate, with all members having unreserved ac-
cess to all investors, wherever in the world they were. Further innovation
and experimentation will surely continue.

Listing Shares on Foreign Exchanges

For over 20 years, companies have considered listing their shares on foreign
stock exchanges to promote local investment in them, to provide a quo-
tation in the shares for the benefit of local employees, and to gain appro-
priate recognition as multinational firms. Frequently, however, such listings
proved to be expensive, and very little trading on the local exchanges oc-
curred. As foreign investors, especially in Europe, became more sophisti-
cated, they preferred to trade in U.S. shares on U.S. markets, where they
believed they could obtain better execution. The same came to be true for
Japanese and American investors who found trading in overseas shares to
be more efficiently done in the home-country markets. These developments
diminished to some extent the need on the part of American and Japanese
companies to list their shares abroad.

In the United States, however, listings by foreign companies increased
significantly during the 1980s and 1990s. In the United States, “listings” is
a term that includes all foreign companies that report annually to the SEC
and therefore can be freely traded on stock exchanges or in over-the-
counter markets. The companies listed in the United States want to tap the
large U.S. equity markets, especially at a time when U.S. investors are in-
creasing investments abroad and purchasing new issues of foreign debt and
stocks. In 2001, the NYSE listed 954 international companies from 52
countries, more international listings than any other stock exchange around
the world. See table 7-5.



Global Equity Markets 173

To qualify as a “reporting” company in the United States, a foreign
corporation must provide most of the information required by the SEC of
U.S. companies. For example, it must supply financial statements prepared
according to U.S. generally accepted accounting principles (GAAP), or at
least show and reconcile the differences between the company’s home coun-
try accounts and GAAP. This undertaking alone is expensive, time-
consuming, and more illuminating than most European and Japanese ac-
counting standards require. Many prospective issuers balk at these
requirements and forego the opportunity to be listed in the United States
as a result.

However, during the 1990s, market forces drew many foreign com-
panies to the U.S. equity market for new issues. Some issued private place-
ments of equity securities under Rule 144a, but increasingly others pre-
ferred to undertake the burdens of becoming a reporting company in order
to have access to the broader market and listing on the New York Stock
Exchange.

Regulation of International Equity Markets

Vast amounts of cross-border capital flows have begun to integrate markets
across the globe, influencing pricing, market behavior, and investor expec-
tations, yet securities regulation is still a national concern and varies enor-
mously between countries. Both local and international investors increas-
ingly demand that markets be fair and reasonably transparent and that
regulations be enforced. Yet the process of convergence toward an inter-
national regulatory norm has only just begun. Many questions are being
raised by regulators around the world and by market practitioners, and
efforts have begun to seek answers that are acceptable all around.

What Should Be Regulated?

There appears to be a consensus that three areas of activity should be
regulated:

Industry structure and competition. The broadest forms of competition
should be encouraged, consistent with providing for the capital ad-
equacy and soundness of market-makers, underwriters, and brokers.

Protection of retail investors. Many countries provide “truth in invest-
ing” regulations that require minimum disclosure standards for new
issues, and annual reporting by companies whose shares are publicly
traded. Although these standards vary greatly, efforts are under way
at the EU level and through an ad hoc effort by the United States,
Canada, and Britain to establish common standards that each can
use in the others’ countries. Regulators are more relaxed about pro-
tecting institutional investors and other wholesale market players,
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thus the unregulated Euroequity market and the various private
placement markets for equity transactions, including Rule 144a
transactions in the United States, continue to be undisturbed. The
SEC, however, has been adamant about not changing its accounting
standards for foreign companies becoming reporting, or publicly
traded, companies.

Protection against securities fraud. Fraud can appear in a thousand
forms, and many equity markets are not fully equipped to prevent
it. Regulations against market-rigging, insider trading, “stock park-
ing,” account churning, and “front-running” vary considerably be-
tween the major countries and often do not even exist in many mar-
kets. But at least countries are now aware that these problems exist,
and some movement toward achieving an international standard can
be expected over the next few years.

Some Governing Principles Emerge. In general, certain governing princi-
ples appear to have emerged as a result of the reforms of the 1970s and
1980s and the efforts by the BIS and the EU to provide a framework for
increasing competition while still maintaining a stable financial system, al-
though there is still considerable disagreement as to how these should be
applied. A consensus has formed around the following points:

Regulation should be as light as possible, but not so light as to be
ineffective. Too much regulation kills the competitiveness of a finan-
cial center; but so does regulation that is not supervisable or enforce-
able.

Minimum solvency standards for the securities industry must be estab-
lished, and these must be consistent with standards applicable to the
banking industry. Standards covering bank capital adequacy must be
applied, one way or another, to the securities industry as well. The
insolvency of a large investment bank could represent a threat to the
global financial system. Therefore such firms need to be subject to
minimum capitalization rules also. In reality, such firms are already
subject to minimum capitalization requirements of the various stock
exchanges and financial market regulators. But these need to be ap-
plied on a consolidated basis.

A level playing field should be established for banks and investment
banks. In Europe, “universal banking,” which permits a full range
of securities activities by banks, has become the model for the future.
In the United States, the Glass-Steagall Act, which separated banking
and investment banking in 1933, was repealed in 1999. The Japanese
equivalent of Glass-Steagall, Article 65 of the Japan Financial Law,
was repealed in 1994.

Market surveillance is necessary, and so are enforcement powers. Most
countries agree that the SEC, as a regulatory body, works well. But
they question the cost and inefficiency of settling matters through the
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legal system. In Britain the Financial Services Authority (FSA) over-
sees several self-regulating organizations (SROs), but it has resisted
building up a large (and aggressive) market surveillance staff. In Ja-
pan, the MOF (in response to public pressure) has formed a securities
“watchdog” unit. Originally with a tiny staff and no enforcement
powers, it brought several major actions against securities firms in
1999–2001. Everywhere questions are raised about the unwanted
aspects of an aggressive SEC-type system, few alternatives that ap-
pear effective have been put forward.

Retail services need the most regulation. Many kinds of financial ser-
vices are now sold directly to the public: discount brokerage, invest-
ment management services, mutual funds, pension investment pro-
grams, and life insurance with stock market returns, among others.
These need to be regulated to ensure that unsophisticated investors
are not exploited. At the same time, sufficient regulation of market
behavior or professionals needs to occur to ensure that the markets
as a whole are fair and unmanipulated.

How Does All This Get Brought Together? There are various “decision
makers” in the regulatory arena. Broadly, these include (1) the Bank for
International Settlements (BIS), which acts as a neutral sounding board on
regulatory matters concerning banks, and the various national central
banks (like the U.S. Federal Reserve and the Bank of England) who make
up the ownership of the BIS; (2) the EU Commission, which prepares the
banking and securities industry “directives” that set EU policy under the
Single Market Act; (3) the various securities regulators, the stock ex-
changes, and the law courts that increasingly (even in Europe) are relied
on to resolve complex regulatory issues in dispute; and (4) public opinion
as reflected in the media.

Convergence of policy also occurs through market interaction and reg-
ulatory “competition,” especially from the budding financial centers of to-
morrow. Regulators consult with each other and argue the merits of alter-
native approaches. Growing familiarity with practices in well-regulated
countries creates dissatisfaction in those countries that lack good regula-
tion. The media publicize these matters, and gradually things change. Al-
ready, for example, new laws or regulations aimed at insider trading and
protecting minority shareholder rights have been applied in a widening
array of countries.

Competing in International Equities

The global market for equity securities is vast and involves many powerful
competitors. No single firm will be successful in commanding a significant
share of all the national markets for equities. But the rapidly growing cross-
border trading activity in international equities is heavily concentrated in
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a few countries, and participants in this market segment are capable of
significant improvements in market share or of being displaced by more
effective competitors.

Secondary market activity in international shares within one’s own
country is perhaps the place where competitors must begin to develop their
strengths. U.S. brokerages have become proficient in offering U.S. shares
to international investors, and in offering international shares to U.S. in-
vestors, principally institutions. European firms in Europe and Japanese
firms in Tokyo must do the same. In each case, not only is a firm competing
with its traditional domestic competitors but also it is up against the biggest
and best of the foreign firms. Once successful in dealing in international
securities with one’s own clients, an ambitious firm can then attempt to
compete abroad for the international business of nonclients.

Comparative Advantages

Firms have quite different comparative advantages in the international eq-
uities business. U.S. firms are especially keyed to institutional investors,
including European institutional investors. Many U.S., U.K., and continen-
tal European banks or securities firms are also substantial money managers
and know about the markets because of their experience as investors. There
are a great many money managers in the international arena, however, and
only a small percentage are able to use their in-house placing power and
influence to attract lead managerships of international equity new issues.

Some firms will attempt to specialize in covering retail demand for
international investments, including the demand for international or spe-
cific country mutual funds. Some firms prefer to be even more specialized,
as, for example, concentrating only on global banking or insurance. In all
cases, however, to be a successful competitor a firm must be recognized as
having broad “placing power.” The more the better.

Those firms that can place international issues will be invited into or
will be able to lead underwriting groups for new issues. They will also be
able to profit from trading opportunities related to the issues they have
underwritten.

Institutional Emphasis

Most firms agree that when operating abroad they must emphasize insti-
tutional business because of the difficulty of creating a network of branch
offices abroad and of luring loyal customers away from their traditional
banks and brokers. Some, like Merrill Lynch, have tried overseas retail
business with some success; they have also maintained a focus on the in-
stitutional side. Despite the lower commissions, institutional business is the
only way to build up trading volume quickly. This provides the firm with
customer activity and keeps it “in the market,” knowing what is going on.
However, institutional business is very competitive and hard to break into,
although it can be done.



Global Equity Markets 177

To succeed in institutional business, a firm must offer three basic serv-
ices: sales coverage, research, and market-making. All of these can be ex-
pensive, yet if they are better than the competition’s, business will soon
follow. Generally, to win business from institutional customers, a firm must
offer services that are so good that the customer wants to make room for
them. Often this means starting small, with a major effort in a specialized
area, from which the firm can expand outward.

Traditionally, firms would offer research and trading support to insti-
tutions from all over the world, but only in home-country shares. Merrill
Lynch would offer its research on General Motors to institutions in Europe
and Japan, as well as in the United States. But Japanese brokers did not
sell Dutch stocks, and U.S. firms did not promote German bank shares.
Each participant stuck to what it knew best. Such tidiness no longer exists.

Research in International Equities

In an attempt to reclaim from U.S. investors a share of the commission
volume on foreign stocks lost over the years to European and Japanese
firms, U.S. brokers first began to make trading markets in New York in a
variety of popular international stocks. Then they began to promote the
concept of global industries, in which they would attempt to recommend
the best stocks in the world in, say, the auto industry. Research coverage
then was applied to BMW, Fiat, Toyota, and other companies, in addition
to the big two from Detroit and Daimler Chrysler. Next, analysts began to
focus on which countries and stocks their customers should be in to catch
the next rising market, such as Mexico, Spain, or Taiwan. Before long, the
firms found themselves conducting macroeconomic research on various in-
ternational economies and following dozens of large-capitalization non-
U.S. companies.

At first, a firm’s clients may doubt its ability to offer knowledgeable
international advice, but if the quality of the firm’s research is as good as
the best domestic research, then it will soon gain a good reputation and
will be sought out. Commission business and trading opportunities usually
follow. This process is very expensive. Good analysts are expensive and
often not productive for some time. It can take years to achieve a reputation
for across-the-board excellence in research. Even then, their credibility has
been seriously eroded by conflicts of interest in their role in corporate fi-
nance and touting particular stocks in which they or their firms have an
interest. When the process succeeds, however, it provides the firm with a
strong international reputation for competence that enables it to attract a
significant market share.

Trading and Market-Making

Researchers must trade in the securities they recommend, but traders do
not have to offer research in the securities they trade. Some firms prefer to
compete only as market-makers in international equity securities—that is,
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without offering research services. For years, there has been an active over-
the-counter market in New York in international stocks engaged in by firms
that were specialists in trading, not research. This business has expanded
greatly in recent years, especially as institutional investors have become
more active in international shares and began to look more closely for the
best execution prices. Market-makers have expanded their activities too,
often to include memberships on the London and Tokyo Stock Exchanges.
Also, more non-U.S. firms have become members of the New York Stock
Exchange to improve their ability to execute U.S. orders for their non-U.S.
clients. And investment banks have bought some of the leading specialists
in stock trading.

Like large commitments to international research, these activities are
expensive, not only due to the cost of the stock exchange seats but also
because a firm must become subject to capital and reporting regulations of
the other exchanges and commit substantial resources to back-office op-
erations. In addition, the management time involved in getting established
and in building up local trading connections can be considerable. A firm
must have a substantial volume in the shares traded on these exchanges to
operate profitably. In New York and London, commission rates are fully
negotiable, and in Tokyo more recently they are as well. However, several
firms have succeeded in recent years by developing opportunistic trading
approaches such as arbitrage (program) trading and specialized focus on
certain stocks. Again, the firms that successfully pursue concentrated strat-
egies of international trading will end up with the strongest franchises and
the largest market shares.

New Issues

Some firms have preferred to compete in the international equities business
by emphasizing new issues and underwritings, rather than becoming quite
so committed to the secondary markets. Firms with an effective corporate
marketing capability, or with a special ability to place issues with funds
under the firm’s own management, have often succeeded in gaining man-
dates to lead-manage public offerings of international equity issues. Such
issues, do have to be priced competitively and distributed skillfully. Sec-
ondary market-making and research coverage has to be provided, even if
by different firms than the lead manager. It is possible, of course, by virtue
of the relationship between banker and client, for firms without developed
capabilities in research or trading, and without convincing placing power,
to win mandates. But it is much more difficult to do so now than in
the past. Large international equity issues can be extremely profitable for
lead managers; as a result, there is always keen competition for almost
every management opportunity. Most of the managerships are won by firms
with the ability to demonstrate across-the-board qualifications. Co-
managerships and other lesser positions, however, are still made available
quite often to firms with fewer demonstrable qualifications, but a longer
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and closer relationship with the issuer. Most firms provide both debt and
equity services as part of their capital market activity. The two can be highly
complementary, especially where such hybrid securities as convertible de-
bentures and debt with warrants are concerned.

The Effect of the Euro on Equity Markets

The introduction of the euro in 1999 should increase intra-European cross-
border funds flows in equities. Home-country preferences, dictated by some
regulators and conservative investment managers, will erode with the re-
moval of the threat of foreign exchange losses. Increasingly, practitioners
will become accustomed to thinking along European or EU boundaries,
rather than along national boundaries. For the next few years this may be
most pronounced among the 12 euro-zone countries.

Restructuring Effects

A major factor influencing cross-border equity flows is the considerable
restructuring of industrial Europe that has long since begun and is expected
to continue for many more years. The principal goal of this effort, echoing
the goals of American corporations in the 1980s, has been to improve the
economic performance of corporations—their competitiveness and profit-
ability for shareholders. These efforts to improve performance have already
been applied to many European conglomerates and industrial companies,
state-owned enterprises, and regulated industries such as banking and in-
surance.

Restructuring through mergers (chapter 8) and privatizations (chapter
9) involve cross-border funds flows, especially when the buyer and seller
are from different countries, but also when the acquired company is partly
owned by foreigners. Subsequent efforts to restructure that company may
involve changes in management, in product lines, in asset holdings, and in
capital structure. To the extent that restructuring companies are successful,
they tend to attract a new set of shareholders, especially those capable of
appreciating the effect of these steps on future market valuation. Such new
shareholders often include sophisticated foreign investors and fund man-
agers. The restructuring effort may also attract the attention of market
observers, strategists, and research analysts, resulting in an upgrade in the
public appeal of the company and further investment from outside the
country.

Privatizations have had similar effects on cross-border funds flows.
Large issues have created enormous numbers of new stockholders and liq-
uid secondary trading markets, which especially appeal to large foreign
investors. After privatization, the newly freed company may itself seek ac-
quisitions or divestitures, or it may direct investments in neighboring coun-
tries. Because of the company’s size relative to others in the country, its
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stock may become part of the national market index, causing passive index
fund investors to buy and sell shares regularly.

Competitive Effects

Increased competition for stock exchange business will continue to intensify
the efforts by the respective firms to service investor and corporate clients.
Continental European exchanges have begun to compete (as well as link)
with London’s institutional business in actively traded stocks in Germany,
France, and Switzerland. These efforts will increase the level and quantity
of professional services available in the equity marketplace, bolster trading
activity, and in general lead to closer integration of the intra-European
market for equity securities.

As they did in the United States during the 1960s and 1970s, such
efforts will lead to growing participation in the markets by institutional
investors and more intense competition between those seeking to service
them. It will also mean that the institutions themselves will become increas-
ingly exposed to the pressures of investment performance. This means the
investors will have to attempt to improve their own records of performance
by insisting on high standards of professional skills that deliver exceptional
returns. These investors will favor investing in growing or restructuring
companies. They will be forced to give up historical investment ties to
underperforming companies. Such investors will no longer look for their
investments on a national basis but will look for the best companies in
Europe in particular industries.

Continuing Market Integration

The euro-denominated stock markets have become the world’s second larg-
est in terms of market capitalization and trading volume. The Euro-12 plus
Switzerland is even larger, representing market capitalization and trading
volume levels that are 57% and 44%, respectively, of those of the United
States, and 300% and 600%, respectively, of those of Japan. This new
European market is now distributed over 12 different stock markets that,
with few exceptions, will continue to have a high national concentration.
For those looking for currency diversification as well, there are also the
markets in the United Kingdom, Sweden, Denmark, Norway, and Switzer-
land.

However, as investors become more familiar with the euro, fungibility
may be created between stocks from different countries. There has been an
increase in the correlation in stock market returns between the different
European countries in recent years, caused by increasing European cross-
border trade, portfolio investment, and acquisitions, and this correlation
may rise further as a result of the market integrating effects of the euro.
This may be seen in one sense as a negative development that could reduce
investment activity by some asset-holders seeking diversification under the
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protocols of modern portfolio theory. To the extent that market liquidity
increases as a result of growing fungibility, however, trading and investment
activity on the part of large European institutions (especially pension funds)
should also increase. As fungibility increases, markets begin to cohere as if
they were under a single trading and regulatory regime such as exists in
the United States. This may create substantial advantages to investors in
the European market that are absent today. Among these could be major
increases in block-trading activity, indexing, investor services and discounts,
shareholder activism that promotes improved corporate governance, and
anti-fraud enforcement. Such advantages should contribute significantly to
further improvements in operating and competitive conditions of the Eu-
ropean stock markets.

Trends and Issues for the Future

A great deal has happened in a very short time to the international equities
market, and much is happening still. International activity in equity mar-
kets gives every indication of being a permanent and growing feature of
the investment business.

The world equity markets are not nearly as well integrated as the debt
markets. Debt issues are “commodities” defined by quality, maturity, and
the yield curve. Swap markets permit arbitrage activity that eliminates price
differences for the same commodity in other markets. Equities are different.
Each stock is different. Markets have different methods of valuation
which—although converging with one another—are still fairly far apart.
But other aspects of the international equity markets are integrating more
rapidly. Regulation, competitive access, the skills and services offered, and
attitudes about international portfolio diversification are some of these.
Governments continue to want good markets to receive their large priva-
tization issues, and countries that have been cut off from valuable capital
market activity are now finding it possible to attract foreign capital. How-
ever, some of these countries, enlarged by the former Soviet bloc in eastern
Europe, are learning that to attract capital, they have to compete for it by
creating the most open and efficient marketplaces they can.

New methods of international distribution are also being tried. In a
short period, the world has gone from foreign issues sold in one market,
to Euroequity issues, to globally coordinated, simultaneously offered,
multiple-tranche issues. How else could an Argentine oil company raise
nearly $3 billion in a single issue?

The demand for services to professional investors is rising to U.S. levels
in the equity markets of Europe and Japan. New standards of investment
performance are being adopted, which will create more competition and
more services and will result in better, more liquid markets for all equities
interesting enough to attract international investors.
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Summary

In equities, as in international bonds, issuers tap international markets to
increase the pool of available funds, lower costs of raising capital, expand
their investor base, and avoid domestic regulatory complications. Investors
move to international markets to improve portfolio performance and lower
risks. Both groups’ interests have been furthered by the erosion of regula-
tory barriers, including exchange controls, limits on ownership, limits on
participation in domestic markets, and obstructive listing and trading prac-
tices.

While governments and regulatory agencies have made some progress
in standardizing procedures, full integration is a long way off. Many non-
U.S. issuers are discouraged from the otherwise attractive U.S. market by
the stringent listing requirements of the SEC. New issues by Japanese is-
suers of Eurobonds with warrants—positioned to attract Japanese inves-
tors—clearly were intended to circumvent onerous regulatory requirements
of the domestic market. Pricing conventions in the secondary market con-
tinue to exhibit national divergences.

But the emergence of a single world equity market is already discern-
able. The large investment houses, committed to supporting globalization
of institutional investment, stand prepared to make markets 24 hours a day
in selected stocks traded in all major managers. That infrastructure, built
during the bull market of the 1980s, is now being consolidated, sharpened,
and challenged by new opportunities and competitive pressures.

Note

1. ADRs, sometimes called American Depositary Shares, are issued by a U.S.
bank and reflect a deposit with the bank abroad of shares of a foreign stock. The
ADRs are quoted and traded in the United States, and transactions are settled and
dividends are paid in dollars as a convenience to U.S. investors. However, many
institutions today prefer to own the underlying shares directly to have access to the
home country trading markets.



II

COMPETING IN GLOBAL
ADVISORY AND ASSET
MANAGEMENT SERVICES



This page intentionally left blank 



185

8

Global Mergers, Acquisitions,
and Advisory Services

In addition to raising capital for corporations through the issuance of
new debt or equity securities or bank loans, capital market services in-
clude the giving of advice on a variety of complex matters that a corpo-
ration must deal with in order to evaluate or accomplish particular finan-
cial transactions. Such transactions are usually ones that require
specialized knowledge of the markets involved, and they also often re-
quire a network of contacts and extensive knowledge of local practices
that a corporation itself is unlikely to possess to the degree necessary to
ensure success. Advisory services are provided by both commercial and
investment banks. They have been, however, a specialty of investment
banks for a long time since they often involve the valuation of new or
unusual securities by the market.

Advisory services are provided on an “agency” basis for a fee that
reflects the value added by the banker in the transaction. Typically, a small
retainer fee is agreed upon, which is payable regardless of the outcome of
the transaction, with the main part of the fee being dependent on the com-
pletion of the transaction and usually based on an agreed percentage of its
value. Among such financial advisory services are those involving mergers,
acquisitions and divestitures, recapitalizations, leveraged buyouts, creative
“financial engineering” for new facilities or projects, real estate finance,
and a variety of other transactions.

Advisory services follow the markets for the transactions they involve.
International advisory services are simply advice on mergers, restructurings,
and the rest applied to cross-border transactions or to transactions that are
carried out in another country.
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The Market for International Merger Advisory Services

The international dimension to the mergers and acquisition business is not
at all confined to the growing number of important cross-border and non-
U.S. transactions that occur every year. It also is involved with many trans-
actions that are never completed or are completed differently. Hoffmann
La Roche, the large Swiss pharmaceutical firm, did not succeed in acquiring
the American Sterling Drug Co. in the United States some years ago; East-
man Kodak did. But Hoffmann La Roche was a participant in the trans-
action anyway—as a potential buyer that, in this case, actually stepped
forward to make an unsolicited bid. For every large transaction, there are
potential bidders beyond the border, whether or not they come forward.
Those who advise in the business have to know their thinking and their
telephone numbers. They have to be in touch. And by being in touch, the
advisers learn new things about the foreign companies, and vice versa. Soon
the advisers find themselves with a new client, and the circle expands.

The United States and the United Kingdom are the largest markets for
financial advisory services, and their investment banks represent the
greatest repository of financial advisory know-how. This is partly because
of the large volume of merger and acquisition transactions that occur in
these countries, but also because the underlying capital markets are active
in many innovative ways that have not as yet caught on in the national
capital markets of other countries. However, because of the effects of glob-
alization in finance and changes in the underlying capital market structures
in other countries, in time we can expect other financial centers to assim-
ilate, in one form or another, the practices of corporate reorganizing and
restructuring that are common in Britain and America.

The Intra-European Market

The market for merger and acquisition (M&A) services within Europe dif-
fers considerably between the United Kingdom and continental Europe.
Corporations in the United Kingdom have been able to benefit from a well-
developed market for corporate control since the 1950s. A comparatively
large number of publicly owned corporations exist in Britain, and shares
of these companies have been, and continue to be, mainly owned by finan-
cial institutions. As compared to the rest of Europe, share markets in Brit-
ain, are active, investment information is plentiful, and prices of shares are
held to be fair representations of the value of corporations. Takeover trans-
actions in the United Kingdom are governed by the Takeover Panel, a self-
regulatory organization, which is authorized to determine the rules of fair
play. Next to the U.S. market, the British market is the largest in the world
for M&A transactions, accounting in 2000 for approximately one-third of
all intra-European merger transactions.

On the continent, different conditions exist. Many enterprises, includ-
ing numerous very large ones, are not organized as publicly owned, limited-
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liability corporations as they are in the United States and Britain. A study
by Booz Allen Acquisition Services for the European Economic Community
in the early 1990s showed, for example, that only 54% of the top 400
companies in the European Union (EU) were then publicly owned, versus
99% in the United States. Of the top 100 domestic companies, 67 were
publicly quoted in the United Kingdom, 56 in France, 45 in Germany, and
fewer than a third in all other EU countries combined. Furthermore, the
study reported, in the three largest EU economies, only a relatively minor
share of the domestic GNP could actually be accessed through public take-
overs. Nor had many of the continental European countries at that time a
tradition of, or experience with, market-driven domestic M&A activity. As
a result, only a comparatively small percentage of enterprises in continental
European countries had by then participated in such transactions. From
1990 through 2000, however, nearly $2.5 trillion of intra-European merger
transactions occurred, expanding the European merger market experience
dramatically.

Accordingly, the environment on the continent for M&A transactions
is now much more compatible with that of the United Kingdom. Investment
information is more readily available, transactions tend to be negotiated
through experienced intermediaries and reflect shareholder concerns, the
acquisition of minority stakeholdings and other corporate alliances still oc-
cur but are much less common than before, hostile activity is much less
scorned and increasingly accepted, and sophisticated tactical and financial
maneuvers are now fairly common. Some of the largest merger transactions
ever to occur, such as the acquisitions of Telecom Italia by Olivetti in 1999
and of Mannesman by Vodaphone Airtouch in 2000, have occurred within
continental Europe.

European Industrial Restructuring

One reason for the increase in continental M&A activity has been the
growing recognition of the need for industrial restructuring in Europe fol-
lowing the adoption of the single European market and of the Economic
and Monetary Union (EMU) by the EU countries. Originally announced in
1983, agreed in 1987, and implemented at the end of 1992, the Single
Market Act required the free movement of goods, capital, people, and ideas
to enhance economic growth in the European Economic Community (now
called the European Union, or EU) by moving toward free markets and
more open competition. EMU was implemented in 1999 by 11 of the 15
countries comprising the EU. The private sector in the EU has not only
been invigorated by these steps, it has also been greatly enlarged by con-
tinued large-scale privatization programs that involved selling shares in
government-owned industrial corporations to the public. Once in public
hands, such companies would be run more efficiently and would be gov-
erned according to market forces. These new developments put consider-
able pressure on European corporations, including the recently privatized
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ones, to rethink their corporate strategies and make changes in their busi-
ness alignments, a process which was often facilitated by undertaking trans-
actions as buyers or sellers in the growing “market for corporate control,”
which is what economists call the merger and acquisition market.

The post-EMU internal European market of the early twenty-first cen-
tury will require larger, more competitive enterprises able to reap significant
economies of scale and economies of scope, particularly in such industries
as transportation, information technology, telecommunications, financial
services, food products, consumer electronics, and pharmaceuticals. As in
the waves of mergers and acquisitions that have from time to time rolled
over the United States, the current (and first-ever) wave of European re-
structuring is driven by underlying industry economics and global compet-
itive shifts. Some of this restructuring in Europe has already occurred
through the large number of transactions completed in the 1990s, but still
this total reflects a small proportion of all the restructuring that European
industry will require in order to adjust to its new market-oriented, more
competitive economic environment.

Restructuring Elsewhere in the World

The principal market forces causing U.S. and European restructuring were
also evident in other parts of the world, particularly in market-oriented
economies like Canada and Australia. But they were increasingly visible
also and resulted in increased merger activity in the period after 1995 in
emerging markets in Latin America, Southeast Asia, and Japan. Activity in
these areas of the world accounted for approximately 20% of global trans-
actions in 2000. In Japan, in particular, corporate restructuring is believed
to be necessary, and some signs suggest that it may follow the European
practice of adopting mergers and acquisitions as a means to do so before
very much longer.

Improved Financial Markets

The powerful economic forces that have driven changes in Europe and the
United States have forced traditional concerns and practices to bend to
market actions in a number of countries. The rapidly increasing liquidity
of European capital markets has made more nontraditional, market-
oriented alternatives possible. No longer must an entrepreneur look for a
friendly bank or competitor to buy all or part of his holdings upon his
retirement. He or she can now sell shares at a decent price in the open
market (through an initial public offering) or hire an investment banker to
find a suitable party—a fellow national or a foreigner—to buy the com-
pany. And financing can also be available in the capital markets for the
buyer.
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Bolder Corporate Actions

No longer must an industry suffering structural difficulties be forced to hold
onto businesses that no longer fit. It can now dispose of them in the market.
And of course, no longer must a healthy company seeking to expand across
European borders build up new businesses in other countries step by step.
It can now purchase a complete going concern from someone else at a
market price.

For many European executives, like their American counterparts, the
conviction that their objectives can only be achieved in the short run
through acquisition activity will be powerful. Consequently, as has been
the case in the United States and the United Kingdom, a determination to
pursue acquisitions despite objections of the target company will introduce,
to a much greater extent than previously, hostile takeover efforts, such as
Olivetti’s effort to acquire control of Telecom Italia. Unless it is opposed
by public policy—which, although much more relaxed on the matter of
hostile offers than in the past, still differs considerably from country to
country—the hostile takeover attempt can be expected to become much
more common in the Europe and Japan of the 2000s.

Investor Reactions to Takeovers

The growing concentration of shareholdings in institutional portfolios sub-
ject to a progressively higher performance orientation serves to increase the
emphasis on realizing underlying equity values. More competition among
investment managers, more liquidity, and greater room to maneuver will
require all financial managers to become more performance-oriented than
they have been in the past. Thus, investment managers should be more
inclined than in the past to favor takeovers and short-term returns in pref-
erence to maintaining long-term holdings out of loyalty or inertia. This
change has already occurred to a significant degree in the United Kingdom.
Such shifts in continental European investor behavior are likely—although
perhaps not to the extent, for example, as has developed in the United
States, where performance orientation appears to be at a maximum.

Acquisition Finance

Ample financing continues to be available from banks anxious to earn large
fees and spreads on M&A transactions. Under the Bank for International
Settlements, risk-based capital adequacy standards (that lump all corporate
lending into one category), M&A loans are advantageous for most banks,
which can earn significantly increased spreads in takeover financings with-
out any increased charge against capital than for a loan to a high-grade
corporation. Liquidity is also available for M&A financings from invest-
ment funds that purchase high-yield bonds and subordinated debt issues of
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acquiring corporations. Such funds have been widely sold to private, insti-
tutional, and corporate investors in the United States and in Europe.

Because of national differences among the countries concerning the
ways in which the market for corporate control is regulated, and the un-
predictability of national antitrust intervention, risk arbitrage markets in
Europe have not fully developed. Until new and transparent national and
regional regulations (e.g., in the EU) covering antitrust considerations and
takeover behavior on the part of principals are promulgated, the various
markets will remain, relative to the U.S and U.K. markets, comparatively
fragmented and inefficient. Once new regulations are agreed, as is antici-
pated, the markets should become integrated and comparatively efficient,
enabling risk arbitrage activities to flourish and, in general, ease the process
of M&A completion considerably.

Know-How

Finally, sufficient M&A “technology”—both homegrown and that devel-
oped in the United States and adapted to conditions elsewhere—is now in
place to facilitate a large increase in merger transactions.

Other Financial Advisory Services

Most banks offer additional advisory services in addition to mergers and
acquisitions such as the following:

1. Hedging of financial risks. Advice is given on how to manage lia-
bilities and financial risk exposures for companies and other banks.
This entails structuring of tailor-made derivative securities for which
the bank will act as principal. These services are discussed separately
in chapter 4.

2. Share ownership. More international companies are undertaking
programs designed to promote ownership of their securities by in-
vestors in capital markets around the world. As a result, bankers
arrange listings on international stock exchanges and of unregistered
“private placements” of debt and equity securities of companies
with institutional investors in the United States, Japan, and Europe.

3. Leveraged buyouts. More international companies are showing in-
terest in leveraged buyouts. So far this activity has been restricted
mainly to management buyouts of subsidiaries that parent compa-
nies have agreed to sell; however, many observers believe a spreading
of this activity will continue into continental Europe and elsewhere.

4. Project finance and financial engineering. Direct investments in fac-
tories and other facilities around the world can be financed in var-
ious creative ways—for instance, through the sale of adjustable-rate
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preferred stock, private placements, lease arrangements, commercial
paper, and various forms of nonrecourse financing. Such transac-
tions present opportunities for bankers to come up with and to com-
municate high value-added financing ideas.

5. Real estate. Many corporations have real estate that can be refi-
nanced or sold and leased back. Such transactions involve a highly
specialized, increasingly global business. For those bankers active in
real estate finance, many opportunities are created, and many more
are expected to be as real estate transactions of the sort conducted
in the United States begin to appear in Europe and in Japan.

The Structure of International M&A Deal Flows

Between 1985 and 2000 the pattern of worldwide M&A activity—broadly
defined to include mergers, acquisitions, tender offers, purchases of stakes,
divestitures, and leveraged buyouts (LBOs)—has changed considerably.
Transactions entirely within the United States first peaked in 1988 and then
declined sharply to a level of one-third the peak volume just five years later,
then built up once more to peak most recently in 2000 with a volume of
deals just under $1 trillion. American cross-border transactions and trans-
actions entirely outside the United States also declined after 1989 and 1990,
respectively, but much less rapidly. After 1993, however, the American and
the world markets recovered and began rising steadily to reach the (then)
record level of $2.4 trillion of completed transactions in 2000. However,
the following year the volume of such transactions declined sharply, reflect-
ing world wide market conditions.

The Action Moves to Europe

Table 8-1 shows combined M&A activities on a worldwide basis for the
period 1985 to 2001, when approximately 100,000 public transactions in-
volving mergers, tender offers, purchases of stakes, divestitures, and LBOs
with a market value of $12.8 trillion were completed. Another 113,000
transactions also occurred, for which no pricing information was reported.
Of the valued transactions during this 17-year period, approximately 43%
of the value involved transactions between U.S. companies. Nearly $4.8
trillion, or 41%, were transactions entirely outside the United States—that
is, in which only non-U.S. companies (or non-U.S. subsidiaries of American
companies) were involved—and $1.7 trillion, or 15%, were cross-border
transactions in which U.S. parent companies acted as buyers or sellers with
non-U.S. counterparts.

The predominance of U.S. to U.S. transactions obscures important
changes that have been occurring abroad. Whereas the value of U.S. do-
mestic transactions in 2000 was $931 billion, about five times the volume
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Table 8-1 Volume of Completed International Merger and Corporate Transactions United States (1985–2001) (in millions of US dollars)

Year

Domestic U.S.

No. $M

Cross-Border

Buyer U.S.

No. $M

Seller U.S.

No. $M

Total Cross-Border

No. $M

Outside U.S.

No. $M

Global Total

No. $M

1985 815
(88)

192,294 30
(79)

4,034 99
(122)

11,898 129
(201)

15,932 166
(124)

24,842 1,110
(413)

233,068

1986 1,205
(1,369)

200,913 46
(78)

2,672 212
(177)

36,658 258
(255)

39,331 347
(307)

54,597 1,810
(1,931)

294,841

1987 1,357
(1,409)

203,936 62
(142)

8,551 227
(173)

41,662 289
(315)

50,213 797
(560)

96,177 2,443
(2,284)

350,326

1988 1,642
(1,370)

293,194 91
(164)

7,039 324
(226)

70,817 415
(390)

77,856 1,664
(1,015)

140,331 3,721
(2,775)

511,381

1989 2,005
(1,969)

250,096 157
(250)

25,136 456
(293)

60,449 613
(543)

85,585 2,048
(1,817)

227,824 4,666
(4,329)

563,505

1990 1,741
(2,448)

124,874 154
(267)

16,604 453
(378)

56,350 607
(645)

72,954 2,218
(1,936)

236,187 4,566
(5,029)

434,016

1991 1,795
(2,050)

108,464 209
(327)

13,376 318
(266)

27,159 527
(593)

40,535 2,564
(3,894)

202,397 4,886
(6,537)

351,396

1992 2,173
(2,035)

119,264 249
(310)

14,991 263
(158)

18,513 512
(468)

33,505 2,348
(3,339)

163,769 5,033
(5,842)

316,539

1993 2,011
(1,855)

101,068 212
(366)

13,696 224
(134)

21,215 436
(500)

34,911 2,448
(2,989)

125,755 4,895
(5,344)

261,734
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1994 2,898
(2,319)

199,784 284
(455)

19,089 319
(192)

39,299 603
(647)

58,388 2,867
(3,347)

148,738 6,368
(6,313)

406,910

1995 2,822
(3,002)

218,545 370
(578)

38,111 328
(223)

68,391 698
(801)

106,502 3,235
(4,054)

227,762 6,755
(7,857)

552,808

1996 3,495
(3,324)

330,667 409
(634)

34,354 350
(265)

50,111 759
(899)

84,465 3,395
(3,681)

298,607 7,649
(7,904)

713,739

1997 3,601
(3,573)

448,288 475
(599)

54,909 423
(272)

47,034 898
(871)

101,943 3,871
(3,069)

388,311 8,371
(7,513)

978,542

1998 3,669
(4,166)

801,832 656
(863)

111,303 433
(339)

180,850 1,089
(1,202)

292,153 4,697
(4,824)

505,623 9,455
(10,192)

1,599,609

1999 3,072
(4,114)

588,728 569
(897)

104,722 536
(448)

198,687 1,105
(1,345)

303,409 5,578
(7,428)

797,512 9,755
(12,887)

1,689,649

2000 2,911
(4,029)

930,917 668
(1,025)

92,076 712
(526)

240,767 1,380
(1,551)

332,843 7,157
(9,157)

1,143,942 11,448
(14,737)

2,407,702

2,001 2,062
(2,824)

378,993 439
(527)

67,548 453
(355)

86,073 892
(982)

153,621 5,913
(7,719)

559,292 8,367
(11,525)

1,091,906

Totals 39,274
(41,944)

5,491,856 5,080
(7,661)

628,212 6,130
(4,547)

1,255,933 11,210
(12,208)

1,884,145 51,313
(59,260)

5,341,666 101,798
(113,412)

12,757,668

Source: Thomson Financial Securities Data.
Note: Numbers in parentheses denote additional deals for which no values were available.
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of such transactions in 1985, U.S. cross-border transactions have grown
much more rapidly, more than 20 times. Also, the value of deals completed
outside the United States was about 20 times larger in 2000 than in 1985.

The competed acquisitions data have also been broken down by Stan-
dard Industrial Classification (SIC) codes identifying the primary business
of firms on both sides of each transaction. Table 8-2 shows European M&A
deals for 1985 through 2000 valued at $50 million or more by major
industry category of the firm undertaking the transaction and (b) of the
target. The financial services industries were the most heavily involved as
acquirers in European M&A transactions. Three of the top five most active
industries (by value) were investment and commodity firms, banks, and
insurance. The other two were telecommunications and electric, gas, and
water distribution. Likewise, financial services firms were often targets in
Europe. Banks and insurance companies were among the top five most
active seller industries, which also included telecommunications; electric,
gas, and water distribution; and drugs. We discuss mergers within the fi-
nancial services industries later in this chapter.

Table 8-2 shows that the industry segments that have been the most
subject to restructuring through M&A transactions in the EU correlate
significantly with those involved with M&A activity in the United States
during the same period. This is not surprising, as the underlying economic
forces affected these newly globalized industries in similar ways on both
sides of the Atlantic.

Cross-Border Transactions

During the 16-year period 1985–2000, cross-border transactions accounted
for 26% of all M&A transactions involving U.S. corporations, and 68%
of these deals were inward investments, most of which involved European
buyers. Clearly, European corporations were not interested only in the EU
internal market. For many years they had recognized the importance of
deploying more of their business activities into the United States, where the
domestic economy had been expanding rapidly and fears of possible pro-
tectionism interrupting market access through imports were rising. During
the 1980s, European and Japanese companies began to increase direct in-
vestment in the United States, which remains the world’s largest market for
just about all industrial and consumer products. In this respect, European
corporations were acting similarly to American companies during the 1950s
and 1960s when a high level of de novo investment and acquisition took
place in Europe to shore up U.S. market positions and competitive capa-
bilities there. U.S. companies remain the largest direct investors in other
countries today and currently maintain about 25% of their manufacturing
capability outside the United States.

U.S. cross-border transactions have included numerous large transac-
tions in which European corporations acquired control of an important
U.S. corporation. Among these were Daimler-Benz’s $40 billion merger



Table 8-2 Rankings of Industry Groups of U.S. and European Sellers, 1985–2001

Target Industry

United States

Target
Rank

Rank Value
($mils)

No. of
Deals

Europe

Target
Rank

Rank Value
($mils)

No. of
Deals

Telecommunications 1 867,621.5 2,435 1 606,485.1 1,427
Commercial Banks, Bank Holding

Companies
2 732,340.7 4,870 2 562,117.0 2,930

Radio and Television Broadcasting
Stations

3 671,746.8 2,513 14 106,011.3 1,233

Oil and Gas; Petroleum Refining 4 583,849.5 3,556 7 208,608.6 1,494
Business Services 5 582,810.0 13,349 10 172,055.8 11,081
Electric, Gas, and Water Distribu-

tion
6 378,870.5 1,268 4 304,662.5 1,608

Insurance 7 340,629.2 2,919 3 350,086.5 2,504
Investment & Commodity Firms,

Dealers, Exchanges
8 335,258.6 3,627 11 171,581.5 4,600

Electronic and Electrical Equipment 9 310,202.7 3,085 13 113,099.2 2,699
Food and Kindred Products 10 303,080.0 2,159 8 207,966.9 5,103
Motion Picture Production and Dis-

tribution
11 297,504.0 859 43 19,995.7 641

Drugs 12 291,857.7 1,565 5 234,442.5 1,210
Measuring, Medical, Photo Equip-

ment; Clocks
13 281,102.4 3,609 26 52,944.3 1,951

Prepackaged Software 14 245,695.5 4,613 34 39,527.0 2,788
Chemicals and Allied Products 15 227,609.6 1,942 9 172,304.2 2,508
Credit Institutions 16 203,138.8 877 37 30,818.7 509
Real Estate; Mortgage Bankers and

Brokers
17 188,469.1 3,829 6 208,646.3 3,562

Health Services 18 184,048.7 3,968 48 15,547.3 691
Communications Equipment 19 182,094.1 1,360 32 43,354.1 896
Computer and Office Equipment 20 171,776.2 1,629 45 17,887.9 706
Printing, Publishing, and Allied

Services
21 166,779.7 2,721 15 104,526.4 3,643

Hotels and Casinos 22 161,412.7 1,490 19 84,529.8 1,446
Machinery 23 161,392.2 2,727 21 68,536.6 3,894
Transportation Equipment 24 152,552.6 1,055 18 89,348.7 1,938
Metal and Metal Products 25 138,550.5 2,732 12 118,601.7 3,947
Transportation and Shipping (ex-

cept air)
26 130,483.3 1,784 16 96,617.4 4,082

Paper and Allied Products 27 129,724.7 756 17 91,237.2 1,489
Savings and Loans, Mutual Savings

Banks
28 116,649.4 3,212 57 957.3 14

Retail Trade-General Merchandise
and Apparel

29 103,291.5 715 30 45,332.8 704

Miscellaneous Retail Trade 30 100,191.1 2,559 28 48,988.6 2,151
Retail Trade-Food Stores 31 97,889.3 645 22 67,834.3 906
Wholesale Trade-Nondurable

Goods
32 86,917.3 1,997 31 45,153.3 2,764

Aerospace and Aircraft 33 85,367.1 428 40 25,841.6 316
Wholesale Trade-Durable Goods 34 84,456.0 3,492 23 67,175.5 4,368
Mining 35 77,771.0 864 29 45,525.1 722
Textile and Apparel Products 36 66,748.5 1,185 38 30,551.6 2,206

(continued)
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Table 8-2 Rankings of Industry Groups of U.S. and European Sellers, 1985–2001 (continued)

Target Industry

United States

Target
Rank

Rank Value
($mils)

No. of
Deals

Europe

Target
Rank

Rank Value
($mils)

No. of
Deals

Rubber and Miscellaneous Plastic
Products

37 64,657.7 1,223 36 34,884.4 1,595

Stone, Clay, Glass, and Concrete
Products

38 64,516.5 770 20 69,569.2 1,972

Retail Trade-Eating and Drinking
Places

39 64,283.6 1,086 27 51,238.5 1,079

Sanitary Services 40 56,717.2 908 49 15,143.4 525
Air Transportation and Shipping 41 49,221.9 449 35 35,427.8 689
Tobacco Products 42 49,120.8 55 33 40,980.5 104
Amusement and Recreation Serv-

ices
43 46,390.8 946 41 24,319.1 973

Soaps, Cosmetics, and Personal-
Care Products

44 46,311.2 472 39 27,368.6 515

Advertising Services 45 44,509.9 744 42 21,082.2 1,031
Repair Services 46 37,967.1 555 50 13,383.7 623
Wood Products, Furniture, and Fix-

tures
47 32,051.1 818 44 18,072.3 1,235

Construction Firms 48 31,893.2 1,366 24 64,413.0 2,588
Miscellaneous Manufacturing 49 27,352.5 823 51 12,357.2 820
Agriculture, Forestry, and Fishing 50 26,895.5 528 47 15,885.7 720
Retail Trade-Home Furnishings 51 15,402.7 498 46 16,057.7 485
Holding Companies, Except Banks 52 12,409.8 64 25 54,449.0 325
Personal Services 53 9,256.6 330 53 8,829.1 245
Other Financial 54 8,256.3 183 54 3,866.9 62
Leather and Leather Products 55 5,166.4 163 52 10,307.5 323
Educational Services 56 4,805.5 293 56 1,177.1 210
Social Services 57 3,742.0 184 58 650.5 62
Miscellaneous Services 58 3,184.2 102 59 476.1 82
Public Administration 59 2,549.0 107 55 1,938.7 128
Legal Services 60 219.9 145 60 183.1 251
Unknown 61 88.8 10 61 96.4 3
Nonclassifiable Establishments 62 44.0 3 62 68.0 17
Industry Totals 9,946,896.3 105,219 5,211,125.5 101,393

Source: Thomson Financial Securities Data.
* � tie.

with Chrysler Corp., announced in May 1998, and British Petroleum’s $48
billion deal with Amoco a few months later, which, in turn, was followed
by BP’s acquisition of Atlantic Richfield in 1999.

On other occasions, European corporations acquired the outstanding
minority interests in their majority-owned U.S. subsidiaries. In 1970, British
Petroleum (BP) exchanged certain Alaskan oil production interests for an
increasing share interest in the Standard Oil Company (Sohio), which
reached 53% in 1978. In 1987 BP decided to acquire the remaining 47%
through a $7.9 billion tender offer to shareholders. Similar acquisitions of
minority interests were also undertaken by Royal Dutch Shell and Philips,
the large Dutch electronics concern.
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Divestitures of companies that no longer suited their foreign owners
also took place. Imperial Group, a U.K. tobacco company, which acquired
the Howard Johnson restaurant chain in 1980, sold it in 1985. BAT In-
dustries, another large U.K. tobacco, retailing, and insurance concern, ac-
quired Gimbel’s department stores in 1973 and sold it in 1986. Later, under
attack from corporate raider Sir James Goldsmith, BAT sold the rest of its
retailing businesses, to focus only on tobacco and insurance. In 1998, BAT
sold its insurance businesses to Zurich Insurance. The international aspects
of the merger and acquisition business thus involve both the buying and
the selling of companies, big and small. They also involve frequent changes
in corporate strategy, which in one year may justify an acquisition of a
company that in another year would be sold.

Cross-border transactions have also involved a number of Japanese and
other Asian corporations. On the whole, Japanese corporations appear to
have preferred making direct investments in the United States or in Europe
through the construction of new facilities rather than through the purchase
of businesses. Frequently, such projects have involved imaginative low-cost
leasing or other financing schemes that were arranged by U.S. financial
advisers. Other transactions, however, have involved the purchase of facil-
ities or lines of business from U.S. companies and converting them to Jap-
anese manufacturing methods. On other occasions, Japanese companies
have purchased minority stakes in U.S. companies, particularly in the steel
industry, as a basis for securing a source of production in the United States.
Some Japanese companies—notably electronics giants Sony and Matsushita
and tire giant Bridgestone, but also other industrial companies, banks, and
trading firms—have acquired 100% interests in U.S. corporations, and on
one noteworthy occasion in 1987, a Japanese company, Dai Nippon Ink,
acquired a U.S. company, Reichhold Chemicals Co., through a hostile take-
over bid.

Non-U.S. Transactions

Of the transactions entirely outside the United States between 1985 and
2000, approximately 61% have been intra-European deals, of which
transactions entirely within the United Kingdom (the largest component
of intra-European deals) accounted for about 45%. European corpora-
tions have been active on three fronts: in domestic mergers and consoli-
dations, in intra-European cross-border transactions, and in transactions
in the United States. Table 8-3 shows the value of completed interna-
tional merger and corporate transactions for Europe during 1985–2000.
Table 8-4 shows the volume of completed Intra-European M&A trans-
actions by country. This table illustrates the concentration of activity
within domestic markets in the United Kingdom, France, and Italy, the
countries with the most open (or least closed) M&A markets. It also
shows the rising importance of European cross-border transactions, es-
pecially by German companies.
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Table 8-3 Value of Completed International Merger and Corporate Transactions Europe,
1985–2001 (in millions of U.S. dollars)

Year

Intra-Europe

No. $M

Cross-Border

European Buyer

No. $M

European Seller

No. $M

Total Cross-Border

No. $M

1985 84
(62)

11,508 51
(47)

6,335.3 32
(64)

2,511.3 83
(111)

8,846.6

1986 219
(184)

20,693 119
(85)

19,642.8 55
(58)

15,747.3 174
(143)

35,390.1

1987 581
(351)

54,852 142
(102)

28,123.6 81
(131)

13,259.0 223
(233)

41,382.6

1988 1,252
(728)

86,430.3 235
(164)

37,623.6 145
(174)

17,020.5 380
(338)

54,644.1

1989 1,507
(1,211)

130,115.7 316
(206)

39,120.7 225
(317)

35,150.8 541
(523)

74,271.5

1990 1,440
(1,191)

127,225.9 274
(219)

46,841.6 310
(361)

50,897.9 584
(580)

97,739.5

1991 1,430
(2,926)

117,248.5 220
(202)

21,445.8 316
(406)

32,346.5 536
(608)

53,792.3

1992 1,462
(2,667)

91,022.0 179
(116)

8,201.6 274
(328)

34,825.2 453
(444)

43,026.8

1993 1,290
(2,100)

59,946.1 183
(150)

12,519.1 247
(391)

20,446.7 430
(541)

32,965.8

1994 1,538
(2,335)

85,586.5 241
(163)

30,836.3 292
(445)

26,265.9 533
(608)

57,102.2

1995 1,686
(2,655)

151,763.3 302
(253)

41,195.0 296
467

31,165.0 598
214

72,360.0

1996 1,677
(2,109)

193,258 313
(291)

48,685 306
(472)

24,505 619
(763)

73,190

1997 1,959
(1,795)

242,449 345
(223)

45,451 381
(432)

33,086 726
(655)

78,537

1998 2,467
(3,048)

305,851 470
(376)

191,741 534
(689)

99,616 1,004
(1,065)

291,357

1999 3,266
(5,320)

575,528 585
(508)

216,611 466
(679)

75,380 1,051
(1,187)

291,991

2000 3,632
(6,504)

661,670 741
(639)

302,645 483
(702)

94,114 1,224
(1,341)

396,759

2001 2,778 317,617 496
(443)

89,096 344
(543)

59,688 840
(986)

148,784

Totals 28,268
(40,540)

3,232,764 5,212
(4,187)

1,186,114 4,787
(5,725)

666,025 9,999
(9,912)

1,852,139

Source: Thomson Financial Securities Data.
Note: Numbers in parentheses denote additionals deals for which no values were available.

The remainder of the non-U.S. transactions have been, in descending
order of transaction value, intra-Canadian, intra-Australian, and intra-
Asian (including a comparatively small but growing activity in Japan). In
aggregate, transactions not involving U.S. corporations grew to approxi-
mately 58% of the worldwide total in 1991, up from about 11% in 1985,
before dropping back to 48% of the worldwide total in 2000. Non-U.S.



Table 8-4 Volume of Completed Intra-European M&A Transactions by Country,
1985–2001 (in U.S. $ million)

Country
of Buyer Year

Country of Seller Company

UK France Italy Germany
Other

European
Totals
Buyer

UK 1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

9,186.2
12,806.4
33,500.1
42,890.3
55,799.6
27,549.1
30,689.0
17,250.8
20,536.1
22,127.0
68,943.2
57,794.8
67,260.2
89,490.2

124,814.0
207,330.9

89,967

0.0
23.8

302.6
1,213.5
1,221.8
2,597.4

624.4
1,141.8
5,318.2
4,508.0
1,924.6

871.6
3,950.8
6,773.8
2,620.1

13,742.3
2,453

0.0
0.0

125.9
409.1
305.7
115.1
39.5

402.4
46.4
83.0

433.3
273.0
199.5
400.4

1,058.7
118.5

204

0.0
1.0

341.4
369.7
344.6

1,245.9
316.5
796.4
516.1
542.0

2,995.3
405.1

1,454.7
3,069.7
2,227.0
4,820.9

3,755

12.2
80.4

576.3
1,158.4
3,289.9
4,054.5
1,526.7

10,558.6
1,219.0
3,723.0
3,417.9
4,250.7
1,632.1
7,474.4

23,298.6
28,813.6

8,045

9,198.4
12,911.6
34,846.3
46,041.0
60,961.6
35,562.0
33,196.1
30,150.0
27,635.8
30,983.0
77,714.3
65,591.2
89,187.3

107,208.5
154,218.4
254,826.2

104,424

France 1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

0.0
5.9

316.6
3,209.6
5,727.5
3,195.0

621.3
211.3
39.5

840.0
2,254.3

912.9
6,845.7
5,149.5
4,074.6

58,295.6
3,975

10.7
1,285.7
1,958.9
7,716.3

15,906.5
12,648.4
17,005.5
9,696.5
6,646.6
9,352.0
9,971.8

31,359.0
40,340.1
24,900.9
43,332.3
36,865.4

29,566

0.0
520.9
343.3
428.7
837.3

3,380.9
1,627.8

406.8
288.6
39.0

143.0
0.0

929.7
7.6

298.5
2,771.9

2,350

0.0
0.0
0.0

310.2
2,044.8

502.9
5,437.1
2,454.8

217.1
15.0

237.7
13.5

2,846.7
186.0

25,803.7
4,907.4

1,049

0.0
32.1
0.0

1,392.5
4,296.7
4,548.4
3,118.4
4,053.2

673.8
703.0

1,790.0
5,343.7
3,237.8

11,521.6
16,265.0
15,129.3

9,675

10.7
1,844.6
2,618.8

13,057.3
28,812.8
24,275.6
27,810.1
16,822.6
7,865.6

10,949.0
14,396.8
39,625.1
54,200.0
41,765.6
89,774.1

117,969.6
46,615

Italy 1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

16.8
0.0
0.0
0.0
7.9

68.6
71.9
10.6
0.0
0.0

189.4
2.3
0.0
0.0

264.8
6,295.5

342

0.0
0.0

20.4
504.9
294.4
602.8
335.1

2,279.3
156.5
281.0
103.5
419.2
397.6
539.9
200.2
713.1
1,338

165.0
1,199.4
8,039.9
1,509.6
8,523.6

15,752.9
4,415.4
4,589.9
2,535.8
7,542.0
4,972.0

11,794.3
22,758.9
29,158.7
96,898.1
59,764.9

20,253

0.0
129.0

0.0
429.3
180.6
772.3
356.1
747.6

2.3
54.0

299.1
0.0

24.7
288.6
924.6

3,757.3
409

0.0
0.0

1,050.8
887.7

0.0
518.8
536.9
308.2
102.9

1,475.0
575.1
225.6

2,669.6
272.9

2,775.7
7,488.2

3,670

181.8
1,328.4
9,111.1
3,331.5
9,006.5

17,715.4
5,715.4
7,935.6
2,797.5
9,352.0
6,139.1

14,437.4
25,849.9
30,260.1

101,063.4
78,019.0

72,627

(continued)



Table 8-4 Volume of Completed Intra-European M&A Transactions by Country,
1985–2001 (in U.S. $ million) (continued)

Country
of Buyer Year

Country of Seller Company

UK France Italy Germany
Other

European
Totals
Buyer

Germany 1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

0.0
425.0
167.0
59.2

2,378.4
1,499.7

456.7
986.5
167.1
11.0

4,226.7
943.6

2,753.7
1,490.5

47,770.8
12,652.4

151

0.0
0.3

414.8
154.0

1,341.3
2.2
8.5

10.5
458.6

1,350.0
3.4

196.2
557.8

2,076.5
1,122.4
3,690.9

1,713

0.0
887.4

0.0
866.1
37.5
53.2
0.0

39.0
0.0

470.0
341.7
521.7
49.3

614.1
8,581.8

646.2
37

898.5
980.0
452.8

2,518.7
2,649.4
2,101.5

13,697.8
7,157.3
3,401.6
5,893.0
3,476.6
3,184.6

18,975.4
12,841.0
19,428.5
16,379.8

40,260

445.0
0.0
0.0

39.6
1,466.0
1,341.9
1,242.0
1,511.3
1,796.3

877.0
3,069.3
4,708.1
7,472.9
5,442.8
7,084.2

14,893.4
4,552

1,343.5
2,292.7
1,034.6
3,637.6
7,872.6
4,998.5

15,405.0
9,704.6
5,823.6
8,601.0

11,117.7
11,550.2
29,809.1
22,464.9
83,987.7
48,262.7

46,713

Other
European

1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

268.5
828.6
574.9

7,540.9
2,074.3
7,245.7
2,730.7
1,845.4

775.4
1,669.0
6,085.0
6,252.5
1,801.8

10,712.4
35,240.0
39,938.4

35,794

0.0
0.0

188.9
1,028.6
4,040.7
1,285.1

838.2
4,087.4

207.2
3,934.0

313.4
3,479.9
1,601.0

35,884.1
20,672.4
5,270.2

4,672

0.0
0.0

26.8
2,098.7

158.9
436.9
529.5
272.3

1,956.6
9.0

321.6
175.4
161.7

31,418.9
1,629.4

253.3
8,159

0.0
0.0

239.0
0.0

902.5
2,794.8

651.6
196.2
327.6

1,390.0
4,206.7
2,472.9
2,045.1

19,936.5
13,939.3
2,517.1
13,329

505.5
1,486.7
6,211.6
9,694.7

16,285.7
32,911.9
30,371.9
20,007.9
12,556.8
16,130.0
31,566.4
58,530.9
61,456.8

207,899.4
150,383.4
114,721.1

92,049

774.0
2,315.3
7,241.2

20,362.9
23,462.1
44,674.4
35,121.9
26,409.2
15,823.6
23,132.0
42,493.1
72,907.6
67,066.4

305,851.3
221,864.5
162,700.1

154,183

Totals
seller

1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

9,471.5
14,065.9
34,558.6
53,700.0
65,987.7
39,558.1
34,569.6
20,304.6
21,518.1
24,647.0
81,698.6
65,906.1
78,661.4

106,842.6
212,164.2
324,512.8

130,229

10.7
1,309.8
2,885.6

10,617.3
22,804.7
17,135.9
18,811.7
17,215.5
12,787.1
19,425.0
12,316.7
36,325.9
46,847.3
70,175.2
68,147.4
60,281.9

60,282

165.0
2,607.7
8,535.9
5,312.2
9,863.0

19,739.0
6,612.2
5,710.4
4,827.4
8,143.0
6,211.6

12,764.4
24,099.1
61,599.7

108,466.5
63,554.8

63,555

898.5
1,110.0
1,033.2
3,627.9
6,121.9
7,417.4

20,459.1
11,352.3
4,464.7
7,894.0

11,215.4
6,076.1

25,346.6
36,321.8
62,323.1
32,382.5

32,383

962.7
1,599.2
7,838.7

13,172.9
25,338.3
43,375.5
36,795.9
36,439.2
16,348.8
22,908.0
40,418.7
73,059.0
76,469.2

232,611.1
199,806.9
181,045.6

91,319

11,508.4
20,692.6
54,852.0
86,430.3

130,115.6
127,225.9
117,248.5
91,022.0
59,946.1
83,017.0

151,861.0
196,127.5
266,112.7
507,550.4
650,908.1
661,777.6

377,768

Source: Thomson Financial Securities Data.
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and U.S. cross-border transactions—that is, international transactions from
the point of view of U.S. investment bankers—have grown from 17% of
worldwide transactions in 1985 to 69% in 1991 (49% in 2001), as shown
in table 8-1.

Special Characteristics of European M&A Transactions

European merger transactions have been propelled by several broad eco-
nomic and political forces during the past decade. These forces include
globalization effects on industrial competitive structure, integration of fi-
nancial markets and the free flow of capital across borders, aggressive pri-
vatization policies, and the effects of the single European market and mon-
etary union. In addition, both the collapse of the communist powers in
eastern Europe, and the effort to bring these countries into a general Eu-
ropean capitalistic society, and a perverse, low-growth–high-unemployment
economic environment throughout Europe have created great pressures for
improved competitive performance and efficiency. Clearly, these forces, in
aggregate, have become extremely powerful—perhaps so powerful as to be
irresistible even by the long-entrenched practices and attitudes about cor-
porate control and governance that have existed in Europe, especially on
the continent, for generations. These practices and attitudes have centered
on close control of corporations; nonmarket valuation of shares to be trans-
ferred, effecting control through minority positions in a large network of
stakeholdings; and resistance to hostile takeovers, leveraged buyouts, and
the advice of independent advisers. Now, after several years of observation,
we can conclude that the market forces have inculcated many changes into
the European marketplace—changes that appear to be deep and irrevers-
ible. These changes have been accompanied by a variety of regulatory re-
forms in national markets and at the EU level that will increase the effi-
ciency of the marketplace. As this process continues, in 10 years or so it
may not be possible to describe especially distinctive characteristics of the
market for corporate control in continental Europe, as compared to the
United States or Britain

The EU’s takeover directive was nearing completion in mid-2001 after
12 years of work, when the German government had second thoughts. The
directive required bidders who acquired control of a company to make an
offer to all shareholders on the same terms, and prohibits frustrating de-
fensive tactics unless these have been approved by shareholders—in effect
barring poison bills that do not have shareholder approval. The German
government resisted this provision, reflecting a basic antagonism to a free
and transparent market for corporate control. Yet in the absence of this
provision, the entire EU takeover code is relatively meaningless. Sharehold-
ers who feel damaged by poison pills do continue to have access to the
courts, however.
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Table 8-5 Partial Ownership Positions as a Percentage of All Completed U.S. and
European M&A Transactions, 1985–2001 (in percentage terms)

Year U.S. Sellera

European Sellerb

U.K. Rest of Europe

Intra-European Dealc

U.K.–U.K. Europe–Europe

1985 6.30 14.21 25.13 5.09 25.59
1986 17.12 7.15 38.14 6.51 39.05
1987 15.09 37.01 8.12 28.12 7.96
1988 11.77 24.03 42.25 12.58 42.72
1989 25.50 25.53 34.76 30.02 34.13
1990 13.82 22.20 20.74 20.91 17.57
1991 11.53 38.84 25.33 20.58 20.99
1992 7.62 41.42 31.98 41.97 29.17
1993 11.15 9.78 54.15 7.02 49.58
1994 14.33 24.92 48.84 24.33 54.97
1995 16.75 18.67 55.93 11.43 61.51
1996 12.92 18.85 30.77 14.73 28.24
1997 17.49 8.47 25.10 10.36 44.05
1998 8.72 23.31 52.99 18.62 54.27
1999 12.77 18.32 59.66 24.86 65.39
2000 9.32 11.88 67.54 10.60 64.96
2001 13.53 11.90 54.55 11.12 56.79

Average 13.28 20.97 39.76 17.58 41.00

Source: Thomson Financial Securities Data.
Note: Partial ownership positions involve open or privately negotiated stake purchases

of stock or assets. Data include only completed transactions. Data are classified according to
announcement date of a transaction, not taking into consideration when a transaction is
completed. Percentage values denote the fraction of total volume that involves partial stakes.

aCompleted partial stakes as a percentage of total volume of completed transactions in
which the seller was a U.S. company.

bCompleted partial stakes as a percentage of total volume of completed transactions in
which the seller was a company from the U.K. or the rest of Europe.

cCompleted partial stakes as a percentage of total volume of completed intra-European
transactions in which the seller was a company from the U.K. or the rest of Europe.

Minority Stakeholdings

Table 8-5 compares partial ownership positions (stakes) as a percentage of
all completed M&A transactions in the United States, the United Kingdom,
and for the rest of Europe for the period 1985–2001. Compared with those
in the United States, stakeholding transactions were almost three times as
prevalent in transactions involving non-U.K. European corporations, indi-
cating a uniquely European modus operandi. European companies appear
to favor stakes for several reasons, including the concept of forging a “stra-
tegic alliance” for a common purpose, offensive or defensive, without giv-
ing up their own independence; the idea that a gradual commitment to a
final arrangement is wiser, cheaper and reversible; and because in many
situations a substantial minority stakeholding can assure de facto control
of a company. In the United States, by comparison, acquirers are motivated
by tax, accounting, and legal reasons to prefer 100% ownership. The
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American practice of minority shareholder litigation and class action law-
suits makes the elimination of minority interests especially important to
many companies, although these companies often recognize that when in
Rome, Brussels, Lyon, or Dusseldorf, it may be acceptable to abide by local
customs.

Some academic observers have suggested that lengthy European liai-
sons and courtships, or “trial marriages,” may lead to full mergers that
prove to be more lasting and beneficial than some of the more impulsive,
opportunistic U.S. acquisitions that often appear to fail in delivering ex-
pected benefits. This may be the case, but many Europeans still prefer a
perpetual minority stake to a 100% purchase; in many situations, for ex-
ample, the buyers or sellers of the stake want above all to preserve a par-
ticular status quo, even though it may be economically inefficient. Some-
times the structure of stakeholdings can enable the holder of a relatively
small position to effect operating control of another company. Nevertheless,
the tide seems to be running out on minority investment positions. Strategic
alliances, for example, involving, say, a 10% cross-shareholding between
two competing companies from different countries, may appear shrewdly
strategic when announced. But such alliances frequently do not produce
the intended synergies, and each company may find itself within a few years
unable to influence policies in the company allied with it—and, indeed, in
serious competition with it. Also, recently minority shareholder lawsuits—
such as that by shareholders of the Belgian company Wagon-Lits against
the French group, Accord, in 1992—blocked a below-market transfer of
control. Increasing investment in companies like Wagon-Lits by powerful
institutional investors from the United Kingdom or the United States makes
these types of challenges more likely in the future.

Leveraged Buyouts

Around 1985, leveraged buyouts began to appear in Europe, especially in
the United Kingdom, where they appeared in two forms: Management Buy-
outs (MBOs), in which existing management would receive financing suf-
ficient to purchase the company from its owner, usually a large company
no longer wanting the business, or Management Buyins (MBIs), in which
new management and investors would take over a company on a highly
leveraged basis. The inspiration for these transactions came from the United
States where the LBO boom reached its peak in 1988 (the year of the
famous RJR-Nabisco deal), and 25% of all completed U.S. transactions
were LBOs. Table 8-6 compares LBO activity in the United States with the
United Kingdom and the continent for 1985–2001. From the mid-1980s to
the mid-1990s, activity was greater in the United States (where public fi-
nancing of LBOs through the sale of junk bonds was available) than else-
where. More than a trivial amount of LBO transactions occurred in Europe
between 1987 and 1992, as divestitures increased and funds were made
available to stake financial entrepreneurs. After 1994, LBO activity
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Table 8-6 Leverage Buyouts as a Percentage of All Completed U.S. and European
M&A Transactions, 1985–2001 in percentage terms)

Year U.S. Sellera

European Sellerb

U.K. Rest of Europe

Intra-European Dealc

U.K. Rest of Europe

1985 13.43 4.45 0.00 8.70 0.00
1986 16.45 ;1.67 0.85 3.83 0.00
1987 19.73 7.84 0.72 9.92 7.60
1988 31.10 8.00 3.67 12.09 4.29
1989 11.18 8.94 3.18 14.53 3.52
1990 6.60 4.64 2.21 11.05 2.33
1991 4.56 5.67 5.19 8.54 5.81
1992 6.60 6.78 1.91 14.96 2.15
1993 5.37 9.13 1.61 7.86 1.67
1994 2.97 8.69 0.83 9.99 0.83
1995 1.40 5.43 1.03 7.20 1.27
1996 0.28 5.22 0.40 5.77 0.36
1997 1.30 7.84 1.29 14.60 2.64
1998 0.40 4.70 1.69 8.06 1.25
1999 1.34 9.29 2.07 15.22 1.19
2000 2.58 5.55 3.62 7.50 2.51
2001 1.94 15.38 8.91 21.67 7.84

Source: Thomson Financial Securities Data.
Note: Leverage buyout (LBO) is defined as a transaction in which an investor group,

investor, or investor/LBO firm, acquires a company, taking on an extraordinary amount of
debt, with plans to repay the debt with funds generated from the company or with revenue
earned by selling off the newly acquired company’s assets. Data include only completed trans-
actions. Data are classified according to announcement date of a transaction, not taking into
consideration when a transaction is completed. Percentage values denote the fraction of total
volume that involves LBOs.

aCompleted LBOs as a percentage of total volume of completed transactions in which
the seller was a U.S. company.

bCompleted LBOs as a percentage of total volume of completed transactions in which
the seller was a company from the U.K. or the rest of Europe.

cCompleted LBOs as a percentage of total volume of completed intra-European trans-
actions in which the seller was a company from the U.K. or the rest of Europe.

dropped in both the United States and Europe due to deteriorated market
conditions for high-risk securities, although continental Europeans have
continued to use MBOs and MBIs as a way to establish positions in the
U.K. market since that time.

Hostile Takeovers

Takeover attempts made directly to shareholders that are opposed by man-
agement are called “hostile” offers. In the early 1980s, when hostile offers
again became highly visible in the United States and Britain, there was little
ambiguity as to whether or not an offer was hostile. Management usually
criticized the offer as disruptive and undervalued; those on the other side
pointed to management failures that had depressed the value of the com-
pany’s shares. Both in the United States and Britain, hostile offers were
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fairly common; in a market dominated by independent financial institu-
tions, such struggles for corporate control often are needed to decide con-
flicts that arise between a company’s managers and its owners.

During the 1980s, however, defense measures evolved, and different
ways to protect shareholders against undervalued offers emerged. It no
longer was normal for management to complain about a bid it did not like;
instead, management was sent looking for viable alternatives. One result
was to obscure the difference between hostile and friendly offers. By the
end of the 1980s, it became clear that a friendly offer was one that was
immediately declared such by the target company, and all other offers were
“unsolicited” or “nonfriendly” offers. Table 8-7 shows unsolicited or non-
friendly takeover offers as a percentage of all completed offers in the United
States, the United Kingdom, and in the rest of Europe for 1985–2001.

Table 8-7 also shows the extensive use of unsolicited offers in Britain,
where permitted defensive maneuvers are much more limited than in the
United States, and a significant incidence of unsolicited offers in the rest of
Europe. Only completed deals are included; a number of unsuccessful un-
solicited offers—such as the attempt on Navigation-Mixte by Paribas
(France) in 1989, Sandoz’s effort to acquire Schering A.G. in 1990 (Swit-
zerland and Germany, respectively)—and Pirelli’s effort to take over Con-
tinental A.G. (Italy and Germany, respectively) in 1991–1992 are not in-
cluded.

Before the 1980s, hostile offers were virtually unheard of in conti-
nental Europe, where concentrated holdings among insiders was the
norm. This began to change during the 1980s, as institutional holdings
increased, markets improved, and trading volume increased and as finan-
cial professionals from Britain and America became interested in the Eu-
ropean scene. By the end of 1993, many highly visible hostile takeover
attempts had been launched in France, Italy, Sweden, Germany, Den-
mark, Spain, Ireland, Portugal, and Switzerland. Such efforts included the
attack on Société Génerale de Belgique by the Italian industrialist Carlo
de Benedetti in 1987, various struggles for control of Montedison in It-
aly, the takeover of Feldmuhle-Nobel by the Flick brothers in Germany
in 1989, the Nestle and Indosuez’s joint effort to takeover Perrier, and
Krupp’s acquisition of Hoesch Steel. The effort by de Benedetti demon-
strated that Belgium had far fewer legal barriers to takeover than had
been assumed, and that the fact that the “right” people might own a cor-
poration did not itself prevent takeovers.

After this and some of the other early European hostile deals by
well-established companies, attitudes began to change: attention was paid
to the actual performance of target companies and the management
teams that led them, to the position of minority shareholders in change-
of-control situations, to the rules affecting disclosure of share accumula-
tions, and to the restrictions on voting shares acquired by unwelcome
holders. In 1991 the Amsterdam Stock Exchange limited the number of
barriers to hostile takeovers that Dutch companies had relied on for
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Table 8-7 Unsolicited or Non-friendly Offers as a Percentage of All Completed U.S. and
European M&A Transactions, 1985–2001: Number of Deals and Percentage of All Deals

United States United Kingdom

Cross Borderb Rest of Europed

U.S.
Domestica

U.S.
Buyer U.S. Seller

U.K.
Domesticc

U.K.
Buyer

U.K.
Seller

Rest of
Europee

Year No. % No. % No. % No. % No. % No. % No. %

1985 385 22.3 10 5.9 24 11.2 12 14.6 1 14.3 2 18.2 13 12.1
1986 456 17.7 17 7.8 39 10.6 29 11.1 2 12.5 3 13.0 12 6.7
1987 691 25.0 21 7.1 70 15.8 57 9.2 3 5.7 6 15.0 30 8.2
1988 598 19.8 35 8.5 50 8.0 100 8.1 5 2.6 19 17.1 85 10.4
1989 833 20.9 47 7.6 79 9.3 415 27.2 11 4.4 36 23.1 119 8.9
1990 1010 24.0 27 4.3 52 6.1 252 20.5 6 2.8 27 15.3 134 7.9
1991 748 19.3 59 8.5 25 4.2 130 12.7 6 2.9 15 11.5 332 7.5
1992 600 14.1 54 7.3 33 7.0 75 8.0 4 2.2 11 10.4 332 8.0
1993 572 12.4 46 5.8 40 8.3 88 8.8 8 4.5 5 5.3 404 12.0
1994 746 14.4 61 6.9 56 10.1 88 8.0 7 3.6 5 6.3 407 13.2
1995 777 14.2 54 22.1 65 44.8 78 34.3 8 2.1 5 6.2 222 21.9
1996 1027 15.1 72 6.9 63 10.2 62 5.4 13 6.6 3 3.3 290 12.4
1997 519 7.2 40 3.7 48 6.9 51 3.5 13 5.3 3 2.9 185 9.4
1998 478 6.1 89 5.9 27 3.5 60 3.1 10 3.4 10 5.7 296 3.8
1999 302 4.2 98 6.7 31 3.2 73 3.3 19 5.0 22 8.5 879 11.5
2000 245 3.5 168 9.9 55 4.4 102 4.3 50 11.6 26 7.4 1593 16.8
2001 124 2.5 89 8.3 21 2.6 38 2.0 35 11.1 6 3.0 1,708 23.0
Average 595 14.3 58 7.8 42 9.8 101 10.8 12 5.9 10 10.1 414 11.4

Source: Thomson Financial Securities Data.
Note: Hostile offers are defined as those transactions in which the acquiring company proceeds

with its offer against the wishes of the target companys management. Data include only completed
transactions. Data are classified according to announcement date of a transaction, not taking into con-
sideration when a transaction is completed. Percentage values denote the fraction of total deals that
involves partial stakes.

aCompleted hostile deals as a percentage of total deals of completed transactions in which the buyer
and seller was a U.S. company.

bCompleted hostile deals as a percentage of total deals of completed transactions in which the buyer
or seller was a U.S. company and the counterpart is a non-U.S. company.

cCompleted hostile deals as a percentage of total deals of completed transactions in which the buyer
or seller was a company from the U.K.

dCompleted hostile deals as a percentage of total deals of completed transactions in which the buyer
or seller was a company from the U.K. and the counterpart is a continental European company.

eCompleted hostile deals as a percentage of total deals of completed transactions in which the buyer
or seller was a continental European company.

years, and in 1992 it issued a warning to 20 listed companies that had
not complied. Later in 1992, the chief of Germany’s leading fund man-
agement company, a subsidiary of the Deutsche Bank, called for a code
of practice to permit and regulate contested takeovers in Germany. Simi-
lar actions have occurred in other parts of Europe. Hostile deals, though
once shunned and thought of as out of step in Europe, have become
quite familiar and accounted for 23% of all deals completed in Europe in
2001 outside the United Kingdom.
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Converging Regulations

Since the Single Market Act and the various efforts at financial market
reforms that have occurred in most of the principal European countries,
attempts have been made by EU and member countries to devise a common
set of takeover rules and procedures. In general, there are two approaches
to choose from, but as yet no EU directive on takeover policy has emerged,
as the approaches are quite different. One approach—the British model—
involves a set of rules designed to protect minority shareholders from unfair
transactions. This system depends on full disclosure and proceedings ac-
cording to established rules. The other system—sometimes called the
German model, though many other countries follow similar practices—
protects the rights of major shareholders, such as banks and insurance com-
panies, to act paternalistically and responsibly, though not always visibly,
in the interest of all shareholders. Market forces are eroding the viability
of the German model, but the Germans are still working toward a com-
promise between the two systems.

Regulations that affect takeovers are numerous. These include antitrust
regulations, securities laws, or regulations relating to fraudulent practice,
such as required disclosures, trading restrictions (such as insider trading),
and prohibitions against making false markets. There are also rules, codes,
and established procedures prescribed by stock exchanges or self-regulatory
bodies that may or may not be supported by enforcement powers. These
various tiers of regulation can be imposed at national and at the EU levels.
Until a few years ago, they were vastly different from one another, creating
a confusing and often uneven playing field for participants. Efforts have
been made to harmonize regulations, but progress through the end of 2001
has been modest, though efforts continue.

Regulation at the EU level has so far been confined to the antitrust
sector. There are two governing principles in effect: one, that of “subsi-
diarity” (a concept of EU governance that extends into all aspects of the
common market), which provides that the EU will make no decision on
issues that can equally well be decided nationally; the other, that of “com-
patibility with the common market,” which restricts EU actions to matters
affecting the whole of the EU only. The EU regulations that were passed
in 1990 provide the following:

1. Only deals involving combined worldwide sale of i5 billion, or two
or more companies with EC sales of i250 million, will be reviewed
by the EC’s “merger task force.”

2. The merger task force must report within one month after an-
nouncement whether it believes the deal is compatible with the com-
mon market.

3. If it reports doubts, then it has four months to resolve them and
either approve the deal, block it, or insist on modifications.
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After 12 years of operation, the 100-person staff of the merger task
force had reviewed more than 600 transactions but had blocked only a
handful, and then on terms that allowed the transaction to continue if the
companies involved sold off certain overlapping assets. After 1999, how-
ever, the European antitrust reviews became more extensive (especially for
large, highly visible deals such as MCI–Sprint, Time Warner–AOL, and
General Electric–Honeywell), and a number of major deals were affected
by the European positions.

At the national levels, regulatory bodies like Britain’s Mergers and Mo-
nopolies Commission and Germany’s Cartel Office rule on deals below i5
billion in size and are required by national regulations to consider mainly
national competitive effects. These bodies usually decide within a few weeks
of an announced transaction whether they see a competition problem. If
they do, a more extensive review, taking as long as six months, is under-
taken before the deal can be completed. During this period the bid is usually
withdrawn, but it may be reinstated after the review if the buyer decides
to do so. In terms of securities laws, there are also considerable differences.
Under the British system, all share accumulations above a threshold of 1%
of outstanding shares have to be announced to the market; once a bidder
accumulates 30% of the stock of the target, he or she is obligated to make
an offer to all the rest of the shareholders at the same price. Once a bid is
announced, certain time schedules must be adhered to. The intent is to
create a “level playing field” on which neither bidder nor defender would
have any kind of advantage over the other and the market could decide
the outcome on a fair and unimpeded basis.

To referee the conduct on the playing field, the British system relies on
the Takeover Panel, a nongovernment body staffed by professionals sec-
onded by their firms and a small permanent staff. The panel has issued
rules (the Takeover Code) that must be observed, previously only at penalty
of sanction but now legally enforceable by the government. The panel has
the power to rule on disputes as they occur, and its decision is binding.
Lawsuits are only rarely involved. The process is generally regarded as
flexible, timely, fair, and efficient. Although they are different in many de-
tails from takeover procedures in the United States, which rely mainly on
court actions in the state of incorporation of the defending company, the
basic principles and objectives are very similar. Moves to accommodate the
Anglo-Saxon model have been made in France and a few other countries,
and are the basis of the draft European Takeover Directive, which requires
a statutory body to regulate mergers. The British, in particular, think this
could be cumbersome.

Merger and Acquisition Services

The basic distinction among M&A services is whether the service is offered
to the buyer of a company or to a seller, and especially in the case of the
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latter, whether the sale is voluntary or involuntary. In each country local
practices governing M&As differ considerably. For example, in the United
States, legal considerations and tactics are of paramount importance; there
is a wide range of maneuver open to both sides, and the pursuit and defense
of companies can be quite aggressive. In most other countries, aggressive
legal actions are much less common, and the room for tactical maneuvering
is less, but still the quality of the advice received by the company attempting
to capture or escape the other will have much to do with the outcome.

Seller Representation

When advising a seller—whether a victim of a raid, a corporation seeking
to divest a subsidiary, or a family hoping to sell the inherited business to
“nice people”—the role of the adviser starts with accepting the obligation
to provide objective and experienced counsel and to assist the client in
coping with the psychological trauma involved. There is almost always
psychological trauma involved: buying and selling companies permits much
room, which is almost always used, for emotional involvement and anxiety
on the part of those directly affected by the outcome. Spending the time
with a client to explain what lies ahead and what realistically can be ex-
pected often helps lessen trauma that might otherwise be experienced later
in the transaction.

A seller’s adviser will perform the following tasks in the course of the
assignment:

1. Based on a thorough understanding of the company’s business, a
review of current market data and the banker’s own experience,
value the company and advise the client what the probable selling
price range is.

2. Analyze a list of possible buyers, including all names of possible
buyers furnished by the client and LBO investors, to determine the
most likely buyers and the ability of each to obtain financing for
the transaction.

3. Explain how these particular buyers would go about making an
evaluation of the company and what the effect of the acquisition
would be on the financial statements and stock price of each of
them.

4. Prepare materials describing the company, based on information
supplied by it, that emphasizes the points of value to a buyer but is
also in all respects fair and objective.

5. Contact potential buyers at decision-making levels and serve from
then on as the exclusive contact person for buyers.

6. Control the process of distributing information to prospective buy-
ers and providing opportunities for such buyers to ask questions
about the business and meet with management, and so on.

7. Construct a bidding process to create an auctionlike situation aimed
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at getting the highest price for the seller (or to maximize any other
factors that may be important to the seller).

8. Advise on the financing structure of the transaction to get the max-
imum advantage for both sides.

9. Ensure that all important nonfinancial terms are settled at an early
stage, and see that post-agreement documentation flows smoothly.

This process is fairly straightforward. For larger-sized transactions, a
number of international names will be included on the list of prospective
buyers, which will be up to the banker to contact at the appropriate level.
In all transactions, the banker’s work is complemented by that of lawyers,
accountants, tax experts, and other advisers selected by the seller.

Raid Defense

When defending a company against a raid, the banker, in addition to com-
plying with all the regulatory and legal requirements of the country in-
volved, must assist his client in evaluating quickly his or her own and the
shareholders’ alternatives. The principal lines of defense usually are that
the raider has offered too low a price for the company or that the takeover
would violate antitrust regulations and should be prohibited by the gov-
ernment. In the former, the defender must convince institutional sharehold-
ers that they would be better off backing existing management; in the latter,
the case has to be made to regulatory authorities and the politicians who
control them. Neither is easy. Once an opposed takeover effort has begun,
it is very difficult to escape without either selling the company to someone
(the raider, or a “white knight”) or instead undergoing a substantial self-
reorganization or recapitalization.

Over the years, defenders have learned that they receive a higher net
price for their shares by playing hard to get. No one accepts a first or even
a second unsolicited offer. Tactics are employed to maximize the public
visibility of the transaction with the hope of attracting additional suitors.
To persuade prospective buyers that they must increase their bid, the de-
fender must be credible—with respect to its wish not to be acquired, and
with respect to the viability of its alternatives. If the buyer senses a lack of
credibility, it will not raise its bid further and, indeed, may even lower it.

Buyer Representation

Buyer assignments usually begin in one of three ways: the buyer has already
identified a target and wishes an investment banker to assist in executing
the transaction or in confirming the valuation placed on it; the investment
banker brings an acquisition idea to a buyer and is retained to pursue it;
or the buyer has only a general idea about what is wanted and hires a
banker to search for suitable targets and to pursue any that are accepted
by the buyer. Many bankers are willing, even eager, to conduct buyer
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searches for their clients as a way to develop relationships with prospective
clients. Frequently, however, these searches do not result in a completed
transaction, and therefore they are considered low-probability assignments
that well-established bankers may choose to reject.

Until recently, many international corporations did not fully under-
stand how to use investment bankers and frequently did not act on their
advice because they were not comfortable with it. Such corporations dis-
liked the idea of a competitive auction process to acquire a particular target.
They preferred direct, off-market, one-on-one negotiations; but the seller
and its banker knew that more aggressive bidding would result from an
auction. The inexperienced international buyer would often balk at these
procedures or bid too low to win. Usually, however, when an international
company has been through the process unsuccessfully once, it adapts and
does much better the next time.

When representing a buyer, a banker will perform the following tasks:

1. Conduct a thorough review based on all publicly available infor-
mation about the target and all of its subsidiaries. Advise as to the
probable price range necessary to acquire the target, bearing in
mind the advice that would be given to the target if the target had
asked the banker to sell the company.

2. Advise as to the likelihood of the target’s receptiveness to an in-
vitation to enter into discussions aimed at a merger and on how
the target will react when apprised of a client’s interest, what it
will consider to be its options, and what actions it is likely to take.

3. Prepare a list of probable white knights and an analysis of the pro
forma effect on each of these companies of an acquisition of the
target company, as well as an analysis of a self-tender or leveraged
buyout transaction by the target.

4. Evaluate each of those options in detail. Play the role of the seller’s
adviser in the circumstances. Devise tactics accordingly.

5. Prepare recommendations on the financial structure of the trans-
action and how the buyer should best proceed to arrange financing
for the transaction. Advise also on the probable reaction of the
stock market and rating agencies to the buyer’s purchase of the
target company.

6. Advise on the initial approach to the target, the value to be sug-
gested, and steps for following up.

7. Function as a continuous liaison between client and target, or tar-
get’s bankers, looking for and heading off problems all the way to
the closing.

8. Advise on the changing tactical situation and responses to com-
munications from the target or other bidders.

9. Arrange for the purchase of shares through a tender offer.
10. Assist in arranging long-term financing for the transaction and in

selling assets that are not to be retained.
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There are other steps and functions that occur within these categories; how-
ever, much of what goes on in an acquisition situation is in response to
moves undertaken by the other side. It is essential that good communica-
tions and mutual understanding exist between banker and client in order
to be able to respond to the changing circumstances in the most timely and
effective way.

Even companies that know the buyer well and might like to be acquired
will nowadays still impose an auction process on a sale of the company to
protect shareholders’ interests. In this context, there are no longer any more
friendly, easy deals. European and Japanese buyers of U.S. companies have
had to adapt to a tougher, more abrasive environment when seeking ac-
quisitions. Many, of course, have already done so and perhaps will apply
their newfound toughness to future transactions in their home areas.

It is perhaps predictable that as M&A activity and tactics spread across
the Atlantic and the English Channel, and perhaps someday across the
Pacific, much of the rough and tumble of the U.S. market, with its heavy
emphasis on aggressive legal maneuvering, will travel with it. The growing
acceptability and effectiveness of hostile offers in Europe is an early indi-
cation that this is already happening.

Globalization of Financial Advisory Services

Few sources of revenue are more attractive to investment (and all other
types of) bankers than merger and other high value-added fees. A loan
involves a commitment of a bank’s capital and offers the risk of nonrepay-
ment. A bond or equity issue requires the bank’s underwriting commitment
and exposes it to market risk. A swap involves booking a contingent asset
or liability. But advisory fees are earned exclusively as a result of putting
the firm’s skills and knowledge to work, not, as is increasingly the case in
other parts of the international banking and securities business, as a result
of committing the firm’s capital. And the fees, commensurate with the
added value of the service, are considerable. On transactions of several
hundred millions of dollars, fees average around 1% of the purchase price.

Of course, it is natural to expect leading financial firms to be in the
business of providing advice and executing transactions in their own coun-
tries on behalf of foreign companies. They are selected because they have
the knowledge of local markets, practices, and personalities that will be
required to complete the transaction. The same is true when an American
company wishes to obtain advice in a foreign market. In Germany, for
example, a U.S. company might seek the advice of a German bank to com-
plete a transaction; it might also, retain a U.S. banker whose investment
banking skills and international knowledge it respects to help the company
interpret the advice of the German banker. The reverse is perhaps also true:
when German companies seek U.S. advice, they may also retain a German
bank to help understand it.



Global Mergers, Acquisitions, and Advisory Services 213

What is new in recent years, as a result of the globalization of financial
markets and the spreading worldwide presence of major financial services
firms, is the movement of international firms into the business of providing
indigenous financial advice. An example is the growing involvement of U.S.
investment banks in the intra-U.K. M&A business, long the exclusive pre-
serve of British merchant banks.

There are several reasons U.S. firms became involved in this activity.
As their London operations and their senior British staff expanded, so did
their knowledge of the U.K. merger market and the companies involved,
and the relationships they enjoyed with them. Many of these companies
were ones that the U.S. firm had already done business with in the United
States. Also, many U.S. firms began to become familiar with U.K. merger
transactions as a result of purchasing stocks of U.K. companies subject to
takeover bids—that is, participating in risk or merger and arbitrage—and,
in following such companies in their research departments for the benefit
of U.S. investor clients.

Perhaps most important, was the fact that, like capital markets, the
merger business had become globalized. Networks and procedures now
exist to enable buyers and sellers of companies to participate in a single
marketplace for corporate control. And the agents and brokers who are
capable of providing advice and guidance to their clients seeking to use the
marketplace are the bankers with the infrastructure, the trained personnel,
and the contacts with the worldwide corporate community.

For some years U.S. companies looking to be sold sought to include
international companies in the bidding. Now the same thing is happening
in Europe. For example, if a U.K. company is to be sold voluntarily, or
otherwise is attempting to escape the unwelcome embrace of a U.K raider,
it is common practice to look for alternatives in the United States and
elsewhere in the world. These alternatives can include selling the company
either to a white knight or to a group of investors seeking to buy the
company as an LBO. To find an international LBO opportunity, or a white
knight, one has to be able to access potential participants in the United
States and the rest of the world quickly, efficiently, and confidentially. U.S.
firms have this capability and, after a slow beginning, it has become fairly
common to see U.S. investment banks working alongside, or in place of,
British merchant banks in raid defenses in the United Kingdom and in seller
representations in the rest of Europe.

Some U.S. firms also have become involved in giving advice to Euro-
pean companies acting as buyers of other European companies, so as to
better be able to value companies for the global merger market and to
respond to the evasive moves of their targets.

Table 8-8 shows league table rankings for international merger and
acquisition activity for 2001. The high representation of U.S. firms, espe-
cially the investment banks, is evident from is table.

The experience of a number of U.S. firms in Europe and elsewhere has
encouraged many others to embark on efforts to enter the indigenous busi-
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Table 8-8 Worldwide Announced M&A, 2001: Credit to Target and
Acquiring Advisers

Rank Adviser
Ranking Value

($ Mil)
Market Share

(%)
No. of
Deals

1 Goldman Sachs & Co. 637,594.5 29.5 372
2 Morgan Stanley 560,918.5 25.9 359
3 Merrill Lynch & Co. Inc. 529,210.6 24.5 282
4 J.P. Morgan 474,317.9 21.9 436
5 Crédit Suisse First Boston 418,561.6 19.4 481
6 Citigroup/Salomon Smith Barney 306,231.5 14.2 349
7 UBS Warburg 294,999.1 13.6 261
8 Deutsche Bank AG 237,230.7 11.0 271
9 Lehman Brothers 196,770.4 9.1 164

10 Dresdner Kleinwort Wasserstein 127,693.2 5.9 98
11 Lazard 111,221.2 5.1 195
12 Rothschild 93,913.4 4.3 186
13 Bear Stearns & Co. Inc. 82,295.5 3.8 79
14 Quadrangle Group LLC 72,476.2 3.4 2
15 CIBC World Markets Inc 38,646.4 1.8 110
16 Greenhill & Co. LLC 37,306.3 1.7 18
17 BNP Paribas SA 36,875.3 1.7 111
18 Banc of America Securities LLC 36,625.9 1.7 80
19 RBC Capital Markets 32,167.6 1.5 76
20 Cazenove & Co. 29,891.0 1.4 30
21 ABN AMRO 29,529.9 1.4 157
22 Mizuho Financial Group 29,328.4 1.4 82
23 Société Générale 27,595.1 1.3 87
24 Sal Oppenheim Jr. & Cie KGaA 23,814.8 1.1 21
25 Gresham Partners 18,906.9 .9 13

Subtotal with Financial Adviser 1,746,511.6 80.7 6,327
Subtotal without Financial Adviser 416,715.0 19.3 26,893
Industry Total 2,163,226.6 100.0 33,220

Source: Thomson Financial Securities Data.

ness for merger and other financial advice in other countries. It takes several
years to develop a strong franchise in a particular market, but the rewards
appear suitable to many to undertake the effort to build up local capabil-
ities. Not all markets are equally penetrable by foreigners, nor do mergers
and related transactions—or those involving a comparable degree of finan-
cial sophistication—represent equally attractive opportunities in all coun-
tries. However, many observers believe that as Europe and Latin America
experience greater amounts of corporate restructuring, a new and broader
market will develop for financial advisory services of virtually all types.
Ultimately, this phenomenon can be expected to spread to Japan, where it
will undoubtedly change its shape somewhat to conform to unique Japa-
nese cultural considerations that eschew outright takeover activity.

Thus, many new competitors have entered the field, including invest-
ment bankers who specialize in investing as principals in takeover or LBO
situations, and small firms of specialized advisers. Commercial banks have
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also set up M&A departments and developed special capabilities in lever-
aged and related transactions. All participants in the mergers business now
have to recognize the considerable strategic implications resulting from the
globalization of mergers, restructuring, and financial advisory services.

Mergers in the Financial Services Industry

Mergers and acquisition transactions within the financial services industry—
that is, between and among banks, insurance companies, securities firms,
and asset managers, and including partial ownership acquisitions—have
been extraordinarily active since 1985. Indeed, nearly half by value of all
global M&A transactions in the period 1985–2001 have involved this
diverse, far-flung, and rapidly changing industry. In total, more than $9
trillion of financial services transaction took place during the 17-year pe-
riod, involving banks, insurance companies, and securities firms (see table
8-9).

Among the transactions involving banks, insurance companies, and se-
curities firms (all components of the modern universal bank), nearly half
of all transactions involved commercial banks acquiring other commercial
banks. Banking deals, together with insurance companies acquiring other
insurance companies and securities firms acquiring other securities firms,
accounted for 76% of all transactions during the period 1985–2001.
Only 24% of the deal flow involved acquisitions of different types of busi-
nesses.

Drivers of Change

Before 1985, both the United States and Europe were surely overbanked,
with about 15,000 banks in the United States and approximately 10,000
in Europe. Both environments had long believed that banks were special
entities and had to be not only regulated, but also protected to ensure their
solvency. The protection mainly ran to restrictions on competition from
banks in other parts of the continental scene and from nonbanking enter-
prises. Efficiency, which could result in lower cost services to the banks’
customers, was of less concern than were stability and solvency. To doubly
ensure that this would be so, some countries, especially France and Italy,
cloaked the major banks in government-controlled ownership. In effect all
banks were public utilities. To a somewhat lesser degree, so were the in-
surance companies.

All of this began to change during the 1980s, a sad decade for banks
in which most experienced huge losses from mismatched assets and liabil-
ities and from nonperforming domestic and international loans, many of
which were made in a careless manner. Banks in the United States and in
Europe had to undergo a long period of internal restructuring in order to
emerge in the early 1990s as significant competitors again. During the re-
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Table 8-9 Completed Global M&A Transactions, 1985–2001 ($ billions—thousands of transactions)

1985

$ Value % No. %

2001

$ Value % No. %

17 years
1985–2001

$ Value % No. %

U.S. Domestic
All industries 193 82.5 0.9 59.3 464.0 34.8 5.2 24.1 8,206.6 45.4 93.9 36.0
All financial services 47.9 82.3 0.7 77.7 261.0 31.3 2.4 22.6 4,173.5 44.0 46.2 36.2

U.S. Cross-Border
All industries 15.7 6.8 0.3 21.7 200.4 15.0 2.0 9.3 2,268.0 12.6 26.8 10.3
All financial services 6.3 10.8 0.3 8.6 99.9 12.0 0.5 4.7 711.2 7.5 8.6 6.7

Non-U.S.
All industries 24.8 10.7 0.3 19.0 669.9 50.2 14.4 66.7 7,591.7 42.0 140.0 53.7
All financial services 4.0 6.9 0.1 8.6 472.4 56.7 7.7 72.6 4,609.4 48.6 72.9 57.1

Total
All industries 233.0 100.0 1.5 100.0 1,334.3 100.0 21.6 100.0 18,066.3 100.0 260.7 100.0
All financial services 58.2 100.0 0.9 100.0 833.3 100.0 10.6 100.0 9,494.1 100.0 127.7 100.0

Data: Thomson Financial Securities Data, Author calculations.



Global Mergers, Acquisitions, and Advisory Services 217

covery period, many weak banks were merged into stronger ones, for which
protective barriers had to be set aside. Banks changed management and
business strategies, cut costs, and “downsized” significantly. New manage-
ment teams began to look at their strategic destiny differently: no longer
would banks attempt to offer all their services all over the world; instead,
they would cut back on less-promising products and services and begin to
concentrate on their basic businesses, offering retail services in their home
region.

Some banks in Europe preferred to combine with other large banks in
their own countries to present a more formidable presence there. Surely
they were influenced by both the EU’s Second Banking Directive, which
permits banks to operate anywhere in Europe, and by the Basel Agreement,
which provided for new rules on bank capital adequacy to which all Eu-
ropean governments, the United States, and Japan had subscribed. This
agreement required all banks to have the same minimum amount of capital
to ensure their financial stability, making it possible for competition be-
tween them to shift to the quality and cost of their services. Banks believed
they had to be bigger to withstand competitive assaults from other banks
in their home markets and to be able to launch successful competitive at-
tacks of their own into their neighbors’ markets. As a result, a process of
substantial consolidation within European countries began in France, Italy,
Spain, Holland, and Switzerland and in Scandinavia. Some of the most
important of these consolidations occurring since 1995 include BNP and
both Société Génerale and Banque Paribas ($37 billion), UBS and Swiss
Bank Corp. ($23 billion in value), Lloyds Bank and Trustee Savings Bank
($15.5 billion), Banco Santander and Banco Central Hispano ($11.6 bil-
lion), Unicredito and Credito Italiano ($11 billion), and Bayerische Ver-
einsbank and Bayerische Hypo bank ($7 billion).

Restructuring

But mergers into bigger players was not all. Restructuring of basic busi-
nesses became the next major theme. This involved reorganizing branch
networks, closing marginal ones, and upgrading the services offered; shift-
ing the mix of businesses, mainly to favor consumer loans and credit cards;
and restructuring the wholesale and investment banking businesses to be-
come more competitive with independent, integrated securities firms. They
also began to look for more ways to effect expense controls, to increase
fee businesses, and to enter nonbanking businesses such as insurance and
asset management. Larger banks acquiring smaller enterprises, and at-
tempting to lower costs and streamline products and services, have affected
some of the latter activities. Crédit Suisse has been actively restructuring
itself with acquisitions of (the minority interest) Crédit Suisse First Boston,
Volksbank, Winterthur insurance, and Donaldson, Lufkin & Jenrette. Swiss
Bank Corp., its cross-town rival, has also been active in changing its busi-
ness through major acquisitions of O’Connor Group (derivatives), S. G.
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Warburg, Brinson Partners (institutional asset mangers), Dillon Read, and
most significantly by engineering a merger with (and control of) a weakened
Union Bank of Switzerland. It has since then also acquired with Paine Web-
ber in the United States. Other banks have put forward more cautious
programs for expanding into new skill areas through mergers. ABN Amro
and ING (both created from large mergers in Holland), Société Génerale,
and Dresdner Bank acquired securities firms, all of which were cross-border
transactions.

Other firms have attempted to effect their restructuring through dis-
positions of businesses, rather than acquisitions. Crédit Lyonnais, after sev-
eral years pursuing an unsuccessful policy of acquiring banks and industrial
companies to make itself into a banque industrial, has, under new man-
agement, tried to unwind some of these transactions by selling them off.
The big Germans—Deutsche, Dresdner, and Allianz—frequently describe
the reduction of their industrial holdings as long-term policy. In 1997, both
of the largest British banks, Barclays and National Westminster, divested
most of their investment banking and brokerage businesses, having failed
to make an adequate return in them over the preceding decade.

Cross-Border Banking

Part of many banks thoughts of restructuring have included developing
exposure in other non-European markets. After a number of years of strug-
gling with difficult acquisitions in the United States, a number of European
banks decided to withdraw and sold their U.S. businesses. Others, of
course, took a different approach. UBS acquired the American investment
banks Dillon Read and Paine Webber; after attempting for a long time to
build its own investment banking in the U.S., Deutsche Bank acquired
Bankers Trust in 1999 for $10 billion. In another sector, retail and private
banking, HSBC Holdings (which already owned Marine Midland bank in
the United States), acquired Republic New York Corp. and its affiliates
from financier Edmund Safra for $10 billion. Hong Kong & Shanghai
Banking Corp. also acquired a 70% interest in a distressed Seoul Bank and
invested over $1 billion in Latin American banking paper in 1997 when
such paper was very inexpensive.

Insurance Too

Because of the positive effects of the restructuring efforts among banks in
Europe, the once-sleepy insurance industry has also begun to reshape itself,
fearing perhaps the competitive powers of banks to enter their businesses.
The industry also appears to be taking shareholder value seriously and has
commenced a series of major reorganizations.

Germany’s Allianz is the largest insurance company in Europe. Its re-
turns on equity have been improving as a result of a large internal restruc-
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turing effort and by intra-European expansion. In early 1998, it acquired
France’s third largest insurer, Assurances Generales de France, after defeat-
ing a hostile takeover effort by Italy’s Assicurazioni Generale. In 2001,
Allianz acquired Dresdner Bank. The second largest insurance company is
AXA-UAP, a French group that recently combined and that owns a con-
trolling interest in the Equitable Group in New York (which, in turn, con-
trols the money manager Alliance Capital). AXA also announced a $5.6
billion acquisition of Guardian Royal Exchange in January 1999.

Third largest is the Zurich Group, which acquired BAT Group’s insur-
ance interests (Eagle Star in the United Kingdom, and Farmers Group in
the United States) in 1998, creating a $35 billion market-capitalization
company. Before that deal Zurich had acquired two big American money
managers, Kemper and Scudder, Stevens and Clark, and Threadneedle Asset
Management in London.

European insurance industry mergers have also occurred within less
powerful groups and in other countries. In the United Kingdom, Commer-
cial Union merged with General Accident ($22.5 billion) and Royal Insur-
ance merged with Sun Alliance. There were also acquisitions by AEGON
of Transamerica ($10 billion) and Providan ($3 billion). Also important
were acquisitions of insurance companies by banks (Winterthur by Credit
Suisse, $10 billion) and of banks by insurers (Generale de Banque by Fortis,
$14 billion; Banque Bruxelles Lambert by ING, $5 billion). Though not
involving European insurance companies per se, the $140 billion merger of
Travelers Group with Citicorp in 1998 created a banking–insurance bro-
kerage colossus that would affect all parts of the industry.

Competing in International Financial Advisory Services

The market for international advisory services, because of its globalized
characteristics, has been increasingly indistinguishable from financial ad-
visory services conducted in the United States and the United Kingdom.
Competing successfully in this market has more to do with basic compe-
tence in financial advisory work than it does with its international overlay,
but at the same time, without international capabilities, even a firm with a
strong reputation in the field may lose business to those operating on a
global basis.

This would be the point of view of an American investment bank that
is active in the M&A business. For such a firm, cross-border transactions
are not separated from those that occur in the United States, and the dis-
tinction between “domestic” and “international” mergers has faded. The
U.S. firm, however, would view the offering of merger advisory services to
the indigenous market in, say, Australia as a separate international business.

A German bank, in contrast, having had little opportunity to partici-
pate in the part of the worldwide M&A activity that involves German
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companies, might look at domestic and international mergers differently
from the American firm. So would the Japanese banker, for whom inter-
national mergers are rare indeed, but domestic ones are even rarer.

This does not mean that only U.S. and British firms will be able to
compete in the international merger advisory business of the future, but
they do have the advantage of being firmly in place at the game’s beginning.
Some European banks, such as BNP-Paribas and UBS-Warburg, for ex-
ample, have a long history of merger-related activity. Those other conti-
nental European and Japanese firms who want to become involved will
find various ways to do so. They can acquire firms with an existing fran-
chise in the merger field, as the Deutsche Bank did through the purchase
of Morgan Grenfell & Co., a prominent U.K. merger house. Or, they can
create a jointly owned international firm, such as CS First Boston, that can
operate somewhat independently from its parents in the more free-wheeling
markets in London and New York. Or they can hire experienced profes-
sionals to conduct the mergers business for them. Perhaps renowned merger
“stars,” like those leaving U.S. investment banks to set out on their own,
will be induced to align themselves with Daiwa Securities, or ABN-Amro
Bank, or Banco di Roma. Several have already lined up with other large
international firms. European houses have set up shop in the United States
before, with their eyes on the high value-added investment banking busi-
ness. Lazard Fréres formed a French–British–American partnership around
1900 that is today a specialized, extremely potent firm in the M&A busi-
ness. The European Rothschild firms have a U.S. affiliate, Rothschild, Inc.,
that has been quite active in representing European firms seeking to buy
companies in the United States

Developing a Strategy

To compete in the top bracket of the world M&A market, however, re-
quires of every participant that it develop a strategy for the business that
is consistent with the rest of the firm’s business and is one that the firm can
gain strong support for throughout its organization. A prospective en-
trant—be it a domestic commercial bank, a foreign bank, or an investment
bank not in the business—must address three fundamental issues:

1. Mergers and acquisitions are essentially an aggressive and highly
visible if not controversial activity. Can the rest of the firm’s busi-
ness, which may depend heavily on close, long-standing client re-
lationships, survive the transition? Will clients draw back from the
relationship if they fear that the firm might align itself with another
client planning an unwelcome approach?

2. Costs, both out-of-pocket and contingent, are considerable. Is the
firm prepared to pay the cost of fielding a world-class team of
merger specialists, which requires both highly paid executives and a
sizeable support staff and, increasingly, expensive international fa-
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cilities? Is it prepared for the next step, too: to take equity and junk
bond positions in client transactions for its own account? Is the firm
prepared to accept the consequences of failure and exposure to con-
siderable litigation?

3. Is the firm prepared to grant the autonomy to the M&A team that
it needs to act quickly and aggressively and to allow it a kind of
relationship priority with chief executives and other top executives
of client companies?

Many players will feel the future rewards are worth the trouble and
the money. Others will try to find a niche that does not require such a
heavy commitment. Perhaps they can avoid unfriendly deals or focus on
helping clients with smaller, domestic transactions. Other banks will find
the unexpected problems of the M&A business to be significant, and they
may lose enthusiasm for being in the forefront.

Commercial banking is essentially a relationship business in most of
the world in which loyalty is expected and rewarded. Banks as lenders have
loan portfolios to maintain and to do so requires them to maintain credit
information about their clients, some of which is highly confidential. Banks
must guard carefully against breeches of the “Chinese Wall,” which sepa-
rates information retained in one part of the bank from being used by
another, and from developing conflicts of interest, which can occur when
one client wants to acquire another who does not wish to be acquired.
Commercial banks, and perhaps some European Universal Banks, may also
discover that their particular comparative advantages in the global com-
petition for financial services—a large capital base and a large, client service
organization—are not necessarily helpful in the area of merger related serv-
ices. Capital is not important in an advisory business, and their large sales
organizations may not, in fact, have good access to chief executives.

Many banks will decide that they are better off in the business of lend-
ing to their clients, especially when they need acquisition financing, than
in competing in a business they may not be especially good at or have the
stomach for. Other banks will disagree, feeling that the future of wholesale
banking is unattractive and that they must develop competence in the
merger and acquisition field, with its many related transactions, in order
to retain a prominent position in domestic and international financial serv-
ices of the 2000s and beyond. Such banks obviously look at mergers and
related services as part of a general restructuring of the banking industry.

Dangers and Pitfalls

A strategy that is well tailored to the bank’s own circumstances and effec-
tive and credible execution capability and a well-coordinated marketing
effort will surely produce results in time. There are many things that can
go wrong, however, and many will. Top management must be prepared to
stand by the commitment to be in the advisory business despite setbacks
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and occasional embarrassments. This is often easier said than done. Some
of the difficulties that must be faced are the following.

Autonomy versus Control. The firm must find the balance between free-
dom for well-informed professionals to peruse transactions aggressively and
having reliable assurance that the system is under control—that the young
tigers are not overlooking important legal, regulatory, and ethical issues in
their quest for success.

Not Controlling the Client. Clients like things to be done their way, but
often clients are wrong, stubborn, or misinformed. Under such circum-
stances they must be controllable; that is, the adviser must be able to get
the client to sit down and understand the issues correctly and at least be-
have legally. An uncontrollable client at the very minimum can be embar-
rassing or can tie the firm to an unpromising player in the game, perhaps
at the cost of having to refuse another. At worst, such a client can get the
firm involved in serious trouble or ugly litigation and can gravely risk its
reputation.

Fee Cutting. In a free market, fees are there to be cut. If cutting them
makes it easier to land an assignment, then they tend to get cut. The new-
comer must realize the reason that merger fees have remained where they
are for so long is that they are, in the end, reflective of value (or the ex-
pectation of such value) created by the efforts of the adviser for the client.
The major clients know this, or in due course are persuaded of it. Cut-rate
surgeons, lawyers, or financial advisers are not always looked upon as the
most valuable or reliable. Banks seeking to gain entry to the mergers busi-
ness will invest heavily in the capability to participate in it. Markets of the
future are not predictable, and merger activity may, as during the period
1989–1992, again decline sharply. Fee cutting to get into the game may be
difficult to reverse once it is established and, in any case, may remove some
of the economic incentive for entering the business in the first place.

Internal Discord. There are many opportunities for internal discord within
a firm that is active in providing merger and related high value-added ser-
vices. Elite corps of young aggressive professionals with insufficient regard
for their seniors are a constant problem, especially when they are earning
salaries and bonuses that are multiples of the seniors’. The merger team’s
need for immediate (and often exclusive) access to client chief executives,
and its need for restricting information to a need-to-know basis, can be
highly irritating to conventional colleagues. Ordinary bankers can become
frustrated by their inability to reach members of the merger squad or have
them attend meetings with other clients. These complaints are balanced by
those of the advisory group that the ordinary bankers in the firm are ex-
cessively conventional, stodgy, bureaucratic, and overly conservative in
terms of new clients to take on and transactions to do for them. The only
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resolution of difficulties like these is good leadership of the unit by expe-
rienced, mature professionals respected by both sides of the house, along
with a firm-wide understanding and acceptance of what they are trying
to do.

Summary

For U.S. and U.K. investment banks, providing international advisory serv-
ices has been a natural extension of providing the same services domesti-
cally. Increasingly today, whether the client is a buyer, a reluctant seller, or
a willing target, tapping the international market for better terms than can
be accessed domestically is often advisable and sometimes imperative.
Banks with a strong local M&A team and an international presence—
primarily U.S. investment houses—have been well positioned to take ad-
vantage of this aspect of globalization.

To some extent, the European and the Japanese environments have
lacked the freely accessed capital markets and strict legal framework that
have fostered the U.S. and U.K. M&A business. As globalization continues,
however, a convergence of market conditions for M&As will occur. The
evolving environment will have more of the transparent Anglo-Saxon char-
acteristics than the continental European or Japanese.

As an activity generating substantial fees but requiring no direct com-
mitment of the bank’s capital, M&A and related advisory work has proved
to be an irresistible attraction to many. Newcomers should be warned,
however: M&A activities may not coexist easily with relationship banking
in the same firm. Managing the M&A department is highly challenging.
One must control the customer without alienating him and control the team
without stifling it. One must maintain the delivery networks and the firm’s
image, knowing which deals to pursue and how to pursue them and which
to decline. All demand skills specific to the M&A business are increasingly
projected into an international dimension.



224

9

Privatization

Privatization has become a key dimension of the world capital markets over
the past two decades, and Europe has been the global leader in transferring
state-owned assets in both manufacturing and services industries to the
private sector. In part, this is because the state has historically taken a major
direct role in the economy of most of the European countries, rooted in
the great depression of the 1930s and World War II. The depression shifted
businesses to state ownership or control, as failing enterprises were taken
over by governments or by banks which later came under government con-
trol. For example, the war left the German government with large legacy
stakes in the economy—at both the federal and state levels—in companies
like Lufthansa and Volkswagen, while substantially all of eastern European
enterprise ended up in state hands. Elsewhere, strong socialist tendencies
in the United Kingdom, dirigiste policies in France, and some of both in
Italy and other European countries increased still further the degree of state
participation in the economy from the late 1940s until well into the 1970s.
Perhaps the last major expansion of state control in Europe was the na-
tionalization of the banks in France at the outset of the Mitterrand admin-
istration in 1981. By that time the pendulum had already begun to swing
in the other direction.

By the early 1980s the state accounted directly and indirectly for per-
haps half of the GDP in the European economies. Direct government in-
volvement in commercial activities was substantial in many of them, so
that governments owned large amounts of assets that could potentially be
sold as privatization began to take hold a global phenomenon. As a result
of these privatizations, the share of state-owned enterprises (SOEs) in the
GDP of the OECD countries declined from about 10% in the mid-1970s
to about 7% in the late 1980s and perhaps 5% at the end of the 1990s.
In all, governments raised almost $800 billion by direct sales and public
share offerings in the two decades from 1977 to 2000. In the OECD coun-
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tries during the 1990s, primary and secondary privatization share offerings
accounted for over 55% of all equity offerings in Europe. And in countries
like Italy and Spain they account for over 70% of stock market capitali-
zation by 2000.

The Great Debate

There has always been a lively debate in Europe and elsewhere about the
kinds of activities that properly belong in the public sector and the private
sector. With the organization of economies by means of central planning
and command structures increasingly discredited—and assessments of its
cumulative damage surpassing even the expectations of the most vociferous
critics—one long-standing model of economic organization progressively
lost its appeal. Countries that followed it (voluntarily or not) searched for
alternatives. “Market orientation” became the key, but itself encompassed
a broad array of more or less subtle historical and contemporary grada-
tions. It is arguable that the role the market played in such economic re-
naissance “success stories” as West Germany and Japan in the 1940s and
1950s, South Korea and Singapore in the 1960s and 1970s, Hong Kong
and Chile in the 1980s, and perhaps Mexico and China in the 1990s is
more distinguished by differences than similarities. And in eastern Europe
of the 1990s, the search for appropriate systems progressed under condi-
tions of crisis and chaos rarely imposed on the general public.

Some 200 years after his death, Adam Smith’s ideas in the 1970s and
1980s began to dominate the debate on the proper organization of eco-
nomic activity more strongly than ever. The “invisible hand” guides people,
seeking to improve their own well-being, in pursuing their interests in such
a way that it produces the greatest good for the greatest number by allo-
cating labor, capital, and intellectual and natural resources in the most
efficient possible manner. Smith predicated his positions on the idea of free
markets and perfect competition, in which many relatively small players
interact, with none sufficiently powerful to affect prices and competition.
He was silent as to who would regulate competition, and how, so as to
achieve this ideal competitive condition. The interaction of the market
would provide for individual success and failure: the winners would indeed
win, and the losers lose. However eagerly one wanted to be a winner, fear
of being a loser would affect economic behavior. The aim was to have an
economic system with a level playing field that would optimize results for
society, thereby maximizing economic welfare, growth, and opportunity.

The world Smith and his disciples such as Walter Bagehot, Alfred Mar-
shall, Joseph Schumpeter, Friedrich Hayek, Milton Friedman, and Ayn
Rand described became increasingly compelling, repeatedly beating back
challenges from alternative visions of society, ranging from the Fabian so-
cialists of the nineteenth century to the Fascists and Marxists in the twen-
tieth century. Even milder forms of government planning and control, such
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as French intervention in the private sector and the much-touted Swedish
welfare state, eventually lost much of their appeal or began to sink under
their own weight. Challenger after challenger rose, only to be discarded
into time’s trash bin of unworkable ideas.

Perhaps there was a lesson here, having to do with human nature. The
free market that Adam Smith described seemed to be the one form of eco-
nomic organization that most closely aligned with what people really do
perceive as being in their own interests. Even when an alternative system
was imposed for a very long time, as Marxism-Leninism was over a good
part of the world for well over half a century, the invisible hand creeps in
again through black markets, mini-capitalism, work-minimizing behavior
and a host of other ways now thoroughly familiar in the history of Soviet-
style command economies. All the excitement surrounding the “transfor-
mation economies” of eastern Europe and the “emerging markets” of Latin
America and Asia really involved little more than the invisible hand being
allowed more room to apply its touch. Even the most modern writers on
business affairs—running the gamut from “new” models of competitive
advantage of companies and countries and “new” trade theory, to the
“new” ideas of core competencies of corporations—usually end up on
closer examination to be little more than old wine in new bottles: essen-
tially, vintage Adam Smith repackaged and retailed to a broader public
market.

If the invisible hand so dominates the landscape of economic ideas,
then government intervention should be calibrated against its market im-
pact in the cold light of how people are most likely to respond, not ac-
cording to some social thinker’s ideas about how they ought to respond.
Any such intervention needs to be tested as to whether it is effective in
making the market work more efficiently or, if it is not (which is usually
the case), whether it works with market incentives or against them and,
ultimately, whether the social gains achieved by the intervention outweigh
the loss in market efficiency.

Where free markets have been permitted, they have left powerful per-
formance benchmarks behind, and recent history certainly suggests that
policies that deviate too far from them are doomed to eventual failure.
Indeed some have argued that what is good for free-market capitalism is
ultimately good for society—indeed, that every other system which has
been tried has fared less well. Still, even the most free-market-oriented
countries have chains of social and economic policies that constrain exces-
sively aggressive market behavior. In this sense, the political process, dem-
ocratic or otherwise, invariably comes up with ways of guiding the eco-
nomic process in the direction of results that depart (sometimes
significantly) from what would happen under totally free market condi-
tions. The need for such forms of government guidance is to be found in
the failure of market mechanisms to produce socially acceptable results.

That the notion of state-owned enterprises as a viable tool of govern-
ment intervention increasingly appeared to be a relic of the failed economic
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models of the past—and a bad fit with the growing dominance of free-
market thinking—is hardly surprising. And the debate focused even in the
early postwar years on what kinds of activities should properly fall into
the government domain continues to this day. Increasingly, private own-
ership became the “default” solution, albeit sometimes with a significant
degree of government regulation. SOEs had to justify their existence based
on a lack of socially superior alternatives, a position that became increas-
ingly untenable across a broad spectrum of economic activities.

What kinds of activities properly belong in the public sector? The con-
cept of “public goods” helps provide some guidance. There are certain
things the free market is not good at providing—those whose value is hard
to identify and to allocate among beneficiaries in rough proportion to the
benefits received, even as others (as free-riders) are able to enjoy them
without sharing in their cost. National defense, public parks, survival of
endangered species, and public safety are possible examples. Others,
ranging from public schools and hospitals to airports, highways, and
postal services, are arguable. Vigorous discussion has developed in many
countries about the efficacy of market-based solutions to such problems as
environmental pollution and maintenance of fisheries—solutions that are
“incentive-compatible” and vest resource-users with ownership rights that
make it clearly in their own interests to manage that resource on a sus-
tainable basis. So even though the market demonstrates some weaknesses
when costs and benefits cannot easily be allocated, it can nevertheless be
used to provide cost-effective solutions for social problems involving public
goods. On the whole, however, “public goods” provide a durable rationale
for government intervention to allocate costs and benefits of shared re-
sources effectively. But only, of course, to a point beyond which economic
efficiency will suffer unacceptably.

A related issue involved industries where there are “natural monopo-
lies,” such as water supply, where privatization could lead to abuse of
monopoly power. Proponents of privatization argue that watchful and vig-
orous government regulation can do this job equally well, so that privati-
zation can harvest the benefits of improved efficiency without incurring the
costs of monopolization.

As thinking on public goods and natural monopolies evolved alongside
the more general thrust toward market-based solutions to problems of re-
source allocation and economic growth, together with the catalytic effects
of technological change, the line between public and private ownership has
shifted toward the latter—sometimes at dramatic speed.

Historically, SOEs have been particularly prominent in banking, tele-
communications, postal services, electric and gas utilities, airlines, railroads,
defense-related manufacturing, banking, and certain “strategic” industries
such as coal and steel. In many cases, private-sector activity has existed
alongside SOEs for extended periods of time, and even after SOEs have
been transferred to the private sector the government may continue to hold
an equity stake.
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First on the list for transfer from the public to the private sector may
be primary and manufacturing activities in industries such as mining, ag-
ribusiness, automobiles, steel, pharmaceuticals, and the like. Next are com-
mercial services such as airlines, broadcasting, trucking, and other forms
of public transport, as well as financial services. Then come parts of the
economic infrastructure such as electric power, water and sewage systems,
telecommunications, rail lines, highways, tunnels and bridges, and airports
and air traffic control systems. And there is the “social infrastructure,”
comprising such often controversial elements as hospitals and schools, se-
curity services, and even the criminal justice system. The consensus has
emerged that the state ought to be confined to a limited range of “core”
economic activities that have strong public good or natural monopoly char-
acteristics, although the prevalence of wide variations in thinking on these
issues among countries and over time is not very surprising.

Why Privatize?

With the philosophical and political debate on the allocation of economic
functions between the private and government sector providing the context,
the arguments for privatization are clear:

• To raise revenue for the state through privatization proceeds or to stanch
the fiscal drain arising from direct and indirect subsidies of inefficient
SOEs. This “fiscal” objective of privatization may be politically contro-
versial, since the government gives up a potential stream of earnings from
privatized SOEs for current sale proceeds, but gains from the presumed
relief from having to give future subsidies. On a present-value basis,
which is larger can be the subject of lively debate. The fiscal arguments
are given additional weight in the European context by a strong antisub-
sidy stance taken by EU competition authorities in industries like air
transport and banking.

• To promote economic efficiency in the internal operations of the affected
enterprises. The poor performance of many SOEs has been widely doc-
umented in studies comparing their cost and efficiency levels with private-
sector companies in the 1970s and early 1980s, and later confirmed in
studies of pre- and post-privatization performance differentials. The po-
tential for substantial efficiency gains through privatization is no longer
a contested notion.

• To reduce government interference and politically based distortions in the
economy and, with it, reduce the potential for corruption, cronyism, and
perverse effects on income distribution.

• To encourage competition and market-based discipline in the affected in-
dustries, particularly when those industries are themselves becoming
global in nature.

• To encourage wide share ownership among the general population, both
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directly and though retirement accounts and mutual funds, and thereby
develop a broad and deep financial market that will serve as an efficient
and dynamic allocator of capital. Liquid capital markets and
performance-driven institutional asset managers, in turn, help ensure ef-
fective corporate governance and management attention to shareholder
value.

• To respond effectively to globalization of industries and international
consolidation which includes cross-border M&A activity and various
types of joint ventures and strategic alliances in industries such as tele-
communications and air transport. Arguably, privatization is necessary to
fully develop effective business strategies in dynamic sectors of the global
economy.

Various studies have shown that managers of SOEs have little incentive
to improve quality and service or cut costs or innovate, so that only in rare
cases when such considerations are unimportant does public ownership
involve relatively low social costs. Moreover, politicians use SOEs to reward
political supporters through mispricing of products, investments in low net
present value projects, cross-subsidization, overstaffing, suboptimum plant
location, and the like. So privatization almost invariably creates significant
gains in performance. Nor are alternatives to privatization such as reduced
subsidies and deregulation an effective substitute to the kinds of perfor-
mance improvements that can be obtained through private ownership.

Empirical studies of privatization show how significant performance
improvements attributable to privatization can be. A survey of 15 such
studies covering several thousand privatizations in over 50 countries con-
cludes that performance of SOE’s compares poorly with comparable
private-sector firms and improves dramatically after privatization in terms
of efficiency and profitability, as well as increased capital spending and
reduced leverage. And even where employment has been reduced, there is
a disproportionate improvement in labor performance and (arguably) an
increase in employment opportunities in other sectors of the economy.1

Privatization activity tends to have different phases, depending on the
industry involved. SOEs already operating in what are competitive com-
mercial markets tend to be sold early. Public utilities and telecoms priva-
tizations tend to occur somewhat later and sometimes require substantial
restructuring prior to sale, as well as putting in place a viable regulatory
framework to govern critical infrastructure activities newly allocated to the
private sector. By far the greatest volume of privatization is in telecom-
munications, where dramatic technological change and industry globali-
zation have dramatically amplified the conventional arguments for priva-
tization.

Privatization can assume disproportionate importance in the banking
sector due to its central role in capital allocation and the payments mech-
anism, as well as in monitoring and governance of nonfinancial enterprises.
In many countries, state-controlled banks have exerted a strong influence
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over nonfinancial businesses through credit rationing and non-arm’s-length
lending. Indeed, in some countries, control of banks has been vested in
borrowing enterprises. In the absence of strong prudential regulation and
adequate credit analysis, this is often a recipe for disaster. Privatization
share sales to the public in the presence of major institutional investors
such as pension funds and mutual funds, in contrast, tends to encourage
the shift from a governance system based on large, stable shareholdings to
one based on portfolio fluidity and emphasis on shareholder value.

Patterns of Privatization in Industrial Countries

The global privatization deal flow can be divided into three activity zones:

1. Privatization in the countries that are members of the Organization
for Economic Cooperation and Development (OECD)—that is, the
developed market-economy countries of Europe, North America, Ja-
pan, Australia, and New Zealand—with the later addition of Tur-
key, Mexico, Korea, Poland, the Czech Republic, and Hungary;

2. Privatization in countries of eastern Europe and Asia undergoing
the transition to market-based systems (including those joining the
OECD and applying for EU membership);

3. Privatization in non-OECD developing countries.

Much attention has been focused on privatization in the transition
economies because privatization was key to a successful launch of a market-
based economic system, and on the emerging market countries because
privatization promised important gains in the efficiency of resource allo-
cation and the rate of economic growth. Indeed, during the late 1980s there
was far more dramatic privatization in emerging market countries than in
OECD countries, usually promoted by the International Monetary Fund
and the World Bank as being central to successful economic stabilization
and development and the requisite degree of economic discipline. And in
the early 1990s all eyes were on eastern Europe, where efforts ranged from
successful mass privatizations in Poland and East Germany to botched ef-
forts in Russia that were marked by corruption, manipulation, and failure
to carry out accompanying legal, regulatory, and fiscal reforms.

As Figure 9-1 shows, during the period 1990–1998 the bulk of this
activity, as measured by privatization proceeds to the government, occurred
in the OECD countries—$485 billion out of a global total of $698 billion
(69%)—although this is lower than the OECD share of combined global
GDP. The EU accounted for $301 billion in privatization proceeds during
this period. Overall, global privatization reached a peak of $153.8 billion
in 1997 and declined thereafter, mainly because of the financial crisis in
Asia and in emerging markets generally.

Historically, European privatization after World War II began in Ger-
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Figure 9-1. Global amounts raised from privatization (US$ billion). (Sources: OECD
based on national statistics, World Bank, UBS Warburg, and International Financing
Review, from 1997).

many under the Konrad Adenauer government, with the 1961 sale of the
state’s majority stake in Volkswagen AG to the general public. Placement
of shares with small investors was emphasized. This was followed in 1965
with sale of electric power supplier VEBA which evolved into the present
EON. In both cases, subsequent poor performance of the German stock
market soured the general public on equities, and the government was
forced into shareholder bailouts.

It was almost 20 years after the first German efforts that the first mas-
sive privatization program was launched by the government of Margaret
Thatcher in Britain, and this had far-reaching effects on redefining the ap-
propriate role of the state in economic activities in Europe and beyond.
The first transaction was British Telecom in 1984, a highly successful public
offering, followed by massive privatizations of British Airways; British Pe-
troleum; British Airports Authority (BAA); British Rail, Cable and Wireless;
and British Aerospace. All involved share sales to institutional and retail
shareholders in the United Kingdom and abroad and reduced the propor-
tion of SOEs in the U.K. economy from over 10% of the GDP in 1978 to
virtually zero when the Conservatives left office in 1997. Just about all of
the privatized firms became highly efficient and vibrant domestic and often
global competitors in their respective sectors of economic activity. Privati-
zation undoubtedly played a key role in transforming the British economy
from the perennial butt of jokes in the 1970s to arguably the most dynamic
in Europe at the end of the 1990s. A broad political consensus had been
reached in the United Kingdom, with Labour shifting its position from
bitter opposition to privatization and threats of renationalizations in the
early days of the Thatcher initiative to strong support of what had been
achieved by the time Tony Blair took office.

France embarked on an ambitious program of privatization under the
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government of Prime Minister Jacques Chirac in 1986, which privatized 22
companies worth $12 billion in the following two years, a process that was
halted (but not reversed) by the socialists in 1988. Privatization was re-
sumed by the Edouard Balladur government in 1993 and continued under
the Lionel Jospin government, often with spectacular successes such as the
$7.1 billion France Telecom IPO in 1997. French privatization averaged
over $7 billion annually during 1994–1998, almost twice the volume that
took place in Germany during this period.

Spain, Portugal, and Italy undertook sizeable privatizations in the late
1990s. The Nordic countries and Greece, in contrast, lagged behind much
of the rest of Europe. In terms of industries, the most intense European
activity was in the telecommunications, financial services, transport, and
public utilities sectors.

The EU share of global privatizations has increased steadily as com-
mission directives have mandated market liberalization and reductions in
subsidies, and as the budgetary targets have placed a premium on raising
government revenues and limiting spending. During 1998 alone, for ex-
ample, Italy undertook a public issue of Banca Nazionale del Lavoro shares
for $4.6 billion, as well as the fourth tranche of ENI privatization begun
in 1995. France did a $7 billion secondary offering of France Telecom
shares, in addition to the sale of 2% to Deutsche Telecom to cement a
strategic alliance between the two firms. There were also insurance and
banking offerings such as CNP Assurances and GAN. Spain raised over
$24 billion in privatization revenue in 1997 and 1998 through sales of
telecoms shares, Argentaria Bank, Endesa power, and Tabacalera tobacco.
Portugal did secondary offerings of EDP electricity, as well as the BRISA
highway and Cimpor cement companies. Finland sold a 22.2% stake in
Sonara telecoms and a 15% stake in Fortum electric power. Austria un-
dertook its largest privatization in the form of a 25% share offer in Tele-
kom Austria for $2.33 billion.

In contrast to Europe, where SOEs have traditionally played a much
more important role, U.S. privatizations have been few and far between.
In 1998 the government carried out a $3.1 billion IPO of U.S. Enrichment
Corporation, which produces 75% of America’s nuclear fuel. The previous
privatization occurred 10 years previously with the sale of Conrail, which
had resulted from a government merger and takeover of the bankrupt New
York Central and Pennsylvania Railroads. Much U.S. privatization activity
actually occurs at the state and local level through contracting-out of serv-
ices in sectors ranging from garbage disposal to prison management. Large
infrastructure holdings that have been prominently involved in privatiza-
tions in Europe and emerging markets today remain in public hands in the
United States, both directly and through special public agencies. These in-
clude ports, airports, power generation, highways, and the postal system.
Paradoxically, a country that prides itself on market orientation lags behind
on privatization.
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The Privatization Process

Successful privatization requires, first and foremost, a strong political com-
mitment to carry the process through systematically, expeditiously, and
fairly. This has to be based on some combination of political consensus
and strong political leadership. In many cases, privatization will face op-
position from entrenched members of the existing management concerned
about losing their positions, from labor groups concerned about job losses
in subsequent business restructuring, and from local interest groups and
linked industries that might be adversely affected by a change in ownership.
Formidable minefields are often thrown up individually and collectively by
such opponents, and it takes perseverance and political commitment to
overcome them. Political opponents are often eager to use the issues arising
in the privatization debate for political advantage, and they are capable of
raising legislative blockages to the process. Among the other retardant fac-
tors is often political preoccupation with the process of privatization rather
than the outcome, excessive demands for second opinions, and timidity
among public officials who may be held personally or politically account-
able for any problems encountered.

Besides an underlying political commitment, established privatization
guidelines and timetables are important. First, there has to be a solid legal
basis for privatization that will stand up under possible court challenge.
Then there should be a preannounced plan or high-level directive as the
basis for a commitment to carry through the process on a fixed schedule
to on-time completion that cannot easily be changed. Guidelines should be
transparent and demonstrably fair, including objective selection criteria for
possible private-sector buyers, investment bankers, consultants, tax advi-
sers, accountants and auditors, and legal advisers who form the infrastruc-
ture or “facilitators” of the privatization process. All of this requires ded-
icated and motivated public officials and the commitment of substantial
amounts of time and resources.

Important to the process is preparation of SOEs for privatization. A
key issue is whether the business should be restructured first, while under
public ownership, in order to maximize investor interest and to achieve the
highest possible price for the government, or whether it should be sold to
investors at a low price and let the new management do the restructuring.
The arguments are complex. Prior restructuring while under state owner-
ship is likely to run up against strong opposition by those affected, espe-
cially labor, and may therefore prove ineffective—if restructuring were easy
to carry out, it might have been done earlier by the existing management.
In contrast, an enterprise that is a basket case will command a very low
price which, if it is far below book value, can raise political charges of a
“giveaway.” And there are possible long-tail liabilities involving environ-
mental and health damage that the new owners may not want to take on
and which may require some sort of governmental guarantees.
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A good example of the complex nature of these problems is Air France,
which went through massive government subsidies to the consternation of
the airline’s private-sector competitors and the EU competition authorities,
as well as the earnest restructuring efforts of two teams of top managers,
before it was deemed ready for partial privatization by the socialist Jospin
government in 1999. Along the way, even the employees did not want
shares of a business that seemed uncompetitive in a rapidly changing in-
dustry—and with a continued majority shareholding by the state—in re-
turn for wage concessions demanded by management. By the time an initial
successful partial privatization IPO occurred in 1999, however, Air France
had become a substantially more competitive airline and a major European
and global player.

Evaluating the condition of an SOE is often complex and difficult. A
set of books has to be built that means something in the real world, and
the government has to accept a realistic “fair value” concept that reflects
the economic value of the enterprise and may well be below book value.
The value of disposal costs of peripheral activities has to be established, as
does the competitive stand-alone viability of the enterprise. There are a
number of valuation techniques that can be used, none of which may be
precisely suited to the situation. Appropriate discount rates must be used,
and a host of complex tax and other regulations must be considered, in-
cluding the appropriate role of foreign direct and portfolio investors in the
privatization process.

Post-privatization regulation in infrastructure activities and public util-
ities needs to tread a fine line between over- and underregulation and to
avoid coopting of the regulators by the newly privatized enterprises. In
some cases, regulatory forbearance, exclusivity, and protectionism have
been incorporated into privatization programs in order to maximize the
price to the government. Such “sweetheart” deals, of course, come at the
expense of consumers who overpay in the future to underwrite current
government revenues and ensure excess profits of the privatized firms. Sales
to strategic buyers who are in a strong bargaining position tend to be es-
pecially vulnerable to such pressures. Proper regulation incorporates clear
separation between regulatory and commercial functions, a high level of
regulatory independence, commitment to phasing-in of competition where
possible, coordination between competition authorities and industry-
specific regulators and self-regulatory organizations, interregional coordi-
nation in federal states, appropriate modeling of rates of return and the use
of price caps, possible universal service requirements, and the use of peri-
odic reviews and regulatory sunset clauses

Also important is the state of development of the domestic capital mar-
ket, its legal infrastructure, and the size of the SOE to be privatized. Capital
market development and privatization are interdependent, with privatiza-
tion often making major contributions to the breadth and depth of capital
markets and the state of the markets, together with the appetite of retail
and institutional investor pools determining the size and structuring of in-
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Figure 9-2. Alternative privatization method (Source: J.P. Morgan).

itial and secondary privatization offerings. A well-developed capital market
makes an important contribution to the transparency and credibility of the
privatization process.

Figure 9-2 shows the alternative approaches to privatization. The prin-
cipal techniques are as follows.

Trade Sales

Trade sales of assets involves selling the SOE to a firm or group of investors
who will manage the business after privatization. The buyer is usually a
domestic or foreign private corporation with a strategic interest in the busi-
ness to be privatized. Forms privatized through trade sales in many cases
are small and unsuitable for privatizations via share offers.

Management and Leveraged Buyouts

An alternative to selling control of an SOE to a buyer already active in the
business is to sell shares to an investment fund controlled by existing man-
agers or by outsiders who see potential in the privatized company and are
willing to put up capital to realize the values that they see, sometimes on
a leveraged basis—MBO and LBOs. The advantage is that MBO or LBO
investors have a strong personal interest in restructuring the SOE and max-
imizing its value over a relatively short time period, often with an exit
strategy of selling the improved firm for a significantly higher price to an-
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other buyer. They are therefore likely to want to get on with the job and
to be intolerant of delays and blockages in the restructuring process. Gov-
ernments, in contrast, may be suspicious of asset-stripping and liquidation
motives among MBO or LBO investors and of the high political fallout
that may result. Besides asset stripping, a domestic or foreign bidder in a
trade sale might be interested only in the real estate involved or in closing
the former SOE in order to reduce the degree of competition.

Initial and Secondary Public Offerings (IPOs and SEOs)

Shares may be offered to the general public in an IPO or an SEO. Among
the government’s decisions, with advice from an experienced investment
bank, will be the appropriate price—one that will attract broad investor
interest and is low enough so that the shares will trade strongly in the
aftermarket. The extent to which a sizeable allotment of shares will be
reserved for domestic retail investors has to be decided, as well as the terms
on which the investors will be able to buy them. These decisions may have
important political and financial consequences. In recent years, a large pro-
portion of share sales have gone to retail investors in OECD countries,
encouraged by a range of incentives such as discounts, bonus shares based
on holding period, guarantees against stock price declines, and discounts
of services provided by the newly privatized firms. There is also the issue
of institutional distribution, including allotments to various investment
banking intermediaries and the structure of the underwriting syndicate, and
international tranches to be distributed to foreign institutional and retail
portfolio investors. Because IPOs tend to be underpriced, these decisions
have to be well justified, transparent, and fairly executed in the likely
scramble among prospective investors.

Sale of Shares to Employees

The government may have as an objective the allocation of significant own-
ership stakes to employees of the SOE to be privatized. The justification
may be that employees contributed materially to the value of the firm and
therefore deserve a stake in the ownership, or that employees as owners
may improve performance and make the privatized firm more attractive to
outside investors. In some cases employee share ownership plans (ESOPs)
are used to hold employee shares collectively instead of individual share
allocations, and to prevent “flipping” by employees. On, employee share-
holdings may increase the difficulty of restructuring the enterprise, much
of which is likely to involve layoffs and personnel changes. In a compre-
hensive study of privatizations during 1977–1998, on average 8.5% of
shares were reserved for employees in IPOs and 4.8% in SEOs.
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Private Placements

In addition to, or in place of, initial public offerings, shares in privatized
enterprises may be sold in large blocks to institutional investors such as
insurance companies, pension funds, mutual funds, and other large pools
of capital. The reason might be to focus ownership on fiduciaries who will
maintain large, stable, and possibly strategic stakes in the company, thereby
improving post-privatization corporate governance in comparison with ab-
sence of control implicit in widely dispersed and fragmented stakes, where
management is accountable to no one. Among private-placement buyers
might be a domestic or foreign firm with a strategic interest and capable
of providing managerial and technical expertise, possibly with a view to
increasing its stake later on.

Voucher Privatizations

In some cases, notably in some of the eastern European countries, vouchers
that can be exchanged for shares in SOEs to be privatized have been given
to citizens without charge or sold at a nominal price. These vouchers be-
come “currency” for acquiring newly issued shares at ratios that depend
on the perceived prospects of each privatized firm, or they can be sold
beforehand in a secondary voucher market that usually develops very
quickly and enables the initial voucher holders to cash out. The vouchers
usually end up in the hands of large investors, who use them to acquire
significant stakes in newly privatized firms. While voucher privatization has
advantages—notably the formation of control groups that are capable of
demanding management accountability and exercising effective corporate
governance—in practice it has been largely discredited due to corruption,
favoritism, and inefficiency involved in its implementation.

Leases, Asset Sales, and Management Contracts

Alternatives to shifting ownership to new investors include leasing and op-
erating concessions. For example, a build-operate-transfer contract may in-
volve sale to a private company as a concession to undertake an infrastruc-
ture project like a bridge or tunnel and to operate it on a commercial basis
for perhaps 30 years, after which the project reverts to the government at
no cost. Or a facility such as a resort or highway restaurant chain may be
leased to a private operator for a fixed period against mutually agreeable
performance requirements and financial terms. Or an SOE may be placed
under a management contract by a private operator who has the necessary
expertise. Such approaches may be useful where there is no legal basis for
transfers to private ownership, or where such a transfer is politically dif-
ficult.
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Selecting among the alternative privatization methods depends on (1) the
economic and political objectives of the seller, (2) the types of buyers tar-
geted, (3) the capabilities of the domestic financial market and access to
external capital markets, (4) the capabilities of local investors and eligibility
of foreign participants in the privatization process, (5) the condition of the
SOE itself, (6) whether the legal entity is to be privatized or only the assets
sold, as well as (7) political, legal, and tax implications.

Important decisions include share-allocation and the degree of under-
pricing, whether a tender offer, book-building, or fixed-price offer should
be used, and, if the latter, at what point the offer price should be fixed. In
fact, governments seem to rely almost exclusively on fixed-price offerings,
even though a competitive tender offer could raise more revenue. And while
governments typically tend to give up operating control in privatizations
via share offers, they also tend to retain veto power through the corporate
charter with regard to determination of the CEO, maximum allowable for-
eign shareholdings and retention of a “golden share” enabling blockage of
certain corporate actions. In the case of trade sales, there have to be clear
bidding rules and criteria for selecting winning bidders.

Initial and secondary public offerings seem to have dominated priva-
tizations in the OECD countries during the 1990s, accounting for perhaps
60% of the cumulative total. This is indicative of the level of investor
interest and the state of development of the domestic and international
capital markets, broad-based investor interest in the properties to be pri-
vatized, and governments’ interest in fostering broad and deep equity mar-
kets as an important factor in future economic growth. Second in impor-
tance are trade sales to domestic and foreign firms—with sales to the latter
rising in importance as barriers to foreign direct investment have fallen.

All other types of privatizations such as MBOs, sales of shares to em-
ployees, asset sales, leases, and management contracts have been of minor
importance among OECD countries, in contrast with their significance in
some emerging market and transition economies. Whereas privatizations
via share offerings dominate in the OECD countries, trade sales to strategic
investors dominate elsewhere mainly because of the more limited devel-
opment of the investor base in local capital markets.

Of the 48 largest share offerings in history until 2001, either through
initial public offerings or seasoned equity offerings, 41 were privatization
offerings, three were demutualizations (Halifax Building Society, Autoliv
Sverige, and Norwich Union), and four were private issues (Conoco, Well-
come PLC, Alsthom, and Lucent Technologies).

Retail investors have participated actively in privatizations though pub-
lic offerings but often “flip” their shares relatively soon after a public of-
fering, and the shares have subsequently ended up in large institutional
portfolios.

Another question is the extent to which foreign investors should be
included as eligible buyers in privatizations. There are strong arguments
against limits to foreign participation. The more eligible buyers there are,
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Figure 9-3. Key elements in the privatization process (Source: J.P. Morgan).

the stronger the demand and the higher the share price and revenue to the
government is likely to be. Foreign participation and its wider investor base
encourage broader financial interest in the privatized company and may
facilitate meeting its financial needs in the future. In the case of foreign
strategic investors, foreign participation can provide managerial and tech-
nical expertise, deep financial pockets needed to undertake post-
privatization restructuring, improved competitiveness, and better access to
foreign markets.

An example of successful participation by a foreign strategic investor
might be Volkswagen AG-Skoda in the Czech Republic, involving not only
acquisition of a highly cost-effective manufacturing base but also leveraging
the Skoda brand as part of Volkswagen’s global portfolio. A less-effective
example might be acquisition of a stake in Aerolineas Argentinas by Iberia
of Spain, a venture that was beset by financial and operational problems
from the start and ended in failure. Then there was the abortive strategic
alliance in the automotive business between privately owned Volvo and
state-owned Renault, which was represented by opponents as back-door
nationalization of Volvo, which ultimately was acquired in 1998 by the
Ford Motor Company.

Figure 9-3 presents a summary schematic depicting the key elements of
the privatization process. At the center are the facilitators or intermediaries.
These include investment banks that represent the government or potential
buyers in negotiations by conducting valuations and coordinating due dil-
igence, underwriting initial or secondary public equity offerings and dis-
tributing the securities to target investors, and arranging financing. They
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also include the accountants, lawyers, and tax specialists who are involved
in the privatization process, as well as commercial bankers who arrange
and provide any bank financing that may be required. In the end, successful
privatization always involves a balance of multiple objectives. There must
be tangible gains for both the government and for the private investors.
The privatized firm has to be competitively viable and profitable on a stand-
alone basis—that is, it has to be durable in the private sector without gov-
ernment subsidies, protectionism, or other competitive distortions.

Privatization and Investment Banking Competition

Few aspects of investment banking are more attractive than privatizations,
with respect to both the available advisory assignments and the securities
underwriting opportunities that may be involved in the sometimes massive
initial and secondary public offerings. There are several more or less distinct
roles that investment banks may play in the privatization process, which
often shade into each other.

Government Advisory and Representation

For advisers to the government, important functions include building a
positive image of the SOE to be privatized, preparing selling materials and
road-shows, approaching prospective investors and prospective lenders,
creating fall-back plans in case bids are inadequate, and educating pro-
spective buyers on alternative acquisition structures. Advisers also have to
maintain a constructive interface with potential buyers, including coordi-
nated monitoring of contacts and avoidance of favoritism, with all inquiries
referred to the adviser. Throughout, a high degree of confidentiality has to
be maintained, and press coverage and the role of the media, which is often
politicized, have to be carefully managed.

Based on a thorough understanding of the SEO’s business, a review of
current market data and the banker’s own experience, the investment bank-
ing adviser to the government must conduct thorough due diligence in order
to value the SOE and advise on the probable selling price range in either
a trade sale, public offering or other share distribution. In discussions with
privatization officials, the adviser must parley a strategy that optimizes the
government’s financial, economic, and other objectives, which may involve
any of the alternatives discussed earlier. However, if privatization is to be
undertaken, the following tasks must be undertaken:

• Prepare materials describing the company, based on information supplied
by the SOE and developed during the due diligence process that empha-
sizes the points of value to a buyer, but is also in all respects fair and
objective

• Control the process of distributing information to prospective buyers or
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the market and providing opportunities for buyers or securities analysis
and institutional investors to ask questions about the business and meet
with management, and conduct their own due diligence.

The investment bank’s expertise and track record in executing and fi-
nancing privatizations is critical, as is the professional standing of its re-
search team covering the affected industry. Specifically, in the case of a trade
sale, the principal functions of the privatization adviser are the following:

• Analyze a list of possible buyers, including all names of possible buyers
furnished by the government and existing SOE management—as well as
LBO, MBO and/or employee investors, where appropriate and consistent
with government objectives—to determine the most likely buyers and the
ability of each to obtain financing for the transaction

• Explain how the identified buyers would go about making an evaluation
of the company and what the effect of the privatization acquisition would
be on the financial statements and stock price in the case of publicly
traded private-sector buyers

• Contact potential buyers at decision-making levels and serve from that
point forward as the exclusive contact for potential buyers

• Construct a bidding process to create an auction-like situation aimed at
getting the highest price for the seller (or to maximize any other factors
that may be important to the selling government)

• Advise on the financing structure of the transaction to get the maximum
advantage for both sides

• Ensure that all-important nonfinancial terms are settled at an early stage,
and see that post-privatization documentation flows smoothly.

This process is fairly straightforward. For larger-sized privatizations, a
number of domestic and perhaps international names will be included on
the list of prospective buyers, which will be up to the banker to contact at
the appropriate level after a shortlist has been approved by the government.
In all transactions, the banker’s work is complemented by that of lawyers,
accountants, tax experts, and other advisors selected by the government. It
is the banker, however, who leads the team.

In the case of an IPO or SEO, the investment banking adviser to the
government must be capable of the following:

• Design a distribution strategy that will maximize proceeds to the govern-
ment and place shares strategically to ensure adequate market liquidity
and research coverage in the future

• Broadly distributies sales materials to potential investors and assemble a
syndicate capable of efficiently underwriting selling the securities to tar-
geted groups of investors domestically and perhaps globally; here the in-
vestment bank’s own research credibility and the placing power imbedded
in its sales force is of central importance in winning mandates
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• Carry through a pricing exercise through bookbuilding or a fixed-price
offer that promises to achieve the governments pricing objectives and a
successful share distribution

• Underwrite and distribute the securities and provide strong aftermarket
liquidity support and research coverage.

Buyer Advisory and Representation

Buyer assignments in privatizations usually begin in one of two ways. The
buyer may have already identified a prospective privatization and retains
an investment banker to assist in executing the transaction or in confirming
the valuation placed on the prospective purchase. Alternatively, the invest-
ment banker may bring an incipient privatization to a buyer and is retained
to pursue it. Historically, some international corporations have disliked the
idea of a competitive auction process in acquiring an SOE and preferred
direct, off-market, one-on-one negotiations. But sellers and their bankers
had a vested interest in promoting aggressive bidding. Inexperienced inter-
national buyers would sometimes balk at these procedures or bid too low
to win. Usually, however, when an international company has been through
the process unsuccessfully once or twice, it adapts and does much better
the next time. When representing a buyer, a banker will perform the fol-
lowing tasks:

• Conduct a thorough review based of all publicly available information
and see that information is made available by the privatization authorities
about the SOE and its subsidiaries, if any

• Advise as to the probable price range necessary to acquire the SOE, bear-
ing in mind the advice that would be given to the government by the
privatization advisor

• Advise as to the likelihood of the government’s receptiveness to an invi-
tation to enter into discussions aimed at a purchase and how privatization
officials will react when made aware of the client’s interest, what it will
consider to be its options, and what actions it is likely to take

• Advise on the initial approach to the government, the value to be sug-
gested, and steps for following-up

• Evaluate tactical options and fallback position together with the client
and play the “role” of the government’s advisor in simulated negotiations,
devising tactics accordingly

• Prepare recommendations on the financial structure of the transaction
and how the buyer should best proceed to arrange financing

• Advise on the probable reaction of the stock market and rating agencies
to the buyer’s purchase of the privatized enterprise company if this is
considered material

• Function as a continuous liaison between the client and the government
and its bankers, looking for and heading off problems all the way to the
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closing and advising on the changing tactical situation and responses to
communications from the government or other bidders

• Assist in arranging long-term financing for the privatization purchase and
in selling any assets that are not to be retained.

For investment bankers themselves, few sources of revenue are more
attractive than the kinds of fees that can be earned in privatization trans-
actions. They put the firm’s skills and knowledge to work without neces-
sarily committing the firm’s capital, and the fees—commensurate with the
value-added of the service—are usually considerable. Like the M&A busi-
ness generally, privatization work has become globalized. The agents and
brokers who are capable of providing advice and guidance to their govern-
ment or buy-side clients and governments seeking to use the marketplace
in privatization, IPOs and SEOs are the bankers with the infrastructure,
the trained personnel, and the contacts with the worldwide corporate and
financial market community.

Privatization continues to be an active business for investment bankers,
although ultimately whatever can reasonably be transferred to the private
sector will already have been done. Europe has been the scene of much
privatization action because of the historically heavy role of SEOs in many
countries. Some, such as the United Kingdom, are basically “sold out.”
Others such as Italy and France have a long way to go and will remain
attractive arenas for privatization work for investment banks for some
years to come.

Note

1. William L. Megginson and Jeffrey M. Netter, “From State to Market: A
Survey of Empirical Studies on Privatization,” NewYork Stock Exchange Privati-
zations Working Paper no. 98-05, December 1998.
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Institutional Asset
Management and Insurance

The institutional asset-management industry is likely to be one of the
largest and most dynamic segments of the global financial services indus-
try in the years ahead. As of January 2001, the global total of assets un-
der management was estimated at close to $60 trillion, comprising some
$13.2 trillion in pension fund assets, about $11.4 trillion in mutual fund
assets, and $8.2 trillion in fiduciary assets controlled by insurance com-
panies, as well as $17.0 trillion in onshore private client assets and per-
haps $8.5 trillion in offshore assets of high net-worth clients. Not only
will this already massive industry experience substantial growth in com-
parison with other parts of the financial services sector, but cross-border
volume—both regional and global—is likely to take an increasing share
of that activity.

Within this high-growth context, asset management attracts competi-
tors from an extraordinarily broad range of strategic groups: commercial
and universal banks, investment banks, trust companies, insurance com-
panies, private banks, captive and independent pension fund managers, mu-
tual fund companies, and various types of specialist firms. This rich array
of contenders marked by very different starting points, competitive re-
sources, and strategic objectives is likely to render the market for institu-
tional asset management a highly competitive one, even under foreseeable
conditions of large size and substantial growth.

The underlying drivers of the market for institutional asset manage-
ment are well understood. They include the following:

1. A continued broad-based trend toward professional management of
discretionary household assets in the form of mutual funds or unit
trusts and other types of collective investment vehicles. This devel-
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opment has perhaps run much of its course in some national finan-
cial systems, but it has only begun in others.

2. The recognition that most government-sponsored pension systems,
many of which were created wholly or partially on a pay-as-you-go
(PAYG) basis, have become fundamentally untenable under demo-
graphic projections that appear virtually certain to materialize, and
must be progressively replaced by asset pools that will throw off the
kinds of returns necessary to meet the needs of growing numbers of
longer-living retirees.

3. Partial displacement of traditional defined-benefit public- and
private-sector pension programs backed by assets contributed by
employers and working individuals under the pressure of the evolv-
ing demographics, rising administrative costs, and shifts in risk al-
location by a variety of defined-contribution schemes.

4. Reallocation of portfolios that have—for regulatory, tax, or insti-
tutional reasons—been overweight domestic financial instruments
(notably fixed-income securities) toward a greater role for equities
and nondomestic asset classes, which not only promise higher re-
turns but also may reduce the beneficiaries’ exposure to risk due to
portfolio diversification across both asset classes and economic and
financial environments that are less than perfectly correlated in
terms of total investment returns.

The growth implied by the first three of these factors, combined with
the asset-allocation shifts implied by the fourth factor, will tend to drive
the dynamics and competitive structure of the global institutional asset-
management industry in the years ahead.This chapter assesses the two prin-
cipal sectors of the global institutional asset-management industry: pension
funds, mutual funds, and private clients; foundations, endowments, central
bank reserves, and other large financial pools requiring institutional asset-
management services. Private asset management for private clients is cov-
ered in chapter 11. We include a discussion of the competitive structure,
conduct and performance of the asset-management industry, and an impact
assessment of institutional asset management on global capital markets.

Asset Management in a Financial Intermediation Framework

The asset management services that are the focus of this chapter are de-
picted in figure 10-1, as follows:

1. Pension funds take two principal forms; those guaranteeing a level
of benefits, and those aimed at building beneficiary assets from
which a pension will be drawn (see below). Defined-benefit pension
funds can buy securities directly in the market or place funds with
banks, trust companies, or other types of asset managers, often
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Figure 10-1. Organization of institutional asset-management functions.

aided by fund consultants who advise pension trustees on perfor-
mance and asset-allocation styles. Defined-contribution pension pro-
grams may operate in a similar way if they are managed in-house,
creating proprietary asset pools, and in addition (or alternatively)
provide participants with the option to purchase shares in publicly
available mutual funds.

2. Foundations, endowments, and financial reserves held by nonfinan-
cial companies, institutions, and governments can rely on in-house
investment expertise to purchase securities directly from the insti-
tutional sales desks of banks or securities broker-dealers. They can
use financial advisers to help them build efficient portfolios or place
funds with open-end or closed-end mutual funds.

3. Retail clients have the option of placing funds directly with financial
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Figure 10-2. Comparative mutual fund assets by investment type, 2001 (US$ billion).
(Source: EFID: Lipper Analytical Services International; Goldman Sachs).

institutions such as banks or by purchasing securities from retail
sales forces of broker-dealers, possibly with the help of fee-based
financial advisers. Alternatively, retail investors can have their funds
professionally managed by buying shares in mutual funds or unit
trusts (again possibly with the help of advisers), which, in turn, buy
securities from the institutional sales desks of broker-dealers (and
from time to time maintain balances with banks).

4. Private clients are broken out as a separate segment of the asset-
management market in Figure 10-1. They are usually serviced by
private bankers who bundle asset management with various other
services such as tax planning, estates, and trusts. They place assets
directly into financial instruments, commingled managed-asset
pools, or sometimes publicly available mutual funds and unit trusts.

Each of these segments of global asset management will be discussed in
turn, with the last, private banking, reserved for the next chapter.

Mutual Funds

The mutual fund industry has enjoyed rapid growth in the past several
decades, although there are wide differences among national financial mar-
kets in its pace of development, in the composition of the assets under
management, and in the nature of mutual fund marketing and distribution.
At the end of 2001, the United States had more than 6,000 mutual funds
(and over 4,500 equity mutual funds) available to the public—more than
the number of stocks listed on the New York Stock Exchange—with av-
erage annual growth in excess of 17% between 1975 and 2001, comprising
more assets than life insurance companies and assets about equal to those
of commercial banks. Much of the growth is also attributable to the use
of mutual funds for retirement savings. Similar overall dynamics are ex-
pected in Europe and Japan, but with a number of significant differences.

Figure 10-2 shows the distribution of mutual fund assets in terms of
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market capitalization and asset allocation at the end of 2001 in Europe,
Japan, and the United States. The United States accounts for slightly over
half the assets under management.

In the United States, mutual funds have traditionally been invested
mainly in equities. In 1975, over 82% of the fund assets under management
were allocated to equities, and a mere 10% and 8% to bonds and money
market instruments, respectively. By 1985 this picture had changed com-
pletely, with the equity component declining to 24% and money market
funds capturing 49%, due both to poor stock market performance in the
1970s and early 1980s and to the substitution of money market mutual
funds for bank savings products by households searching for higher yields.
This occurred at a time when banks continued to be limited by interest rate
regulation on deposits. By 2001 the U.S. pattern of mutual fund invest-
ments had shifted yet again, with equities accounting for 57% of the total,
money market funds 25%, and bond funds 18%. In 2000, in Europe, 30%
of mutual fund assets were allocated to equities, 31% to bonds, and 28%
to money market instruments.

Mutual Fund Distribution

There are also wide differences among countries in how mutual funds are
distributed, which, in turn, is linked to comparative mutual fund growth
and structure. European mutual fund distribution through bank branches
has dominated in countries such as Germany (80%), France (70%), and
Spain (61%), with U.K. distribution concentrated among independent ad-
visers and Italian distribution roughly split between bank branches and
independent sales forces. The dominance of universal banks, savings banks,
and cooperative banks as financial intermediaries in most of the continental
European countries explains the high concentration of mutual fund distri-
bution via branch networks. In the United States—large independent mu-
tual fund companies compete with investment banks, insurance companies,
discount brokers, and commercial banks in distributing mutual funds.

Full-service U.S. broker-dealers maintain large retail sales forces capa-
ble of penetrating the household sector. In recent years, discount brokers
have made substantial inroads in mutual fund distribution, compensating
for reduced sales effort and limited investment advice by lower fees and
expenses. Insurance agents account for a substantial share of U.S. mutual
fund distribution, focusing on mutual funds with an insurance wrapper
such as fixed and variable annuities and guaranteed investment contracts
(GICs). Bank branches have traditionally played a limited role in the United
States due to the legacy of regulatory constraints, accounting for the rela-
tively small distribution share.

Mutual fund distribution has undergone dramatic change. Distribution
without advice is clearly most efficient over the Internet or other on-line
interfaces with the retail client. This means that transactions services can
be separated from investment advice, both functionally and in terms of
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pricing. Advice can be delivered only in part in disembodied form, with
value-added depending partly on interpretive information on investments
and partly on personal counseling that the client must be willing to pay
for. With this advice increasingly likely to come from independent financial
planners in many markets, traditional distributors of mutual funds are en-
croached on from both sides and have had to react to maintain market
share.

Mutual Fund Competition

Competition among mutual funds can be among the most intense anywhere
in the financial system, and this competition is heightened by analytical
services that track performance of funds in terms of risk and return against
indexes over different holding periods and assign ratings based on fund
performance. These fund-rating services are important because the vast ma-
jority of new investments tend to flow into highly rated funds. For example,
in the United States during the period 1993–2000, about 85% of all new
money was allocated to funds rated 4- or 5-star by Morningstar, Inc. These
same highly rated funds captured roughly three-quarters of all mutual fund
assets. In addition, widely read business publications publish regular
“scoreboards” among publicly available mutual funds based on such rat-
ings and, together with specialized investment publications and information
distributed over the Internet, have made mutual funds one of the most
transparent parts of the retail financial services sector.

Despite clear warnings that past performance is no assurance of future
results, a rise in the performance rankings often brings in a flood of new
investments and management-company revenues, with the individual asset
manager compensated commensurately and sometimes moving on to man-
age larger and more prestigious funds. Conversely, serious performance
slippage causes investors to withdraw funds, taking with them a good part
of the manager’s bonus and maybe his or her job, given that the mutual
fund company’s revenues are vitally dependent on new investments and
total assets under management. A gradual decline in the average sophisti-
cation of the investor in many markets—as mutual funds become increas-
ingly mass-market retail-oriented and interlinked with pension schemes—
means that performance ratings, name recognition, and “branding” appear
to be progressively more important in defining competitive performance in
the industry.

Historically, at least in the United States, there has been little evidence
of increasing market concentration in the mutual fund industry. The largest
and smallest long-term funds have gradually eroded the market share of
mid-size funds. Factors that seem to argue for greater industry concentra-
tion in the future are economies of scale and brand-name concentration
among progressively less sophisticated investors in taxable funds and mu-
tual funds that are part of retirement accounts battling for attention among
the enormous number of funds vying for their business. Arguments against
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further concentration include shifts in performance track records and the
role of mutual fund supermarkets in distribution, which increase the rela-
tive marketing advantage of smaller funds.

In addition to promoting their performance (when favorable), mutual
fund companies and securities broker-dealers have aggressively added
banking-type services such as checking and cash-management accounts,
credit cards, and overdraft lines. They provide user-friendly, integrated ac-
count statements and tax reporting. Client contact is based on easy access
by telephone, mail, and the Internet. Securities firms have likewise increased
their mutual fund activity, presumably with the view that this part of the
securities industry is more capable of supporting significant, sustained re-
turns than is wholesale investment banking where competition has become
cutthroat, capital-intensive, and subject to a high degree of earnings insta-
bility. Insurance companies have also considered the mutual fund business
to be a strong candidate for strategic development, especially in the face of
competition in their traditional annuities business and the cross-links that
have emerged in some countries between the pension fund and mutual fund
industries. Banks have likewise pushed aggressively into the mutual fund
business.

Competition in the mutual funds business thus covers a rich array of
players, ranging from commercial banks and securities broker-dealers to
specialized mutual fund companies, discount brokerages, insurance com-
panies, and nonfinancial firms. Such incursions of strategic groups, each
approaching the business from a different direction, tends to make markets
hypercompetitive. This is the likely future competitive structure of the mu-
tual fund industry, particularly in large, integrated markets such as the
United States, Japan, and the euro-zone.

Comparative Regulation and Taxation of Mutual Funds

In the United States, mutual fund regulations require strict fit-and-proper
criteria for management companies of mutual funds sold to the public, as
well as extensive disclosure of pertinent information. The National Secu-
rities Markets Improvement Act of 1996 makes the Securities and Exchange
Commission (SEC) responsible for overseeing investment advisers with over
$25 million under management, with state regulators alone responsible for
investment advisers with smaller amounts under management advisers who
had previously been co-regulated together with the SEC. The large invest-
ment advisers falling under SEC jurisdiction account for about 95% of U.S.
assets under management, although the vast majority of abusive practices
and enforcement problems occur among the smaller firms.

Threat of regulatory action and civil liability lawsuits keep the pressure
on U.S. mutual fund boards to take their obligations to investors seriously
and to ensure that the fund objectives are faithfully carried out. Some fund
management companies, however, nominate individuals to serve as direc-
tors of numerous—sometimes a very large number—of funds from among
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those managed by the firm, perhaps raising questions whether such direc-
tors can fulfill all of their responsibilities to their investors. Still, if they are
thought not to be doing so, they can expect to be the object of legal action
brought by lawyers representing the investors as a class. All of this infor-
mation is in the public domain, accompanied by a high degree of trans-
parency with respect to fund performance and ample media coverage and
vigorous competition among funds and fund managers. This means that
investors today face a generally fair and efficient market in which to make
their asset choices, so that the mutual fund business in a number of coun-
tries is probably a good example of how regulation and competition can
come together to well serve the retail investor.

In contrast to the United States, the rules governing the operation and
distribution of mutual funds in Europe have traditionally been highly frag-
mented—fragmentation that will gradually come to an end in the years
ahead. As of the mid-1980s, definitions of mutual funds varied from coun-
try to country, as did legal status and regulatory provisions. Door-to-door
selling was forbidden in Belgium and Luxembourg, for example, and
strictly regulated in Germany. In Britain, however, direct marketing was the
norm. Market access to clients varied between the extremes of high levels
of impenetrability to virtually complete openness.

The EU directive governing the operation and sale of mutual funds—
undertakings for the Collective Investment of Transferable Securities
(UCITS)—came into force on October 1, 1989, after 15 years of negotiation.
It specifies general rules for the kinds of investments that are appropriate for
mutual funds and how they are to be sold. The regulatory requirements for
fund management and certification are left to the home country of the fund
management firm, while specific rules governing the adequacy of disclosure
and selling practices are left to the respective host countries.

Consequently, mutual funds duly established and monitored in any EU
member country such as Luxembourg—and which are in compliance with
UCITS—can be sold without restriction to investors in national financial
markets EU-wide; they can be promoted and advertised through local mar-
keting networks and via direct-mail, as long as selling requirements appli-
cable in each country are met. Permissible investment vehicles include con-
ventional equity and fixed-income securities, as well as high-performance
“synthetic” funds based on futures and options not previously permitted
in some financial centers such as London. Under UCITS, 90% of mutual
fund assets must be invested in publicly traded companies, no more than
5% of the outstanding stock of any company may be owned by a mutual
fund, and there are limits on investment funds’ borrowing rights. Real es-
tate funds, commodity funds, and money market funds are specifically ex-
cluded from UCITS.

U.S. mutual funds have operated in a comparatively coherent tax en-
vironment. There is a uniform federal income tax code, which requires
mutual fund companies to report all income and capital gains to the Inter-
nal Revenue Service (IRS)—normally there is no withholding at source—
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and requires individuals to self-report the same information in annual tax
returns, with data reconciliation undertaken by the IRS. Taxable fund in-
come is subject to regular federal income tax rates, while capital gains and
losses are recorded as they are incurred in mutual fund trading and net
gains attributed to the mutual fund investor and are taxed at the federal
capital gains rates. Tax fraud, including the use of offshore accounts to
evade tax, is a criminal offense. States and sometimes municipalities like-
wise tend to tax mutual fund income and capital gains (and sometimes
assets) at substantially lower rates. Under the U.S. Constitution, the states
and the federal government cannot tax each other. So there is a broad range
of mutual funds that invest in securities issued by state and local govern-
ments with income exempt from federal tax, as well as (usually) exempt
from tax on the income from the state’s own securities contained in the
portfolio. Similarly, the states do not tax income derived from federal gov-
ernment securities. The U.S. tax environment, while complex, provides the
mutual fund industry with opportunities for product development such as
tax-efficient funds (e.g., investing in municipals and capital gains–oriented
equities) and imposes compliance costs in terms of the required tax re-
porting both to the IRS and to the investor client.

The European tax environment has been far more heterogeneous by
comparison, with the power of tax authorities stopping at the national
border and—in the presence in many EU countries of very high tax rates
on capital income—widespread tax avoidance and evasion on the part of
investors. In the light of intra-EU capital mobility, the euro, and the UCITS
initiative, narrowing or eliminating intra-EU differentials in taxation of
capital income and assets and the establishment of a coherent tax environ-
ment that is considered equitable and resistant to evasion has been of con-
tinuing interest.

There seems little doubt that, in the end, a financially integrated Europe
can no more afford a haven for tax evaders than the U.S. federal govern-
ment can afford permitting one of the states to declare itself a tax haven.
In 1998 the debate resumed with an EU Commission proposal for a 15%
withholding tax at source for interest and dividend payments or, alterna-
tively, reporting by the paying entity of any capital income payments to the
fiscal authorities of the member state in which the recipient is resident. This
proposal moved the EU closer to the U.S. model of a more uniform tax
environment for the financial markets and managed-asset pools.

Pension Funds

The pension fund market has proven to be one of the most rapidly growing
sectors of the global financial system, and promises to be comparably dy-
namic in the years ahead. As a result, pension assets have been in the
forefront of strategic targeting by all types of financial institutions, includ-
ing banks, trust companies, broker-dealers, insurance companies, mutual
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fund companies, and independent asset-management firms. Pension assets
in 2001 were estimated to amount to about $14.2 trillion worldwide.

The basis for rapid projected growth is the demographics of gradually
aging populations, colliding with existing structures for retirement support
which, in many countries carry heavy political baggage. They are politically
exceedingly difficult to bring up to the standards required for the future,
yet eventually doing so is inevitable. With a population of some 261 million
people at the beginning of 2001, the United States at that time had accu-
mulated pension pools equal to 84% of GDP. Western Europe, with a pop-
ulation almost twice as large, had accumulated pension assets of only 12%
of GDP. Japan’s pension accumulations at that time amounted to about
36% of GDP in 2001.

The demographics of the pension fund problem are very straightfor-
ward. Figure 10-3 depicts data for the so-called support ratio (roughly,
people of retirement age as a percentage of people of working age) in the
OECD countries. Unless there are major unforeseen changes in birth rates,
death dates, or migration rates, for Japan, the United States, and EU the
support ratio will have doubled between 1990 and 2040, with the highest
support ratios being attained in Italy, Germany, and the Netherlands and
the lowest in Ireland. While the demographics underlying these projections
may be quite reliable, support ratios remain subject to shifts in working-
age start and end-points. Obviously, the longer people remain out of the
active labor force (e.g., for purposes of education), the higher the level of
sustained unemployment, and the earlier the average retirement age, the
higher will be the support ratio. In recent years all three of these factors
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have contributed to raising support ratios in Europe and Japan relative to
those in the United States.

Alternative Approaches to Old-Age Support

There are basically three ways to provide support for the post-retirement
segment of the population:

Pay-as-you-go (PAYG) programs. Pension benefits under this approach
are committed by the state based on various formulas—number of
years worked and income subject to social charges, for example.
They are funded by current mandatory contributions of those em-
ployed (taxes and social charges), contributions which may or may
not be specifically earmarked to cover current pension payouts. Un-
der PAYG systems, current pension contributions may exceed or fall
short of current disbursements. In the first case, a “trust fund” may
be set up, which, as in the case of U.S. Social Security, may be in-
vested in government securities. In the second case, the deficit will
tend to be covered out of general tax revenues, government borrow-
ing, or the liquidation of previously accumulated trust fund assets.

Defined-benefit programs. Based on actuarial benefit formulas that are
part of the employment contract, employers commit pension benefits
under defined-benefit programs to their employees. Defined-benefit
pension payouts may be linked to the cost of living, adjusted for
survivorship, and so on, and the funds set aside to support future
claims may be contributed solely by the employer or with some level
of employee contribution. The pool of assets may be invested in a
portfolio of debt and equity securities (possibly including the com-
pany’s own shares) that are managed in-house or by external fund
managers. Depending on the level of contributions and benefit
claims, as well as investment performance, defined-benefit plans may
be overfunded or underfunded. They may thus be tapped by the
employer from time to time for general corporate purposes, or they
may have to be topped-up from the employer’s own resources.
Defined-benefit plans may be insured (e.g., against corporate bank-
ruptcy) either in the private market or by government agencies, and
they are usually subject to strict regulation.

Defined-contribution programs. Under defined-contribution pension
plans, pension fund contributions are made by the employer, the
employee, or both into a fund that will ultimately form the basis for
pension benefits. The employee’s share in the fund tends to vest after
a number of years of employment and may be managed by the em-
ployer or placed with various asset managers under portfolio con-
straints that are intended to serve the best interests of the benefici-
aries. The employee’s responsibility for asset allocation can vary from
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none at all to virtually full discretion. For example employees may
be allowed to select from among a range of approved investment
vehicles, notably mutual funds, and based on individual risk-return
preferences.

Most countries have several types of pension arrangement operating
simultaneously—for example, a base-level PAYG system supplemented by
state-sponsored or privately sponsored defined-benefit plans and defined-
contribution plans sponsored by employers or mandated by the state. As
of the end of 2000, at least 54 countries had defined-contribution pension
systems of some kind, ranging from nationwide compulsory schemes to
funds intended to supplement state-guaranteed pensions. The collision of
the aforementioned demographics and heavy reliance on the part of many
countries on PAYG approaches is at the heart of the global pension problem
and forms the basis for future opportunities in this part of national and
global financial systems.

The percentage of the labor force in various countries who are covered
by occupational pension schemes differs greatly among nations. Countries
such as Italy, Belgium, and Spain are highly dependent on PAYG state-run
pension systems and have little in the way of dedicated asset accumulations.
Countries like the Netherlands, Denmark, and the United Kingdom, in con-
trast, have long traditions of defined-benefit pension schemes backed by
large asset pools. The French system involves a virtually universal state-
directed defined-benefit scheme which, given the demographics, is heavily
underfunded. This is reflected in pension assets per capita and pension as-
sets as a percentage of GDP. By contrast, Denmark, the Netherlands, and
the United Kingdom appear to be in reasonably good shape. German com-
panies have traditionally run defined-benefit plans, with pension reserves
booked within the balance sheets of the employers themselves as opposed
to externally managed asset pools, backstopped by a government-mandated
pension fund guarantee scheme. Today’s conventional wisdom is that the
pension problems that are centered in European countries with heavy PAYG
obligations will have to be resolved in the foreseeable future, and that there
are only a limited number of options in dealing with the issue:

• Raise taxes on employees and employers to cover increasing pension ob-
ligations under PAYG systems. It is unlikely that any degree of uniformity
can be achieved in this regard, given the aforementioned large inter-
country differences in pension schemes and their financing. The compet-
itive effects of the required major increases in employer burdens, espe-
cially in a unified market with a common currency, are unlikely to make
this a feasible alternative. No more palatable is saddling employees with
additional social security taxes in what are already some of the most
heavily taxed environments in the world.

• Make major reductions in retirement benefits, cutting dramatically into
benefit levels. This is unlikely to be any more feasible politically than the
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first option, especially considering the way many PAYG systems have been
positioned—as “contributions” (not taxes), to assure a comfortable old
age. Taking away something people feel has already been “paid for” is
far more difficult politically than denying them something they never had
in the first place. The sensitivity of fiscal reforms to social welfare is
illustrated by the fact that if the growth in pension expenditures were
limited to just the projected rate of economic growth from 2015 onward,
that alone would reduce income-replacement rates from 45% to 30%
over a period of 15 years—leaving those among the elderly without ad-
equate personal resources in relative poverty.

• Significantly increase the retirement age at which individuals are eligible
for full PAYG-financed pensions—perhaps to age 70 for those not inca-
pacitated by ill health. This is unlikely to be any more palatable than the
previous options, especially in many countries where there has been active
pressure to go the other way—to reduce the age of eligibility for PAYG
retirement benefits to 60 or even 55.

• Provide major increases in general taxation levels or government borrow-
ing to top up eroding trust funds or finance PAYG benefits on a contin-
uing basis. Again, this is an unlikely alternative due to the economic and
competitive consequences of further increases in tax rates, major political
resistance, and fiscal constraints.

• Adopt major pension reforms to progressively move away from PAYG
systems toward defined-contribution and defined-benefit schemes such as
those widely used in the United States, Chile, Singapore, Malaysia, the
United Kingdom, the Netherlands, Denmark, and certain other EU coun-
tries. Each of these differs in detail, but all involve the creation of large
asset pools that are reasonably actuarially sound. Where such asset pools
already exist, more attention will have to be focused on investment per-
formance, with a shift away from government bonds toward higher-
yielding assets in order to help maintain benefit levels.

Given the relatively bleak outlook for the first several of these alter-
natives, it seems inevitable that increasing reliance will be placed on the
last of these options. The fact is that future generations can no longer count
on a “free ride”—the present value of benefits exceeding the present value
of contributions and social charges—as the demographics inevitably turn
against them and their governments face fiscal constraints. This requires
fundamental rethinking of pension arrangements in most OECD countries.

Asset Allocation and Cross-Links with Mutual Funds

Wide differences among countries in their reliance on PAYG pension sys-
tems (and in the degree of demographic and financial pressure to build
actuarially viable dedicated-asset pools) are paralleled by equally wide dif-
ferences in how those assets have been allocated.
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The United States (not including the Social Security Trust Fund) and
the United Kingdom have relied quite heavily on domestic equities. The
largest 15 pension fund managers in 2001 had about 50% of equity assets
invested in passive funds versus about 57% in mutual funds. The share of
asset-allocation to domestic bonds is highest in Germany and Denmark,
followed by Portugal, Switzerland, and the Netherlands. Foreign equity
holdings are proportionately highest in Ireland, the Netherlands, and Bel-
gium (each with small domestic stock markets). Foreign bond holdings play
a major role only in the case of Belgium.

With the introduction of the euro in 1999, regulations that require
pension funds to match the currency of their assets with the currency of
their liabilities drop away within the single-currency zone, which greatly
broadens the equity allocation opportunities open to fund trustees. In some
cases, currency-exposure restrictions have forced pension fund equity al-
locations to be overweight in certain industries, due to the importance of
a few major companies in national equity market capitalization—in which
case, the euro will permit significantly improved sectoral asset allocation in
pension portfolios.

Taxation remains a major problem in the creation of efficient pension
asset allocations via international portfolio diversification. The reason is
that governments often do not provide reciprocal tax exemption for pen-
sion assets invested abroad. For example, many countries exempt employee
and employer pension contributions and pension fund earnings from tax,
and these are later taxed at prevailing personal income tax rates when it is
distributed upon retirement. Some countries tax retirement income at con-
cessionary rates, as well. If part of a retirement fund is invested abroad,
however, the host country often treats the assets the same as all other fi-
nancial assets and levies taxes on interest, dividends, or capital gains at
regular withholding rates. Such differential tax treatment obviously biases
asset allocation toward domestic investments and can significantly affect
portfolio optimization.

The growing role of defined-contribution plans in the United States has
led to strong linkages between pension funds and mutual funds. Numerous
mutual funds—notably in the equities sector—are strongly influenced by
pension inflows. At the end of 2001, over one third of mutual fund assets
represented retirement accounts of various types in the United States. Some
40% of total retirement assets were invested in mutual funds, up from
about 1% in 1980. A similar development is likely in the EU, Japan, and
in other countries, as well.

Competitive Restructuring of the
Institutional Asset-Management Industry

We have noted that various kinds of financial firms have emerged to per-
form asset-management functions. These include commercial banks, sav-
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ings banks, postal savings institutions, savings cooperatives, credit unions,
securities firms (full-service firms and various kinds of specialists), insurance
companies, finance companies, finance subsidiaries of industrial companies,
mutual fund companies, financial advisers, and various others. Members
of each strategic group compete with each other, as well as with members
of other strategic groups. There are two questions. First, what determines
competitive advantage in operating distribution gateways to the end-
investor? Second, what determines competitive advantage in the asset-
management process itself?

One supposition is that distribution of asset-management services is
both scope-driven and technology-driven. That is, it can be distributed
jointly with other types of financial services and thereby benefit from both
cost economies of scope, and demand economies of scope (cross-selling).
This would tend to give retail-oriented financial services firms like com-
mercial and universal banks, life insurance companies, and savings insti-
tutions a competitive advantage in distribution. At the same time, more
specialized firms may establish cost-effective distribution of asset-
management services by using proprietary remote-marketing techniques
like the postal service, telephone selling, or the Internet or by “renting”
distribution through the established infrastructures of other financial inter-
mediaries like banks, insurance companies, and mutual fund supermarkets.
They may also gain access through fund-management consultants and fi-
nancial advisers.

Asset management itself depends heavily on portfolio-management
skills, as well as economies of scale, capital investment, and technologies
involved in back-office functions, some of which can be outsourced. Since
fiduciary activities must be kept separate from other financial services op-
erations that involve potential conflicts of interest, through either organi-
zational separation or Chinese walls, there are constraints on what can be
gained in the way of economies of scope.

Intersectoral competition, alongside already vigorous intrasectoral
competition, is what will make asset management one of the most com-
petitive areas of finance, even in the presence of rapid growth in the size
of the market for asset-management services. Certainly the dynamics of
competition for the growing pools of defined-benefit and defined-
contribution pension assets in various parts of the world, and its cross-
linkage to the mutual fund business, has led to various strategic initiatives
among fund managers. These include mergers, acquisitions, and strategic
alliances among fund managers, as well as between fund managers, com-
mercial and universal banks, securities broker-dealers, and insurance com-
panies. This is reflected in table 10-1, which presents the volume and num-
ber of mergers and acquisitions involving asset managers, both in total and
managers of open-end mutual funds only, covering the 16-year period from
1985 through 2000. Note that British asset managers represented the larg-
est single target group. The predominant buyers were continental European
institutions, mainly banks and insurance companies. These data suggest
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Table 10-1 Merger and Acquisitions Activity in the Asset Management Industry,
1985–2000, millions of U.S.$ (number of transactions)

Total Total Asset Managers Open-end Mutual Fund Managers

Global target $71,252 (1,719) $15,082 (364)
European target 37,715 (736) 6,030(186)
U.S. target 18,431 (569) 5,118 (114)
Other target 15,106 (414) 3,934 (64)

Total European Acquirer U.S. Acquirer

Total Asset Managers
U.S. target $18,431 (569) $5,743 (36) $12,038 (508)
U.K. target 26,367 (350) 23,285 (304) 1,974 (23)
Cont. Eur. target 11,348 (386) 10,573 (353) 9 (10)

Open-end Mutual Fund Managers
U.S. target $5,118 (105) $1,849 (7) $3,225 (104)
U.K. target 2,291 (33) 2,204 (28) 52 (3)
Cont. Eur. target 3,739 (153) 3,579 (137) 9 (2)

Data: Thomson Financial Securities data, Author calculations.

that M&A market action and strategic repositioning substantially reflects
the economic drivers of the asset-management industry’s restructuring.
Much of that action, both with respect to pension funds and mutual funds,
is in western Europe. Market valuations of asset-management companies
have been quite high in comparison with other types of firms in the financial
services industry, reflecting the high quality of earnings in this industry.

Besides gaining access to distribution and fund-management expertise,
the underlying economics of the M&A deal-flow in asset management pre-
sumably have to do with the realization of economies of scale and econo-
mies of scope. These can facilitate cost reductions and cross-selling of mul-
tiple types of funds, banking and insurance services, investment advice, and
high-quality research in a one-stop-shopping interface for investors.

Nevertheless, there is a good deal of evidence that investors are quite
happy to shop on their own with low-cost fund managers. Empirical ev-
idence of either economies of scale or economies of scope in this sector is
lacking, although the plausibility of scale economies exceeds that for
scope economies. In any event, there has been little evidence so far that
M&A activity in this sector has led to lower fees and charges to retail in-
vestors.

Finally, table 10-2 provides some indication of the relative size of the
world’s top asset managers. Overall, countries with traditional reliance on
funded pension schemes and mutual funds marketed to retail investors—
the United States, Japan and the United Kingdom—were home to most of
the top asset managers, although this is changing as PAYG pension pro-
grams increasingly give way to dedicated asset pools and as financial mar-
ket integration stimulates a competitive battle among different types of
financial institutions for asset-management services.
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Table 10-2 World’s 20 Largest Asset
Managers, 2001

Firm $ Billion

UBS AG 1,438
Kampo 1,230
Deutsche Bank AG 1,079
Fidelity Investments 886
Crédit Suisse 837
AXA 802
Barclays Global Inv. 801
State Street 724
Allianz AG 641
J.P. Morgan Fleming 638
Merrill Lynch 557
Capital Group 556
Mellon 510
Morgan Stanley 472
Citigroup 464
Vanguard 389
Invesco 384
Putnam 370
Amvescap 333
Northern Trust 323

Source: Institutional Investor, July 2001
(U.S. data) and November 2001 (non-U.S. data).

The Global Insurance Industry

Alongside mutual fund companies and pension funds, the third major
player in asset management worldwide is the insurance industry. This in-
dustry manages assets both for its own account (reserves against life and
non-life insurance claims) and off the balance sheet in the form of fiduciary
assets managed on behalf of retail clients, usually in the form of annuities
and other savings and retirement products that incorporate insurance fea-
tures.

Industry Economics and Segments

The principal activities of insurance companies consist of non-life insur-
ance, life insurance, and asset management, although the differences be-
tween the last two areas have become increasingly blurred. Non-life insur-
ance includes property, casualty, and health-related programs. Reinsurance
adds a global activity that provides liability coverage for insurers them-
selves. Life insurance comprises whole life (live insurance that incorporates
a savings or cash-value feature) and term life (pure life insurance) policies,
and increasingly savings and pension products that are based on annuities.

The two traditional sources of insurance company income are earnings
on policies—known as “technical profits and losses”—and earnings on in-
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vested premiums from policyholders. Technical profits and losses refers to
the difference between policy premiums earned and claims or benefits paid.
In some countries, insurers are required to invest the majority of their pre-
miums in government bonds, but most countries allow a range of high-
quality, conservative assets, together with establishing a “technical reserve”
liability on their balance sheet. The technical reserve reflects the estimated
cost of claims and benefit payments that the insurer would be ultimately
required to make. In asset management, a relatively new business for the
industry, income usually consists of either a fee when assets are managed
for third-party investors or an investment return when assets are on the
insurance company’s balance sheet.

Non-Life Insurance. By the early 2000s, the insurance industry had to con-
tend with a rapidly changing and more difficult market environment. Non-
life business weakened due to falling premiums and stagnant growth, while
both non-life and life segments were adversely affected by lower interest
rates, resulting in reduced investment income. However, there are profit-
sharing agreements on most of the fixed business, while new production is
heavily unit-linked, which has limited the damage to the companies. So did
active asset and liability management.

Across most geographic markets, non-life insurance premiums had
been falling since the mid-1990s, a situation due to a general slack in de-
mand and excess capacity that drove prices down. Starting in about 1994,
premium levels had come down in the United States by 17%, even though
the value of new policies increased significantly. By 1999, some risks un-
derwritten in the London market only commanded half of the premiums
of a few years earlier. In most industrialized countries, the market growth
for personal non-life insurance had been sluggish, growing since the mid-
1990s at a slower rate than the GDP.

Commercial lines of insurance hardly fared better. Multinational com-
panies, which had been large buyers of insurance in the past, were now
buying less coverage and in some cases managed their global risks internally
through self-insurance. A growing number of companies felt that insurance
was no longer an absolute necessity. Some had discovered that premiums
significantly exceeded their actual losses over time. Meantime, insurers
themselves were buoyed by the strong equity markets of the late 1990s
until the equity market peak in 2000, which swelled the value of their
investments and resulted in the industry’s highest net-asset values ever.

European insurers tended to invest shareholder or surplus funds in eq-
uities as well as property for a variety of reasons. These types of assets
were seen as a hedge against inflation, which many of these companies had
experienced in the past. There were also no regulatory restrictions on the
investment of surplus capital as there were for technical reserves. And eq-
uities represented a tax-advantageous way for capital formation since cap-
ital gains were usually not taxed until realization or sale. The approach to
equity investing of European-based insurers was largely passive, focused on
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buying and holding blue-chip stocks over the long-term. German insurers
such as Munich Re and Allianz were famed for their large cross-holdings,
which formed a major share of their equity portfolios.

Regulators were pleased with this excess capital, since it meant that
insurance companies had become safer for policyholders. But for the in-
dustry’s competitive performance, an oversupply of capital was a sign of
illness rather than good health. Since capital determines underwriting ca-
pacity, the surplus capital created overcapacity in the industry. Excess ca-
pacity led to intensified underwriting activity in both Europe and the United
States, triggering price wars, which made it difficult for weaker companies
to survive.

Declining investment returns due to lower interest rates compounded
the problem of falling premium revenues and profitability. Non-life insur-
ance liabilities were backed largely by government bonds. However, bond
yields had fallen sharply by the late 1990s, hovering near their post–World
War II lows. Falling interest rates had the effect of raising the value of
outstanding bonds but squeezed the returns of insurers that were forced to
reinvest maturing bond principal and new premiums at lower rates. It was
estimated that the net effect of a drop in bond yields from 8% to 5% in
the United States was to halve insurance industry profits even without any
deterioration in underwriting income. By 2000, a growing number of in-
surers were incurring underwriting losses—claims and expenses exceeding
premiums—for their non-life business, and they were reportedly propping
up earnings by releasing excess claims reserves from the balance sheet or
cashing in capital gains on sales of equity investments.

Life Insurance. Opportunities in life insurance have been more attractive
due to the strong market growth since the early 1990s in retirement savings
and pensions. In industrialized countries, the pensions business benefits
from an aging population and threatened cutbacks in social security ben-
efits, discussed earlier. However, life insurance has also been affected by a
“yield pinch,” especially in continental Europe. Historically, the invest-
ments for life policyholders in Europe—with a major exception in the
United Kingdom—were allocated to fixed-income securities, mostly gov-
ernment bonds. With these traditional life products, insurers guaranteed
their clients a fixed rate of return that was usually set by regulators. This
guaranteed return ranged from 2.5% to 4% in most European countries.
However, the spread between the insurer’s investment yield and its guar-
antee to policyholders had dramatically narrowed due to lower interest
rates.

This situation seriously damaged the profitability of both old and new
business. The life of outstanding liabilities to policyholders often exceeded
that of the underlying bond assets, which periodically matured and had to
be rolled over at successively lower yields. For new policies, insurers could
only invest new premiums at rates that were either close to or below those
guaranteed to policyholders. By 1998, some continental European insurers
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had started to reduce their guarantees to better match lower interest rates.
Nonetheless, some of the larger continental European life insurers such as
Fortis and ING had made significant provisions against yield risk, adjusted
for profit-sharing agreements with clients and shifts to unit-linked products.

Although life insurers in some countries also suffered from policyholder
guarantees, they have fared better through the adoption of unit-linked
products with variable returns for new life policies. Unit-linked products,
also known as “separate asset account” policies, are usually tied to the
performance of equity investments. Unlike traditional life products bearing
a guaranteed return, the investment risk under a unit-linked product is
borne by the policyholder. Under this business model, income is earned
from asset-management fees rather than from participating in investment
returns. The unit-linked product provides an important benefit by requiring
lower capital reserves than traditional policies—sometimes as much as 25%
of traditional products’ capital requirements—since clients assume the risks
directly.

In the early 2000s, life insurance was thus in the process of reinventing
itself into an increasingly asset-management-based business. Indeed, some
of the larger insurers adopted a strategy of asset management as a “core”
business by leveraging their investment expertise. These companies offer
separate asset-management products to satisfy demand from both retail and
institutional clients and to compete with banks that had made inroads into
life insurance with annuity-linked products. Aside from AXA, which had
become a leading asset manager, Allianz in 1999 announced the creation
of Allianz Asset Management and acquired a major portfolio manager
(PIMCO) in the U.S., while Generali was developing its own asset-
management business. Table 10-2 shows how prominent insurance com-
panies have become in the asset-management industry.

Demutualization and Consolidation

Many insurers traditionally operated as mutuals, in which ownership was
vested in policyholders, not shareholders. Without shareholder pressure,
mutual insurance companies are often less efficient than their shareholder-
owned competitors. The mutual form of ownership also hinders consoli-
dation through mergers and acquisitions, since a mutual is first required to
demutualize after obtaining consent from its policyholders to become a
stock company in order to use its shares as acquisition currency. By the late
1990s, the trend toward demutualization was industry-wide, especially in
the United States and Japan. Some of the largest U.S. life insurance com-
panies—including Metropolitan Life, John Hancock, and Prudential—were
undergoing demutualization, while in Europe demutualization was well un-
der way in the United Kingdom, including Old Mutual, the dominant South
African insurer which issued its shares in London. Table 10-3 shows the
world’s largest insurance companies according to their forms of organiza-
tion in 2001. Note that most of the mutuals were in the life sector, while
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Table 10-3 Insurance Rankings, 2001

Ranking Company Country
Revenues

($mil.)
Profits
($mil.) Type

Life Insurance Companies Ranked by Revenue
1 AXA France 92,782 3,608 Stock
2 ING Group Netherlands 71,196 11,075 Stock
3 Nippon Life Japan 68,055 2,704 Mutual
4 CGNU Britain 61,499 (2,597) Stock
5 Assicurazioni Generali Italy 53,333 1,313 Stock
6 DAI-ICHI Mutual Life Japan 46,436 336 Mutual
7 Prudential Britain 43,126 1,043 Stock
8 TIAA-CREF U.S. 38,064 1,222 Mutual
9 Sumitomo Life Japan 37,536 1,099 Mutual

10 Metlife U.S. 31,947 953 Stock
11 Meiji Life Japan 29,777 871 Mutual
12 Aegon Netherlands 28,423 1,909 Stock
13 Prudential of America U.S. 26,544 398 Mutual
14 CNP Assurances France 22,586 431 Stock
15 New York Life U.S. 21,450 1,205 Mutual

Nonlife Insurance Companies Ranked by Revenue
1 Allianz Germany 71,022 3,198 Stock
2 State Farm Insurance U.S. 47,863 408 Mutual
3 American Intl. Group U.S. 45,972 5,636 Stock
4 Munich Re Germany 40,672 1,617 Stock
5 Zurich Finan. Services Switzerland 37,431 2,328 Stock
6 Berkshire Hathaway U.S. 33,976 3,328 Stock
7 Allstate U.S. 29,134 2,211 Stock
8 Royal & Sun Alliance Britain 25,570 (21) Stock
9 Loews U.S. 20,670 1,877 Stock

10 Swiss Reinsurance Switzerland 18,688 1,757 Stock
11 Tokio Marine & Fire Japan 17,762 378 Stock
12 Liberty Mutual Group U.S. 16,438 287 Mutual
13 Groupama France 14,851 37 Mutual
14 Nationwide Ins. Entrprs. U.S. 14,762 411 Mutual
15 Hartford Finan. Services U.S. 14,703 974 Stock

most of the non-life insurers were public companies or insurance units if
financial conglomerates.

The insurance industry had become increasingly consolidated both
across and within national markets, and this trend is not likely to fade
anytime soon. Because of lower margins from intense competition, insurers
feel increasingly pressured to diversify outside of their home markets to
spread volatility risks and gain access to new business. Greater size advan-
tage is perceived to provide economies of scale and tighter control of ex-
penses through improved technology. Cost-cutting seems clearly more ad-
vantageous at the national level between domestic rivals than between
companies based in different countries, or in financial sectors with few
overlapping operations.

Consolidation is also viewed by many as a way to reduce industry
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overcapacity in non-life business, although others find such benefits to be
somewhat illusory since size does not seem to provide greater market power
and control over prices. The late 1990s were notable for some of the largest
mergers within the industry. In the United States, AIG acquired Sun Amer-
ica in 1998. In Europe, Allianz bought AGF in 1997, one of the largest
French insurers that recently had been privatized. In 1998, the Zurich
Group merged with the financial services arm of BAT Industries to form
Allied Zurich Financial Services. There were also deals between the insur-
ance and banking sectors to form “bancassurance” groups that would gain
from a potential for product cross-selling. In 1998, the respective takeovers
by Crédit-Suisse of the Wintherthur Insurance Group in Switzerland by
Fortis of Generale de Banque in Belgium typified this approach, and the
U.S. merger in 1998 of Citigroup and Travelers, valued at $83 billion, was
the largest on record at the time.

In Europe, the move toward insurance industry consolidation in the
European single market proceeded in fits and starts. Critics argued that
regional differences between European insurance markets were still too
great for any real cross-border synergies. For example, there remained a
lack of economic and legal harmonization to sell life and pension products
across borders. Customers in some European Union countries could only
claim tax benefits on life policies that they had bought from local suppliers.
Indeed, currency unification among the initial 11 countries of the euro-zone
probably brought more immediate benefits to the industry than a single
market. National legislation usually required that insurers back their lia-
bilities largely with assets denominated in the same currency. With the in-
troduction of the euro, this restriction was effectively removed for insurers
operating in the euro-zone’s participating countries. The disappearance of
currency risks also encouraged the growth in equity investments by insur-
ers, with a shift away from a country-based investment approach to a pan-
European sector-based approach. Finally, a single currency provided much
greater access to the European bond market through its larger size and
greater diversity of products. This allowed insurers to achieve a better
matching of assets and liabilities by buying longer-term bonds across bor-
ders. For example, a Spanish insurer could add to its portfolio German
government bonds of a longer maturity than were available locally.

In short, over the past decade the insurance industry, traditionally per-
haps the least exciting of the four major financial services sectors—com-
mercial banking, investment banking, asset management, and insurance—
has become one of the most dynamic. Not only has the industry become
increasingly global with major penetration of foreign players in national
markets, but also it has penetrated banking just as banking has penetrated
insurance, such as the 1998 Citigroup merger and the 2001 Allianz–Dresd-
ner Bank merger. In the future, no doubt, insurance will continue to be
provided by both specialist and generalist insurers, as well as by financial
conglomerates, as the industry continues to sort out the best way to man-
ufacture and distribute life and non-life insurance products.
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Institutional Asset Pools and Capital Market Development

The effect of the euro on global financial markets in the context of a grow-
ing role of performance-driven asset managers is likely to run the gamut
from the composition of financial assets and the scope available for port-
folio diversification to competition among financial centers and corporate
governance.

The rise to prominence of global institutional asset managers will do
a great deal to enhance financial market liquidity. Mutual funds—whether
part of defined contribution pension schemes or mass-marketed as savings
vehicles to the general public—and other types of money managers are
“noise traders” who must buy and sell assets whenever there are net fund
purchases or redemptions, in addition to discretionary trades to adjust port-
folios. They therefore tend to make a disproportionate contribution to cap-
ital market liquidity.

Professional fund managers attempt to optimize asset allocation in line
with modern investment concepts by taking advantage of the potential for
domestic and international portfolio diversification inherent across the
range of financial instruments being offered, as well as by using the most
efficient (friction-free) available securities markets and infrastructure serv-
ices. They persistently seek sources of diversification across less than per-
fectly correlated exchange rates and interest rates. There is also likely to be
increased correlations across equity markets covered by the dollar, the euro,
and the yen, representing a continuation of the gradual increases in inter-
market correlations that already have been observed. This will force port-
folio managers to focus relatively more heavily on diversification strategies
involving industrial sectors. Even in the case of market equities, the tradi-
tionally lower correlations between emerging market stock returns and the
major market indexes seem to be rising.

Asset Managers, Shareholder Value, and
Corporate Governance

Clearly, the capital markets will increasingly be the major source of external
financing for corporations worldwide in the future—as against the tradi-
tional reliance (in many countries) on bank finance for debt and on bank
and corporate long-term shareholdings for equity. Fiduciary asset pools
managed against performance benchmarks by mutual funds and pension
funds will create increasingly fluid sources of capital for industry, along
with a fundamental shift in the accountability of management and moni-
toring of corporate performance in Europe.

In such a system, industrial restructuring will increasingly be triggered
by the emergence of a control premium in the market—that is, between
the existing share price of a corporation and the value that an unaffiliated
acquirer feels could be unlocked by changes in management strategies or
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policies. Based on such a perception of corporate underperformance, an
investor may purchase a significant block of shares and signal his or her
unhappiness with the company’s performance, or perhaps initiate a full
takeover bid for the target firm (which is now “in play”). Institutional asset
managers can assume a critical role in such a scenario. They may agree
that a control premium does indeed exist and may begin purchasing shares,
thereby placing still greater pressure on management of the target company.

Even in the absence of a potential acquirer putting the company in
play, major institutional asset managers who (because of their size or port-
folio constraints) find it difficult to dispose of their ownership interest in a
poorly performing company can request a meeting with management about
the firm’s strategy, financial performance, and realization of shareholder
value. And they may speak out at annual general meetings. Concerns about
unwanted takeover efforts and institutional investor dissatisfaction may
trigger other management responses—including a self-restructuring, the
search for an acceptable merger partner (“white knight”), pay-outs of spe-
cial dividends or share repurchases, or finding other ways to enhance share-
holder value and efficiency in the use of capital to preclude the emergence
of a control premium and hostile action.

Such a transition is an important consequence of the growing role of
professionally managed institutional asset pools. The potential benefits of
such developments involve reduced cost-of-capital through higher share
prices and improved access to global financial markets, as well as a greater
capacity for economic restructuring in response to changes in technology,
market competition, and other fundamentals.

Investor-driven, market-based systems will require much higher levels
of transparency in corporate accounting and disclosure than has been the
norm in most of the world, together with greater reliance on public infor-
mation provided by management and systemic surveillance by research an-
alysts working aggressively on behalf of investors. It implies arm’s-length
financing on commercially viable terms by banks and financial markets,
with financial institutions active in giving strategic and financial advice and
sometimes taking transitional, nonpermanent equity positions in (and oc-
casionally control of) corporations in the process of restructuring.

Summary

There are at least six principal conclusions that can be drawn from the
discussion presented in this chapter.

First, the asset-management industry is likely to grow substantially in
the years ahead. Institutionalization and professional management of
household discretionary assets through mutual funds has begun to take
hold in many countries that have traditionally been dominated by bank
assets. At the same time, demographic and structural pressures in pension
systems will require strong growth in dedicated financial asset pools as pay-
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as-you-go systems become increasingly unsupportable fiscally and as alter-
native means of addressing the problem show themselves to be politically
difficult or impossible to implement. There are, substantial differences of
view as to the timing of these developments within national environments
however, since pension reform is politically difficult to carry out and the
political willingness to do so is difficult to predict.

Proliferation of asset-management products, which is already exceed-
ingly high in the United States and the United Kingdom, will no doubt be
equally impressive elsewhere in the world as financial markets become more
fully integrated. There will be a great deal of jockeying for position and
higher levels of concentration, especially in the pension fund sector, that
will begin to permeate the mutual fund business through defined-
contribution plans, given the importance of economies of scale and the role
of pension fund consultants. However, as in the United States, the roles of
fund supermarkets; low-cost distribution via the Internet; and the very large
contingent of universal banks, insurance companies, and specialized fund
management companies—all are likely to prevent market structure from
becoming monopolistic to any significant degree.

Fund performance will become a commodity, with few differences
among the major players and the majority of actively managed funds un-
derperforming the indexes. This implies a competitive playing field that will
be heavily conditioned by branding, advertising, and distribution channels,
which, in turn, are likely to gradually move away from the traditional
dominance of banks in some national markets. All of this implies that asset-
management fees will come under pressure as competition heats up, to the
benefit of the individual investors and participants in funded pension plans.

Second, despite the prospects for rapid growth, the structure of the
asset-management industry is likely to reflect a high degree of contestability.
In addition to normal commercial rivalry among established players in na-
tional markets for asset-management services, foreign suppliers, notably the
United Kingdom, Switzerland, and the United States, are aggressively tar-
geting these same markets. Moreover, asset management (including private
banking) is being marked for expansion by virtually every strategic group
in the financial services sector—commercial and universal banks, private
banks, securities firms, insurance companies, mutual fund companies, fi-
nancial conglomerates, and financial advisers of various types.

Normally, the addition of new vendors in a given market would be
expected to reduce market concentration, increase the degree of competi-
tion, lead to an erosion of margins, and trigger a more rapid pace of fi-
nancial innovation. If the new vendors were from the same basic strategic
groups as existing players, the expected outcome would be along conven-
tional lines of intensified intraindustry competition. But if, as in this case,
expansion-minded players come from very different strategic groups, the
outcome may involve a substantially greater increase in the degree of com-
petition. This is because of potential diversification benefits, possibilities for
cross-subsidization and staying power, and incremental horizontal or ver-
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tical integration gains that the player from “foreign” strategic groups may
be able to capture. And natural barriers to entry in the asset-management
industry—which include the need for capital investment in infrastructure
(especially in distribution and back-office functions), human resources (es-
pecially in portfolio management), technology, and the realization of econ-
omies of scale and scope—are not excessively difficult for newcomers to
surmount. So the degree of internal, external, and intersectoral competition
in this industry is likely to promote market efficiency for the benefit of the
end users in managing discretionary household asserts, pension funds, the
wealth of high net worth individuals, and other types of asset pools in
Europe.

Third, the rapid evolution of the institutional asset management in-
dustry will have a major effect on financial markets. The needs of
performance-oriented institutional investors will accelerate the triage
among competing debt and equity markets in favor of those that can best
meet their evolving requirements for liquidity, execution efficiency, trans-
parency, and efficient regulation. In turn, this will influence where firms
and public entities choose to issue and trade securities in their search for
cost-effective financing and execution. At the same time, the growing pres-
ence of institutional investors in local and regional capital markets will
greatly increase the degree of liquidity due to their active trading patterns
and create a ready market for new classes of public-sector securities that
will progressively emerge. And it will intensify competitive pressure and
enhance opportunities for the sales and trading activities of banks and se-
curities firms, and for the role of product development and research in
providing useful investment ideas.

Fourth, cross-border asset allocation will grow disproportionately as a
product of institutional investors’ search for efficient portfolios through
international diversification, although such gains will disappear among in-
creasingly integrated financial markets and will be replaced by sectoral and
asset-class diversification.

Fifth, the development of deeper and broader global capital markets,
spurred by the development of the institutional asset-management industry,
will fundamentally change the market for corporate control into a much
more fluid one focused on financial performance and shareholder value.
This turn has the potential of triggering more intensive economic restruc-
turing and creating trimmer, more competitive firms. Markets need to deny
capital to uncompetitive firms and at the same time promote leading-edge
firms though venture capital and other forms of start-up financing.

Sixth, developments in institutional asset management will pose stra-
tegic challenges for the management of banks and other traditional finan-
cial institutions. They need to extract maximum competitive advantage
from this high-growth sector. They also need to structure and motivate their
organizations and to manage the conflicts of interest and professional con-
duct problems that can arise in asset management—and that can easily
cause major problems for the value of an institution’s competitive franchise.



270 Global Advisory and Asset Management Services

The fact that institutional asset management requires a global perspective,
on both the buy side and the sell side, reinforces the need to achieve a
correspondingly global market positioning. Nevertheless, technology and
the changing economics of distribution virtually assures the survival of a
healthy cohort of asset-management boutiques and specialists.
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Private Banking

Individual wealth can take a variety of forms, encompassing financial assets
(currency, bank balances, stocks, bonds, etc.) and real assets—commodities,
precious stones, objets d’art, real estate, and other assets that have some
sort of actual or potential market value. They range across the entire li-
quidity, risk, and return spectrum from cash to participations in private
equity investments. The ability to measure wealth at any point in time
depends on the existence of a market for each asset (hence the importance
of liquidity) and the ability to “mark to market.”

Like other investors, wealthy individuals base asset-allocation choices
on their relative preferences for risk and return. The market value of a
portfolio of assets is driven by the risk-return attributes of the various assets
contained in the portfolio—the risk associated with an individual asset be-
ing based on the variance of its expected future returns. The risk embedded
in an entire asset portfolio, in turn, is a product of correlations among the
returns of all the assets contained in it. Consequently, there is value in
diversification across individual assets, asset classes, political-economic en-
vironments, and other “buckets” (asset allocation categories) that are be-
lieved to be less than perfectly correlated. The lower the correlations across
asset buckets, the greater the power of diversification.

Like everyone else, wealthy people are explicitly or implicitly looking
for “efficient” portfolios that minimize risk for a given target rate of return
or maximize total returns for a given level of portfolio risk. They are dif-
ferent from ordinary people in that they have a lot to preserve, so that they
often tend toward relatively conservative asset-allocation approaches. They
are also sensitive to confidentiality, trust, and service quality. Wealthy peo-
ple usually don’t have to deal with people they dislike or distrust, and
usually they don’t.

Defined in such general terms, wealth is a purely economic measure. It
does not necessarily equate to an individual’s own assessment of his or her
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personal worth in a broader context, which is affected by many other fac-
tors. People differ in the satisfaction they derive from higher levels of wealth
and how this may affect family members and other eventual beneficiaries.
They are influenced by prevailing social, political, religious, and philosoph-
ical attitudes toward wealth. And they differ in the time and resources they
want to spend on wealth management. This complex of issues tends to
color their vision of the true “value” of what they have and needs to be
intuitively understood by the private banker. Achieving this understanding
is not easy and usually is very personal in nature. Successful private bankers
thus require a unique combination of skills in applying a broad “value
chain” of services and advice.

Sources of Personal Wealth

Wealth is usually the product of past or present returns in the provision of
goods or services, together with capital income (interest, dividends, capital
gains) earned on the accumulated assets through time. As such, it can nor-
mally be considered evidence of significant economic contributions in a
market-oriented system. On the other hand, wealth can also be amassed at
the expense of the rest of society through the unchecked exercise of mo-
nopoly power, extortion, racketeering, corruption, insider trading, drug
trafficking, and the like. Nobody likes to talk about such things, but they
nevertheless exist. Wealth is wealth. Classifying wealth in terms of its ori-
gins can provide a useful basis for the assessment of client attitudes, market
segmentation, and private banking requirements.

Family (inherited) wealth involves the transfer of assets from one gen-
eration to another. This form of wealth tends to be sensitive to
redistribution-oriented national fiscal and economic policies, espe-
cially taxation. It can arise from any of the other sources of wealth
specified below. Heavy concentrations of family wealth are found in
western Europe, the home of “classic” private banking, in North
America, and in parts of Asia.

Corporate wealth is typically generated through service as a manage-
ment employee of a corporation in the form of salaries, bonuses,
stock options, and severance payments. The greatest concentration
of this form of wealth is found in the United States due to exceed-
ingly high levels of executive compensation (usually though stock
option grants) compared to anywhere else in the world.

Entrepreneurial wealth tends to be accumulated over an individual’s
lifetime either as sole or co-owner of a business enterprise. The key
word is “owner,” not “employee.” Entrepreneurial wealth may re-
main “paper” wealth for extended periods of time and is realized
only when the enterprise is sold or goes public. Traditional concen-
trations of such wealth are found in Europe and Asia (often in
family-owned and controlled businesses), but vastly more is found
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in the United States, with massive new wealth concentrations result-
ing from start-ups in leading-edge economic sectors.

Political wealth may represent “gifts” from constituents or the proceeds
of corruption in political office at varying levels within national or
regional governing administrations, and private businesses benefiting
from official corruption. Sources include misappropriation of public
funds, bribery, extortion, political contributions, kickbacks, and fi-
nancial holdings linked to government contracts. Public servants are
rarely highly compensated, but there are some very wealthy ex-public
servants who did not start out that way. The incentives underlying
ill-gotten gains are ubiquitous. They are typically leveraged into se-
rious wealth in environments where there are poorly developed
markets and a lack of transparent, rule-based democratic politics,
legal systems, and administrative infrastructures. As such, political
wealth has tended to arise disproportionately in some of the
emerging-market and transition economies of Africa, Asia, and east-
ern Europe.

Criminal wealth comprises assets traced to organized crime, extortion,
theft of public and private property, financial fraud, arms trafficking,
the drug trade, and other illegal activities, usually laundered into
standard asset classes and invested in various ways. Criminal activ-
ities exist in all parts of the world, but it is likely that they give rise
to more wealth where there are less open and transparent markets,
combined with poor law enforcement.

Private banking targets the first three sources of wealth, which may
represent some 85% to 90% of the total assets under management. Dealing
with the last two categories of wealth presents some unique problems. Con-
tamination of a private banking franchise as a result of a major corruption
or criminal investigation can seriously injure a bank’s reputation or, at the
very least, require a great deal of explaining to clients. Nobody who values
reputation and privacy enjoys being a client of a bank undergoing intense
scrutiny and criminal investigation. In this trust- and service-based business,
knowing what clients to avoid can be just as important as what clients to
attract.

The Facts: Global Distribution of Wealth

What determines where wealth is distributed by source-region (held both
onshore and offshore) around the world? Figure 11-1 provides estimates
of the geographic wealth patterns for 1998–2000 and estimated for 2005.1

The pattern tends to change relatively slowly based on a number of fun-
damentals:

Per capita income. Wealth is a “stock” measure, and income is a
“flow” measure. Macroeconomic policies can greatly affect wealth
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levels, as evidenced by a decade of economic growth in the United
States during the 1990s versus a comparable period of stagnation in
Japan, or by the periodic booms and busts seen in some of the emerg-
ing-market countries. Higher-income countries and regions naturally
tend to harbor greater wealth concentrations than lower-income
ones.

Market distribution mechanisms. The distribution of capital ownership
and property rights, as well as education levels and other sources of
earning power, differ significantly among countries and regions.
Market processes may generate wide differences in the distribution
of wealth among countries around the world, even when economic
size and per capita income are comparable.

Government policies. How governments treat the accumulation of
wealth tends to result from a confluence of historical, cultural, and
sociological factors that generate a political concept of a “fair” dis-
tribution. There have always been societies where wealth is regarded
as evidence of exploitation and economic parasitism. This political
overlay drives national policy with respect to taxation, expropria-
tion, and other policy measures affecting the wealthy and is often
based on the politics of envy. Policy changes related to wealth can
be gradual or abrupt, and those who have assets to conserve tend to
be highly sensitive to them.

Taken together, these three factors probably explain much of the geo-
graphic global distribution of wealth—not only where wealth can be found
but also where it is individually held rather than institutionalized. There
are plenty of “rich” societies where seriously wealthy individuals are few
and far between, while others have them in abundance. If wealth accu-
mulation is heavily taxed or heavily institutionalized (for example in the
form of pension funds or assets controlled by the state, labor unions, or
cooperatives), there is little of interest for private banking. It is where mar-
kets have been allowed to determine individual income and wealth levels
that wealthy individuals and families tend to emerge and where private
banking services are of greatest interest.

Private Banking Client Objectives

The objectives of private clients tend to be more idiosyncratic than many
other financial services segments, such as mass-market retail and business
customers. They reflect an amalgam of needs, among which capital pres-
ervation and yield, tax efficiency, confidentiality, and service level are crit-
ical.

Capital preservation versus total return. The traditional private bank-
ing client tends to be focused on wealth preservation in the face of
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uncertain political and economic conditions, changeable government
policies, and fickle markets. They demand the utmost in discretion
from private bankers, with whom they often maintain lifelong rela-
tionships initiated by personal contacts. Such clients continue to be
important but have gradually yielded to a more active and sophis-
ticated group—clients who are increasingly aware of opportunity
costs associated with poor investment performance and often focus
on total returns calibrated against benchmarks. They may prefer
gains to accrue in capital appreciation rather than interest or divi-
dend income, and often they demand a much more active investment
approach in which they themselves want to be involved.

Security. Until September 11, 2001, the world had arguably been a
more stable place than ever before. The probability of revolution,
war, and gross confiscatory taxation had declined just about every-
where. Still, many wealthy clients remained highly security conscious
and therefore prepared to trade off yield for stability and safety. The
events of September 11, turmoil in the Middle East and West Asia
and stock market disasters in the West may have justified such con-
cerns.

Tax efficiency. Many private clients are exposed to high average or
marginal tax rates. Nobody likes to pay taxes, but the wealthy are
under more pressure than anyone else—estimates for the United
States, for example, are that the highest-income 5% of taxpayers
generate over half of the country’s income tax revenue. Where fiscal
burdens can be avoided using the tax code, this is a valuable service
to the private client. And in some environments the same is true of
tax evasion, which occurs in violation of the applicable tax code and
which financial institutions in a number of countries facilitate.

Discretion. Confidentiality is a key attribute of private banking. It
means keeping sensitive information away from others in the knowl-
edge that disclosure causes damage—in whatever form—to the in-
dividual concerned. One would expect the rich to have more reasons
to keep secrets than the not so rich. So the watchword of the private
banking profession is “discretion, discretion, discretion.”

Service level. Personal services provided to private banking clients can
be exceptional, and are considered critical in cementing relationships
and client loyalty to a particular financial institution. Extraordinary
personal services may save time, reduce anxiety, increase efficiency,
and make the whole wealth management process more convenient
and pleasant. They allow banks in very individual ways to show their
commitment to, and understanding of, clients who are accustomed
to high levels of personal services in their daily lives.

Perhaps more than other parts of the financial services industry, the
essence of private banking is to accurately identify each client’s unique char-
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acteristics and objectives, and bring to bear the flexibility and expertise to
satisfy them in a highly competitive marketplace.

In the 1990s, eroding lending margins and regulatory tightening of
capital adequacy standards forced banks to carefully review their on-
balance-sheet activity, with many deciding to emphasize fee-generating serv-
ices. Simultaneously, there was a general effort to reduce dependence on
commodity-like financial activities. In this context, the private banking
client base offered a number of notable attractions. In terms of competitive
analysis, it appeared underserved, especially in view of the increasing de-
mographic importance of the wealthy in the main industrialized countries.
The baby boomers of the 1960s were well into the prime-saving 40 to 60
age group, a time when their income level and wealth base tends to increase
significantly. Notwithstanding the rapid rise in the number of banks tar-
geting this segment of the market, it was generally considered to have con-
tinued attractive business potential. “Asset gathering” became the watch-
word, and private banking became a key part of the strategy.

The range of private banking services was quite broad, the essential
factor being to offer a truly personal service focusing on the asset and
sometimes the liability side of the client’s balance sheet: lending to rich
people. Moreover, due to the highly personal nature of private banking,
clients generally preferred to “stay with” a particular bank, if possible,
resulting in a lower price and performance sensitivity, facilitating product
cross-selling, and enabling institutions to compete on qualitative variables
instead of pricing alone. The business seemed to be characterized by fa-
vorable cost-to-income ratios and capable of realizing significant economies
of scale in transactions processing and portfolio-management activities.

Onshore Private Banking

Onshore, or domestic private banking, consists of a value chain of financial
and advisory services provided within the country of residence of wealthy
clients. It can be viewed as an extension of the concept of “personal bank-
ing” or a broadening of the concept of “trust banking.” A key difference
among competing financial institutions is the wealth cut-off point for pri-
vate banking clients. One bank may require a minimum of $5 million
placed in investment management accounts. Another may be more flexi-
ble—a minimum requirement of $1 million in assets under management,
for example, or a lower limit that may be dropped if a client appears to
have significant future potential. Or there may be a $5 million individual
net worth rule, but exceptions may be made for the “right” client. Alter-
natively, a bank may require that each private banking client generate a
certain amount of annual fees.

Some financial institutions positioned themselves at the lower end of
the wealth spectrum, especially regional banks, broker-dealers, and inde-
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pendent asset managers such as Fidelity Group and Vanguard. Given the
performance of the stock markets in many of the major industrial countries,
even relatively modest equity holdings at the beginning of the 1990s put
many “retail” clients into the high net worth class by the end of the decade,
especially when the value of pension investments are included.

The principal private banking client segments thus encompass the fol-
lowing:

• Traditional high net worth individuals and families, with substantial in-
herited wealth requiring comprehensive advice on portfolio structures,
proper inheritance planning, and long-term investment strategies, in ad-
dition to having possible interest in global investing and trading oppor-
tunities.

• Entrepreneurs/Mittelstand—owners and partners of small and medium-
size businesses, as well as family-controlled industrial groups, a sector
representing the driving of wealth creation in most countries and offering
an opportunity for integrated advice on both business finance and per-
sonal finance.

• Professionals and executives, comprising self-employed individuals, part-
ners in professional firms, financiers, traders, and highly paid executives,
notably those with stock options. Such clients usually have complex and
tax-driven compensation and asset-holding patterns, sometimes including
multicountry requirements. The traditional private banking focus in this
segment has been on personal assets, although it can be argued that an
integrated focus on both employment-related income generation and
wealth accumulation is more productive.

• Entertainers and artists, often highly paid, who are accustomed to agents
in their professional activities but whose level of financial sophistication
is often limited—yet with ample scope for innovation, including royalty
and endorsement income management, value-extraction from intellectual
property, and residuals.

• Sports professionals in an industry that has increasingly produced seri-
ously wealthy individuals but with a highly uneven track record for
wealth preservation and asset management.

• Family offices, maintained by the very wealthy and staffed by profession-
als who are capable of handling most matters related to wealth manage-
ment and dealing with lawyers, accountants, and bankers to achieve fam-
ily goals. Sometimes family offices will also take on wealth management
assignments of close friends of the family.

• Intermediaries and external asset managers, constituting a substantial and
growing array of small private banks, independent financial advisers, ac-
counting and legal firms. These specialists market their services as being
based on independent, objective advice in combination with outsourcing
a good deal of the private banking value chain.
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Key Private Banking Services

By the late 1990s many banks had made efforts to become one-stop finan-
cial supermarkets for the wealthy, offering a broad range of financial serv-
ices:

Cash management services. A proliferation of deposit and payments
services are available to wealthy individuals—checking accounts,
cash management accounts, money market accounts, savings ac-
counts, CDs, commercial paper, bankers acceptances, Treasury bills,
and a variety of taxable and nontaxable mutual funds. Most are
generic services available to retail clients but provided to private cli-
ents as well with a “platinum” level of service.

Brokerage and trust services. Traditional private client services include
custodian accounts and advice on the establishment of estates, trusts,
and corporations, as well as conventional stockbrokerage services,
albeit with a high level of service quality. Tax advice is another key
private banking function, since changes in tax structures, as well as
altered client circumstances, may mean that the appropriate structure
of an individual’s balance sheet should change.

Investment management. Services provided for private clients vary be-
tween and within institutions, depending on the type of client served
and the assets size of funds available for investment. Smaller ac-
counts are normally pooled, with many banks offering a variety of
funds across a broad range of investments. Larger accounts may be
managed either on a discretionary basis or on an active advisory
basis with clients involved in each transaction. The scope of invest-
ments may include real estate, limited partnerships investing in start-
up businesses or special situations, precious metals, currencies,
emerging-market equities, commodities, and works of art, in
addition to conventional asset selections.

In terms of the asset-management function, private clients run the
gamut from passive to active. Passive investors tend to be risk-averse
individuals whose predominant use of financial resources may be for
lifestyle maintenance and intergenerational wealth transfer. Active
investors tend to be more risk oriented and financially sophisticated,
and they generally use their financial assets to try to increase wealth.
Banks compete aggressively for both markets but tend to be partic-
ularly attracted to active investors, where they perceive greater scope
for value-added. They like to focus on individuals in the wealth-
building phase of their lives. By helping them in the early stages of
wealth accumulation, the argument goes, a bank may keep them
later on.

Credit extension and personal lending. The need to borrow is partic-
ularly prevalent among entrepreneurial wealthy individuals. Such cli-
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ents tend to be in the wealth-creating phase and illiquid. They may
rely on the private banker to find a way to structure a deal around
an existing personal asset base, for example. Other lending may in-
volve real estate purchases or temporary (bridge) credits pending a
sale of assets.

Business finance. The overlap between the personal and business needs
of wealthy clients is particularly interesting for some of the larger
banks with strong private banking units. It allows them to penetrate
more deeply into the individual’s finances and provide a range of
corporate banking activities, in addition to personal financial serv-
ices. These include banker’s acceptances, letters of credit, revolving
lines of credit, and term loans on the commercial banking side, and
initial and secondary public offerings, merger and acquisitions serv-
ices, and corporate finance advisory services on the investment bank-
ing side. IPOs have made many people rich, and that wealth needs
to be managed. Wealthy individuals are often interested in private
equity participations and other “alternative” asset classes. Due to
the links between the corporate and personal finance, familiarity
with the individual’s attitudes to risk, currency, maturity, and liquid-
ity requirements gives a significant advantage to an institution al-
ready servicing clients’ commercial or investment banking needs.

Personal services. In a business where quality of service is of paramount
importance and where the fiduciary nature of the relationship is crit-
ical, private bankers provide personal services atypical to mainstream
banking. These can include personal introductions to the “great and
the good”—prestigious individuals—admission to exclusive schools
for children or grandchildren, invitations to sports and entertainment
events, and many others—all provided with a good deal of style and
discretion.

In many cases banks try to supply so-called 360-degree private client
services comprising active customer solicitation and retention based on a
high level of intimacy and trust as a deterrent to opportunism and achieving
maximum “share of wallet.” These services include asset allocation (pas-
sive, discretionary, and active fund management), brokerage (including In-
ternet access options), real estate, art banking (authenticity, pricing, fi-
nancing), access to IPOs and private equity participations, M&A services
where appropriate, research, credit, structured products such as hedge
funds and funds of funds, tax advice, estates and trusts, and a supporting
range of personal services.

It is in the nature of private banking that clients tend to be more loyal
than other financial services sectors. Given the high switching costs that
private clients feel they face, clients tend to be lost mainly as a result of
consistently poor investment performance, personal disagreements, or se-
rious administrative snafus. Conversely, they are difficult to poach. Client
acquisition in private banking thus depends on distinctive value-
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propositions that can be put forward in a credible way, hopefully attracting
a part of the individual’s business that can later be expanded, based on
satisfactory service and portfolio performance. In larger institutions it also
depends on the ability to identify future wealthy clients early in the asset-
accumulation process in order to retain the relationship later on. There are
perhaps two alternative approaches to delivering the private banking value-
chain to clients.

The first approach involves client segmentation based on product re-
quirements, with maximum delivery of proprietary services. The argument
is that this approach can leverage multiple in-house capabilities, sharpen
application of specific expertise, help capitalize on global capabilities, and
improve operating economics.

The second approach focuses on the private client as a single contin-
uous “advisory project” using targeted teams that emphasize best-in-class
products or services, whether in-house or external, to facilitate client inti-
macy, maximize objectivity in fulfilling client needs, and broaden the prod-
uct range. The argument is that clients need to be made aware of best
products, regardless of source, on an objective basis (as against favoring
in-house proprietary services) and that this will maximize returns over the
long term. It presupposes a much more fluid, capable, demanding, and
diverse client base in the future, with much greater transparency in both
performance and costs—and a decisive shift from product-linked fees (with
advice provided virtually free) to advisory fees (with some products and
transactions provided virtually free). The approach is to offer private clients
what they want, drawn from an open array of benchmarked vendors
through a highly capable client officer.

Many private banks attempt to focus on “event windows” in the life
of clients, which coincide with both opportunities for client acquisition and
vulnerability to client erosion. For affluent individuals or families, event
windows include receipt of a major inheritance, opening the way for pro-
posing asset-holding structures in light of family and lifestyle preferences,
as well as providing an opportunity to market the entire private banking
value-chain. For entrepreneurs, an event window might be flotation or sale
of a business, creating the need for investment banking advice and IPO
origination, tax issues, ownership and control questions, dealing with non-
compete agreements, as well as a comprehensive and well thought-out
wealth-management strategy. Executive event windows might include
compensation-plan implementation or large-scale vesting, requiring ESOP
life-cycle management and integration with other sources of wealth. And
for athletes and entertainers, there might be a major career breakthrough
or contract renewal with higher compensation or change in location, trig-
gering the need for advice on contract structure, endorsements, sponsor-
ships, and a proper lifetime investment strategy given a short career. Im-
plementing an event-window approach requires identification of a
compelling value-proposition for each client segment, drawing on the ex-
pertise of each private banking function, assessment of local market poten-
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tial, definition of specific event-windows, and identification of generic pri-
vate banking service-profile, including life-cycle dimensions.

Bundling of private banking services makes it difficult to evaluate the
value/cost relationship of each component, potentially allowing the bank
to extract higher fees. It is also likely that the client is less price-sensitive
with respect to the purchase of bundled services than with respect to each
of the services separately. While other parts of banking have been subject
to a general unbundling of services as a result of a proliferation of new
financial products and techniques, private banking remains an area where
bundling may retain value for some time to come. And due to the existence
of economies of scope, a bank can often provide several services more
economically than providing a single service. This represents an important
rationale for cross-selling of banking products. Since the fiduciary nature
of the private banking relationship gives the bank access to a rich vein of
client-specific information, it may retain an advantage in servicing the pri-
vate client that competitors find difficult to penetrate.

Critical factors in executing an effective onshore private banking strat-
egy include achieving intergenerational lock-in of clients by using financial
and succession planning and wealth management, legal and tax-effective
structures, discretionary asset management and custody. Performing these
services well should create barriers to client exit and financial promiscuity,
thereby retaining assets during life-cycle changes and achieving client re-
tention over several generations. Also important are high-quality specialist
services such as art banking and real estate advisory services. And substan-
dard service in any of an array of back-office functions can easily contam-
inate a private banking relationship.

Offshore Private Banking

In offshore banking, assets are normally managed on behalf of nonresidents
in the major functional financial centers such as London, Luxembourg,
New York, Hong Kong, Switzerland, and Singapore—as well as in “secrecy
havens” such as Antigua and Barbuda, Anguilla, Barbados, the British Vir-
gin Islands, Cayman Islands, Dominica, Granada, Guernsey, Isle of Man,
Jersey, Montserrat, Liechtenstein, Netherlands Antilles, St. Kitts and Nevis,
St. Lucia, St. Vincent, the Grenadines, Turks and Caicos Islands, and Va-
nuatu, among others.

People want assets held outside their countries of residence for various
reasons, which include portfolio diversification, risks pervading the home
environment, tax evasion and avoidance, escape from domestic legal and
enforcement actions, and confidentiality. The core client base for offshore
private banking demands both security and confidentiality for the wealthy
individuals and families who wish to hold funds in a tax-friendly environ-
ment offshore and in a form that will maintain its value, but which is
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protected from exposure and disclosure. In addition, such clients have stan-
dard portfolio diversification objectives and lifestyle requirements.

Confidentiality

Financial confidentiality—involving nondisclosure of financial information
concerning individuals, firms, financial institutions and governments—rep-
resents an integral part of the market for all banking and financial services,
fiduciary relationships, and regulatory structures. It also constitutes a
“product” that has intrinsic value, and that can be bought and sold sepa-
rately or in conjunction with other financial services.

Demand for Financial Confidentiality. The demand for financial confiden-
tiality can be defined as assured nondisclosure of financial information that
people are willing to pay for:

Personal financial confidentiality usually remains in substantial com-
pliance with applicable laws and regulations, and in many countries
has been well served by long-standing traditions of banking confi-
dentiality. Indeed, financial privacy is often regarded as a cornerstone
of individual liberty.

Business financial confidentiality involves withholding financial infor-
mation from competitors, suppliers, employees, creditors, and cus-
tomers. Release of such information is undertaken only in a tightly
controlled manner and, where possible, in a way that benefits the
enterprise. Financial information is proprietary. It is capitalized in
the value of a business to its shareholders.

Tax evasion (as distinct from tax avoidance) is a classic source of de-
mand for financial confidentiality. Some people are exposed to high
levels of income taxation. Others are hit by confiscatory wealth taxes
or death taxes. Still others feel forced by high indirect taxes or quasi
taxes to escape into the underground economy. And there are those
for whom the only “fair” tax is zero. Tax evasion requires varying
degrees of financial confidentiality to work.

Capital flight normally refers to an unfavorable change in the risk-
return profile associated with a portfolio of assets held in a particular
country, as compared with a portfolio held in other national juris-
dictions, sufficient to warrant active redeployment of assets. It usu-
ally involves significant conflict between the objectives of asset hold-
ers and their governments. It may or may not violate the law. It is
always considered by the authorities to be dysfunctional.

Criminals, such as drug traffickers, not only accumulate large amounts
of cash but also regularly deal in a variety of financial instruments
and foreign currencies. All require ways to launder funds and elim-
inate paper trails that can be taken as evidence of criminal activity:
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their money needs to disappear and stay that way. Bribery and cor-
ruption require financial confidentiality no less.

No matter what the motivation, the value of confidentiality depends
on what may happen if disclosure occurs and on the probability of that
happening. Damage can range from familial conflict and social ostracism
to confiscation of assets, incremental taxes, fines, imprisonment, and worse.
Avoidance of damage is what the confidentiality-seeker is after. Since dam-
age is usually a matter of probabilities, the individual’s attitude toward the
risk of exposure is a critical factor in how this benefit is valued.

Supply of Financial Confidentiality. As with the demand for confidentiality,
the supply of confidentiality-oriented financial services encompasses a com-
plex patchwork of intermediaries, conduits, and assets that provide varying
degrees of safety from unwanted disclosure. Supply dimensions can be clas-
sified into onshore financial assets, offshore financial assets, and physical
assets held either onshore or offshore.

Traditional banking practice in most countries provides for adequate
confidentiality with respect to unauthorized inquiries, which gives reason-
able shielding for “personal” and “business” needs for privacy. Once the
law gets involved, however—either in civil, tax, or criminal matters—much
of this protection is lost. Under applicable legal procedures, the state can
also force disclosure in the event of divorce proceedings, creditor suits,
inheritance matters, and tax cases, not to mention criminal actions. Assets
held abroad may offer a good deal more confidentiality since national sov-
ereignty halts at the border, and extraterritorial investigation normally re-
quires disclosure terms carefully and often reciprocally negotiated between
governments. Bank deposits or assets in fiduciary accounts may be held
abroad in jurisdictions (which often are also tax-friendly for nonresidents)
that safeguard confidentiality through credible nondisclosure laws and
blocking statutes. Bearer certificates, beneficial ownership structures, and
shell companies may provide added protection and increase the complexity
of any future paper chase. All suppliers of financial confidentiality—
whether individuals, financial institutions, or countries—have an important
stake in doing their best to limit disclosure as far as possible in order to
avoid damaging the value of what they have to sell.

A broad array of offshore confidentiality-oriented services and vendors
thus exists, competing with one another. A few offer confidentiality-
oriented services with no good substitutes, so that fees and other costs may
be quite high. Some traditional sources of confidentiality are easily available
in some places but less so elsewhere. Others have been built up over the
generations as secure repositories and can command high premiums. Ar-
guably, higher levels of confidentiality involve successively greater degrees
of monopoly power in the competitive structure and organization of the
market for financial confidentiality.
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Market Dynamics. Together with conventional motivations related to risk
and return, investor behavior thus may also be driven by confidentiality
regarding the nature, location, and composition of financial or other assets
that comprise a portfolio. If confidentiality is not a free good, it must be
“purchased” by putting together a portfolio of assets (or a single asset class)
that yields the desired level of nondisclosure. One “cost” of confidentiality
to the asset holder is thus the difference between the expected yield on a
confidentiality-oriented portfolio and the yield on a “benchmark portfolio”
put together for the same individual when confidentiality is not a consid-
eration.

Part of the total return differential attributable to the need for confi-
dentiality simply reflects charges levied by financial intermediaries. Banking
fees may be higher for asset holders driven by the need for confidentiality.
Transactions may have to be routed in clandestine ways, through narrow
markets with wider spreads or via inefficient payment conduits, adding to
transactions costs in the process. Foreign exchange transactions, perhaps
repeated several times or involving parallel (black) markets, may add fur-
ther costs. Third parties, beneficial owners, lawyers, and shell companies
may have to be used to enhance confidentiality, all of which involve costs.
And in some cases people may have to be bribed. Since many of the inter-
mediaries know the name of the game well, they may not be shy about
pricing their services.

Besides the confidentiality-related differential in the expected total re-
turn on assets, there is also the matter of differential risk. It seems likely
that portfolios of assets containing greater degrees of financial confidenti-
ality can be more risky. For example, assets may have to be held directly
or indirectly in offshore jurisdictions, resulting in increased foreign
exchange risk or country risk. Or the portfolio may be forced into a con-
figuration that is susceptible to increased interest rate risk, and various
ways of diversifying or hedging risk may not be available to portfolios
incorporating a high degree of confidentiality.

The Agency Problem. There can also be so-called agency problems that
confront those substantial needs for confidentiality. An “agency” relation-
ship exists whenever an asset holder delegates decision-making authority
to the manager of a portfolio. Interpretation of investor objectives is often
not easy under the best of circumstances. Investor objectives may change,
with the fiduciary being uninformed or poorly advised. Or the investor may
psychologically reposition his or her objectives after the fact if the portfolio
has underperformed in some way, with undeserved blame assigned to the
asset manager. In addition, serious agency problems arise if, for example,
the asset manager abuses his or her mandate by “churning” the portfolio
to bolster commission income or by “stuffing” the portfolio with question-
able assets. Usually, well-defined contracts between principals and agents,
together with redress incorporated in banking and securities laws, provide
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adequate incentives for agents to make decisions that are in the interests of
asset holders.

Financial confidentiality raises some unique agency issues. If confiden-
tiality is added to the fiduciary’s mandate, the job becomes very much more
complex. Violation of the fiduciary’s role, at least in the eyes of the client,
includes violation of the confidentiality mandate—even if this is itself in
violation of applicable laws or regulations. Ordinarily, disputes between
clients and their asset managers can be taken into court in civil suits or
other means of dispute resolution But how can the asset holder take the
agent to court when a foreign legal jurisdiction is involved, when that ju-
risdiction is unclear, or when any such an action would itself compromise
the confidentiality that is being sought? So the agent acquires certain im-
munity from the kind of redress usually available to asset holders who
might be confronted by agent misconduct.

The question is whether such quasi immunity influences the behavior
of the fiduciary to the detriment of the asset holder. Perhaps those seeking
high levels of confidentiality are prepared to pay some agency costs, as long
as there are no large unaccountable losses. Perhaps competition in the asset-
management business, as well as traditions of prudence and competence,
tend to impose constraints on abusive behavior. Still, this problem puts a
real premium on selection of the offshore private banker, who must be
depended on to carry out fiduciary responsibilities with great care and sen-
sitivity to client desires without succumbing to the temptations that derive
from his or her potential leverage as a “secret agent.”

Supply and demand thus interacts in the (predominantly offshore) mar-
ket for financial confidentiality, just as they do in any other market. A
hierarchy of differentiated products exists, each with its own characteristics.
The greater the demand, the higher the price. The more intense the com-
petition among vendors, and the easier the substitutability of confidentiality
products, the lower the price. The rational offshore client will presumably
shop around, insofar as his or her position is not jeopardized thereby, to
acquire an optimum mix of products at a cost (including agency costs) that
makes the whole exercise worthwhile. The acquisition of offshore assets in
the presence of confidentiality can thus be thought of as a rational pro-
cess—one that balances a number of costs against benefits and in which
the confidentiality factor is likely to alter behavior in rather predictable
ways. And if confidentiality-seeking asset holders are risk-averse, they may
prefer rather conservative portfolios, since they are seriously exposed to
risk in other ways.

Regulatory and Tax Pressures on Offshore Private Banking

There are indications that the value of confidentiality may be on a gradual
decline as a competitive driver in global private banking. This is based on
changing attitudes toward financial secrecy and the kinds of pressure that
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national tax and criminal authorities can bring to bear on foreign jurisdic-
tions.

National authorities seem determined to use their influence to combat
criminal uses of secrecy as well as tax evasion—and more willing to share
information—so it may be increasingly difficult to guarantee customary
levels of secrecy in some cases. A driving force is governments’ appreciation
that financial secrecy facilitates criminal activities and that one of the best
ways to attack these is to increase the cost and reduce the opportunities to
launder money. At the same time, fiscal constraints such as the Maastricht
criteria in the euro-zone, budgetary compacts in the United States, and
IMF-imposed fiscal austerity in many emerging market countries tends to
reinforce government determination to collect taxes that are due.

According to one OECD report, secrecy laws and other factors made
the use of Swiss bank accounts in particular “attractive to nonresidents”
seeking to evade taxes and avoid detection in their home country:

Switzerland is the world’s biggest offshore banking sector for wealthy in-
dividuals, with about a third of the global market. It has always been
suspected [that] Switzerland’s dominant market share in private banking
was partly dependent on its long tradition of banking secrecy, which pro-
tected customers who wanted to evade tax in their own country. But until
now the OECD’s annual country reports on Switzerland have not dealt
with the subject. Switzerland and the OECD have, however, clashed once
before on the question of tax evasion and bank secrecy. In April 1998
Switzerland, along with Luxembourg, refused to endorse the OECD’s
guidelines on harmful tax competition. The move was part of an attempt
by the OECD to combat unfair fiscal practices. Swiss banks argued that
their big market share is primarily due to Switzerland’s long tradition of
neutrality, political stability, a strong currency and professional banking
services. Switzerland has long provided a home for extremely wealthy for-
eign individuals who want to minimize their tax bills. . . . The vast bulk
of Swiss bank customers rarely step inside the country and rely on banks
there to handle their affairs. The OECD said access to information was
essential for effective tax enforcement and that, as globalization and tech-
nology continue to advance, it would become increasingly important.2

In November 1999, congressional hearings on private banking in the
United States were held in response to allegations of massive diversion of
foreign aid funds, official corruption, organized crime, the drug trade, and
money laundering. Several high-profile cases once again trained the spot-
light on the role of offshore private banking and the quality of due diligence
and appropriate conduct on the part of private banking organizations and
their employees.

In general, there seems to be a growing disparity between the degree
of financial secrecy offered in the high-quality offshore banking centers like
Switzerland and those of lesser standing. This is probably because the high-
quality financial centers have more to lose from being “tainted” and, at the
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same time, are more vulnerable to outside pressure due to their own banks’
large presence in global markets.

Those concerned with the future of offshore private banking usually
focus on (1) tax coordination, cooperation, and alignment among countries
of residence of offshore clients; (2) tighter notification and reporting re-
quirements imposed on banks dealing with suspect or underregulated banks
and countries; (3) international agreements to expand account investigation
related to money laundering, including a more intense focus on accountants
and lawyers; and (4) the use of cordons sanitaires in the case of noncoop-
erating institutions and countries. These things don’t change overnight, but
the pressures are sufficiently visible to raise concerns about offshore private
banking as a major source of future earnings growth for financial services
firms engaged in private banking.

Economics and Competitive Structure

Private banking is an unusually attractive business within the global finan-
cial services industry. The services involved are not particularly capital-
intensive in comparison to commercial or investment banking activities.
And generally they can be carried out at cost-to-income ratios on the order
of 45% to 60%. The revenues are relatively stable as well, including resis-
tance to major losses attributable to market risks and credit risks.

Within the private banking domain, offshore private banking is more
profitable than onshore private banking, given the offshore client’s need for
confidentiality and, consequently, his or her willingness to pay higher fees
or tolerate a lower level of portfolio performance. In addition, the com-
petitive pressure on pricing may be considerably less intense in offshore
than in onshore private banking.

The size, growth prospects, and profitability of the private banking
market in general has resulted in fierce competition. Virtually every stra-
tegic group in the financial services sector has targeted private banking and
asset management for the wealthy as a key area for development. This
includes the classic specialists such as Lombard Oder, and Darrien Hentsch
(which merged in 2002), Pictet, Julius Bar, Coutts & Co., Schroders, and
(a unit of Charles Schwab) U.S. Trust Company, as well as megabanks like
J. P. Morgan Chase, Citigroup, Deutsche Bank AG, UBS AG and the Crédit
Suisse Group. Insurance companies like AXA and the Zurich Group have
targeted their insurance and asset-gathering units catering to wealthy clients
as well. American Express focuses on “platinum” and “black” travel and
entertainment cardholders in efforts to cross-sell private banking services.
Broker-dealers like Merrill Lynch and Goldman Sachs have initiated major
efforts to become important players in private banking. And fund-
management companies like Fidelity Group and Vanguard have had inten-
sive efforts under way to target affluent clients as well. Everyone is in on
the act, each coming from different strategic directions and competing in
ways that can be traced to their origins, ranging from retail-like approaches
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Table 11-1 World’s Largest Private Banks, 2002

Assets Under Management
($ bil.)

Market Share
(%)

UBS AG 428 1.8
J. P. Morgan Chase 320 1.4
Crédit Suisse 293 1.2
Goldman Sachs 293 1.2
Deutsche Bank AG 200 0.8
Citibank 153 0.6
Merrill Lynch 140 0.6
Bank of America 129 0.5
HSBC Holdings 115 0.5
ABN Amro 114 0.5
BNP Paribas 99 0.4

All Others 21,126 90.5
Total 23,410 100.0

Data: Financial Times, June 26, 2002.

such as advertising campaigns and toll-free numbers to sophisticated per-
sonal marketing pitches and efforts to enlist intermediaries such as attor-
neys, accountants, and independent financial advisers. For some of the
larger and broader firms, referrals from other units within the organization
can be valuable. Whatever the “surface” tactics for attracting clients, the
key to profitable private banking is the relationship with a client. Table 11-1
presents the world’s largest private banks in 2002 and shows how highly
fragmented the business is.

In order to perform effectively, especially the large institutions in pri-
vate banking markets have to engage in considerable market segmentation,
based on sophisticated analysis that incorporates a range of characteristics,
needs, and financial sourcing habits of specific client groups. This can help
a large banking organization focus its resources more accurately in order
to target its product line, its distribution system, and its promotional efforts
to particular market segments. Smaller, specialized private banking insti-
tutions, in contrast, can rely on a broad, generalist approach. In either case,
sophisticated marketing is vital to attract clients who who have become
newly wealthy or who have been clients of competitors, and to persuade
customers to remain even when their wealth levels and portfolio require-
ments change.

The most important component of any private banking effort remains
the quality of the bankers. It is not easy for a private client to share con-
fidences with his or her banker, so a low staff turnover is particularly im-
portant. At the same time, the changing nature of wealth and the demands
of the wealthy suggest that tomorrow’s private banking will have to be
quite different from that of the past. Classic private banking qualities will
be combined with a strong understanding of modern financial markets and
instruments and how they can be used to the client’s advantage—as well
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as personal acquaintance with individuals in the organization who are the
relevant specialists and can be brought to bear on the client at the right
place and the right time. Good ideas, combined with good execution and
a strong relationship, are what tend to determine competitive performance
in global private banking.

Notes

1. Merrill Lynch, World Wealth Report 2001 (New York: Merrill Lynch,
2001). Prepared in cooperation with Gemini Consulting and Ernst & Young.

2. William Hall, “OECD Warns Swiss over Tax Evaders,” Financial Times,
August 7, 1999.
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Assessing and Managing
Cross-Border Risks

Various types of risk are faced by commercial and investment banks in
their global operations. Credit risks in lending or investing in foreign en-
tities, several types of risks associated with project financing, operational
risks, compliance risks, risks in dealing foreign exchange, and funding risks
related to balance-sheet management and off-balance-sheet exposures are
a few examples. By definition, global banking activities cross the political
frontiers of sovereign national states and give rise to yet another source of
risk in international banking—country risk.

The Nature of Country Risk

Suppose a New York bank makes a dollar loan to a Venezuelan company
with satisfactory local credit standing. When the time comes to repay the
loan, however, the company finds it is unable to convert bolivares into
dollars because its government has imposed exchange controls as part of a
general declaration of economic emergency—a case in which the borrower
is willing and able to meet its contractual obligations, yet country condi-
tions effectively prevent it from doing so. In retrospect, credit risk was not
a problem but transfer risk (a form of country risk) was.

Or suppose a Japanese insurance company buys 10-year Eurobonds
issued by the government of Vietnam, with the proceeds used for infrastruc-
ture financing purposes. In effect, the insurance company is lending against
the full faith and credit of the government of Vietnam; therefore, it is ex-
posed to sovereign risk, since future circumstances may be such that the
government may be unable or unwilling to provide debt service. This is
another form of country risk.
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All cross-border lending or investment activities by international com-
mercial or investment banks and their clients thus involve country risk,
which is associated with the possibility that the future flow of returns from
these activities may be impaired by economic or political events.

Credit risks associated with each borrower represent unsystematic risk.
A bank or investor can reduce the overall level of risk to which it is exposed
in a given country by carefully building a diversified portfolio of exposures
and ultimately drive the level of unsystematic risk close to zero. But because
all exposures in a single country are linked by economic and political
events, the lender or investor is stuck with a form of systematic risk that
also falls into the general category of country risk. A government may
pursue fiscal, monetary, foreign exchange, or other policies that impair debt
service on the part of multiple borrowers by affecting their profitability, by
undertaking nationalization or expropriation, and by impeding access to
foreign exchange, or it may enact a host of other adverse policy measures.
Systematic (country) risk thus limits the ability of a bank or investor to
diversify away from unsystematic risk in the management of its portfolio
in a particular country.

We have used two examples of country risk in the preceding hypo-
thetical cases:

Transfer risk involves the possibility that the borrower may not be able
to convert domestic currency into foreign currency.

Sovereign risk involves loans or securities of governments, their agen-
cies, or nongovernmental entities under government guarantee that
eliminates local credit risk—and yet the government itself may be
unable or unwilling to service its foreign obligations.

Foreign exchange risk does not confront the lender or investor directly if
the obligation is denominated in non-local currency. Yet exchange-rate
movements can influence the creditworthiness of borrowers and issuers,
and factors affecting exchange rates are often closely allied to those that
affect country conditions in general.

Besides cross-border loans and securities holdings, a bank or investor
may also have certain direct investments in a particular country. These may
take the form of equity holdings in local companies, bank branches, joint
ventures, or other types of ownership interests, all of which are subject to
foreign direct investment risk (FDI), which can be quite different from the
other country risk categories. Clearly, a country may be economically and
politically sound, yet the government may decide to nationalize all foreign
ownership interests in a certain sector as a matter of national policy. Coun-
try risk may be low, yet risk associated with FDI may be high under such
circumstances. In cases where government places a very high priority on
direct foreign participation in a given sector—such as development of a
nation’s financial system—the reverse may also be true.

Finally, a bank or investor that has a well-diversified portfolio of assets
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in a particular nation and yet remains troubled by its exposure to (system-
atic) country risk always has the option to diversify still further and dis-
tribute its holdings across a variety of different countries. This way, country
risk becomes unsystematic as far as its overall portfolio is concerned, and
this allows cross-country diversification strategies to reduce overall expo-
sure to risk still further. Under international portfolio diversification (IPD),
the bank or investor simply puts its eggs in different country baskets, in
the hope that the chances of one basket getting dropped has little to do
with what happens to others.

But are country futures indeed independent? Unfortunately, changes in
oil prices, conditions on international financial markets, business cycles,
protectionism, and global or regional political events turn out to affect
many countries at the same time, often in the same direction. Brazil’s eco-
nomic conditions may be quite independent of South Korea’s, but both may
simultaneously be affected by a major change in global interest rates or a
financial crisis in Russia. The risk associated with changes that transcend
national political frontiers can be called contagion risk and is systematic
and inherent in the global environment. For practical purposes, contagion
risk sets a limit on the extent to which IPD can succeed in reducing overall
exposure to risk. The only way to reduce risk still further is to move into
other asset classes that have traditionally served as hedges in periods of
global unease, such as gold or real estate, or to buy risk insurance. Unfor-
tunately, neither is entirely free from contagion risk, and both can be rather
costly alternatives.

We have defined seven types of risk in three broad categories, all of
which have to be considered in international portfolio management:

• Credit risk and foreign direct investment risk at the narrowest, unsyste-
matic level, both relatively easily subject to diversification

• Country risk, of which transfer risk, sovereign risk and exchange risk are
components; it is systematic as far as individual cross-border loans and
investments are concerned, but can be made unsystematic through inter-
national portfolio diversification

• Contagion risk, which is generally systematic, transcends national fron-
tiers, and thus effectively limits risk reduction via IPD

Problems associated with country exposures have proven to be hardy
perennials.1 As table 12-1 shows, during the nineteenth century most in-
ternational borrowing was associated with issuance of sovereign bonds. A
good part of these proceeds was used for military purposes, with the losers
of wars often ending up in default during the first great episode of cross-
border credit difficulties in the 1820s. During the 1870s another period of
sovereign bond defaults combined this reason with the unwise use of pro-
ceeds and political pressure by home governments on investors as part of
foreign policies being pursued at the time. Bond defaults in the 1930s were
mostly associated with the Great Depression, as country after country was



296 Competitive Strategies

unable to meet its commitments and private borrowers cascaded into bank-
ruptcy. The postwar period was mainly closed to bond issuers outside the
OECD countries, and bond investors were replaced by syndicated bank
lending to countries that eventually ended up in major difficulties during
the debt crisis of the 1980s. As table 12-1 suggests, in the 1990s systemic
contagion factors were increasingly associated with short-term capital
flows. The bottom line is that country problems are not at all unusual, nor
are they unconnected from each other. This suggests that both careful coun-
try assessment and the adoption of a careful portfolio approach to cross-
border exposures are in order. In the 2000s, as emerging market debt and
equity issues once again become significant, and cross-border bank loans
reappear, the lessons of the past should not be forgotten.

Country Exposure: Definition and Measurement

A basic prerequisite for effective global asset management is exposure
tracking. Banks and institutional investors need to know their global ex-
posure to risk along a variety of dimensions. For example, it is important
for a bank to track its claims on all of its clients in a particular industry
(such as petroleum, copper, or air transportation) since worldwide, re-
gional, or national developments at the industry level may affect multiple
clients simultaneously. Groups of borrowers sensitive to certain economic
or political conditions (such as energy-intensive companies) also require
exposure measurement at the national, regional, or global level.

The difference between measurement of a bank’s exposure to risk as-
sociated with particular firms or industries and its exposure to country risk
is that the latter deals with cross-border financial flows, while the former
is concerned with total claims and other exposures, whether cross-border
or not. For instance, a loan by a European bank’s branch in Buenos Aires
to a local company, funded by Argentine peso deposits, incurs firm and
industry risk but not country risk (although the bank’s local branch does
involve FDI exposure), yet the same loan originated by the bank’s Paris
office involves all three types of risk.

Figure 12-1 indicates, as a three-dimensional display, the kind of in-
formation that is useful in keeping track of a bank’s global exposure. With
respect to exposure to country risk, the first category is lending exposure.
Every cross-border loan, whether originated by the bank’s head office or
by offices anywhere else in the world, must be promptly reported and cap-
tured in the system. To double-check, it is useful to have each cross-border
loan reported both by the originating office and by the office directly re-
sponsible for the country concerned. Exposures by country should then be
broken down into appropriate maturity buckets, loan commitments, and
drawdowns or disbursements. It is also useful to know the extent to which
the country has claims on the bank. These should not be netted against
lending exposure, but it is important to be aware of them. In extreme cases,
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Table 12-1 Comparison of the Five Major International Debt Crises

1820s 1870s 1930s 1980s 1990s

Countries of major
private creditors

Britain Britain, France,
Germany

USA, Britain, Nether-
lands, Switzerland

USA, Europe,
Japan, Canada

USA, Europe, Japan, Global
Portfolio Investor Base

Major defaulters Latin America, Greece Egypt, Turkey, Spain,
Latin America

Germany, Eastern Europe,
Latin America

Latin America,
Eastern Europe,
Africa

Russia, Thailand, Indonesia,
Korea, Philippines, Ma-
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such claims may be used under the “right of set-off” (retaining assets of
the obligor to compensate the bank for defaulted liabilities).

Not only is keeping track of lending activity by country an important
function of exposure-tracking systems, but also it serves portfolio purposes
as well. Figure 12-1 may also indicate subtotals by regions, wherein specific
country groups may be captured as needed—for example, Central America,
Southeast Asia, or sub-Saharan Africa. At the same time, such a system can
track (in its B-dimension) lending by borrower type: banks, industries,
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Figure 12-1. Three dimensions of global exposure tracking.
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public-sector and private-sector companies, energy-intensive companies, or
other classifications of special interest. It may also include (in its C-
dimension) exposure to corporate “families”—such as Daimler Chrysler
worldwide—as well. While only cross-border exposure is of interest with
respect to country risk, total exposure is relevant for portfolio purposes
and management of noncountry risk exposures.

The A-dimension of figure 12-1 focuses on direct cross-border expo-
sure. But suppose a bank loan to the Thai subsidiary of an American com-
pany is guaranteed by its parent. In that case, the “country of lending” and
the “country of risk” are different: one is Thailand (country of lending)
and the other is the United States (country of risk). Guarantees serve to
transfer country exposure. “Comfort letters” or “keepwells,” provided by
corporate parents, for example, do not transfer country exposure. Exposure
transfers via guarantees are reflected in the A-dimension of figure 12-1.
Quite often, as in shipping loans, considerable judgment is required to de-
termine the appropriate allocation of country exposure.

In making judgments about a country and its lending or investment
opportunities, a bank or institutional investor will want to set limits on
country exposure that should not be exceeded, usually in the form of over-
all country limits and sublimits for different maturities. Limits applied to
individual borrowers, industries, or regions can also be incorporated here.
All are driven by returns, as well as risk factors.

Nonlending exposure—in the form of off-balance-sheet transactions,
foreign exchange and derivatives exposures, equity interests in foreign
firms, bank affiliates, branches, consortium arrangements, and portfolio
investments—may also be recorded in an exposure information system,
generally under the A-dimension in figure 12-1, although risk transfer may
also be possible under home-country guarantees of parent companies, gov-
ernment agencies, or international organizations. Periodic exposure reports
must be made available in regular intervals to bank officers, either in
printed form or in computer displays.

Valuation of Country Exposure

A bank or investor in debt instruments is naturally interested in the eco-
nomic value of its exposure in a particular country. It is also interested in
maximizing the economic value of its global asset portfolio, spread among
a variety of different countries. Both decisions involve expected returns and
possible future variance of those returns, as reflected in the degree of risk
associated with them. We can express this in the form of a conventional
present-value equation, such as the following:

n E(F ) � E(C )t tNPV � �j t(1 � i � α )t�0 t t
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where NPVj is the net present value of the future stream of expected returns
to the bank or investor related to exposure in a particular country j, E(Ft)
and E(Ct) denote the expected value of the stream of future returns and
the associated collection costs at time t, respectively, it is the risk-free dis-
count factor representing the bank’s cost of funds (or some other risk-free
rate), and αt represents a country-risk premium, which depends on the
variance in returns on the bank’s exposure in country j, relative to the
variance in returns on an overall asset portfolio and on management’s at-
titude toward risk. Prospective future developments in countries involving
cross-border exposures will be reflected in the means as well as the vari-
ances of the probability distributions associated with these returns, and
hence will influence both E(Ft) � E(C)t and αt.

It is important, to develop an accurate picture of the net expected re-
turns, namely, E(Ft) � E(Ct). A first component of returns is the repayment
of principal. A second component covers the stream of interest payments,
which usually involves either a fixed rate or the spread over LIBOR, the
U.S. prime rate, or a similar floating base rate of interest. A third compo-
nent is a share of commitment, participation, and management fees agreed
on with the borrower. As noted in chapter 5, these may be quite substantial,
especially for those involved in organizing and managing syndicated loans.
And banks often lend to a particular borrower on fine terms in order to
develop or maintain a “relationship.” This involves existing and past bank-
ing ties and focuses on the expectation of future earnings from a variety of
activities, foreign exchange transactions, deposit balances, advisory serv-
ices, custody business, and the like.

There is ample evidence of the importance of the “relationship” factor
in international banking behavior, with regular scrambles by firms to get
“close to” the client, and in the tendency for losers of mandates to partic-
ipate in deals anyway, simply to maintain a relationship with the client.
Similarly, borrowers can sometimes “encourage” banks to participate in
loans that would not otherwise be attractive by suggesting that failure to
do so may lead to loss of other business or put pressure on their operations
in host countries, thereby requiring the addition to apparent returns, in
effect, of an insurance premium against possible future earnings losses else-
where in the relationship. Particularly where a relationship with a specific
government has been highly profitable in the past, and promises to be so
in the future, such anticipated “indirect” or “soft” returns can be an im-
portant issue.

A bank’s financing of a particular borrower may also generate future
returns with third parties, which would otherwise be lost. For example, a
particular loan to a company or government abroad may create opportu-
nities for future business with home or third-country suppliers, or a well-
structured loan could strengthen a relationship with a particular domestic
or foreign client in a way that promises additional future earnings.

Finally, there are collection costs. Loans that are delinquent or “non-
performing” because of conditions in countries where the exposure is
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lodged often involve sizeable travel, as well as legal and other expenses.
Particularly for bankers who take relatively small participations in major
loans, collection costs can loom large in relation to expected losses in the
event of problems. And fixed-income investors may recover only a small
fraction of the face amount of bonds in default situations.

It is clear, therefore, that expected returns of principal interest, fees,
and the remaining less-tangible earnings components generated by country
exposure, as well as expected collection costs, form a multi-sided, proba-
bilistic picture. Each element has its own time profile and expected value,
so that E(Ft) � E(Ct) in our formula is itself a highly complex composite.
In addition, each element has its own measure of variability, so that the
associated risk premium αt is similarly complex. There are often trade-offs,
as when the terms of financing agreements are relaxed at the borrower’s
insistence in exchange for higher expected returns in some other earnings
components. Partly for such reasons, profit attribution in international
banking tends to be extraordinarily difficult, and the returns facing indi-
vidual banks that participate in syndicated transactions may well differ
substantially from one to the other.

In measuring interest rate risk, banks differentiate between floating-
rate and fixed-rate loans. In floating-rate (e.g., LIBOR-based) loans or
floating-rate bonds, a change in interest rates would show up as a change
in both it and E(Rt) and would have a minimal effect on interest rate risk.
In fixed-rate loans or bonds, E(Rt) remains constant while it changes, caus-
ing a corresponding change in NPV. But even with floating-rate instru-
ments, since spreads are fixed either for the life of the contract or for spe-
cific periods, there exists some residual interest rate risk.

Apart from changes in interest rates, there are a number of other con-
tingencies:

• The borrowing country may ultimately be unwilling or unable to fully
pay back its debt. Nonperformance results in realized accounting losses
of principal or of accrued interest that must be booked against earnings,
capital, and reserves after recovering what can be recovered. The conse-
quences of nonperformance for the borrower’s access to international fi-
nancial markets and normal channels of credit are such that this event
today tends to be triggered under relatively rare circumstances, as in bond
or loan defaults.

• The borrowing country may be unable to meet its external debt obliga-
tions and be forced to renegotiate the loan. By definition, the necessary
refinancing or rescheduling under such circumstances cannot be accom-
plished at market terms. Since it occurs under duress, the original lenders
are forced to extend further credit with the hope of avoiding accounting
losses in the end. This may involve an extension of maturities, a new
grace period, negotiation of new facilities, an adjustment in interest
spreads or other modifications. Even if this ultimately results in increased
accounting returns, the lender nonetheless incurs an economic loss, since
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it would have used its assets—which are now tied up in the troubled
portfolio—for other purposes with better risk-return profiles.

• The borrowing country may be willing and able to service external debt
and avoid default and problems leading to reschedulings or forced refi-
nancings, but something may happen that raises the perceived risk asso-
ciated with the exposed assets from the lender’s perspective. For example,
an assassination of the head of state may have an unpredictable effect on
debt service. Even though neither of the first two types of losses has been
incurred by the lender, it has suffered a decline in the value of assets, since
it cannot immediately reallocate them according to new perceptions of
relative risks and returns. Such reallocation may be possible at the margin
by running down exposures beginning with very short maturities. But this
is usually far from the type of instantaneous adjustment that is needed
to avoid long-run downward adjustment in the value of the portfolio.

A number of country-related events may thus reduce NPV. Prospective
defaults can be viewed as a reduction in E(Ft) and an increase in E(Ct).
Anticipated rescheduling or refinancing losses are analogous to the forced
introduction of higher-valued t’s that are less than compensated for by
negotiated increases in E(Ft), net of E(Ct). Finally, losses from risk-class
shifts reflect an increase in αt if, as a result, the country is viewed by the
market itself as being more risky. Examples related to the difference be-
tween the book value of bank-country exposures and its respective eco-
nomic value emerged in the latter phases of the less-developed country debt
crisis of the 1980s, and again in the Mexican debt crisis of 1994–1995 and
the Asian debt crisis of 1997–1998.

Factors Affecting Country Risk

The country risk problem that international banks or investors face is one
of forecasting the future prospects of countries in which they have assets.
It represents a strikingly complex task, requiring the construction of a so-
cial, political, psychological, historical, and economic composite assessment
of risk that may arise out of structural (supply-side) economic elements,
demand-side macroeconomic and monetary elements, and external eco-
nomic and political developments, along with the quality of the national
economic management team and the domestic political constraints facing
decision-makers.

A simple view of the problem could begin with an equation such as
the following:

Y � M � A � X

representing real flows of goods and services in an economy, where Y is
output, M is imports, A is domestic absorption (consumption, investment
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and public-sector spending), and X is exports, all in real terms. Clearly,
supply-side changes in Y will (with unchanged demand) require shifts in
imports or exports. Reduced production capabilities at the national level,
for example, may mean increased imports or a more limited capacity to
export. In a similar way, demand-side shifts such as increased government
spending for example, will, have to be met by expanded imports or by
diverting export production to meet domestic needs. Monetary variables
can affect the picture as well: unless it is offset by changes in exchange
rates, growth in the domestic money supply will tend to raise A relative to
Y and therefore either increase M or decrease X or both.

To bring the money side into the picture more explicitly, we can de-
velop an equally simple equation to describe international financial flows:

VX � VM � DS � FDI � U � K � DR � NBR

Here, VX and VM represent the money value of exports and imports, re-
spectively, DS represents debt-service payments to foreigners (usually part
of VM in conventional balance of payments accounting), FDI is the net
flow of private-and public-sector grants such as foreign aid, U is gifts and
grants received from abroad, K is net capital flows undertaken by residents,
DR is the change in owned international reserves of the country in ques-
tion, and NBR is its net borrowing requirement. An overall negative bal-
ance on the left-hand side of the equation clearly means that the country
will have to increase its foreign borrowing or use up some of its interna-
tional reserves. Increases in foreign borrowing brings about an increase in
DS in future time periods.

Tying the two equations together are typical “country scenarios.” Con-
sider a government that comes under political pressure to increase spending
for domestic social purposes. It does so by running a fiscal deficit, which
it finances by issuing government bonds. Most of these bonds may end up
in the asset portfolio of the central bank, which, in turn, pays for them by
increasing the money supply (central bank liabilities), representing mone-
tization of debt. This tends to put upward pressure on the general price
level of the economy and downward pressure on expected real interest
rates, a result the government is reluctant to see reflected as a depreciation
of its currency. The currency becomes “overvalued,” made possible by the
imposition of exchange controls or central bank intervention in foreign
exchange markets. The whole process is likely to show up as an increase
in A offset by an increase in M and/or a decrease in X in our first equation.
The financial flows appearing in the second equation as a net reduction in
the trade balance (VX � VM) are financed by a reduction in reserve hold-
ings DR (the central bank’s external liabilities).

Many such scenarios can be sketched out, focusing on a wide variety
of internal and external shocks that eventually lead to increased foreign
borrowing, which, if sufficiently large and sustained, can lead to debt-
serving difficulties and economic losses for banks or investors. The problem
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is to evaluate the effect of these scenarios on the different variables as they
evolve over time, and in particular, DS and NBR. Together with the un-
derlying political scenarios, this is the essence of getting a handle on the
expected value and variance of exposure to country risk in any given case.

In view of the complexity of the problem, “well-rounded” individuals,”
whose knowledge spans a variety of different fields, such as economics,
political science, sociology, and psychology, are very valuable to effectively
assess country risk. Low-quality estimates of E(Ft) � E(Ct) and αt yield
low-quality portfolio decisions and, ultimately, second-rate performance of
a bank in the competitive marketplace.

National Economic Management

How do developments in the internal workings of a national economy, on
both the supply and demand sides, threaten a country’s ability to service
its external debt obligations? Of interest are the linkages between the sup-
ply side’s ability to produce exports along with import-competing and non-
traded goods and in the quantitative and qualitative dimensions of the la-
bor force, the capital stock, the natural resource base, the technology, and
the entrepreneurship—which are all combined to drive this capability. At
the same time, also of interest are the contributions of real capital inflows
to these supply capabilities: those made possible by foreign borrowings,
foreign direct investment, and other types of financial transfers.

Historical measures of supply-side economic performance are labor
force growth and participation rates, unemployment rates, migration and
labor force distributional trends, savings and investment trends, productiv-
ity trends, natural resource availability, and the like. The quality, timeliness,
and comparability of the relevant data vary widely, but the real problem
lies in evaluating how good a predictor the past is for the future. Here, a
great deal of judgment is required to identify and project various types of
quantitative or qualitative labor-supply ceilings, possible market disrup-
tions, social and economic infrastructure bottlenecks, capital availability
problems, and natural resource constraints.

Of prime importance is the evaluation of government policies that will
influence domestic savings and investment, capital flight and foreign direct
investment, risk taking in entrepreneurial activity, supply conditions in la-
bor markets, adequacy of economic and social infrastructure, exploitation
and value-added processing of natural resources, and the entire underlying
structure of incentives and disincentives that is built into the nation’s fiscal
and regulatory system.

In many cases, such policies are anchored in government planning doc-
uments, where the evaluation of the degree of realism embodied in these
plans is quite important. Government attempts to force the supply side of
the economy into a mold that does not fit, but to which a political com-
mitment has been made, can lead to severe domestic and international dis-
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tortions in the real sector and inflate the external borrowings that ulti-
mately lead to debt service problems.

On the demand-side of the national economy, country analysts are in-
terested in factors that affect taxes, government expenditures, transfer pay-
ments, and the overall fiscal soundness of the public sector, as well as in
prospective demand patterns for goods and services from the private and
export sectors. Once again, historical data series covering consumption,
government taxation and expenditures, gross national product or gross do-
mestic product, and other conventional economic indicators are usually
available on a reasonably timely basis to permit an evaluation of the de-
mand picture over a number of years past. But forecasts largely depend on
the ability to predict government demand management and income distri-
bution policies, as well as demand-side shocks that may be stemming from
the foreign sector.

In attempting to develop a prognosis of the structural aspects of coun-
try futures, the analyst should start by acquiring the most accurate infor-
mation possible on both the historical and the current performance record
of the economy in question, and then try to project both the demand-side
and supply-side dimensions. This may not be a particularly difficult prob-
lem in the short term, where the policy elements are relatively fixed. How-
ever, the error sources multiply as the forecasting period is extended, and
very few or none of the important determinants of economic performance
can then be considered as constants. What will happen to taxes, fiscal trans-
fers, government regulations, the use of subsidies and other market distor-
tions, consumption and savings patterns, investment incentives, treatment
of foreign-owned firms, and similar factors after five or ten years? Every-
thing is up for grabs, and forecasting has to rely largely on the basic com-
petence of the nation’s policymakers, their receptiveness to formal or in-
formal outside advice, and the pattern of social and political constraints
under which they operate. Assuming that a country’s economic manage-
ment team remains more or less the same, past experience in domestic
policymaking and reactions to outside shocks may not be a bad guide for
the future—an assumption that nevertheless is often open to question.

A part of the task of projecting future economic management scenar-
ios—maybe the most important one—lies in the monetary sector. Whereas
most good country analyses contain extensive descriptions of the national
financial system, the critical factors obviously relate to domestic prices and
exchange rates. Useful indicators are the domestic monetary base, the
money supply, net domestic credit, and available price indices, together
with net foreign official assets and net foreign debt. Monetary disturbances
may originate in the domestic economy or internationally, including con-
tagion effects. Apart from their inflationary and exchange-rate aspects, such
disturbances may also have real-sector influences on consumption and sav-
ings, capital formation, income distribution, and expectations about the
future.
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Once again, whereas the mechanisms relating monetary developments
to external debt service and transfer problems are well understood, and
the requisite data usually are readily available, short-term assessments are
much easier to make than a full-fledged, long-range outlook. After all, it is
possible to evaluate the relationship of the existing exchange rate to some
hypothetical market-determined rate based on a calculated purchasing
power parity index, for example, and to project any deviation based on
relative inflation trends. For instance, the larger the degree of projected
currency overvaluation, in general, the greater will be the need for in-
creased external borrowing, as well as the likelihood of reserve losses or
the prospects for a tightening of controls on international trade and pay-
ments.

Much more difficult is the task of forecasting government responses to
problem situations in the monetary sphere—devaluation, liberalization of
exchange controls, and domestic monetary stringency—particularly the
timing of such measures. In the long term, the problem, once again, comes
down to the competence of the monetary policymakers and the political
pressures that they face.

The domestic economic management issues involved in country anal-
ysis by international banks are summarized in figure 12-2. Complex as it
is, this is still only part of the picture.

External Economic Aspects

Because foreign exchange availability is important for projecting a coun-
try’s debt-service capabilities, country analysts must also pay attention to
outside factors that affect its balance of payments and external finance.
On the export side, this requires evaluation of both long-term trends and
short-term instabilities. Increasing product and market diversification
might be a sign of greater export stability and reduced vulnerability to
shifting economic and political conditions, or they could signal protec-
tionist trends in the country’s major markets. Shifts in the ratio of ex-
ports to gross national product may portend changing future debt-service
capabilities, and an analysis of demand and supply elasticities for major
export products may indicate possible sources of future instability in ex-
port receipts. Domestic export-supply constraints and export-competing
demand elements link back into the analysis of structural problems, dis-
cussed earlier. Export policies pursued by national governments, along
with exchange rate policies, may also be very important. In general, we
are interested in (1) alignment of a country’s exports with its interna-
tional competitive advantage, (2) diversification of export risk, and (3)
home and third-country policies that might pose a threat to future export
earnings.

On the import side as well, focus should be placed on both long-term
trends and short-term instabilities. For example, the ratio of imports to
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Figure 12-2. Summary of domestic economic management issues involved in country
evaluations.
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gross national product indicates very little, per se, but abrupt and signifi-
cant shifts in this ratio may be important. The ability of the government
to compress imports in times of balance of payments trouble may be in-
dicated by measures such as the ratio of food and fuel imports to total
imports. Import price volatility, supplier concentration among trading part-
ners, and trends in import-replacement production are among the other
measures that can help identify possible problems originating in the import
side. Here, as in the case of exports, the analyst should also be interested
in the policy context—the structure of effective tariff and nontariff protec-
tion and the effect of domestic resource allocation and efficiency on pro-
duction.

The importance of foreign direct investment for the supply side of a
national economy has already been mentioned—in terms of its contribution
to aggregate and sectoral capital formation, technology transfer, develop-
ment of human resources, management and entrepreneurial activity, access
to markets and access to supplies—the traditional multinational corporate
“bundle” of services. Besides the balance of payments gains associated with
FDI, induced exports and import-replacement production, outflows may
occur via induced imports of goods and services and profit remittances.
Each foreign investment project evidences a more or less unique balance of
payments profile, in magnitudes as well as in timing. Policies that affect
foreign direct investment (e.g., taxation, restrictions on earnings remit-
tances, privatization, nationalization, and expropriation) may alter this
profile and thereby influence a country’s prospects as perceived by inter-
national lenders and bondholders as well. Multinational companies are of-
ten extraordinarily sensitive to changes in national policies. Since such
changes can trigger changes in the overall creditworthiness of countries as
a whole, shifts in FDI patterns deserve careful attention. Moreover, capital
outflows on the part of residents (which are frequently highly sensitive to
the domestic outlook) and private lending by foreigners to domestic resi-
dents can also have a substantial effect on a country’s overall creditwor-
thiness.

Finally, it may be important to analyze the magnitude and types of
grants and concessionary (foreign aid) loans that a country receives from
abroad, and the prospective future development of these flows. Domestic
conditions in the donor countries, donor-recipient relationships, and the
economic and political attractiveness of the recipient countries are very
important. And countries that are of strategic or economic importance are
obviously prime candidates for future intergovernmental “rescues,” which
may to some extent backstop private investment or bank lending exposure
in severe problem situations and increase the interest of major financial
powers in successfully concluding “workout” situations. Examples from
recent history include Mexico, Brazil, Thailand, Indonesia, Korea, and Tur-
key, among others.

Figure 12-3 summarizes financial flows and their relationships to the
domestic economic picture.
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Figure 12-3. Relationship of external financial flows to the domestic economic situa-
tion.

Liquidity and Debt Aspects

The aforementioned issues usually involve medium- and long-range fore-
casts of such measures as the balance of trade, the current account, and
various other measures of “flow.” These aggregates will ultimately be re-
flected in a country’s international reserve position and in its access to in-
ternational financial markets for external financing needs. Near-term “li-
quidity” assessments generally focus on such measures as changes in a
country’s owned reserves and IMF position, and on ratios such as reserves
to monthly imports, which are intended to indicate in some sense the degree
of “cushioning” provided by reserve holdings. The ability to borrow ad-
ditional sums abroad or to refinance existing debt depends on the projected
state of financial markets and the assessment of country creditworthiness
by international banks and official institutions at the time of need.
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Analysis of the size and structure of country external indebtedness and
debt service patterns is equally important in this regard. Ratios such as (1)
total debt to exports or to gross national product and (2) long-term public
debt to exports or to gross national product are used in virtually all country
analyses. So are the amounts and trends in overall external indebtedness
and current versus longer-term debt.

The “debt service ratio”—debt service payments to exports or “nor-
mal” exports—is perhaps the most commonly used ratio. However, by us-
ing only exports in the denominator, the debt service ratio ignores the po-
tentially equivalent contributions of import savings to a country’s debt
service capabilities. Consequently, for different countries, a particular debt
service ratio (say 0.3) may mean entirely different things about their relative
creditworthiness.

Another commonly used indicator is the so-called cash flow index
(CFI), calculated as follows:

R � A � LC � T
CFI �

DS

where R represents gross foreign exchange reserves held by the country’s
central bank; A denotes net foreign assets held by the commercial banks;
LC represents undrawn loan facilities committed to the country, including
interbank lines; T is the expected current-account balance; and DS repre-
sents debt service obligations for the year ahead. A CFI value of less than
1 indicates that additional borrowing will be required during the year to
meet debt service obligations. Also commonly used are the following ratios:

• Foreign capital inflows to debt service payments
• Exports plus capital inflows and aid receipts to current debt
• Vital imports plus debt service payments to exports plus capital inflows

and aid receipts (“compressibility ratio”)
• The reciprocal of the average maturity of external debt (“rollover ratio)

All such ratios must be interpreted with caution. Ratios have different
meanings for different countries and for the same country at different times
and stages of development. There are no good, universal rules of thumb.
Wise usage of ratios lies in their interpretation, in their changes over time,
and in their specific context in a particular country situation. However, even
if a good analyst recognizes the limitations of some of these indicators, he
or she may nevertheless make use of them to understand and forecast how
other banks or investors perceive the situation when a country comes to
the international debt market. So it is usually very useful for banks to
monitor ratios carefully.

Figure 12-4 depicts the linkage between internal and external “flow”
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Figure 12-4. Internal and external linkages.

factors, and the associated policies, and a country’s external “stocks” of
external reserves and debt. Domestic real or monetary changes may trigger
trade or payments shifts, or vice versa, and both may affect external bor-
rowing and reserves. Once a country borrows, the creditor takes a natural
interest in the goings-on. As the external debt builds up, there is more
extensive monitoring and advice on the part of lenders, in both the public
and the private sectors.

Political Aspects

Besides domestic structural and monetary variables and external stock and
flow factors, country analysis related to term exposure always requires as-
tute political forecasting. Most closely related to the economic variables
just discussed is the “competence” or “wisdom” of national economic man-
agers. Small changes in the cast of characters can cause enormous changes
in the quality of the play. There is also the question whether the technocrats
have a full political mandate to “do what’s necessary” from a debt-service
point of view—and, ultimately, whether the government itself is firm and
has the political will to carry out the necessary but often unpopular pro-
grams. The need for evaluating and forecasting the political “overlay” of
national economic policymaking—the degree of resolve, the power base,
and the tools available for implementing sound policy decisions—cannot
be overemphasized. Banks that are leaders in country analysis generally
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place a great deal of stress on this particular dimension. It requires an
entirely different sort of forecasting and information base than some of the
more mechanical approaches to country risk assessment.

Of particular importance is the extent to which policymakers are re-
ceptive to outside advice. Politicians often find “business as usual” the best
way to go, even when it is becoming clear that serious debt service problems
are in the air. They certainly know that whatever needs to be done is prob-
ably going to have a substantial political cost (i.e., tax increases, monetary
restraint, exchange rate changes), and they fervently hope that “something
will turn up.” Often nothing does turn up, at least in the short run, and
foreign lenders (notably the IMF) offer advice as the country’s debt grows.
When the advice is well received, the country can make its way out of the
impending problematic situation well before it becomes critical, despite the
political costs involved. Sometimes the country engages outside advisors to
help formulate sound economic plans and policies, improve its image in
international financial markets, and perhaps take some of the domestic
political heat. But in severe cases, outside advice is often ignored until any
additional borrowing becomes considerably more expensive or not avail-
able at all, and a crisis looms.

At some point in this scenario—for domestic politicians later rather
than sooner—the country will have to negotiate borrowing facilities with
the International Monetary Fund. IMF involvement gives a certain degree
of comfort to private banks and investors, and often their own extension
of further credit is conditioned on the IMF stamp of approval on a coun-
try’s economic stabilization plans. At the same time, the IMF may provide
domestic policymakers with the necessary backbone to undertake unpop-
ular yet necessary economic measures. Problems arise when even this ex-
ternal pressure fails to rectify the issue. In some cases the IMF can play a
pivotal role in gradually rescuing countries from financial distress, but not
always in a timely fashion so as to save lenders or investors from economic
losses. And sometimes IMF bailouts save lenders and investors from their
own excesses, thereby encouraging excesses in the future.

In addition, there are also some, rather fundamental political devel-
opments that need to be sorted out, monitored, and forecast as well.

Internal political change in a country may range from gradual to
abrupt, systemic to nonsystemic, and cataclysmic to trivial in terms of its
importance to international lenders. For example, political drift to the right
or to the left may be very important in terms of the internal and external
operationality or soundness of the national economy and the quality of
economic management. The symptoms can be clearly observed in domestic
fiscal and monetary policies, in relations with foreign countries, in impo-
sition of financial controls, and the like. This may result in soaring imports,
reduced capacity to export, drying up of FDI, capital flight, aid cutoffs,
and increasing problems of access to international financial markets. It is
therefore necessary to look into the direction, magnitude, and timing of
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any political drift before one considers various future macroeconomic sce-
narios.

A more dramatic version relates to violent internal political conflict,
which may ultimately produce the type of political “drift” just discussed
and which is doomed to have serious direct economic consequences. Strikes,
terrorism, sabotage, and popular insurrection seriously disrupt the opera-
tionality of the national economy, with potentially dramatic consequences
for a country’s balance of payments. Export industries, (i.e., tourism) are
particularly sensitive to these kinds of problems. The direct and indirect
import requirements of government anti-insurgency efforts can be signifi-
cant as well. It is clearly important to assess the strength of both the in-
surgency movement and the government in order to forecast the duration
and outcome of such conflict. If the conflict results in systemic political
change, the external debt may be repudiated.

External political conflict can likewise take a variety of forms, ranging
from invasion and foreign-inspired or supported insurgency to border ten-
sion and perceived external threats. Threats from abroad often require far-
reaching domestic resource reallocation in the form of an inflated defense
establishment, which can cause adverse trade shifts and involve direct for-
eign exchange costs. In an economic sense, military hardware, human re-
sources, and infrastructure generally have low or negative productivity in
terms of the domestic economy and international payments, and therefore
they contribute nothing to future debt service. Such distortions alone may
have a serious bearing on the risk profile of a country as perceived by
foreign banks and investors.

These problems reside in both potential and actual external conflict.
The latter simply magnifies the various distortions to which must be added
the supply-side effects of physical and human-resource destruction and dis-
location, obsolescence, and reconstruction costs—unless they are partly off-
set by reparations or aid receipts. Even when external political conflict is
over, there may be further internal political upheavals and possibly sizeable
costs of occupation or continued internal resistance and reparations obli-
gations, all of which can have a debilitating effect on the home economy.
All such assessments have to be undertaken in probabilistic terms since they
are of special interest in cross-border lending.

Shifting political alliances, regional political developments, and bilat-
eral relations over such issues as human rights and nuclear proliferation
can provide additional sources of political conflict. They are heavily influ-
enced by global, regional, and national political events.

Political forecasting is an art which, despite its central role in plotting
the future creditworthiness of countries, remains highly imperfect. Indices
of political stability developed by political scientists say little that is very
reliable about the future or about the ultimate implications for debt service.
The more sophisticated projections of possible sources of internal and ex-
ternal political conflict, while useful and necessary, usually leave the critical
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Figure 12-5. Example of political assessment of the People’s Republic of China in
1994.

judgments largely up to the user of the information. And there are problems
related to the completeness and timeliness of political information. Figure
12-5 shows the political factors considered in one major bank’s risk as-
sessment of the People’s Republic of China in the mid-1990s.

To summarize, country analysis is a process that requires careful as-
sessment and weighing of internal economic and financial elements,
external trade and monetary flows, and the effect of each on external debt
and reserves—all in a political context that is itself often highly complex
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and difficult to gauge. As figure 12-6 shows, each element in the analysis
is linked to all of the others, and the task is to forecast the national politico-
economic future with specific reference to the ability and willingness to
service external debt.

Banks and other foreign debt holders are principally concerned with
base-level country scenarios, which permit evaluation of the net present
value of country lending exposure. The problem often becomes much more
complex if the task is to evaluate project-specific country scenarios related
to equity investments, possibly including the bank’s own operations in the
country in reference.

Approaches to Country Risk Assessment

Given the complexity of the factors that affect the creditworthiness of coun-
tries, how should international banks or institutional investors organize and
evaluate the necessary flow of information within their own organizations’
structures—and its assembly—in a form that is useful for decision-making?

A truly definitive portrayal of a country’s economic and political future
and its implications for creditworthiness could require writing a book,
maybe several books, about each action. Such a review should be updated
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every six months or so, or whenever there is a significant change in lender/
investor interest or country circumstances. Encyclopedic analyses of this
sort tend to be useless from a decision-making point of view, even though
they would probably give the only correct and comprehensive overview of
all of the critical variables (each highly country-specific) and the various
interrelationships among them. In other words, the “ifs” and “buts” that
constitute an inevitable part of any exercise in politico-economic forecast-
ing all need to be increased. But banks and investors operate under pressure
of time, as well as of fiscal and human-resource constraints. Given these
realities, the following approaches to country analysis attempt to achieve
a balance between completeness and accuracy, usability and feasibility.

Qualitative Assessments

Closest to the custom-tailored, in-depth qualitative country analyses are
largely “descriptive” country studies, which try to cover all of the political
and economic underpinnings. They tend to be largely retrospective and
subjective, and they use no standardized format to avoid straightjacketing
the discussion. This approach is particularly conducive to political risk eval-
uation, which inevitably tends to be “soft.” Cross-country comparability
suffers, however, from the exclusive focus on specific country attributes and
prospects. Updating can be relatively difficult because of the nature of the
qualitative analysis and the level of detail since there are great difficulties
in distilling the essence of unstructured descriptive studies for use in
exposure-setting decisions.

Structured Country Reviews

Using a standard, relatively short format for all countries under consider-
ation, structured reviews severely cut back on the narrative and rely more
heavily on the use of data analysis, standard ratios, and formalistic trend
assessments. Qualitative elements are retained in an abbreviated format.
An effort is usually made to retain country-specific qualitative elements in
the analysis and to enhance usability by means of carefully formatted and
tightly worded summaries. Besides conventional sources of country data,
periodic country visits and information from representatives in the field are
supposed to update country files and improve the quality of the analysis.
The standard format used in this approach is intended to facilitate cross-
country comparisons without loss of significant qualitative country-specific
information. Nevertheless, there is sometimes a tendency to deemphasize
political risk and to adopt an excessively retrospective focus.

Country Ratings

So-called checklist country rating systems employ the same information
base just discussed and are often backed up by a formal narrative country
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study, in an attempt to assign “grades” to both quantitative and qualitative
variables. Each grade is then assigned a weight, and one or several weighted
summary scores are computed. These weighted summaries are supposed to
capture not only the historical evidence but also the future outlook as re-
flected in the score-assignment and weighting process. This approach is
basically an effort to facilitate country monitoring, cross-country compar-
isons, and performance auditing of the country assessment system. Besides
weighted country scores, some approaches try to generate composite mea-
sures of debt service capacity, political stability, adaptability to external
shocks, and the like, with weighted input measures used to generate “com-
posite” indicators, which are then displayed in grid or matrix format.

Despite their advantages in country comparisons and their usability in
lending decisions, all such scoring systems have disadvantages. Selection of
indicators tends to be subjective, and it is often not based on coherent
underlying models of politics or economics. Grading of indicators likewise
tends to be subjective, as is the assignment of weights. Usually, the same
indicators and weights are used for all countries examined, which makes
little sense. Nonquantifiable information is often ignored, which may throw
out some country-specific elements that could eventually have a strong
bearing on risk. Political-risk grading systems, as developed in financial
institutions and available from advisory services, are even more tricky. Per-
haps the greatest potential problem lies in overreliance on and abuse of
such systems in exposure decisions. In an area where the use of forecasting
in decision-making (especially in the long term) is akin to grasping at
straws, this technique in the wrong hands may be particularly dangerous.

Country Evaluation Filters

Filtering involves the use of “multiple discriminate analysis” to differentiate
between countries that have encountered external debt problems in the past
and those that have not. The objective is to avoid type I errors (predicting
that a country will get into trouble when, in fact, it does not) and type II
errors (predicting that a country will stay clear of problems when, in fact,
it ends up in trouble). In the first case, a bank or investor may stay away
when it should have become involved, while in the second case it will go
ahead when it should have passed it up. If selected indicators like the debt
service ratio or the liquidity ratio have been found to successfully discrim-
inate between “trouble” and “no-trouble” countries in the past, then they
may be used for this purpose in a forecasting context.

Despite their methodological sophistication, neatness and usability of
“yes/no” results, such filters have a number of limitations. They provide
only partial coverage of the dependent variable of concern—namely, the
possibility of a decline in the real economic value of exposure in a particular
country. Empirically, they focus almost exclusively on past debt defaults or
reschedulings. The wide economic differences among the countries in which
banks or investors have exposed assets, together with often rapid shifts in
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these countries over time, raise doubts about excessive reliance on such
filters—or any limited set of indicators—even if past statistical performance
is reasonably good. However, discriminant filters may indeed be useful for
culling countries for closer examination by one of the more in-depth coun-
try assessment techniques.

Outside Views

Aside from internal country evaluations, a bank or institutional investor
may avail itself of outside services that monitor country conditions around
the world. A number of political risk services and global country reviews
are marketed by consulting firms, all of which claim special methodological
expertise, information sources, or analytical competence. Individual con-
sultants, particularly former public officials, offer similar services. Few fully
understand the international banking or investment business or have inti-
mate knowledge of individual institutions, however, so some of their advice
tends to be of limited practical value. By contrast, outside consultants can
provide useful “second opinions” and serve as a sounding board for inter-
nal reviews. From time to time, surveys of bank country ratings are com-
bined into overall rankings of “what financial institutions think” of indi-
vidual countries.

To summarize, figure 12-7 depicts the kinds of country evaluation systems
that are available to international banks and investors in terms of (1) their
ability to capture country-specific details that may ultimately lead to losses
in the value of exposures and (2) the usability of their respective informa-
tional outputs in decision-making. There is a clear trade-off: the more com-
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prehensive the analysis, the less usable it is in an exposure-setting context.
The more mechanical and formal the system, the less country-specific in-
formation it tends to capture—information about developments that may
ultimately be the source of grief for the bank. Reconciling the two requisites
for sound country evaluation systems—usability and completeness—is
largely a matter of organizational design.

Institutional Design and Country Exposure Decisions

Figure 12-8 represents a simplified schematic of a decision system, one that
will vary to some extent among international banks and investment firms,
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with the solid lines representing reporting relationships and the dashed lines
representing information flows. Information on cross-border exposure is
maintained by a monitoring system at the head office, which receives and
consolidates information on the size and tenor of cross-border exposures.
As noted earlier, care must be taken so that exposure is correctly measured,
frequently updated, and allocated in the light of possible guarantees, as
well as certain other factors that might be considered to shift the locus of
risk.

The degree of decentralization of decision making differs substantially
among institutions, but the need to secure competitive advantages through
close client contact, quick response times, and adequate lending or investing
authority can also lead to decentralization. This places a premium on the
existence of some type of centralized country assessment system, which
ensures that the global portfolio as a whole is in line with the institution’s
risk constraints and earnings targets and at the same time does not inher-
ently restrict activities in a highly competitive marketplace.

There will normally be a substantial two-way exchange of information
between those responsible for the system and the line bankers or investment
officials if they are not one and the same. In the event that a major change
in exposure is contemplated, if a shift in exposure limits seems justifiable
by profitability, or if an alteration in the perceived risk in existing exposure
develops, an ad hoc country review group may be formed, consisting of
responsible line officers, senior officials with regional responsibility, country
economists and other specialists, and possibly other interested individuals.
Given the overall strategic goals of the bank or investment firm and its
positioning in the target market as set by top management, such a review
group may make a recommendation of appropriate action in the case in-
volved. The purpose is to bring together as many different and conflicting
viewpoints as possible—as, for example, between the country economists
emphasizing the risks and the line officers emphasizing the business op-
portunities, competition, and associated returns. Ultimately, responsibility
in such a system lies with senior management, notably a top manager, who
is charged with monitoring and planning the international portfolio within
broad policy guidelines.

It is in the use of country evaluation that it becomes clear that whatever
approach is adopted represents the beginning, not the end, of the task.
Approaches that are too general may fail to concentrate on the true sources
of risk in country exposure and on the specific concerns that face a partic-
ular institution’s cross-border exposure. Risk related to medium- and long-
term exposure requires a far more complex analysis than exposure to short-
term risk. Special-purpose lending such as project finance, may require
different risk-assessment emphasis than FDI exposure that a firm may have
in a particular country.

The twin temptations of “quick and dirty” and “overloaded” country
assessments seem to constantly confront international financial institutions.
The first approach promises mechanical shortcuts and the use of low-priced
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talent to grind out country ratings at low cost, but it often appears to
succeed only in producing nonsense—there really is no substitute for high-
quality analysis, flexibility, judgment, and familiarity. The second approach
may rely on well-qualified internal personnel at high cost, yet encounter a
dangerous narrowing of country expertise, possibly cause dissension in the
ranks, and create bottlenecks in the decision-making process.

The conflicting demands of country assessment in international expo-
sure management—ranging from high levels of usability, auditability, and
comparability and the need to capture exceedingly complex and country-
specific qualitative judgments over extended periods of time, to the need to
avoid abuse of the results in decision-making—probably means that there
is no such thing as an “ideal” country evaluation system. “Appropriate”
systems will certainly differ for different institutions.

The key may reside as much on the training side as on the systems
design. To train line bankers and portfolio managers in using sensible coun-
try assessments properly, and in being sensitive to changing country risk
profiles as they go about their business, may in the end contribute more to
sound exposure decisions than would comparable resources devoted to the
design and implementation of more elegant systems.

Portfolio Aspects

In this chapter we have focused on the problems of exposure to country
risk, what it means from the standpoint of the real value of a bank’s or
investor’s exposure in a particular country, and the assessment of that risk.
The discussion has concentrated mainly on country-by-country analysis,
putting countries individually under the microscope to see what makes
them tick and how this is likely to evolve in the future with regard to
external debt service or equity-related remittances.

However, international banks and investors are really in the business
of managing a global portfolio of country exposures in the same way that
they are managing a portfolio of exposures to companies, individuals, and
other entities. This means either maximizing returns on the entire portfolio
subject to a given risk constraint set by management or minimizing the
level of risk to which the firm is exposed with a given target rate of return—
this is the standard portfolio optimazation problem. One difficulty in man-
aging global portfolios of country exposures is that a country exposure
often cannot easily be sold in broad and deep markets like stocks or bonds
when risk or return perceptions change. It may only be possible to “run
down” exposures over time as loans come due, for example, or as they are
transferred through loan sales programs in the secondary loan market.

Yet the basic principles of portfolio approaches remain valid, since the
institution is trying to maximize returns subject to risk in the entire port-
folio, not on a country-by-country basis. It may very well be the case, for
example, that increasing exposure in, say, India under relatively unfavor-
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able risk-return conditions may still make a lot of sense if, by taking on
that exposure, the overall level of risk on its portfolio decreases through
additional diversification there. In particular, if the country has little in
common with others in the portfolio (low correlations in expected returns),
such an outcome may be possible. It is the risks and returns associated with
global portfolios that define the value of that portfolio to shareholders,
although shareholders themselves may hold internationally diversified port-
folios as well.

Country assessment and exposure setting should be a coherent mana-
gerial process that unambiguously focuses an institution’s network of in-
formation and actively involves individuals with different functions and
perspectives. The exercise itself will thus have tangible portfolio benefits of
its own, quite apart from its more visible output in the form of defensible
country-by-country evaluations. Mechanization and decentralization of the
country review process will tend to cut down and perhaps eliminate this
benefit and may thereby help stifle an environment that is already conducive
to sound global portfolio decisions.

Each institution’s information-flow and decision-making setup is dif-
ferent, depending on factors such as the organization’s size and structure.
Some incorporate country assessments to portfolio decisions quite flexibly
and informally, while others seem to rely on rigid and formalized review
procedures. In some cases, the review process is also closely tied to the
annual budget cycle and the allocation of exposure authority to countries
and regions. These again may be quite rigid in some institutions, while in
others they are relatively easily altered as perceived market and risk con-
ditions change.

While few international banks and investment firms fail to maintain
adequate cross-border exposure measurement and monitoring, there seems
to be far greater variability in the state of the country assessment systems
themselves. Some are carefully thought through, while others remain largely
cosmetic. Some are well integrated into the life of the organization, while
others seem separate and even isolated. Whatever the approach, rational
portfolio decisions with respect to country exposure management demand
that forecasts of country futures be maintained on a comparable basis—
and modified in the light of correlations arising from common export mar-
kets or sources of supply, conditions in and access to international financial
markets, and both regional and global political developments.

Emerging-Market Banking and Finance

For the better part of two centuries, countries with shortages of internally
generated capital have relied on foreign investment to augment their growth
and development. The foreign investment principally took the form of bank
loans, corporate bonds and stocks, and direct investments. In the nineteenth
century, the investment flows mainly originated in Great Britain, Germany,
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and France to the then-emerging markets of the United States and Latin
America. In the twentieth century, the United States became a major capital
exporter and joined the Europeans in lending to and investing in developing
countries in the Americas and in Asia.

The financing came in waves, however. Periods of cautious optimism
that attracted investment at relatively high rates of return were followed
by periods of “irrational exuberance” in which others sought to duplicate
the seemingly easy successes of the early investors only to see returns dra-
matically reduced, as money rushed in. Subsequently came periods of fi-
nancial distress, defaults, reschedulings, and other events that ignited an
attitude of pessimism, which, in turn, caused the inflows to cease and even
reverse. Then time would pass, and another cycle would begin.

In this century, there have been two major periods of default on emerg-
ing market debt instruments. In the 1930s large number of bonds issued
by Latin American governments and others (mainly solicited, underwritten,
and sold by the securities affiliates of U.S. banks) defaulted. And in the
1980s, many developing countries entered into massive bank debt resched-
uling exercises that lasted until the early 1990s when debt-for bonds swaps
(so-called Brady bonds) extinguished most of the legacy bank debt.

In the 1990s, following a number of important economic policy
changes in developing countries that encouraged the creation of internal
free markets, a new wave of investment unfolded. These changes have come
to constitute a new model of economic development in the Third World
loosely known as the “Washington Consensus.” This time, the investment
wave was accompanied by a surge of privatizations, which made available
shares of large-capitalization companies that promised to be actively
traded. Between 1991 and 1994, not only did foreign portfolio investment
into emerging market countries soar, but, encouraged by the new free-
market policies, so did foreign direct investment. However, the collapse of
the Mexican peso in late 1994 and early 1995 stopped the euphoria.
Emerging-market equity securities crashed in a simultaneous pattern all
over the world. The IFC (Emerging Markets) Investable Composite index
in U.S. dollars dropped 12% in calendar 1994 (having risen by 79.6% in
1993, 3.3% in 1992, and 39.5% in 1991), but measured in dollar terms
at the end of January 1995 (compared to January 1, 1994) the damage
was much greater. The stock market in Turkey was down 57%, Mexico
56%, China 54%, Poland 50%, and Hong Kong 41%, with plunges of
20% to 30% common in most countries.

The aftermath revealed that large foreign institutional investors, espe-
cially dedicated country-fund managers, were shocked to discover politi-
cally motivated, deceptive, and misleading reports of apparently wrong-
headed financial practices in Mexico, and they decided it was time to get
out. These investors had rushed into emerging markets all over the world,
and, all at once they (and their clients) appeared to lose confidence in all
of them. Mutual fund shareholders began to demand redemptions, and
liquidations were often necessary to retain portfolio balancing. Panic sales
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by both foreign and local investors greatly overloaded the relatively illiquid
markets in most parts of Latin American, in eastern Europe, and in Asia.
These markets, which were seen to offer low-correlation investment (in
accordance with modern portfolio theory) ended up highly correlated after
all: they all had the same large and volatile investors—the big American
and European fund managers. This lesson has now been learned, too;
emerging-market investors have been more cautious, and market returns
have reflected it. The IFC Composite lost 8.4% in 1995 and gained 9.4%
in 1996, but these returns were meager indeed compared to returns on the
Standard and Poor’s 500 of 37.5% in 1995 and 23% in 1996. The rela-
tively low returns were in spite of the recovery of aggregate emerging-
market equity portfolio inflows in 1996 to the $45 billion level achieved
in 1993.

Soon after the Mexican crisis, there was evidence to suggest another
turn in the foreign investment patterns of emerging markets. Banks and
bond market investors took up where the equity investors have left off. J.P.
Morgan’s Emerging Market Bond Index rose 39.3% in 1996, having nearly
doubled from its low point in early 1995. Emerging-market borrowers is-
sued $74 billion of investment-grade bonds in 1996, and $20 billion more
were sold by more than 50 different issuers in 1997. A record $3 billion
uncollateralized 30-year Brazilian sovereign Eurobond was issued in June
1997 at 395 basis points over U.S. Treasuries. Three-quarters of these
bonds were exchanged for higher-yielding Brady bonds issued by the gov-
ernment as part of its debt restructuring plan. Indeed, during the preceding
year, more than $9 billion of similar bond exchange offers to reduce out-
standing Brady bonds were offered by Latin American governments. How-
ever, the Brazil issue, rated B1 and BB�, was the most aggressively priced.
Bond market rallies also occurred in other emerging-market countries, par-
ticularly eastern Europe, where Russian bonds had received much support.

The renewing enthusiasm for Third World debt was not limited to bond
investors; banks were jumping in again, also. In 1996, syndicated bank
loans to Latin American borrowers exceeded $250 billion, an increase of
nearly 50% over those in 1995. Major U.S. banks doubled or tripled their
Latin American exposures during this time, and, on average, lending
spreads over LIBOR were 50% less than those in the preceding year.

Later in 1997 disaster struck emerging markets once again. A Thai
currency crisis quickly spread to a number of Asian countries, including
Indonesia, Malaysia, the Philippines, and Korea. One after the other suf-
fered outflows of portfolio investments in local markets which, coupled to
a virtual cessation of new emerging-market bond issues and withdrawal of
bank lending, led to full-fledged currency crises in all of these countries
and, in the case of Malaysia, imposition of exchange controls that inhibited
repatriation of investments. In many cases, local borrowers had unhedged
foreign currency debts that were difficult to service after severe currency
depreciations and led to business failures and massive banking crises, es-
pecially in Indonesia and Korea. Everyone rushed for the exits at the same
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time. The Asian crisis was compounded by the Russian default on foreign
debt in August 1998, followed by significant problems in Brazil and the
failure of a major global hedge fund, Long Term Capital Management,
(LTCM) a month later. This succession of events almost immediately led to
a bail-out of LTCM brokered by the Federal Reserve, which was concerned
about the effects of the collapse on the global financial system. Emerging
markets were, once again, in the cellar of world financial markets.

Massive and controversial stabilization efforts by the International
Monetary Fund and bilateral assistance were combined with uneven and
politically difficult adjustment measures in the various countries. Some were
quicker and more successful than others, while the IMF itself came in for
much criticism, with arguments ranging from excessively Draconian policy
prescriptions to excessive willingness to bail out countries with bad eco-
nomic policies. In the process, the IMF bailed out creditors and investors
who had learned from the Mexican crisis shortly before that they were
indeed likely to be bailed out. This “safety net” was thought to encourage
reckless future behavior by countries, lenders, and investors (an admitted
“moral hazard”) and to increase the likelihood of future emerging-market
financial crises. Many proposals for IMF reform followed suit.

Capital flows to emerging markets revived somewhat during the period
1999–2001, but the revival was weak and conditioned by the dot-com
bubble and the ensuing recession in the United States and Europe, as well
as persistent economic weakness in Japan, all of which were transmitted
by international trade (reduced export prices and volumes) and investor
behavior to emerging markets. This was compounded by still further crises,
notably the default on external debt by Ecuador in 2000 and a massive
financial crisis, multiple defaults and debt restructuring in Argentina in
2001 and 2002. Other problems developed in Brazil and Turkey in 2002.

We can see in these patterns that the basic cycle of loan and investment
exposures to emerging-market loans and securities is compressed and its
volatility is accentuated by factors related not only to the economic and
financial conditions in the emerging-market countries but also to the inter-
national investors themselves. These investors have their own problems.
They must compete to attract and retain funds under management by dem-
onstrating outstanding investment results. They are competing with hun-
dreds if not thousands of other fund managers. All are trying to beat their
benchmarks, and the vast majority fail to do so. All attempt to increase
returns for the same amount of risk by shifting into new and different asset
classes. The record shows that, up to a point, adding a modest amount of
high-risk/high-return investment to a well-diversified portfolio will increase
risk-adjusted portfolio returns. Emerging market securities are thought to
be good examples of high-risk/high-return investments, so portfolio man-
agers seek to have them among their assets in modest quantities. But with
recurrent crises, even these modest quantities have been pared in many
cases.

Invariably, however, global investors move in herds. Given the pressure
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to perform well against their market indices, they must move into which-
ever asset class seems to be the most promising at the time. As their in-
vestments in the chosen asset class accumulate and prices are bid up, ex-
pected returns erode. Then, as the sector deteriorates in appeal, they begin
to withdraw at the same time in search of the next fashionable sector. This
is not the irrational behavior of crowds infected by investment euphoria
but the rational behavior (however volatile) of a large number of institu-
tional investors with huge stakes in the market, each trying to outperform
or at least keep up with the others.

Two things make this confluence of factors distressing news to
emerging-market countries. First is the fact that these investors manage
such large quantities relative to the market capitalization of the emerging
financial markets that their relative impact can be enormous: a sudden
interest in, say, Chile or Taiwan could result in a huge inflow of capital to
the relatively small markets in those countries; equally, a loss of interest
could initiate a sudden market collapse. Second is the fact that the insti-
tutional herd tends to look for new investment areas rather than to revisit
former, once discredited, ideas. After the herd has left, it can be much more
difficult because of the trailing disappointment to reattract foreign portfolio
investment in significant amounts. To some emerging-market countries, it
must seem that when the herd is running, it can attract overseas capital
without any effort to improve investment conditions beyond making se-
curities available. But after the boom has subsided, interest in local invest-
ments becomes extremely difficult to restart. The risks facing global banks
and investors are clear.

Country Risk and Pricing Issues

As discussed earlier in this chapter, country risk is of macroeconomic un-
derperformance due to policy errors, political intervention, or other causes.
The investment losses experienced in the Mexican peso crisis of late 1994
is an example of country risk materializing. This risk is the purview of
sovereign credit analysts and is reflected, inter alia, in government debt
ratings. Yield differentials for various country debt instruments relative to
U.S. Treasuries or LIBOR are observable in the market daily. These differ-
entials may be the best indications of country risk that is available. If Bra-
zilian sovereign debt trades at 330 basis points above a comparable-
maturity U.S. Treasury security yielding 6.5% (i.e., a Brazil risk-free rate
of 9.8%), then that differential represents the return necessary to compen-
sate investors for the Brazilian credit risk that has been assumed. Today’s
active markets for many emerging-market sovereign and other debt issues
cover a range of credit ratings from BBB to B, and these ratings can provide
a useful indication of country risk. Indeed, such indicators of country risk
are available even for untraded bonds by extrapolation from a table show-
ing rating versus risk premium and/or by estimating the probable ratings
for an unrated country by using country risk ranking tables or bench-
marking against non-investment-grade corporate debt.
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Market Imperfections

Emerging-market economies are often plagued by substantial market im-
perfections, such as poorly defined or enforced legal rights of investors,
inadequate investment information, poor custody or clearance and settle-
ment arrangements, inefficient secondary markets, and corruption and
fraudulent trading activities. These imperfections appear to affect equity
investments considerably more than they affect debt investments, but for
domestic debt traded mainly inside the country the imperfections can be
comparable to the risks experienced by equity investors.

The conventional capital asset pricing model requires the addition to
the risk-free rate of a premium to reflect the risks inherent in a particular
equity investment. Suppose in the United States the equity risk premium is
about 3%, a rate that compensates investors for the economic uncertainties
of owning the stock and the imperfections of the market in which it trades.
The Capital Asset Pricing Model measures the risk of any individual stock
by its volatility relative to that of the market. An emerging-market equity
risk premium should similarly compensate the investor for equity risk. One
way to calculate the emerging-market equity premium is to multiply, for
example, (1) the U.S. equity premium by (2) the ratio of (a) the beta of the
emerging market stock market index to (b) the beta of the S&P 500. But
forecasting volatility ratios is always difficult and perhaps more unreliable
in emerging-market situations, especially those that involve substantial
market imperfections. The effect on investors of deficiencies in market
structure is to impair liquidity—that is, to interfere with the investors’ right
to buy or sell securities at a fair market price at any time. The interference
shows up either in the ability to transact at all or in the ability to transact
at fair prices. We know that the market applies a penalty to investments
that are illiquid in the form of a price discount or yield premium. It has
been estimated that the amount of the discount in cases involving equity
investments that were restricted from trading, or “locked up,” for approx-
imately two years was often more than 30%. Depending on the degree of
illiquidity that appears to be threatened through market imperfections, one
could project a required increase in the expected return to investors that
would be equivalent to a discount from 0% to perhaps as much as 40%.
Examples of markets with low levels of structural illiquidity might include
Chile, Hong Kong, and Taiwan, and those with high levels would include
Russia, China, and Vietnam.

Correlation Risk

Central to the principle of diversification is that the different investments
selected for a portfolio not have returns that are highly correlated with the
returns of the rest of the portfolio. Low correlation is as important to asset
allocation as is any other factor under the control of the investor. But as
we have seen in the aftermath of the Mexican peso crisis, an investor does
not always know whether investment choices are going to be highly cor-
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related in the future. Not knowing is a risk, one that to some degree can
be estimated. Especially before the 1994–1995 Mexican problem, an in-
vestor seeking an optimum portfolio consisting of major global equity mar-
kets and emerging equity markets would have found evidence only of low
correlation across the various emerging markets and between them and the
major markets. Six months later, after the effects in one emerging market
had been transferred to virtually all the others, it was clear that the earlier
assumption of low correlation across those markets was a mistake. The
lesson was reinforced during the 1997–1998 Asian crisis.

As long as large U.S. and European investors are among the most sig-
nificant trading factors in these small-capitalization emerging markets,
some form of correlation instability must be assumed; it must also be as-
sumed that this distortion could involve an increase in portfolio volatility.
But not all emerging-market countries were equally affected by a given
crisis. Many countries with large domestic investor bases, such as Singa-
pore, Hong Kong, Chile, and Argentina, suffered far less from the Mexican
peso collapse than did countries with large foreign investor participation
such as Peru, Pakistan, Hungary, the Philippines, and China. Similarly,
some emerging markets were less dramatically affected than others by the
Asian crisis of 1997–1998, and the Argentine crisis of 2001–2002 failed to
propagate to other emerging markets.

Financial Market Development and Economic Growth

Countries have plenty of incentives to pursue policies that deal with both
the country and market risk elements facing foreign investors. Recent evi-
dence suggests that the development of local equity markets plays a critical
role in the economic growth process:

• Countries that had more-liquid stock markets in 1976 tended to grow
much faster over the next 18 years than those which did not.

• High levels of stock market liquidity, measured by the turnover ratio
(trading volume divided by market capitalization) tends to be associated
with more rapid growth over the same period.

• Countries with high trading-to-volatility ratios likewise tended to grow
faster, after controlling for conventional economic, political, and policy
variables associated with growth differentials for various periods and
country samples. Volatility per se does not seem to be related to growth.
The ease with which stocks can be traded is growth related, however.

• Stock market development seems to complement—rather than substitute
for—bank finance, and both of them seem to promote growth indepen-
dent of each other. Higher levels of development of the banking system
are associated with faster growth, no matter what the state of develop-
ment of the stock market, and vice versa, for reasons that are not yet
well understood. Although most corporate investment in developing
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countries is financed through bank loans and retained earnings, both
(along with the debt-equity ratio) are positively associated with stock
market liquidity.

Such findings suggest that international portfolio capital flows may
play a substantially more critical role in the emerging-market growth pro-
cess than previously thought. They can contribute disproportionately to
market liquidity. They can force securities prices into line with those pre-
vailing on global markets. The portfolio flows can encourage upgrading of
the legal infrastructure, trading systems, clearance and settlement utilities,
information disclosure and accounting standards, and custody services.
They can improve the process of corporate governance, perhaps in asso-
ciation with significant shareholdings by banks. And they can serve as a
bellwether for local portfolio investors, who may find encouragement from
a significant foreign presence in the marketplace. The same holds true of
the presence of foreign banks in emerging-market countries.

Banking and Financial Market Initiatives

Many governments have been reluctant to act to improve investment con-
ditions in their capital markets. Market reforms have often been extremely
slow in coming—and when they have come, they have often been gradual,
irregular, and sometimes ineffective. On the one hand, it may be that policy-
making officials do not fully appreciate, relative to other matters of concern
to them, the importance of market reform and reregulation. On the other
hand, there may be a reluctance to change rules that have permitted pow-
erful local insiders to amass great fortunes. However, as investors become
more aware of the special risks of investing in emerging-market securities,
they are likely to be more selective and to choose countries that provide a
higher-quality market environment. In other words, market forces will ul-
timately compel those countries seeking foreign capital to conform to world
standards. There appear to be considerable advantages in being among the
earliest converts to so conform. Some of the initiatives that can be taken
by governments to do so are the following (see table 12-2).

Sound Macroeconomic Policies

Providing an economic environment that holds out adequate prospects of
good, long-term, risk-adjusted returns is a big job that includes many
changes and reforms, and one that by no means should be shrugged off
with the notion that legislation is planned to take care of this or that. Banks
and investors care about what actually happens, not whether legislative
bills are passed.

Reforms must begin with the basics: strong macroeconomic policies
that transform the country’s economic system from the centralized, social-
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Table 12-2 Steps to a Viable Financial Market

Presuppositions
Macroeconomic stabilization
Basic law of property
Political commitments to market solutions
Existence of a viable banking system

Prerequisites
Accounting infrastructure
Company law
Role of boards
Ownership (shareholding)
Capitalization of state-owned enterprise

debt

Formation of the Securities Industry
Rules for securities firms
• Capital
• Management (fitness and properness)
• Employee certification
Joint ventures with foreign firms
Role of banks and universal banking
Market structure
• Exchanges
• Trading techniques
• Price disclosure
• Settlement/delivery
• Custody
Policies toward foreign investors
• Ownership limits
• Funds-only
• Differental share classes

Legal Infrastructure
Securities law (basic principles)
Fiduciary responsibility
Truth in new issues and due diligence
Resistance to market manipulation
• Insider dealing
• Front-running—customer comes first
Structure of securities agency
• Independence
• Powers/staffing/enforcement
Tax basis of companies
Dividend taxation
Bearer vs. registered shares
Undercut parallel market

Process
Time schedule for implementation
Training people for financial sector
Industry infrastructures
Lawyers
• Accountants
• Dispute settlement
• Arbitration
• English language

istic, import-substituting, foreign aid–dependent models of the past to the
new “consensus” model of the open-market, low-inflation, deregulated,
private-sector oriented economy of the future. Many countries have moved
in this direction in recent years, notably several in Latin America and east-
ern Europe, but much remains to be done. Privatization, the elimination of
government subsidies, and the removal of restrictions on foreign investment
have been powerful tools to jump-start the transition. Once market forces
begin to take hold and shape events, a great deal of progress can be ob-
served.

Progress breeds an appetite for further progress. Increased transparency
of government economic policies and market transactions represents pro-
gress, as does increased toughness in dealing with failed institutions—es-
pecially those financial institutions that were used to finance and prop up
inefficient state-owned enterprises in the past. Such toughness, however, can
be politically expensive, especially as it often results initially in higher un-
employment, as many countries have experienced. Backsliding is an ex-
pected outcome when this occurs, and some amount of it may be tolerated
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for brief periods, but the long-term requirement for the institutionalization
of free-market practices must have greater priority. No doubt, much of the
separation in the future of emerging-market countries into winners and
losers will be determined by the degree of success that is experienced in
making the free-market conversion and in sticking to it.

Building Financial Infrastructure

Governments that want to attract international investment must be clear
about the importance of creating some basic preconditions for viable cap-
ital markets—an obvious point honored as much in the breach as in prac-
tice. Fundamental is a functional financial system that embraces a viable
banking industry, insurance and securities industries, and pension and mu-
tual funds. All too often, in many emerging-market countries, banks are
large, subsidized bureaucratic institutions that possess few skills in finance
and drive customers to transact in parallel (unofficial) markets. Many of
these banks are loaded down with nonperforming loans from state-owned
enterprises or large domestic corporate combines that are deemed “too big
to fail.” The worst of this debt ultimately will have to be separated from
the banking system and put into “bad banks,” from which future recoveries
might someday be paid. The bad bank in such a country, possibly a sub-
sidiary of the central bank, can “purchase” impaired loans from commer-
cial banks using government bonds. Thus recapitalized and solvent, banks
can begin again to develop a viable lending business. Banks in some de-
veloping countries should be encouraged to develop close relationships with
particular companies to improve information flows and to monitor their
progress.

Foreign banks can make an important contribution in this regard. The
evidence suggests that foreign banks bring various kinds of expertise to
emerging-market economies, which leads to both lower costs and lower
credit losses. In addition, a major bank’s local affiliate is unlikely to be
allowed to fail, barring a disaster scenario, and home country regulators
today evaluate banks on a global, consolidated basis, which adds another
layer of comfort. Foreign banks and other investors have often done a good
job of restructuring damaged banks in emerging-market countries and re-
storing them to both stability and profitability. But sometimes, as in Ar-
gentina during 2001 and 2002, they can suffer massive losses as well.

Countries also need to enact sensible securities laws in order to provide
regulatory and enforcement authority against market fraud and other
abuses, and many countries have done this in recent years, so ample prec-
edents are available. Rules should address the principles of fiduciary re-
sponsibility, full disclosure, fair markets, surveillance, and enforcement, and
the regulations showed require that minimum standards for training and
certification of fiduciaries and intermediaries be met. This involves provid-
ing a central market place, a trading system that includes rules for price
disclosure and settlements, and rules providing for the fitness and capital-
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ization of securities firms dealing with the public. Some developing coun-
tries also have created short-term markets in government securities and
commercial paper—in tandem with banking activities—as a competitive
alternative for borrowers and depositors. Such countries as Korea, the Phil-
ippines, and Colombia have had domestic commercial paper markets in
operation for 20 years or more, while Poland has more recently created
one.

The role of banks in the securities industry also must be determined
(specialized securities firms versus universal banks), as well as the extent to
which the participation of qualified foreign firms is to be permitted. As in
the case of banking, foreign securities firms (often through joint ventures)
can contribute considerably to the training of employees and management
of local firms, and to the general professionalism and efficiency of national
financial systems.

Overhauling Corporations

Governments also must attach priority to making corporations fit for public
ownership, which requires common financial accounting and auditing stan-
dards, a company law, and protection against exploitive concentrations of
voting power by insiders. The largest source of shares in many countries
will come from the privatization of state-owned enterprises that is intended
to end such firms’ operating inefficiencies, raise capital for the government,
develop a public shareholder base, and establish a growing, profitable,
market-oriented private sector. Some, especially in Latin America and Asia,
have enjoyed great success with privatization programs. Others, such as
Russia and the former Czechoslovakia, rushed through privatization pro-
grams in the interest of quick reform but on a basis that may ultimately
prove to be self-defeating. For instance, none of the foregoing conditions
for public ownership were initially in place, and few of the enterprises were
economically viable in their own right—or depended on continued govern-
ment subsidies or public procurement to continue in business. Management
was not substantially improved, and the process of ownership-distribution
through vouchers was rife with fraud, corruption, and racketeering. It was
not until the start of the new millennium that such countries, notably Rus-
sia, began to make much progress.

Role of Capital Controls

Certain techniques for limiting capital may not always be ill advised. At
the end of 2001, all emerging equity markets combined represented only
about 13% of global stock market capitalization, so that the effect of port-
folio equity inflows on many countries has often been a glut of foreign
exchange and liquidity. This can have severely adverse effects. Principal
among these is inflationary pressure—caused by a sudden, substantial in-
crease in the money supply—and appreciation of real exchange rates. Im-
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ports in some countries subjected to such inflows consequently increased,
exports declined, and trade balances deteriorated. Some governments—
such as those in Chile, South Africa, and several Asian countries—have
limited portfolio capital inflows in various ways to avoid the problem of
excess liquidity and to maintain a competitive exchange rate. In Chile, such
controls sought to increase the cost of investment by imposing reserve re-
quirements on loans, stamp taxes on securities transactions, and widening
the bands within which the currency can fluctuate. Of the countries that
experienced increased stock market prices during the 1990s, as against
overall emerging market trends at the time, most maintained restrictions
on capital inflows. Without such controls, the impact of massive portfolio
flows is hard to counteract.

Even the World Bank has suggested—its strong advocacy of free-
market economic policies notwithstanding—that capital-inflow controls
can be useful techniques under appropriate circumstances in fostering mac-
roeconomic stability, long-term capital formation, and economic growth.
Its recommendations are nevertheless heavily qualified in order to preempt
justification of a reversion to traditional, highly distortive uses of cross-
border capital controls.

Summary

Whereas country evaluation is itself an exceedingly difficult task, building
country assessments into the design of international exposure portfolios
that are in some sense “efficient” is even more complicated. Neither the
risks nor the returns are clearly definable, and even exposure measurement
is a difficult task. Portfolio ideas can contribute importantly in clarifying
the overall risks. At the same time, the development of informational and
assessment capabilities as part of the country evaluation process can itself
lead to improved international exposure decisions that implicitly embody
portfolio concepts. Application of these concepts also helps pin down the
link between risks and pricing of international loans and bonds. And port-
folio theory says that the riskiness of any single cross-border exposure is
not what is important, but rather the effect of that exposure on the risk of
the overall portfolio.

Perhaps few emerging-market countries have the economic capacity or
the political will to adopt far-reaching free-market policies affecting bank-
ing and financial markets all at once. Who does? Gradual but steady ap-
proaches work perhaps best of all. Successfully rebuilt, former developing
countries like Japan, Germany, South Korea, Taiwan, Singapore, Spain, and
Chile at no point adopted a totally free-market approach. They moved
purposefully in that direction, but only at a pace that could be accommo-
dated by the accompanying political thinking and building of infrastruc-
ture. Other countries that have tried hard to accept the new policies (Mex-
ico, Argentina, Brazil, perhaps India) have had considerable success, despite
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some disappointments. They clearly needed more time for their efforts to
bear the fruit than their more successful peers enjoyed, but so far it appears
there is little likelihood of a reversion to isolation and nonmarket allocation
of capital. Developing countries must know that it all depends on them. A
consistent barometer of their efforts, flawed as it may be from time to time,
is in the capital they are able to attract and the foreign-based participants
that are active in their banking and financial markets.
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13

Global Banking Regulation

The financial services industry worldwide has been, and will continue to
be, subject to significant public-authority regulation and supervision due to
the fiduciary nature of the business, the key role of financial systems in
driving economic performance, the potential for financial fraud, and the
possibility of serious social costs associated with financial failure. More-
over, we know from experience that even small changes in financial regu-
lation can bring about large changes in financial system activity. We also
know that, to the extent that information flows among participants in fi-
nancial activities are imperfect, regulation can significantly improve the op-
eration of financial systems:the greater the information asymmetries and
transaction-cost inefficiencies that exist, the greater is the value of
regulation, quite apart from its benefits in terms of financial safety and
soundness.1 And it sometimes seems that the more the banks and other
financial intermediaries complain, the better the regulators are doing their
jobs.

The reasons can be traced to the industry’s important fiduciary ele-
ment—the use of other people’s money—and the central role banking plays
in the modern national and global economic and financial system. Banks
cannot be allowed to impose politically unacceptable costs on society, either
by failing those people deemed worthy of protection in financial matters
or by permitting bank failure to contaminate other financial institutions
and, ultimately, the economic system as a whole. Consequently, every coun-
try imposes regulations intended to ensure that banks are safe and sound,
that they contribute to the efficient allocation of resources and economic
growth, and that they and other financial firms deal with the public in a
fair and honest way. This requires making often-difficult choices between
financial efficiency and creativity, institutional and systemic safety and sta-
bility, and the ability to ensure compliance and sound business conduct.
And because the services provided by banks and financial intermediaries in
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Ensure safety and soundness
Avoid moral hazard and adverse selection
Assure market transparency
Prevent abusive practices
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Figure 13-1. Regulatory trade-offs.

general affect nearly everything else in the economy, regulation is taken
very seriously and regulatory failures become traumatic events for all con-
cerned.

The complexity of the financial services industry described in the pre-
vious chapters has major implications for regulation. Markets and insti-
tutions tend, perhaps more often than not, to run ahead of the regulators.
Regulatory initiatives sometimes have consequences that were not and per-
haps could not have been foreseen. The regulatory dialectic in the financial
services sector is both sophisticated and complex, and it often confronts
both heavily entrenched and politically well-connected interests (as well as
some of the brightest minds in business). The more complex the industry—
perhaps most dramatically in the case of massive, global financial services
conglomerates where comprehensive regulatory insight is difficult and per-
haps implausible—the greater the challenge to sensible regulation. In this
chapter we discuss some of the basic regulatory parameters that are con-
sistent with the financial services industry dynamics presented earlier in this
volume.

Regulatory Trade-offs

The right side of figure 13-1 identifies the policy trade-offs that invariably
confront those charged with designing and implementing a properly struc-
tured financial regulatory system. On the one hand, they must strive to
achieve maximum static and dynamic efficiency with respect to the financial
system as a whole. They need to ensure both efficiency in financial flows
and innovation in financial products and processes, and they need to pro-
mote the competitive viability of financial institutions that are subject to
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regulation. On the other hand, they must safeguard the stability of insti-
tutions and the financial system, in addition to helping to ensure what is
considered “acceptable” market conduct—including the politically sensitive
implied social contract between financial institutions and unsophisticated
clients.

The first problem, safety-net design, is beset with difficulties such as
moral hazard and adverse selection and becomes especially problematic
when products and activities shade into one another, when on-and off-
balance sheet activities are involved, and when domestic and offshore busi-
ness is conducted by financial firms for which the regulator is responsible.
The second problem, market conduct, is no less difficult when end users of
the system range across a broad spectrum of financial sophistication from
mass-market retail clients to highly sophisticated, interprofessional trading
counterparties.

In short, regulation has as its objective the maintenance of a safe and
sound banking system—one that is resistant to collapse and avoids con-
tamination of the payments system and the credit allocation system (and
therefore the real economy), yet without precluding the failure of institu-
tions that are not competitively viable or are poorly managed. Additional
objectives are safeguarding the assets of uninformed retail customers who
have deposited their savings in good faith under the presumption of ab-
solute safety backed by the institutions themselves and by the state, and
the assurance of fair dealing in financial transactions—but without at the
same time losing the value of caveat emptor with respect to informed cli-
ents.

Difficult as these objectives are to achieve in a national banking envi-
ronment, bank regulation in the global environment involves still more
complex issues, since the regulatory function is a matter of national sov-
ereignty, yet banks and other financial firms can and do operate across
national jurisdictions, as well as offshore markets that can help avoid sig-
nificant parts of the regulatory net altogether. Regulatory burdens deemed
excessive in one country can prompt firms and their clients to move to
another jurisdiction where the burdens are lighter—a form of “regulatory
arbitrage” that can both shift the gains associated with financial interme-
diation and cause regulators to soften their approach, possibly excessively
so. Here we explore the problems associated with bank regulation, specif-
ically from the perspective of its effect on competitive performance of the
financial institutions themselves, both among each other and against non-
bank financial intermediaries.

Edward Kane is one of the pioneers in thinking about financial regu-
lation and supervision as imposing a set of “taxes” and “subsidies” on the
operations of financial firms exposed to them.2 On the one hand, the im-
position of reserve requirements, capital adequacy rules, and certain finan-
cial disclosure requirements can be viewed as imposing “taxes” on a finan-
cial firm’s activities in the sense that they increase intermediation costs. On
the other hand, regulator-supplied deposit insurance, information produc-
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tion and dissemination, and lender of last resort facilities serve to stabilize
financial markets, reduce information and transaction inefficiencies, im-
prove liquidity, and lower the risk of systemic failure—thereby improving
the process of financial intermediation. They can therefore be viewed as
implicit “subsidies” provided by taxpayers.

The difference between these “tax” and “subsidy” elements of regu-
lation can be viewed as the “net regulatory burden” (NRB) faced by par-
ticular types of financial firms in any given jurisdiction. If all else is equal,
financial flows tend to migrate toward those regulatory domains where the
NRB is lowest. NRB differences can induce financial-intermediation shifts
shift when the savings realized exceed the transaction, communication, in-
formation, and other economic costs of shifting. Indeed, it has been argued
that a significant driver of financial disintermediation, and its effect on
various types of financial firms, has been due to differences in NRB, which
is arguably highest in the case of commercial banks. Competition triggers
a dynamic interplay between demanders and suppliers of financial services,
as financial firms seek to reduce their NRB and increase their profitability.
If they can do so at acceptable cost, they will actively seek product inno-
vations and new avenues that avoid cumbersome and costly regulations by
shifting them either functionally or geographically.

In going about their business, regulators continuously face the possi-
bility that “inadequate” regulation will result in costly failures, and, alter-
natively, the possibility that “overregulation” will create opportunity costs
in the form of financial efficiencies not achieved, or in the relocation of
firms and financial transactions to other regulatory regimes offering a lower
NRB. Since any improvements in financial stability can only be measured
in terms of damage that did not occur and costs that were successfully
avoided, the argumentation surrounding financial regulation is invariably
based on “what if” hypotheticals. In effect, regulators are constantly com-
pelled to rethink the balance between financial efficiency and creativity on
the one hand, and safety, stability, and suitable market conduct in the fi-
nancial system on the other. They face the daunting task of designing an
“optimum” regulatory and supervisory structure that provides the desired
degree of stability at minimum cost to efficiency, innovation, and compet-
itiveness—and to do so in a way that effectively aligns such policies among
regulatory authorities functionally and internationally and avoids “fault
lines” across regulatory regimes. There are no easy answers. There are only
“better” and “worse” solutions as perceived by the constituents to whom
the regulators are ultimately accountable.

Regulatory Options

The principal options that regulators have at their disposal, identified in
figure 13-2, range from “fitness and properness” criteria—under which a
financial institution may be established, continue to operate or be shut
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Figure 13-2. Regulatory techniques.

down—to line-of-business regulation as to what types of business financial
institutions may engage in, adequacy of capital and liquidity, limits on var-
ious types of exposures, and the like, as well as policies governing marking-
to-market of assets and liabilities. As noted, regulatory initiatives can create
financial market distortions of their own, which become especially prob-
lematic when financial products and processes evolve rapidly and the reg-
ulator can easily get one or two steps behind.

It is not difficult to see why applying the regulatory techniques depicted
in figure 13-2 are so probelematic in optimizing across the trade-offs de-
picted in figure 13-1, especially when gains or losses in static and dynamic
efficiency are often exceedingly difficult to measure, and when the costs of
underregulation or undersupervision do not become apparent until it is too
late. Nor is it difficult to see why, under such conditions, there is sometimes
a tendency for overregulation in the financial services sector. It is also useful
to bear in mind the distinction between the regulatory environments of
onshore and offshore banking.

Onshore, or domestic, markets for financial services are fully subject
to national supervisory, regulatory, and monetary policy controls. Whether
and how foreign-based financial institutions may compete in these markets
is strictly a matter for national political decisions. When domestic institu-
tions are systematically protected from outside competition, they are fre-
quently highly profitable. But they can also use that “artificial” profitability
to cross-subsidize the penetration of other markets for financial services.
These may also be relatively uncompetitive and inefficient by international
standards.
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Offshore markets for financial services are substantially beyond the
reach of national authorities. They include Eurocurrency and Eurobond
markets and are largely untaxed, unregulated, and highly efficient activities
in which any number can play. While it seems fair to say that such char-
acteristics have exposed the international economic and financial system to
certain risks from time to time (some of them serious), offshore markets
nevertheless set standards of performance in financial efficiency against
which all other financial markets must be measured. It is important to
recall, for example, that the Eurobond market and more recently the Eu-
roequity market (see chapters 3 and 7) are the outcomes of confused and
often muddled behavior on the part of national regulators since the 1960s.
Authorities in EU member nations were unable to agree, for example, on
the establishment of an integrated European banking market in fulfillment
of their obligations under the Treaty of Rome until this was finally accom-
plished in the early 1990s. Individual national authorities permitted greater
freedom of cross-border capital movement, yet excluded foreign borrowers
and issuers from their national capital markets and drove them offshore.
And the beginning of the twenty-first century still has not seen a coherent
European regulatory structure for financial markets.

All of these characteristics have combined to make financial services at
the national level a “sensitive” industry, both as a central vehicle for the
implementation of economic policy and as an industry subject to collective
crises and failures by individual firms. The history of the United States, for
example, records well over 15,000 bank failures—5,000 during the Great
Depression of the 1930s alone and an annual average of well over 100
during the 1980s, not including massive failures of thrift institutions and
$150 billion taxpayer bailout in the late 1980s. Mismanagement or out-
right fraud have left prominent names like Banco Ambrosiano, BCCI, Bank
Bumiputra, Crédit Lyonnais, Franklin National Bank, Herstatt, Schroder
Münchmeyer Hengst, Seafirst, and Continental Illinois among the failed or
seriously damaged over the years—plus essentially the entire Japanese
banking system and, in the early 1990s, those of Finland, Mexico, Norway,
and Sweden. The Asian crisis of the late 1990s led to massive financial
failures in Indonesia, Korea, and Thailand.

Governments are well aware of the inherent risks and potential con-
flicts involved in national and international banking; securities underwrit-
ing; and trading and dealing in financial instruments, foreign exchange,
derivatives, and the like. Most notably in banking, these risks focus on the
solvency of borrowers and the liquidity of institutions that are highly lev-
eraged. Banking crises always carry with them negative externalities—dam-
age imposed on individuals and institutions outside the firms directly in-
volved and, in some cases, outside the industry itself. It is conventional
wisdom that major banking crises can lead to severe damage to employ-
ment, income, economic growth, and related goals of society.

To protect themselves against such adverse consequences, countries



Global Banking Regulation 341

have built elaborate “safety net” systems that are designed to provide li-
quidity to institutions in trouble, insure depositors, and sometimes bail out
borrowers to help the bank maintain solvency. The operation of domestic
financial safety nets invariably creates problems of efficiency and fairness—
for example, how to distinguish between institutions that are “TBTF” (too
big to fail) and those that are “TSTS” (too small to save), and how to
neutralize competitive distortions that may result from people’s expecta-
tions about the operation of the safety net. Even more important, the ex-
istence of a safety net creates potential “moral hazard” problems where
management of financial institutions—knowing that they are likely to be
bailed out—will behave in a less risk-averse manner and thus impose sub-
stantial contingent liabilities on those who hold up the safety net: the tax-
payers and the general public. They also trigger “adverse selection,” with
precisely the least-fit organizations surviving and expanding.

To cope with these problems, and to ensure the safety and stability of
national financial systems, governments apply various techniques of finan-
cial surveillance and control, ranging from careful bank-examination pro-
cedures, reserve requirements, mandatory asset ratios, and maximum lend-
ing limits to risk-related deposit insurance premiums, disclosure provision,
securities laws, and moral suasion. Countries deal with this problem in
different ways. Some simply have on occasion nationalized all or major
parts of the domestic financial services industry. As noted, regulation and
control usually damages the efficiency of the domestic financial system, but
this loss in efficiency can be considered as something of an “insurance
premium” and is sometimes considered to be more than offset by the re-
sulting gain in the safety and stability of the system—at least temporarily.

Problems arise when national financial institutions take some of their
activities offshore into the European or other foreign markets. While home
countries are supposed to regulate offshore branches and host countries are
supposed to regulate subsidiaries and other affiliates, the effectiveness of
government regulation and control with regard to these activities remains
the subject of occasional lapses and intense debate.

Capital Adequacy

As global banking activities have expanded, new financial products prolif-
erated, and many of these are tradeable in the market. And as competition
between banks from different countries grew, the difficulties in maintaining
uniform standards for both bank safety and “level” competitive conditions
between banks from different countries became a serious problem. Regu-
latory differences, particularly those pertaining to capital adequacy, en-
couraged banks subject to less restrictive conditions to compete aggressively
against other banks, which in turn pushed the more thoroughly regulated
institutions to increase other forms of activities as a way of keeping up.
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Achieving a “Level Playing Field”

Implementation of a truly level playing field in the financial services sector
depends both on similar sets of restraints on the various different types of
lending that banks perform and on common definitions as to what is and
is not bank “capital.” The task is complicated by the structure of regulatory
and prudential constraints already in place, and accepted, in each of the
countries involved. These have traditionally differed with respect to both
lending practices and capitalization. There is a wide array of rules, for
example, as to bank reserves—some countries permit “hidden” reserves
against loan losses (in the form of deliberately undervalued assets)—and in
the regulation of domestic deposit rates, deposit insurance, domestic com-
petition policies, and a variety of other rules that can affect an institution’s
competitive positioning internationally. While these differences are com-
parable in nature to the competitive effects of subsidies and governmental
participation in other industries, the differences are perhaps more serious
in the banking sector. Moreover, in no other industry have uniform global
standards been attempted.

Bank regulators have discussed the issue of standardization for years,
time and again confronting the fact of national sovereignty in banking su-
pervision and monetary control, along with the entrenched interests of
banks themselves. At a meeting in Amsterdam in October 1986, however,
banking supervisors resolved to work toward uniform minimum capital
standards for all banks that do business across national borders, as a matter
of competitive fairness and prudential soundness. Such a minimum was to
represent the maximum capital standards that countries will impose if their
banks are not to suffer in international competition. Supervisors also agreed
to work toward a uniform definition of capital—which, in many cases,
included not only equity but also various forms of long-term debt—as well
as greater commonality in loan-loss provisioning. Although the standards
that emerged, discussed below, largely accomplished these tasks, it was
nonetheless clear that the job was not finished. Regulatory coordination
had to focus as well on sanctions (including exclusion from specific busi-
nesses and markets) for institutions that violate or circumvent banking
rules, questions of prudential requirements governing market and opera-
tional risk, and the problem of one set of standards being applied to the
banking sector and another, looser set of rules for the nonbanking financial
services sector.

The BIS Capital Adequacy Rules

In January 1987, after three months of discussion, the Bank of England
and the U.S. federal banking regulatory authorities (the Federal Reserve,
the Federal Deposit Insurance Corporation [FDIC], and the Comptroller of
the Currency) announced that they had reached agreement on proposals
for a common measure of capital adequacy for banks. The proposals were
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for a risk-related approach similar in many respects to those already in use
in the United Kingdom and proposed in policy papers released by the U.S.
regulatory authorities in January 1986. The proposals also drew on work
of the Banking Regulations and Supervisory Practices committee of the
Bank for International Settlements (BIS) in Basel.

The Basel Committee’s approach was to seek a convergence of the var-
ious regulatory methods to form a package that could be used by banking
regulators from all of the Group of Ten (industrialized) countries plus Swit-
zerland and Luxembourg. The issues involved were controversial, and the
goal of the committee was ambitious. The 1987 U.S.-U.K. proposals were
circulated for comment, then adopted by the Basel Committee as a whole
in July 1988 and subsequently ratified by each country. The Federal Reserve
announced its final version of the guidelines in January 1989 and noted
that the guide had been designed to achieve certain important goals:

• Establishment of a uniform capital framework, applicable to all federally
supervised banking organizations

• Encouragement of international banking organizations to strengthen their
capital positions

• Reduction of a source of competitive inequality arising from differences
in supervisory requirements among nations

The guidelines were intended to establish a systematic analytical framework
that makes regulatory capital requirements more sensitive to differences in
risk profiles among banking organizations, takes “off-balance-sheet” ex-
posures into explicit account in assessing capital adequacy, and minimizes
disincentives to holding liquid, low-risk assets.

Off-balance-sheet items represent contingent assets (or liabilities) that
the accounting profession did not require to be entered on the face of a
bank’s financial statements because of the uncertain nature of the contin-
gencies that determine whether these items become due and payable (i.e.,
move onto the balance sheet). Most accountants did require that, as con-
tingent items, they be disclosed in footnotes to the financial statements, but
they escaped being included in regulatory ratios. Since many financial prod-
ucts, such as note issuance facilities, swap, and financial futures transac-
tions involve contingent obligations, they were not included on balance
sheets. The rapid growth in off-balance-sheet items, however, had been a
cause of concern to regulators, which led to an effort to “capitalize” off-
balance-sheet items so as to include them in the overall grasp of banking
regulations.

In principle the BIS approach was a simple one, although the actual
structure was fairly complex. The basic idea was to assign each asset owned
by a bank (or accounted for on an off-balance-sheet basis) to one of four
“risk categories.” Each risk category was assigned a “risk weight,” which
is used to multiply the amounts in each risk category to determine the
amount of “capital” required by the bank. Capital was divided into “tier
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1,” or “core” capital (consisting of retained earnings, common stock, and
qualifying perpetual preferred stock and minority interests in equity ac-
counts of consolidated subsidiaries—minus “goodwill”) and “tier 2” cap-
ital (various forms of “supplementary” capital).

Before these proposals were adopted, the principal means of assessing
capital adequacy for banks in the United States had been to divide “total
capital” (which included retained earnings, common and preferred stock,
and certain forms of subordinated debt) by “total assets.” The Federal
Reserve and other banking supervisory bodies set different ratio require-
ments for different types of banks. At the beginning of 1989, when the final
BIS guidelines were announced, U.S. money center banks were required to
maintain a 6 % capital-to-total assets ratio, although many banks were not
in compliance at the time. By the early 1990s virtually all U.S. banks had
been brought into compliance.

The face amount of an off-balance-sheet item (such as a letter of credit,
a swap, or a foreign exchange obligation) was taken into the risk-based
capital ratio by multiplying it by a “credit conversion factor.” The resultant
“credit equivalent amount” was assigned to the appropriate risk category
(according to the identity of the obligor or guarantor). Among those items
converting to credit risks at 100% of face value were all direct credit sub-
stitutes, risk participations in bankers acceptances or direct credits substi-
tutes (such as letters of credit), sale and repurchase agreements, and certain
forward agreements.

Those items entitled to 50% conversion factors included transaction-
related contingencies, revolving credit agreements, note issuance facilities,
and similar arrangements. Items converted at 20% included short-term self-
liquidating trade-related contingencies. Items converted at 0% included un-
used portions of commitments with an original maturity of one year or
less, or which are unconditionally cancelable at any time. The guidelines
included among off-balance-sheet items all interest rate and foreign
exchange contracts for which credit-equivalent amounts were calculated in
the case of each individual contract.

The BIS rules included a schedule for implementing the new system,
with a ratio of 8% (of which at least 4% had to be in the form of tier 1
capital) in effect beginning on January 1, 1993. They provided a common
standard for safe and prudent banking capitalization. Once countries
agreed on the same minimum base, there was no advantage in being un-
dercapitalized or for countries to unduly subsidize banking institutions—
for example, by setting interest rate controls to allow banks to accumulate
excess profits as a cushion against future losses at the expense of economic
growth and efficiency. Riskier instruments became more costly to hold,
lessening the chances of excessive exposure and the prospect that regulators
would have to step in to provide support in a crisis. There was less incentive
to underprice off-balance-sheet commitments. Given the rate of financial
innovation and the deluge of new instruments, it was necessary that the
guidelines provide regulators with a coherent framework into which to slot
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new types of exposures as they evolved, instead of always lagging events
by as much as several years. Each new type of instrument was assigned to
the highest risk category until such time as the regulators ruled otherwise.

The BIS risk-based capital approach increased pressure on banks to
charge higher spreads or fees for financial transactions in which they par-
ticipated, in order to recover the incremental cost of the additional capital
needed to support specific loans and advances, or simply to recover the
higher overall cost of capital. This condition was seen by many banks to
place them at a substantial disadvantage relative to securities firms, with
which they were increasingly in direct competition. Securities firms, not
being regulated by banking authorities who must look after the deposits
they are guaranteeing, were not subject to the new rules or to any similar
constraints. Coordination with authorities regulating the securities industry
was seen as essential if competitive rules under which firms in the two
sectors (banking and securities) of the industry operate were not to serve
as further distortions to competitive conditions in the case of financial serv-
ices that are performed by both banks and nonbanks.

Nor were the provisions of the BIS accord uniform between banks of
different countries. For example, wide international differences existed in
the availability of information on bank performance, which influenced their
relative competitive positioning and certainly affected the ability to deter-
mine whether the international competitive playing field is in fact relatively
level. Transparency in U.S. accounting for banks was assured by the reg-
ulatory structure, and any disclosure problems were relatively quickly rem-
edied—including cross-border exposures and off-balance-sheet exposures
in such transactions as swaps. In other countries, disclosure was far less
extensive and in some cases was relatively meaningless. Disclosure of off-
balance-sheet exposures in many cases was absent altogether, and many
home countries of multinational banks failed to disclose their worldwide
operations on a consolidated basis. There was also the issue whether banks
could emerge among the nonparticipating countries to challenge banks
from the participating countries for business and to possess a competitive
edge over the participating banks through less rigorous regulatory stan-
dards. Conceivably, banks could migrate to unregulated areas for the pur-
pose of competing with the banks from the major countries. However, since
only a small percentage of the world’s international banking assets were
booked outside the participating BIS countries, the effect of such a migra-
tion did not appear to be large.

Finally, it was argued that coordinated risk-based capital requirements
could actually be counterproductive, since assets categorized in the same
risk class may have vastly different risk profiles. Moreover, since different
assets and off-balance-sheet exposures required different BIS levels of cap-
ital, the result could well be distortions in banking decisions—for example,
loading up on highly interest rate-sensitive U.S. government securities that
require less capital backing than perhaps less-volatile asset deployments
which require more capital—decisions that ultimately could lead to in-
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creased, rather than decreased, vulnerability of individual institutions. It
also threatened financial innovation and, as noted, placed banks at a com-
petitive disadvantage against nonfinancial institutions operating in the se-
curities markets that were not subject to similar requirements.

In general, by the mid-1990s, banks in most of the advanced countries
had attained the BIS guidelines with greater or lesser difficulty. Banks in
each country faced more or less unique difficulties associated with, for ex-
ample, loan losses related to real estate and country lending in the United
States and various European countries, the stock market collapse and the
end of the “bubble” economy in Japan, the simultaneous creation of a
single market in financial services under universal banking conditions in
the European Union, and the Russian debt defaults and financial crises of
the late 1990s.

The problem of derivatives exposure and position risk also had to be
considered. The rapid growth in bank holdings of interest-sensitive instru-
ments such as government bonds at a time of declining rates—in part en-
couraged by zero-weighting of government securities under the BIS rules—
in addition to the enormous growth in over-the-counter and exchange-
traded derivative instruments such as swaps, futures, options, and various
types of structured financial instruments, raised the issue of position risk.
This is the risk that financial instruments of contingent obligations held by
banks on or off the balance sheet could change dramatically in value as a
result of changes in interest rates or market conditions.

Basel II: Improved Bucketing and Granularity

Many of the weaknesses incorporated into the original BIS capital adequacy
standards were addressed in proposals, floated in 1999, for an improved
set of rules, generally termed Basel II.

The Basel I standards just described used broad-gauge risk weights that
in some cases made little sense—for example, requiring larger amounts of
capital for low-rated country exposures than for highly rated corporate
exposures—and in the process distorting global capital allocation. In ad-
dition, banks had become much more sophisticated in understanding and
monitoring credit risk and market risk using internal models usually based
on a “value at risk” (VAR) approach. Consequently, it was increasingly felt
that the BIS standards forced banks to hold excess capital and to do so in
a way that was not fully reflected in the risk of their overall exposure
portfolio.

Consequently, an initial set of proposals was floated by the BIS that
would give banks a choice of using “external” credit ratings issued by the
major rating agencies, such as Moody’s and Standard and Poor’s, to cali-
brate the amount of capital to be maintained against credit exposures. Al-
ternatively, they could develop “internal” credit scoring models, which
would assess overall credit exposures in a more sophisticated, portfolio
context and could base their capital provisions on those models. In turn,
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Figure 13-3. The regulatory delivery system.

the models would be audited by the regulators. Initially, it was expected
that only the most sophisticated banks would choose the second alternative
but that the internal ratings approaches would gradually spread to other
banks as well. The idea was to create finer distinctions (“granularity”)
among credit quality of obligors and more sensible “risk buckets” while at
the same time recognizing the ability of banks to diversify among exposure
portfolios.

The Basel II proposals elicited a great deal of comment: each of the
issues covered affected some banks one way and other banks another way,
and many were expected to have unintended consequences. So the Basel II
comment period was extended, and the definitive application of Basel II
capital adequacy rules was deferred to the end of 2002. Complicating mat-
ters further was the fact that the Basel II proposals cover “operational
risk”—risk associated with compliance failures, system failures, civil liti-
gation, and the like. Nobody knows how to measure these things, much
less how to price them in order to provide adequate capital. So the initial
Basel II proposals suggested a 20% capital charge—a simple heads-up gal-
vanizing banks into getting to work on the issue. But a final solution is
some time away, and its specifics remain far from obvious.

Financial Supervision

The final element, identified in figure 13-3, involves the regulatory machin-
ery itself, extending from reliance on self-control on the part of boards and
senior managements of financial firms concerned with protecting the value
of their franchises, through financial services industry self-regulation via
self-regulatory organizations (SROs), to public oversight by regulators with
teeth—including civil suits and criminal prosecution.

Self-regulation remains controversial, since financial firms continue to



348 Competitive Strategies

suffer from incidents of business losses and misconduct, despite the often
devastating effects on the value of their franchises. Financial firms respond
with often impressive and expensive compliance infrastructures. But noth-
ing is perfect, and serious problems continue to slip through the cracks.
And “ethics” programs intended to ensure appropriate professional con-
duct are often pursued with lack of seriousness, at worst creating a general
sense of cynicism. People have to be convinced that a good defense is as
important as a good offense in determining sustainable competitive success.
This is something that is extraordinarily difficult to put into practice in a
highly competitive environment, and it requires an unusual degree of senior
management leadership and commitment.3

Control through SROs is likewise subject to dispute. Private-sector en-
tities that have been certified as part of the regulatory infrastructure in the
United States, for instance, have repeatedly encountered problems. For ex-
ample, in 1996 one of the key U.S. SROs, the National Association of
Securities Dealers (NASD) and some of its member firms were assessed
heavy monetary penalties in connection with rigging over-the-counter eq-
uity markets. A vigorous attempt to refute empirical evidence of impropri-
eties eventually yielded to major changes in regulatory and market prac-
tices. As another example, in 2001 Moody’s was a defendant in connection
with an SEC investigation of the firm’s unsolicited ratings practices. One
has to wonder how such management lapses in such highly reputation-
sensitive institutions could occur. Other well-known examples occurred
in the United Kingdom, which relies heavily on the SRO approach. In 1994
the self-regulatory body governing pension funds (IMRO) failed to catch
the disappearance of pension assets from Robert Maxwell’s Mirror Group
Newspapers, and the Personal Investment Authority (PIA) for years failed
to act against deceptive insurance sales practices at the retail level. In that
connection, a 2001 report of the Department of Trade and Industry (DTI)
described the conduct of the financial firms as beset with “cliquishness,
greed and amateurism.”

Inevitable in self-regulation are political charges of the fox watching
the henhouse to contend with. As in the Maxwell case, the City of London
came in for a good deal of criticism for the “easygoing ways” that have
done so much to contribute to its competitive success in the global mar-
ketplace. But reliance on public oversight for financial regulation has its
own problems, since virtually any regulatory initiative is likely to confront
powerful vested interests that would like nothing better than to bend the
rules in their favor. The political manipulation of the savings and loan
regulators in the United States during the 1980s is a classic example; it
created massive incremental losses for taxpayers. Even the judicial process
that is supposed to arbitrate or adjudicate matters of regulatory policy may
not always be entirely free from political influence or popular opinion.

Just as there are trade-offs implicit in figure 13-1 between financial
system performance and stability, there are also trade-offs between regu-
lation and supervision. Some regulatory options (e.g., capital adequacy
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rules) are fairly easy to supervise but are full of distortive potential from
their broad-gauge nature (even with the higher level of granularity pro-
posed in the revised Basel II accords). Others (such as fitness and properness
criteria) may be highly cost effective but devilishly difficulty to supervise.
Finally, there are trade-offs between supervision and performance, with
some supervisory techniques far more costly to comply with than others.
Regulators must try to optimize across this three-dimensional set of trade-
offs under conditions of rapid market and industry change, blurred insti-
tutional and activity demarcations, and functional and international regu-
latory fault lines.

Market Supervision

In addition to regulation of financial institutions, there is the matter of
market conduct. A first observation from the U.S. experience is that, on
balance, commercial banks clearly carry a net regulatory burden that, in
terms of the actual requirements and costs of compliance, is vastly greater
than that which applies to the securities industry and other nonbank inter-
mediaries. This has arguably had much to do with the evolution of the
country’s financial structure, generally to the detriment of commercial
banking. Institutional regulation on nonbank intermediaries is relatively
light, but regulation of business conduct is relatively heavy.

For example, when Congress passed the Securities Act of 1933 it fo-
cused on “truth in new issues,” requiring prospectuses and creating under-
writing liabilities to be shared by both companies and their investment
bankers. It then passed the Securities Act of 1934, which set up the Secu-
rities and Exchange Commission and focused on the conduct of secondary
markets. Later, in the 1960s, it passed the Securities Investor Protection
Act, which provided for a guarantee fund (paid in by the securities industry
and supported by a line of credit from the U.S. Treasury) to protect inves-
tors who maintain brokerage accounts from losses associated with the fail-
ure of the securities firms involved. None of these measures, however, pro-
vided for the government to guarantee deposits with securities dealers, nor
did it in any way guarantee investment results. So there was less need to
get “inside” the securities firms where the taxpayer was not at risk. Where
the taxpayers were at risk, in commercial banking and savings institutions,
regulation was much more onerous and compliance was much more costly,
and ultimately regulation damaged these institutions’ market shares in the
financial evolution process.

Although the SEC developed into a forthright regulator, willing to use
its powers to protect individual investors and ensure the integrity of the
markets, most of the discipline to which U.S. nonbank financial firms have
been subject since 1934 is provided by the market itself. Prices have risen
and fallen. Investors have often lost money. Many firms have failed or have
been taken over by competitors. Others have entered the industry with a
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modest capital investment and succeeded. Firms are in fact “regulated” by
the requirements of their customers, their creditors and their owners—re-
quirements demanding marked-to-market accounting, adequate capitaliza-
tion, and disclosure of all liabilities, as well as supervisory and legal pro-
ceedings. Customers presumably require good service and honest dealings,
or they will change vendors. These market-driven requirements, many
would argue, have proven to be as effective regulators of business conduct
as any body established by government, particularly in the securities in-
dustry.

The U.S. approach also forces independent securities firms (or sepa-
rately capitalized securities firms that are part of bank holding companies)
to pay great attention to managing risks, managing costs, and ensuring
profitability in a marked-to-market environment, in part because there is
no lender of last resort for the individual securities firm. In addition, they
are subject to the costs of maintaining expensive compliance systems, and
since they depend on banks for much of their funding, they have to meet
acceptable credit standards. Even in the case of massive failures like Drexel
Burnham Lambert, regulators allowed the failure to run its course, taking
care only to provide sufficient liquidity to the market during the crisis pe-
riod. When multifunctional financial firms began to emerge in the United
States during the 1990s—and particularly after 1999—the basic approach
has been regulation by function, requiring holding company structures with
separately capitalized banking and nonbanking affiliates.

Regulation of market conduct in the United States has been carried out
through a crazy-quilt of agencies, including the Federal Reserve, FDIC,
Office of the Comptroller of the Currency, and the SEC, as well as SROs
like the NASD, Financial Accounting Standards Board (FASB), Community
Future Trading Corp. (CFTC), and the major financial exchanges. Some-
times nonfinancial regulators get involved, like the Department of Labor,
the Special Trade Representative, the antitrust and consumer protection
agencies and various congressional committees. In addition, there are the
courts, with particular importance accorded the Chancery Court of the
State of Delaware. The whole thing is replicated to some extent at the state
level, with state banking and securities commissions as well as insurance
regulation, which rests entirely with the states. The system is certainly sub-
ject to unnecessary complexity and excessive regulatory costs.

In recognition of this, regulation was partially streamlined in the 1999
Gramm-Leach-Bliley bill that scrapped the line-of-business limits between
banking, insurance, and securities. Nevertheless, there is a sense that reg-
ulatory competition may not be so bad in fostering vigorous competition
and financial innovation. “Regulator shopping” in search of lower NRBs
can sometimes pay economic dividends. And some of the major regulatory
problems of the recent past—notably the BCCI debacle in 1991, the theft
of client assets in the custody unit of Bankers Trust Company in 1998, and
the evasion of banking regulations in the case of the Crédit Lyonnais—
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Executive Life scandal in 2001—were all uncovered at the state, not fed-
eral, level. This suggests that sometimes more eyes are better than fewer.

Mistakes have certainly been made in U.S. financial regulation, and
doubtless there have been significant opportunity costs associated with
overregulation—as with ongoing self-dealing prohibitions under the Em-
ployee Retirement Income Security Act of 1974 (ERISA), which prohibits
transactions between the investment banking and pension fund manage-
ment units of the same financial firm. And the way the Long Term Capital
Management collapse in 1998 was handled by the Federal Reserve contin-
ues to be widely debated. But by and large, the system has delivered an
efficient and creative financial structure that is supportive of U.S. growth
and development and at the same time has been tolerably stable. Maybe
this is as good as can be expected. If there are lessons, they are that regu-
latory messiness and competition is not always bad and can lead to un-
expected dynamism as default solutions are left to the market instead of to
the regulators. There are accidents imbedded in this approach, but so far
they have been reasonably tolerable.

In Europe, there has been no tradition of separation of commercial
banking, investment banking, and insurance of the type that existed in the
United States since 1933 and was only liberalized fully in 1999. Instead,
the “universal banking” model has predominated from Finland to Portugal,
and, for the most part, banks have been able to engage in all types of
financial services: retail and wholesale, commercial banking, investment
banking, and asset management, as well as insurance underwriting and
distribution. Savings banks, cooperative banks, state-owned banks, private
banks, and in a few cases more or less independent investment banks have
also been important elements in some of the national markets. Reflecting
this structure, bank regulation and supervision has generally been in the
domain of the national central banks or independent supervisory agencies
working in cooperation with the central banks, responsible for all aspects
of universal bank regulation—usually except for insurance and in some
cases specialized activities like mortgage banking placed under separate reg-
ulatory authorities. And in contrast to the United States, there is little his-
tory or tradition of regulatory competition within national financial sys-
tems, with some exceptions like Germany and its regional stock exchanges.

Given their multiple areas of activity centered around core commercial
banking functions, the major European players in the financial markets can
reasonably be considered “too big to fail” in the context of their national
regulatory domains. This means that, unlike the United States or Japan,
significant losses incurred in its securities or insurance business could bring
down the bank which, in turn, is likely to be bailed out by taxpayers
through a government takeover, recapitalization, forced merger with a gov-
ernment capital injection, or a number of other techniques, leaving aside
the question whether a small country is in fact capable of bailing-out a
major global bank under its regulatory jurisdiction. This means that Eu-
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ropean financial regulators may find it as necessary to safeguard those busi-
nesses in order to safeguard the banking business in general. Failure to
provide this kind of symmetry in regulation could end in disaster. No bank
failure in Europe has so far been triggered by securities or insurance losses.
But it can easily happen. Despite the disastrous trading activities that ul-
timately brought it down, for instance, it was the responsibility of the Bank
of England, as home country regulator, to supervise Baring’s global activ-
ities—a case that was an object lesson in how difficult this is to do.

The European regulatory overlay anchored in EU directives cover the
right of banks, securities firms, asset managers, and insurers to engage in
business throughout the region; the adequacy of capital, and the establish-
ment and marketing of collective investment vehicles like mutual funds.
One can argue that the “single passport” provisions and home-country
responsibility for institutional fitness and properness were an appropriate
response to reconciling the single-market objectives in the EU with appro-
priate regulation of the financial services sector. All was supposed to be in
place at the beginning of 1993. But delays and selective implementation by
member governments dragged out the process so that, almost a decade later,
the benefits of the single-market initiatives in this sector are probably a
fraction of what they might have been. There remain important problems
with respect to regulatory symmetry between banks and nonbank financial
services firms. Perhaps most seriously, there remains persistent dissonance
in rules for the conduct of business.

The latter continue to be the exclusive responsibility of host-country
authorities. Financial institutions doing business in the EU must deal with
16 different sets of rules (if the Eurobond market is included). These have
gradually converged toward a consensus on minimum acceptable conduct-
of-business standards, although they remain far apart in detail. Areas of
particular interest include insider trading and information disclosure. For
example, the view that insider trading is a crime, rather than a professional
indiscretion, has been new in most of Europe—few have been jailed for
insider trading, and in several EU countries it is still not a criminal offense.
On information disclosure in securities new issues, there has been only
limited standardization of the content and distribution of prospectuses cov-
ering equity, bond, and Eurobond issues for sale to individuals and insti-
tutions in the member countries.

If a sound regulatory balance is difficult to strike within a single sov-
ereign state, it is even more difficult to achieve in a regional or global
environment where differences in regulation and its implementation can
lead to migration of financial activities in line with relative net regulatory
burdens. In a federal state like the United States there are limits to NRB
differences that can emerge, although there are some. A confederation of
sovereign states like the EU obviously has much greater scope for NRB
differences, despite the harmonization imbedded in the EU’s various finan-
cial services directives. Each of these represents an appropriate response to
the regulatory issues involved. But each leaves open at least some prospect
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for regulatory arbitrage among the participating countries and “fault lines”
across national regulatory systems, particularly as countries strive for a
share of financial added-value. Players based in the more heavily regulated
countries will successfully lobby for liberalization, and the view that there
ultimately has to be a broad-gauge consensus on common-sense, minimum
acceptable standards will gain momentum. As usual, the devil is in the
details.

So far, progress in Europe has been painfully slow. As a result, the cost
and availability of capital to end users of the financial system (notably in
the business sector) remains unnecessarily high and the returns to capital
for end users (notably households and most importantly pension investors)
remains unnecessarily low. This has doubtless had an adverse overall im-
pact on Europe’s economic performance, in terms of both static welfare
losses to consumers and producers and dynamic underperformance re-
flected in the process of structural adjustment and the rate of growth.

The most promising European response to this regulatory drag on eco-
nomic welfare was a framework report in 2000 of a committee chaired by
Alexandre Lamfalussy, former head of the BIS. Its conclusions were
straightforward and essentially performance-driven: (1) modernizing finan-
cial market regulations, (2) creating open and transparent markets that
facilitate achieving investor objectives and capital-raising, (3) encouraging
the development of pan-European financial products that are easily and
cheaply traded in liquid markets, and (4) developing appropriate standards
of consumer protection.4

Judging from the Lamfalussy Committee final report in 2001, Euro-
pean convergence is likely to involve centralized regulatory structures at the
national level—emphasizing efficiency, and accountability—along the lines
of the U.K. Financial Services Authority (FSA), which was created in 2000
as a result of reforms that began in 1997. It covers both institutions and
market practices. The idea is that national regulatory convergence along
these lines will contribute to reducing fragmentation of financial markets.
Denmark, Sweden, Belgium, Luxembourg, and Finland moved in this di-
rection.5 In Germany, a debate continued about regulatory domains of the
federal and state level. France focused on the merits of separate regulators,
one for wholesale business and institutional soundless and the other for
retail activities. The French approach tried to be responsive to consumer
protection and potential conflict of interest problems, as well as to the
criticism that omnibus market regulators like the SEC lean too heavily to
the retail side and that this can lead to overregulation of interprofessional
wholesale markets. This general convergence on a more or less consistent
regulatory and corporate governance approach at the national level still
leaves open the question of pan-European regulation, with wide differences
of opinion as to necessity and timing.

The Lamfalussy report simply recommended a fast-track “securities
committee” intended to accelerate the process of convergence based on a
“framework” agreed by the EU Commission, Council of Ministers, and
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European Parliament. As noted earlier, small changes in regulation tend to
trigger big changes in the playing field. Some win and some lose, and the
losers’ political clout can postpone the day of reckoning, especially if the
“common interest” is hard to document. So the committee also had more
concrete recommendations on investment rules for pension funds, unifor-
mity in accounting standards, access to equity markets for financial inter-
mediaries on a “single passport” basis, the definition of investment profes-
sionals, mutual recognition of wholesale financial markets, improvements
in listing requirements for the various exchanges, a single prospectus for
issuers throughout the EU, and improvements in information disclosure by
corporations.

Many of these recommendations were already incorporated in the 1992
EU Investment Services Directive, but they had been implemented unevenly
or sometimes not at all. The committee made a compelling case for accel-
erated and forthright implementation, hardly too much to ask a decade
after launch. So a “regulators committee” was foreseen in order to ensure
that enabling legislation and market rules are actually implemented. The
European Securities Committee (ESC) was created in June 2001 to accel-
erate progress in line with the Lamfalussy report’s target of the end of 2003.
Comprised of representatives of the member states, the ESC was ultimately
to be transformed into a pan-EU regulatory body charged with imple-
menting securities legislation. The European Parliament immediately de-
manded the power to review decisions of the ESC. In June 2001 the draft
single-prospectus directive was generally welcomed, although the “market
abuse” draft directives were highly criticized for being excessively broad.
The reception of both suffered from a lack of consultation by the commis-
sion with national financial regulators and the financial community.

All of these recommendations made a great deal of sense. The best
features of the Anglo-American approach were adopted, and those that
might not work well in the European context (including perhaps a central
SEC with substantial enforcement powers) were deemphasized. The Lam-
falussy proposals, if vigorously implemented, would go a long way toward
achieving the efficiency and growth objectives of both the BIS and the EU.

Summary

This chapter has considered the key regulatory overlays of the global fi-
nancial services industry, emphasizing that balancing efficiency against sta-
bility and fairness is never easy. Linkages were drawn between structural
change in financial intermediation and supervisory and regulatory func-
tions, including some comparisons between U.S. and European legacies and
prospects.

The regulatory environment is central to the evolution of the financial
services industry. Overregulation leads to opportunity costs in the form of
inefficient allocation of capital to the detriment of end users of the financial
system and overall economic performance. Underregulation can promote
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financial collapse and all of the costs associated with systemic crises or can
engender market inequities that eventually come back to haunt the system.
Even a finely balanced degree of regulation carries with it the risks asso-
ciated with moral hazard and adverse selection.

Financial regulation imposes both benefits and costs on participants,
and it is optimum rather than minimum regulation that will attract trans-
actions flows to particular markets. Often, a broad range of financial serv-
ices activities are imbedded in large universal banks which are doubtless
too big to fail; in turn, these have to compete on a global playing field with
independent financial firms or separately capitalized affiliates of bank hold-
ing companies. The former benefit from an implied taxpayer guarantee but
at the same time are deprived of the need to be quite as sharp in managing
their businesses. Achieving optimum regulatory structures in increasingly
integrated financial markets characterized by intense competition among
regulatory jurisdictions may well be impossible without a significant degree
of coordination and some degree of regulatory centralization. It is for this
reason that ongoing regulatory efforts are so important.

The global regulatory environment must ultimately allow various play-
ers to compete in each others’ markets geographically, cross-client, and
cross-product. The regulatory outcome must therefore provide a reasonably
level playing field for all kinds of financial institutions to compete for busi-
ness across the entire financial intermediation spectrum. Only in this way
will countries harvest the gains of a highly efficient and creative financial
architecture—one that is fully competitive with evolving markets elsewhere
in the world.

Notes

1. For example, public agencies like the SEC in the United States force firms
to produce timely accounting statements and comply with market rules such as
Regulation FD (fair disclosure), enacted in 2001. Nongovernmental entities like the
Financial Accounting Standards Board (FASB) lay down accounting rules and con-
ventions, and bank supervisors both monitor and produce information about fi-
nancial institutions. All these play an extremely important role in engendering both
efficiency and confidence in financial markets and institutions. These contributions
to economic performance have increasingly been documented in empirical studies.
For a review, see Jonathan Story and Ingo Walter, Political Economy of Financial
Integration in Europe (Manchester: Manchester University Press, and Cambridge:
MIT Press, 1998).

2. See Edward J. Kane, “Competitive Financial Reregulation: An International
Perspective,” in R. Portes and A. Swoboda (eds.), Threats to International Financial
Stability (Cambridge: Cambridge University Press, 1987).

3. For a discussion, see Roy C. Smith and Ingo Walter, Street Smarts: Lead-
ership, Professional Conduct and Shareholder Value in the Securities Industry (Bos-
ton: Harvard Business School Press, 1997).

4. Alexandre Lamfalussy, Final Report on the Regulation of European Secu-
rities Markets. (Brussels, Commission of the European Union, February 2001).

5. “A Ragbag of Reform,” Economist, March 1, 2001.
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14

Strategic Positioning and
Competitive Performance

Few industries have encountered as much “strategic turbulence” in recent
years as the financial services sector. In response to far-reaching regulatory
and technological change, together with important shifts in client behavior
and the de facto globalization of specific financial functions, the organi-
zational structure of the industry has been profoundly displaced, and there
remains a great deal of uncertainty about the nature of any future equilib-
rium in the industry’s contours.

This chapter summarizes the generic processes and linkages that com-
prise global financial intermediation discussed in this book—the basic “fi-
nancial hydraulics” that ultimately drive efficiency in the financial system
and its effect on real-sector resource allocation and economic growth. Max-
imum economic welfare demands a high-performance financial system. We
ask and answer, What does this actually mean? Then we document some
of the structural changes that have occurred in both national and global
financial systems and suggest how the microeconomics of financial inter-
mediation actually works. These can have an enormous effect on the in-
dustrial structure of the industry and on individual firms, and this will
continue in the foreseeable future. Sequentially, financial channels that ex-
hibit greater dynamic efficiency have supplanted less efficient ones. Com-
petitive distortions can retard this process, but they usually extract signif-
icant economic costs and at the same time divert financial flows into other
venues, either domestically or elsewhere. Next, we examine the conse-
quences of this process in terms of financial services industry reconfigura-
tion, both within and between the four major segments of the industry
(commercial banking, securities and investment banking, insurance, and
asset management), as well as within and between national financial sys-
tems.
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Figure 14-1. Financial intermediation.

Finally, we look at the implications for the strategy of financial firms:
How should they decide what to do, for which clients, and in which mar-
kets? Doing “the right thing” is called strategic positioning. “Doing it
right,” strategic execution, will be examined in chapter 15.

A Stylized Process of Financial Intermediation

The central component of any structure of a modern financial system is the
nature of the conduits through which the financial assets of the ultimate
savers flow through to the liabilities of the ultimate users of finance, both
within and between national economies. This involves alternative and com-
peting modes of financial intermediation, or “contracting,” between coun-
terparties in financial transactions.

A guide to thinking about financial contracting and the role of financial
institutions and markets is summarized in Figure 14-1. The diagram depicts
the financial process (flow of funds) among the different sectors of the
economy in terms of underlying environmental and regulatory determinants
or drivers, as well as the generic advantages needed to profit from three
primary linkages:

Fully intermediated financial flows. Savings (the ultimate sources of
funds in financial systems) may be held in the form of deposits or



358 Competitive Strategies

alternative types of claims issued by commercial banks, savings or-
ganizations, insurance companies, or other types of financial insti-
tutions that finance themselves by placing their liabilities non directly
with the general public. Financial institutions ultimately use these
funds to purchase assets issued by nonfinancial entities such as
households, firms, and governments.

Investment banking and securitized intermediation. Savings may be al-
located directly or indirectly via fiduciaries and collective investment
vehicles, to the purchase of securities publicly issued and sold by
various pubic- and private-sector organizations in the domestic and
international financial markets.

Direct-connect mechanisms between ultimate borrowers and lenders.
Savings surpluses may be allocated to borrowers through various
kinds of direct-sale mechanisms, such as private placements, usually
involving fiduciaries as intermediaries.

Ultimate users of funds comprise the same three segments of the econ-
omy—the household or consumer sector, the business sector, and the gov-
ernment sector:

• Consumers may finance purchases by means of personal loans from banks
or by loans secured by purchased assets (hire-purchase or installment
loans). These may appear on the asset side of the balance sheets of credit
institutions on a revolving basis, for the duration of the respective loan
contracts, or they may be sold off into the financial market in the form
of securities backed by consumer credit receivables.

• Corporations may borrow from banks in the form of unsecured or asset-
backed straight or revolving credit facilities and may sell debt obligations
(e.g., commercial paper, receivables financing, fixed-income securities of
various types) or equities directly into the financial market.

• Governments may likewise borrow from credit institutions (sovereign
borrowing) or issue securities directly.

With the exception of consumers, other borrowers such as corporations
and governments also have the possibility of privately issuing and placing
their obligations with institutional investors, thereby circumventing both
credit institutions and the public debt and equity markets. Consumer debt
can also be repackaged as asset-backed securities and sold privately to in-
stitutional investors.

In the first mode of financial contracting in figure 14-1, depositors buy
the “secondary” financial claims or liabilities issued by credit institutions,
and they benefit from liquidity, convenience, and safety through the ability
of financial institutions to diversify risk and improve credit quality by
means of professional credit management and monitoring of their holdings
of primary financial claims (both debt and equity). Savers can choose from
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among a set of standardized contracts and receive payments services and
interest.

In the second mode of financial intermediation in figure 14-1, investors
may select their own portfolios of financial assets directly from among the
publicly issued debt and equity instruments on offer. This may provide a
broader range of options than standardized bank contracts and permits
larger investors to tailor portfolios more closely to their objectives while
still achieving acceptable liquidity through rapid execution of trades—all
aided by linkages with banks and other financial institutions that are part
of the domestic payments mechanism. Investors may also choose to have
their portfolios professionally managed, for a fee, through various types of
mutual funds and pension funds, designated in figure 14-1 as collective
investment vehicles.

In the third mode of financial intermediation, institutional investors
buy large blocks of privately issued securities. In doing so, they often face
a liquidity penalty—due to the absence or limited availability of a liquid
secondary market—for which they are rewarded by a higher yield. How-
ever, directly placed securities can be specifically “tailored” to more closely
match issuer and investor requirements than can publicly issued securities.
Market and regulatory developments have added to the liquidity of some
direct-placement markets.

Value to ultimate savers and investors, inherent in the financial pro-
cesses described here, accrues in the form of a combination of yield, safety,
and liquidity. Value to ultimate users of funds accrues in the form of a
combination of financing cost, transactions cost, flexibility, and liquidity.
This value can be enhanced through credit backstops, guarantees, and de-
rivative instruments such as forward-rate agreements, caps, collars, futures,
and options. Furthermore, markets can be linked functionally and geo-
graphically, both domestically and internationally:

• Functional linkages permit bank receivables, for example, to be repack-
aged and sold to nonbank securities investors. Privately placed securities,
once they have been seasoned, may be able to be sold in public markets.

• Geographic linkages make it possible for savers and issuers to gain in-
cremental benefits in foreign and offshore markets, thereby enhancing
liquidity and yield or reducing transaction costs.

Static and Dynamic Efficiency Characteristics of
Financial Systems

Static efficiency properties of the three alternative financial processes are
modeled as the all-in, weighted average spread (differential) between rates
of return provided to ultimate savers and the cost of funds to users. This
spread is a proxy for the total cost of using a particular mode or type of
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financial process and is reflected in the monetary value of resources con-
sumed in the course of financial intermediation. In particular, it reflects the
direct costs of production (operating and administrative costs, cost of cap-
ital, etc.). It also reflects losses incurred in the financial process, as well as
any excess profits earned and liquidity premiums. Financial processes that
are considered “statically inefficient” are usually characterized by high all-
in margins due to high overhead costs, high losses, barriers to entry, and
the like.

Dynamic efficiency is characterized by high rates of financial product
and process innovation through time:

• Product innovations usually involve creation of new financial instru-
ments, along with the ability to replicate certain financial instruments by
bundling or rebundling existing ones (synthetics). There are also new ap-
proaches to contract pricing, new investment techniques, and other in-
novations that fall under this rubric.

• Process innovations include contract design methods of trading, clearance
and settlement and trading, techniques for efficient margin calculation,
and the like.

Successful product and process innovation broadens the menu of financial
services available to ultimate issuers, ultimate savers, or other participants
in the various financial channels described in figure 14-1.

It is against a background of continuous pressure for static and dy-
namic efficiency that financial markets and institutions have evolved and
converged. Global financial markets for foreign exchange, debt instru-
ments, and (to a lesser extent) equity have developed various degrees of
“seamlessness,” and it is arguable that the most advanced of the world’s
financial markets are approaching a theoretical, “complete” optimum
where there are sufficient financial instruments and markets, and combi-
nations thereof, to span the whole state-space of risk and return outcomes.
Financial systems that are deemed inefficient or incomplete are character-
ized by a limited range of financial services and obsolescent financial pro-
cesses.

Recent technological change in financial intermediation, particularly
leveraging the properties of the Internet, have enhanced financial interme-
diation efficiencies. Internet applications have already dramatically cut in-
formation and transaction costs for both retail and wholesale end users of
the financial system, as well as for the financial intermediaries themselves.
The examples of on-line banking, insurance, and retail brokerage are well
known and continue to evolve and change the nature of the process, some-
times turning prevailing business models on their heads: for example, fi-
nancial intermediaries have traditionally charged for transactions and have
provided advice almost for free, but increasingly they are forced to provide
transactions services almost for free and to charge for advice. The new
models are often far more challenging for market participants. At the same
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time, on-line distribution of financial instruments such as commercial paper,
equities, and bonds in primary capital market activities not only cuts the
cost of market access but also improves and deepens the distribution and
bookbuilding process—including providing issuers with information on the
investor-base. And as figure 14-1 suggests, it is only one further step to
cutting out the intermediary altogether by putting the issuer and the inves-
tor or fiduciaries into direct electronic contact. The same is true in second-
ary markets, as shown with an increasing array of alliance-based compet-
itive bidding utilities and reverse auctions in foreign exchange and other
financial instruments, as well as interdealer brokerage, cross-matching, and
electronic communications networks (ECNs). This Internet-based technol-
ogy overlay is likely to turbocharge the cross-penetration story depicted in
figure 14-1.

A further development consists of e-based end-user platforms for cor-
porate treasury operations and households, with real-time downloads of
financial positions, risk profiles, market information, research, and so on.
By allowing end users to “cross-buy” financial services from best-in-class
vendors, such utilities may well upset conventional thinking that focuses
on “cross-selling.”

Both static and dynamic efficiency are obviously important from the
standpoint of national and global resource allocation, not only within the
financial services industry itself but also as it effects users of financial serv-
ices. That is, since financial services can be viewed as “inputs” to real
economic processes, the level of national output and income—as well as
its rate of economic growth—are directly or indirectly affected. A “re-
tarded” financial services sector can be a major impediment to a nation’s
overall economic performance. Financial-system retardation represents a
burden on the final consumers of financial services and potentially reduces
the level of private and social welfare. It also represents a burden on pro-
ducers, by raising their cost of capital and eroding their competitive per-
formance in domestic and global markets. These inefficiencies ultimately
distort the allocation of labor as well as capital.

The Facts: Shifts in Intermediary Market Shares

Developments over the past several decades in intermediation processes and
institutional design across time and geography are striking. In the United
States, “commercial banks”—institutions that accept deposits from the pu-
bic and make commercial loans—have seen their market share of domestic
financial flows between end users of the financial system decline from about
75% in the 1950s to under 25% today. In Europe (EU plus Switzerland),
the change has been much less dramatic, and the share of financial flows
running though the balance sheets of banks continues to be well over 60%
but it is declining nonetheless. And in Japan, banks continue to control in
excess of 70% of financial intermediation flows. Most emerging-market
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Figure 14-2. U.S. financial assets, 1970–2000 (Source: Federal Reserve).

countries cluster at the highly intermediated end of the spectrum, but in
many of these economies there is also factual evidence of declining market
shares of traditional banking intermediaries. In short, classic banking func-
tionality has been in long-term decline more or less worldwide.

Where has all the money gone? Clearly, disintermediation as well as
financial innovation and expanding global linkages have redirected finan-
cial flows through the securities markets. Figure 14-2 shows developments
in the United States from 1970 to 2000, highlighting the extent of com-
mercial bank market share losses and institutional investor gains. While
this may be an extreme case, even in highly intermediated financial systems
like Germany (figure 14-3) direct equity holdings and managed funds in-
creased from 9.6% to 22.7% in just the 10-year period from 1990 to 2000.

Ultimate savers increasingly use the fixed-income and equity markets
directly and through fiduciaries which, through vastly improved technology,
are able to provide substantially the same functionality as classic banking
relationships—immediate access to liquidity, transparency, safety, and so
on—coupled to a higher rate of return. The one thing they cannot guar-
antee is settlement at par, which in the case of transactions balances (e.g.,
money market mutual funds) is mitigated by portfolio constraints mandat-
ing high-quality, short-maturity financial instruments. Ultimate users of
funds have benefited from enhanced access to financial markets across a
broad spectrum of maturity and credit quality using conventional and
structured financial instruments. Although market access and financing cost
normally depend on the current state of the market, credit and liquidity
backstops can be easily provided.

At the same time, a broad spectrum of derivatives overlays the markets,
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making it possible to tailor financial products to the needs of end users
with increasing granularity, further expanding the availability and reducing
the cost of financing on the one hand and promoting portfolio optimization
on the other. And as the end users themselves have been forced to become
more performance-oriented in the presence of much greater transparency
and competitive pressures, it has become increasingly difficult to justify
departures from highly disciplined financial behavior on the part of cor-
porations, public authorities, and institutional investors.

In the process, two important and related differences are encountered
in this generic financial-flow transformation: intermediation shifts (1) from
book-value to market-value accounting and (2) from more intensively reg-
ulated to less intensively regulated channels, generally requiring less over-
sight and less capital. Both have clear implications for the efficiency prop-
erties of financial systems and for their transparency, safety, and soundness.

Consequences for Institutional Competitive Advantage

To a significant extent, the basic microeconomics of financial intermedia-
tion have been reflected in the process of financial sector reconfiguration,
as summarized in figure 14-4.

In retail financial services, extensive banking overcapacity in some
countries has led to substantial consolidation, often involving M&A activ-
ity. Excess retail production and distribution capacity has been slimmed
down in ways that usually release redundant labor and capital. In some
cases, this process is retarded by large-scale involvement of public-sector
institutions and cooperatives that operate under less rigorous financial dis-
cipline. Also at the retail level, commercial banking activity has been linked
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strategically to retail brokerage, retail insurance (especially life insurance),
and retail asset management through mutual funds, retirement products,
and private-client relationships. Sometimes this linkage process has oc-
curred selectively (e.g., Lloyds TSB) and sometimes using simultaneous mul-
tilinks coupled to aggressive cross-selling efforts (e.g., Citigroup). At the
same time, relatively small and focused firms have sometimes continued to
prosper in each of the retail businesses, especially where they have been
able to provide superior service or client proximity while taking advantage
of outsourcing and strategic alliances where appropriate.

Similar links have emerged in wholesale financial services. Wholesale
commercial banking activities such as syndicated lending and project fi-
nancing have often been shifted toward a greater investment banking focus,
while investment banking firms have placed growing emphasis on devel-
oping institutional asset management businesses, in part to benefit from
vertical integration and in part to gain some degree of stability in a noto-
riously volatile industry.

Figure 14-5 shows the global volume of financial services restructuring
through merger and acquisitions activity from 1986 through 2000, roughly
two-thirds of which occurred in the banking sector, one-quarter in insur-
ance, and the rest in asset management and investment banking. The vast
bulk of this activity occurred on an “in-sector” basis—banks acquiring
other banks. Worldwide, 78% of the dealflow (by value) was in-sector—
85% in the United States (where line-of-business restrictions existed for
most of the period) and 76% in Europe (where there were no such barriers).
So cross-sector M&A deals (e.g., banks buying insurance companies) were
a small part of the picture—only 11.4% even in Europe, home of Bancas-
surance. In addition to being largely in-sector, restructuring via M&A
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transactions was also largely domestic. Worldwide in commercial banking,
less than 23% (by value) was cross-border. Only 12.7% and 20.2% of the
U.S. and European banking deal flow, respectively, was cross-border
(mostly European banks buying U.S. banks). Cross-border intra-European
banking deals amounted to 25.8% of the European total. The share of
cross-border activity in the insurance sector has been roughly twice that of
banking, which possibly suggests somewhat different economic pressures
at work. With a few exceptions like HCBC and Citigroup globally, and
Fortis, Nordia, ABN AMRO, ING, BSCH, and BBVA as parts of regional
or interregional strategies, the aggressive development of cross-border plat-
forms seems to be the exception in the banking sector. In insurance, in
contrast, global initiatives by firms like AXA, AIG, Zurich, AEGON, ING,
Allianz, Assicurazioni Generali, and GE Capital Services seem to be a more
important part of the M&A picture.

Industrial economics suggests that structural forms in any sector, or
between sectors, should follow the dictates of institutional comparative ad-
vantage. If there are significant economies of scale that can be exploited, it
will be reflected in firm size. If there are significant economies of scope,
either with respect to costs or revenues (cross-selling), then that will be
reflected in the range of activities in which the dominant firms are engaged.
If important linkages can be exploited across geographies or client seg-
ments, then this too will be reflected in the breadth and geographic scope
of the most successful firms.

It seems clear, from a structural perspective, that a broad array of fi-
nancial services firms may perform one or more of the roles identified in
figure 14-1: commercial banks, savings banks, postal savings institutions,
savings cooperatives, credit unions, securities firms (full-service firms and
various kinds of specialists), mutual funds, insurance companies, finance
companies, finance subsidiaries of industrial companies, and others. Mem-
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bers of each strategic group compete with each other, as well as with mem-
bers of other strategic groups. Assuming it is allowed to do so, each or-
ganization elects to operate in one or more of the financial channels
according to its own competitive advantages. Institutional evolution
therefore depends on how these comparative advantages evolve, and
whether regulation permits them to drive institutional structure. In some
countries commercial banks, for example, have had to “go with the flow”
and develop competitive asset management, origination, advisory, trading,
and risk-management capabilities under constant pressure from other
banks and, most intensively, from other types of financial services firms.

Take the United States as an example. With financial intermediation
distorted by regulation—notably the Glass-Steagall provisions of the Bank-
ing Act of 1933—banks a half-century ago dominated classic banking func-
tions, broker-dealers dominated capital market services, and insurance
companies dominated most of the generic risk-management functions.
Some 50 years later this functional segmentation had changed almost be-
yond recognition despite the fact that full de jure deregulation was not
implemented until the end of the period with the Gramm-Leach-Bliley Act
of 1999. There has been a virtual doubling of strategic groups competing
for the various financial intermediation functions, and there is today vig-
orous cross-penetration among them in the United States. Most financial
services can be obtained in one form or another from virtually every stra-
tegic group, each of which, in turn, is involved in a broad array of financial
intermediation services. If cross-competition among strategic groups pro-
motes both static and dynamic efficiencies, then the evolutionary path of
the U.S. financial structure probably served macroeconomic objectives (par-
ticularly growth and economic restructuring) very well indeed. And as an
unintended consequence, line-of-business limits in force since 1933 have
probably contributed, to a much more heterogeneous financial environ-
ment, certainly more heterogeneous than existed in the United States of the
1920s or in most other countries today.

In Europe, in contrast, banks dominate most intermediation functions
with the exception of insurance, and some observers think a broad-gauge
banking-insurance convergence is likely. Except for the penetration of con-
tinental Europe by U.K. and U.S. specialists, many of the relatively nar-
rowly focused firms seem to have found themselves sooner or later acquired
by major banking groups than in the United States and correspondingly
greater dominance of major financial firms that include banking as a core
business.

The rough comparisons presented in table 14-1 seem to show that the
structural evolution of national and regional financial systems has an effect
on global market-share patterns. With about 28.9% of global GDP, U.S.
banking assets and syndicated bank loans are well underweight (they are
overweight in Europe and Japan), whereas bond and stock market capi-
talizations, capital market new-issues, and fiduciary assets under manage-
ment are overweight (they are underweight in Europe and Japan). One
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Table 14-1 The U.S. Financial System in
Perspective, 2000

Global Metric U.S. Share (%)

Populationa 4.5
GDP 28.9
Banking assets 10.6
Syndicated lending 13.5
Bond market capitalization 44.9
Equity market capitalization 50.0
Nongovt. debt new issues 53.2
Equity new issues 57.0
Completed M&A (by value) 52.8
Pension assets under mgt. 59.4
Mutual fund assets 53.0
Asset management (AUM) 51.1
Loan lead managers 77.2
Debt and equity bookrunners 66.3
M&A advice (by value) 78.6

aPopulation data for 1998, not 2000.

result is that U.S. financial firms have come to dominate various interme-
diation roles in the financial markets: over 50% of global asset management
mandates, over 77% of lead manager positions in wholesale lending, about
66% of bookrunning mandates in global debt and equity originations, and
almost 80% of advisory mandates (by value of deal) in completed global
merger and acquisitions transactions. Indeed, it is estimated that in 2000
U.S.-based investment banks captured about 70% of the fee-income on
European capital markets and corporate finance transactions.

Why? The reasons include the size of the U.S. domestic financial market
(accounting for roughly two-thirds of global capital-raising and M&A
transactions in recent years), early deregulation of markets (but not of in-
stitutions) dating back to the mid-1970s, and performance pressure bearing
on institutional investor as well as corporate and public-sector clients, lead-
ing to an undermining of client loyalty in favor of best price and best
execution. Perhaps as an unintended consequence of separated banking
since 1933, institutions dominating disintermediated finance—the Ameri-
can full-service investment banks—evolved from close-knit partnerships
with unlimited liability to large securities firms under intense shareholder
pressure to manage their risks well and to extract maximum productivity
from their available capital. At the same time, it was clear that, unlike the
major commercial banks, regulatory bailouts of investment banks in case
of serious trouble were highly unlikely. Indeed, major firms like Kidder
Peabody and Drexel Burnham (at the time the seventh-largest U.S. financial
institution in terms of balance sheet size) were left to die by the regulators.
Subsequently, the capital intensity and the economic dynamics of the in-
vestment banking business have caused most of the smaller and medium-
size independent firms in the United States, the United Kingdom, and else-
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Table 14-2 The 15 Most Valuable Financial Services Businesses in North America
and Europe (market capitalization, 4 May 2001, in $ millions)

North America

Firm US$ million

Europe

Firm US$ million

Citigroup 250,143 HSBC 140,693
AIG 206,084 Allianz 86,530
GECS 194,636 ING 83,530
Berkshire 105,238 UBS 73,497
JPM Chase 103,133 RB Scotland 60,865
Morgan Stanley 99,055 Lloyds TSB 60,663
Bank of America 82,745 Munich Re 60,532
American Express 72,069 AXA 58,235
Merrill Lynch 60,883 CS Group 57,719
Goldman Sachs 54,297 Barclays 53,630
Banc One 46,395 Deutsche 51,047
Schwab 41,609 AEGON 50,753
Bank of New York 41,466 Zurich 50,194
MBNA 33,007 BSCH 48,310
Marsh & McLennan 30,457 BBVA 46,774

Source: Company Reports.

where (e.g., Paribas in France and MeesPierson in the Netherlands) to
disappear into larger institutions.

At least so far, the most valuable financial services franchises in the
United States and Europe in terms of market capitalization seems far re-
moved from a financial intermediation monoculture (see table 14-2). In
fact, each presents a rich mixture of banks, asset managers, insurance com-
panies, and specialized players. How the institutional structure of the fi-
nancial services sector will evolve is anybody’s guess. Those who claim to
know often end up being wrong, but influential consultants sometimes con-
vince multiple clients to do the same thing at the same time, and this spike
in strategic correlation can contribute to the wrongness of their vision.
What is clear is that the underlying economics of the industry’s micro-
structure depicted in figure 14-1 will ultimately prevail, and finance will
flow along conduits that are in the best interests of the end users of the
financial system. The firms that comprise the financial services industry will
have to adapt and readapt to this dynamic in ways that profitably sustain
their raison d’être.

The CAP Model

There are three principal dimensions that define the global market for fi-
nancial services:

Client (C-dimension)
Arena (A-dimension)
Product (P-dimension)



Strategic Positioning and Competitive Performance 369

Products
Offered

Clients Served

Geographic
Arenas of
Business

Figure 14-6. The CAP matrix.

Firms in the global financial services industry have an unusually broad
range of choice with respect to each of these dimensions, and different
combinations yield different strategic and competitive profiles. Figure 14-6
depicts these dimensions in the form of a matrix comprised of C � A � P
cells. Each cell has a distinctive competitive structure based on fundamental
economic and public policy–related considerations.

Largely as a result of technological change and deregulation, financial in-
stitutions confront increasing potential access to each of the dimensions in the
global CAP opportunity set. Financial deregulation in particular has had an
important influence in terms of (1) accessibility of geographic arenas, (2) ac-
cessibility of individual client groups by players originating in different parts
of the financial services business, and (3) substitutability among financial
products in meeting personal, corporate, or public-sector financial needs.

Client

As conventionally used, the distinction between generic “wholesale” and
“retail” financial services is not particularly helpful in the context of the
CAP model, and the following categorization of the major client groups
may be more appropriate:
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Sovereign: National states and their instrumentalities
Corporate: Nonfinancial corporations, regardless of industry classifi-

cation, ranging from multinational corporations and parastatals to
middle-market and small, privately owned companies

Financial services: Other financial institutions in the same industry sub-
category (e.g., correspondent banks) or in other segments of the fi-
nancial services industry, such as brokerage or insurance

Private: High net worth and high net income individuals
Retail: Mass-market financial services, either sold cross-border or

within domestic financial services markets, aimed at individuals and
households

These client groups can be broken down into narrower segments, each
differing with respect to product-related attributes such as currency require-
ments, liquidity and maturity needs, risk levels, industry categories, overall
service-level requirements, price sensitivity, and timing aspects. Effective
market definition and segmentation involves identifying coherent client
clusters that embody relative uniformity with respect to each of these var-
iables.

Arena

The international market for financial services can be divided into onshore
and offshore arenas with respect to geographic location. The “arena” di-
mension is different from the standard definition of market “region” in
that it encompasses the concepts of regulatory and monetary sovereignty,
which are of critical importance in defining the geographic dimension in
figure 14-6. Each arena is characterized by different risk-return profiles,
levels of financial efficiency, regulatory conditions, client needs, and other
factors.

As discussed earlier in this chapter, geographic interpenetration on the
part of commercial and investment banking institutions with respect to
various domestic and offshore markets has become very significant indeed.
The A-dimension in figure 14-6 can be considered analysis at the global,
regional, national, subregional, and location-specific levels, so that it is not
purely country-specific. However, the country level of analysis remains par-
amount due to the importance of national monetary policies, financial reg-
ulation, and competition policies, all of which are imposed at the country
level. It is mainly in federal states that the rules of the game are sometimes
importantly set at the subnational level.

Product

Financial services offered in the international market have undergone dra-
matic proliferation. With a clear requirement for product differentiation in
the marketplace, firms in the industry have created new instruments and
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techniques tailored to the needs of their clients. The range of financial serv-
ices that can be supplied to the various client segments is evident from
previous chapters.

Credit Products. Although credit products have become a less significant
source of returns for many international institutions, they remain the core
of much of the business. Credit activities range from straightforward
general-purpose term lending to sophisticated and specialized forms of
lending such as project finance.

Financial Engineering Products. These comprise the design and delivery of
financial services specifically structured to satisfy often complex client ob-
jectives at minimum cost. In a world where borrowers, issuers, savers, and
investors often have distinctive and complex objectives, financial engineer-
ing is perhaps the ultimate form of product differentiation and accounts
for a great deal of the value-added creation observed in the international
capital markets. It can be either “disembodied” or “embodied,” depending
on whether the engineering components are part of specific financial trans-
actions. Purely disembodied financial engineering may take the form of
advisory functions that an American investment bank might undertake,
based on client-specific information, for a Japan-based multinational man-
ufacturing firm seeking an acquisition in the same industry in the United
States. Embodied financial engineering combines this with one or more
financial transactions sold to the same client as part of a financing package.
Other examples include structuring of project financings, leveraged buy-
outs, complex multicurrency financings, and advice on appropriate capital
structure.

Risk Management Products. Risk bearing has long been recognized as one
of the key functions of financial institutions and one of the reasons they
tend to be heavily regulated. The main forms of exposure include credit
risk, interest rate risk, liquidity risk, foreign exchange risk, country risk,
project risk, commodity risk, and technical risk in areas such as cash trans-
mission. Risk-management activities can be broken down into (1) those in
which financial institutions themselves assume all or part of the exposure
and (2) those in which the institutions provide technology needed to achieve
a shifting of risk or themselves take on exposure only on a contingent
basis—that is, an off-balance-sheet commitment to buy or sell, borrow or
lend. Effective risk reduction through diversification clearly depends on the
independence of the various risks represented in the portfolio. Financial
institutions provide risk-management services that range from simple
standby credit lines, swaps, and forward interest rate agreements to explicit,
tightly defined products addressed to a broad range of contingencies.

Arbitrage and Positioning. Activities that financial institutions engage in
for their own account facilitate and in many cases make possible the supply
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Figure 14-7. Application of a competitive analysis framework to financial services.

of the first four types of financial services to clients internationally. Ar-
bitrage opportunities occur when the same asset is priced differently in
different markets (or market segments), often because of information
asymmetries. “Pure” arbitrage takes place when an asset is simultane-
ously bought and sold. By this definition, financial institutions rarely en-
gage in pure arbitrage. Rather, they engage in “risk arbitrage”—buying
an asset in a particular market, holding it for a time (however short),
and reselling it in the same or different market. The institution is thus ex-
posed to “differential risk,” due to the possibility that the underlying
price differential may evaporate or be reversed during the time needed to
complete the transaction. Exposure to differential risk depends jointly on
the time necessary to complete the transaction and the underlying vola-
tility in the price of the specific asset and the markets in which it is
traded. Positioning is a form of risk arbitrage that has become an integral
part of managing international financial institutions during a time of sig-
nificant exchange rate and interest rate volatility. Interest rate–linked and
foreign exchange–linked positioning drives securities, options, and futures
trading and dealing.

Cell Characteristics and Competitive Dynamics

The competitive structure of each CAP cell in figure 14-6 is an important
determinant of the returns a financial institution may be able to obtain.
Competitive structure is conventionally measured using concentration ra-
tios based on the number of vendors, distribution of market share among
vendors, and similar criteria. Cell characteristics can be analyzed in terms
of conventional market-structure criteria, as summarized in Figure 14-7.

The inherent attractiveness of each cell clearly depends on the size of
the prospective risk-adjusted returns associated with it. Entry into a new
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Figure 14-8. Time path (decay) of cell-specific excess returns.

market (related either to a new product, client group, or arena), if initially
successful, can be described in terms of a time-path of subnormal, super-
normal, and normal returns such as that depicted in figure 14-8. This time
path is important with respect to the entry and exit costs, as well as size
and durability of excess returns. Durability is described by the time path
(decay) of excess returns that can be extracted from the new market in this
context, and their discounted net present value can be compared with other
market initiatives, including transfers of financial innovations across clients,
arenas, or products.

Normally, the addition of vendors to a particular CAP cell would be
expected to reduce market concentration, increase the degree of competi-
tion, lead to an erosion of margins, and trigger a more rapid pace of fi-
nancial innovation. If the new vendors are from the same basic strategic
groups as existing players (e.g., one more commercial bank joining a num-
ber of others competing in a given cell), then the expected outcome would
be along conventional lines of intensified competition. But if the new player
comes from a completely different strategic perspective (e.g., an industrial
company offering banking services), the competitive outcome may be quite
different. Cell penetration by a player from a different strategic group may
lead to a greater increase in competition than an incremental player from
the same strategic group. This is because of potential diversification bene-
fits, scope for cross-subsidization and staying power, and incremental hor-
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izontal or vertical integration gains that the player from a “foreign” stra-
tegic group may be able to capture.

The higher the barriers to entry, the lower the threat of new entrants’
reducing the level of returns available in each CAP cell. Natural barriers
to entry include the need for capital investment, human resources, tech-
nology, and the importance of economies of scale. They also include the
role of contracting costs avoided by a close relationship between the vendor
and its client, which, in turn, is related to the avoidance of opportunistic
behavior by either party.

Not least, the competitive structure of each cell depends on the degree
of potential competition. This represents an application of the “contestable
markets” concept, which suggests that the existence of potential entrants
causes existing players to act as if those entrants were already active in the
market. Consequently, pricing margins, product quality, and the degree of
innovation in a given cell may exhibit characteristics of intense competition
even though the degree of market concentration is, in fact, quite high.

In penetrating a particular cell or set of cells, it may be to the advantage
of a particular player to “buy into” a potential market by cross-subsidizing
financial services supplied in that cell from returns derived in other cells.
This may make sense if the assessed horizontal, vertical, or lateral link-
ages—either now or in the future—are sufficiently attractive to justify such
pricing. It may also make sense if the cell characteristics are expected to
change in future periods, so that an unprofitable presence today is expected
to lead to a profitable presence tomorrow. And it may make sense if a
player’s behavior in buying market share has the potential to drive out
competitors and fundamentally alter the structure of the cell in his or her
favor.

The latter can be termed “predatory” behavior and is no different from
predation in the markets for goods. The institution “dumps” (or threatens
to dump) financial services into the cell, forcing out competitors either as
a result of the direct effects of the dumping in the face of more limited
staying power or because of the indirect effects, working through expec-
tations. Once competitors have been driven from the market, the institution
takes advantage of the reduced degree of competition to widen margins
and achieve excess returns. However, it is important to note that the pred-
atory behavior is not consistent with the view of market contestability. The
greater the contestability and the credibility of prospective market entry,
the less will be the scope for price discrimination and predation.

Conversely, it may also be possible for an institution with significant
market power to keep potential competitors out of attractive cells through
explicit or implied threats of predatory behavior. It can make clear to new
entrants that it will respond very aggressively to incursions and that they
face a long and difficult road to profitability. In this way, new competitors
may be discouraged and the cell characteristics kept more monopolistic
than would otherwise be the case.
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Scale and Scope Linkages

Financial institutions clearly will want to allocate their available financial,
human and technological resources to those CAP cells in figure 14-6 that
promise to produce the highest risk-adjusted returns. To do this, they will
have to appropriately attribute costs, returns, and risks across cells. But
beyond this, the economics of supplying financial services internationally is
jointly subject to economies of scale and economies of scope. The existence
of both types of economies have strategic implications for players in the
industry.

Economies of scale suggest an emphasis on deepening activities within
a cell, or across cells in the P dimension. Economies of scope suggest an
emphasis on broadening activities across cells—that is, a player can pro-
duce a given level of output in a given cell more cheaply or more effectively
than can institutions that are less active across multiple cells. This depends
importantly on the benefits and costs of linking cells together in a coherent
web of joint products.

The gains from linkages among CAP cells depend on the possibility
that an institution competing in one cell can move into another cell and
perform in that second cell more effectively than can a competitor who
lacks a presence in the first cell. The existence of economies of scope and
scale is a critical factor driving institutional strategy. Where scale economies
dominate, the objective will be to maximize throughput of the product
within a given CAP cell configuration, driving for market penetration.
Where scope economies dominate, the drive will be toward aggressive cell-
proliferation.

Client-Driven Linkages. Client linkages exist when a financial institution
serving a particular client or client group can, as a result, supply financial
services either to the same client or to another client in the same group
more efficiently in the same or different arenas. With respect to a particular
client, this linkage is part of the value of the “relationship.” With respect
to a particular client segment, it will clearly be easier for an institution to
engage in business with a new client in the same segment than to move to
another client segment. It is possible that client-driven linkages will decline
as market segmentation in financial services becomes more intense.

Arena-Driven Linkages. Arena-driven linkages are important when an in-
stitution can service a particular client or can supply a particular service
more efficiently in one arena as a result of having an active presence in
another arena. The presence of multinational corporate clients in the same
set of arenas as their financial institutions is one important form such link-
ages can take. By competing across a large number of arenas, a financial
institution also has the possibility of decreasing the overall level of risk to
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which it is exposed and thereby increasing its overall risk-adjusted rate of
return.

Product-Driven Linkages. Product-driven linkages exist when an institu-
tion can supply a particular financial service in a more competitive manner
because it is already producing the same or a similar financial service in
different client or arena dimensions. Product specializations would appear
to depend on the degree of uniformity of the resource inputs required, as
well as on information and technology commonalities. Thus, certain types
of skills embodied in key employees may be applied across different clients
and arenas at relatively low marginal cost within a given product category,
as may certain types of information about the environment, markets, or
client needs.

To summarize, the CAP model discussed here can be applied in both
a descriptive and a strategic positioning context in several ways:

• It can be used to analyze the size and durability of excess returns asso-
ciated with individual segments of domestic and international financial
markets by applying conventional market-structure analysis. In the case
of imperfect competition, it can be used to identify the importance of
scale economies in the financial services industry.

• It can help in understanding the linkages that exist between different types
of financial services and to identify the importance of economies of scope
in this industry.

• It can be used to explain industry internationalization both through the
value coefficients embedded in individual CAP cells and by superimposing
on the basic structure economies of both scale and scope.

• It can be used to identify appropriate public policies toward the financial
services industry in a competitive context of structure, conduct, and per-
formance.

• It can serve a normative function by identifying coherent firm strategies
that combine correctly identified market characteristics and firm-specific
advantages.

Competitive Challenges

Developing and implementing strategies in firms hoping to secure a per-
manent and profitable place in the rapidly evolving global financial system
thus presents challenges that will test the mettle of even the most far-sighted
and determined managers. Competitive position centers around seven basic
questions:

1. Strategic positioning. What are the target markets—in terms of cli-
ents, products, and geographic spread—that promise the most at-
tractive opportunities for growth over time?

2. Prospective market structure. How are these targeted markets likely
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to evolve over time in terms of competitive structure? There is not
much sense in going through the effort and expense of gearing up
for what looks like a potentially profitable market if, at the end of
the day, competitors are doing the same thing and market structure
ends up approximating perfect competition—incapable of support-
ing attractive, sustained returns on the capital employed. Herdlike
behavior is well known among financial services managers and strat-
egists, especially in the face of major parameter shocks like creation
of the euro-zone, and it may be advisable to stay out of the way of
the stampede.

3. Core competencies. What is the firm really good at, in terms of its
baseline market position and franchise, creativity and innovation,
flexibility, ability to manage complexity, and command of financial
and human resources? What competitive resources can be rolled out
geographically or focused on defensible market segments in response
to developments in the euro-zone?

4. Operating economies. To what extent are there economies of scale,
cost economies of scope, and production efficiencies that can be
exploited to reinforce the firm’s competitive position?

5. Revenue synergies and earnings diversification. Are there revenue
economies of scope that can be exploited by linking products and
clients, and are these cross-selling gains likely to prevail across the
euro-zone for target retail or wholesale client segments? Relatedly,
are there significant earnings-stability gains to be had by diversifying
across clients, financial services activities, and geographies within
the euro-zone?

6. Institutional configuration. What types of institutional configura-
tions do the strategic positioning considerations suggest are the ones
most likely to maximize the value of the enterprise, running across
the institutional spectrum from massive euro-zone universals or mul-
tifunctional financial services conglomerates to specialists that are
highly focused on best-in-class delivery of specific types of financial
services?

7. Ability to execute. Based on the firm’s existing situation and an
objective assessment of competitive strengths and weaknesses—a
“reality check”—is it reasonable to envision its transformation into
what will be required in light of the environmental suppositions,
given resource and managerial constraints, with reasonable but not
excessive urgency?

Economies of Scale

Whether economies of scale exist in financial services has been at the heart
of strategic and regulatory discussions about optimum firm size in the fi-
nancial services sector. Can increased average size of firms by itself create
a more efficient financial sector, and can it increase shareholder value?
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For example, large organizations may be more capable of the massive
and “lumpy” capital outlays required to install and maintain the most ef-
ficient information technology and transactions processing infrastructures.
If extremely high technology spend levels result in higher efficiency, then
large financial services firms will tend to benefit in competition with smaller
ones. However, smaller organizations ought to be able to pool their re-
sources or outsource scale-sensitive activities in order to capture such gains.

In an information- and distribution-intensive industry with high fixed
costs such as financial services, there should be ample potential for scale
economies, as well as potential for diseconomies of scale attributable to
disproportionate increases in administrative overhead, management of
complexity, agency problems, and other cost factors once very large firm
size is reached. If economies of scale prevail, increased size will help create
systemic financial efficiency and shareholder value. If diseconomies prevail,
both will be destroyed.

Examples of financial sector megamergers in 1998 alone include Deut-
sche Bank and Bankers Trust as the first intercontinental megadeal, creating
the world’s largest bank with combined assets of $849 billion in November
1998; Swiss Bank Corporation and Union Bank of Switzerland in Europe
to form UBS AG ($749 billion); Citibank and Travelers to form Citigroup
($702 billion); Banco Santander and Banco Central Hispanoamericano to
form BSCH ($300 billion) in January 1999; and such major 1998 U.S. deals
as First Chicago NBD and BancOne, and BankAmerica and NationsBank;
and the proposed takeover in 1999 of Paribas and Société Generale by
Banque Nationale de Paris to form the world’s largest bank ($1.3 trillion).
Bankers regularly argue that “bigger is better” from both systemic and
shareholder-value perspectives, and they usually point to economies of scale
as a major reason why. What is the evidence?

Many studies of economies of scale have been undertaken in the bank-
ing, insurance and securities industries over the years. Virtually all of them
have found that economies of scale are achieved with increases in size
among small banks (below $100 million in asset size), although some have
shown that the scale economies may also exist in banks falling into the
$100 million to $5 billion range. There is very little evidence so far of scale
economies in the case of banks larger than $5 billion and no evidence
whatsoever of scale economies among very large banks. All of the top 20
largest European, Japanese, and U.S. banks are much larger than the size
of banks for which any empirical evidence of scale economies has been
found. The inability to find major economies of scale among large com-
mercial and universal banks is also true of insurance companies and broker-
dealers. Furthermore, the consensus among empirical studies of the matter
seems to be that scale economies and diseconomies generally do not result
in more than about 5% difference in unit costs of financial services firms.

So, for most banks and nonbank financial firms except the very smallest
among them, scale economies seem likely to have relatively little bearing
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on competitive performance. The basic fallacy seems to be management’s
emphasis on firmwide scale economies when the really important scale is-
sues are encountered at the level of individual financial services. There is
ample evidence, for example, that economies of scale are both significant
and important for operating economies and competitive performance in
areas such as global custody, processing of mass-market credit card trans-
actions, and institutional asset management but are far less important in
other areas—private banking and M&A advisory services, for example.
Unfortunately, empirical data that would permit identification of economies
of scale at the product level are generally proprietary and therefore un-
available. Still, it seems reasonable that a scale-driven pan-European strat-
egy may make a great deal of sense in specific areas of financial activity,
even in the absence of evidence that there is very much to be gained at the
firmwide level.

Economies of Scope

There should also be potential for economies of scope in the financial ser-
vices sector—competitive benefits to be gained by selling a broader rather
than a narrower range of products—which may arise either through
supply- or demand-side linkages as discussed in the CAP model. Indeed,
management of universal banks and financial conglomerates often argue
that broader product and client coverage, and the increased throughput
volume or margins this makes possible, leads to value enhancement for
shareholders.

On the supply side, scope economies involve cost-savings achieved
through sharing of overheads and improving technology via joint produc-
tion of generically similar services. Cost-diseconomies of scope may arise
from such factors as inertia and lack of responsiveness and creativity that
may come with increased firm size and bureaucratization, “turf,” and
profit-attribution conflicts that increase costs or erode product quality in
meeting client needs, or from serious cultural differences across the orga-
nization that inhibit seamless delivery of a broad range of financial services.

Most empirical studies have failed to find cost-economies of scope in
the banking, insurance, and securities industries, and most of them have
concluded that some diseconomies of scope are encountered when firms in
the financial services sector add new product ranges to their portfolios.

On the revenue side, economies of scope attributable to cross-selling
arise when the all-in cost to the buyer of multiple financial services from a
single supplier—including the cost of the service, plus information, search,
monitoring, contracting and other transaction costs—is less than the cost
of purchasing them from separate suppliers. Revenue diseconomies of scope
could arise, for example, through agency costs that may develop when the
multiproduct financial firm acts against the interests of the client in the sale
of one service in order to facilitate the sale of another, from problems
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encountered in attempting to manage highly complex organizations, or as
a result of internal information transfers that are considered inimical to the
client’s interests.

Despite an almost total lack of hard empirical evidence, it is nonetheless
reasonable to suggest that revenue economies of scope may indeed exist,
but that these are likely to be very specific to the types of services provided
and the types of clients served. Strong cross-selling potential may exist for
retail and private clients among banking, insurance, and asset-management
products (one-stop shopping), for example. Yet such potential may be to-
tally absent between trade finance and M&A advisory services for major
corporate clients. So demand-related scope economies in the euro-zone are
clearly linked to a firm’s specific strategic positioning across clients, prod-
ucts, and geographic areas of operation. Indeed, a principal objective of
strategic positioning is to link market segments together in a coherent pat-
tern—what might be termed “strategic integrity”—that permits maximum
exploitation of cross-selling opportunities, and the design of incentives and
organizational structures to ensure that such exploitation actually occurs.
These are, extraordinarily difficult to achieve however, and must work
against multiple-vendor behavior on the part of corporate and institutional
clients, as well as a new generation of retail clients who are comfortable
with non-traditional approaches to distribution such as the Internet, as
discussed earlier.

Production Efficiency

Besides economies of scale and cost-economies scope, financial firms of
roughly the same size and providing roughly the same range of services can
have very different cost levels per unit of output. There is ample evidence
of such performance differences, for example, in comparative cost-to-
income ratios among banks or insurance companies or investment firms,
both within and between national financial-services markets. The reasons
involve differences in production functions, efficiency and effectiveness in
the use of labor and capital, sourcing and application of available tech-
nology; acquisition of inputs, organizational design, and compensation and
incentive systems—in short, in better management.

Various studies have found very large disparities in cost structures
among banks of similar size, suggesting that the way banks are run is more
important than their size or the selection of businesses that they pursue.
The consensus based on U.S. experience seems to be that average unit costs
in the banking industry lie some 20% above “best-practice” firms produc-
ing the same range and volume of services, with most of the difference
attributable to operating economies rather than differences in the cost of
funds. This suggests that any shareholder value gains in many of the finan-
cial services mergers of the 1990s were more highly associated with in-
creases in production efficiency than with reductions in competition. If very
large institutions are systematically better managed than smaller ones
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(which may be difficult to document in the real world of financial services),
then there may be a link between firm size and their operating efficiency.
In any case, from both systemic and shareholder-value perspectives, man-
agement is (or should be) under constant pressure though their boards of
directors to do better, to maximize operating efficiency in their organiza-
tions, and to transmit that pressure throughout the enterprise. If the euro-
zone intensifies that pressure, this may in the end be one of the most sig-
nificant sources of financial-sector performance gains.

Taken together, the available empirical data suggest very limited pros-
pects for firmwide cost-economies of scale and scope among major financial
services firms and that operating efficiency seems to be the principal deter-
minant of observed differences in cost levels among banks and nonbank
financial institutions. Demand-side economies of scope through cross-
selling may well exist, but they are likely apply very differently to specific
client segments and can be vulnerable to erosion from greater client prom-
iscuity in response to sharper competition and new distribution technolo-
gies. Based on these considerations alone, therefore, there appears to be
room in the euro-zone for viable financial services firms that range from
large to small and from universal to specialist in a rich mosaic of institu-
tions, as against a competitive monoculture dominated by financial mas-
todons.

Concentration and Market Power

In addition to the strategic search for operating economies and revenue
synergies in the financial services industry of the future, firms will also seek
to dominate markets in order to extract economic rents. Europe has a long
history of imperfect market structures and sometimes cartel formation in
various industries, and the financial services market has been no different.

The role of concentration and market power in the financial services
industry is an issue that empirical studies have not yet examined in great
depth, although in many national markets for financial services, suppliers
have shown a tendency toward oligopoly. Supporters have argued that high
levels of national market concentration are necessary to provide a platform
for a viable pan-European or global competitive position. Opponents argue
that, without convincing evidence of scale economies or other size-related
gains, monopolistic market structures serve mainly to extract economic
rents from consumers or users of financial services and redistribute them
to shareholders, cross-subsidize other areas of activity, or reduce pressures
for cost-containment. They therefore advocate vigorous antitrust action to
prevent exploitation of monopoly positions.

Universal Banks and Financial Conglomerates

Proponents of universal banking as the dominant current and future form
of strategic organization of financial services argue that the aforementioned
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operating economies and synergies, as well as nondestructive competition,
can best be assured if the core of the evolving financial system comprises
bank-based multifunctional financial organizations. There is also the ar-
gument that greater diversification of income from multiple products, client
groups, and geographic areas creates more stable, safer, and ultimately
more valuable institutions. Indeed, there is some evidence that this is the
case. The main risk-reduction gains appear to arise from combining com-
mercial banking with insurance activities, rather than with securities activ-
ities. Such arguments may, exaggerate the risk-reduction benefits of uni-
versal banking however, because they tend to ignore many of the
operational costs involved in setting up and managing these activities.

It is certainly is the case that a number of large financial institutions
will play a major role in the future financial configuration of most regions
in the world. Failure of one of these institutions is likely to cause unac-
ceptable systemic consequences, and the institution is virtually certain to
be bailed out by taxpayers—as happened in the case of comparatively much
smaller institutions in the United States, Switzerland, Norway, Sweden, Fin-
land, and Japan during the 1980s and early 1990s. Consequently, too-big-
to-fail (TBTF) guarantees create a potentially important public subsidy for
universal banking organizations.

Of course, “free lunches” usually don’t last too long, and sooner or
later such guarantees invariably come with strings attached. Possible reg-
ulatory responses include tighter limits on credit-and market-risk expo-
sures, stronger supervision and surveillance intended to achieve “early clo-
sure” in advance of capital depletion, and structural barriers to force
activities into business units that can be effectively supervised in accordance
with their functions even at the cost of a lower levels of cross-efficiency
and scope economies.

Conflicts of Interest

The potential for conflicts of interest is endemic to the kinds of multifunc-
tional financial services firms runs across the various types of activities in
which they are engaged.

First, when firms have the power to sell affiliates’ products, managers
may no longer dispense “dispassionate” advice to clients because they have
a salesman’s stake in pushing “house” products, possibly to the disadvan-
tage of the customer. Second, a financial firm that is acting as an under-
writer and is unable to place the securities in a public offering may seek to
ameliorate this loss by “stuffing” unwanted securities into accounts over
which it has discretionary authority. Third, a bank with a loan outstanding
to a client whose bankruptcy risk has increased, to the private knowledge
of the banker, may have an incentive to induce the corporation to issue
bonds or equities to the general public, with the proceeds used to pay down
the bank loan. Fourth, to ensure that an underwriting goes well, a bank
may make below-market loans to third-party investors on condition that
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the proceeds are used to purchase securities underwritten by its securities
unit. Fifth, a bank may use its lending power to coerce a client to also use
its securities or its securities services. Sixth, by acting as a lender, a bank
may become privy to certain material inside information about a customer
or its rivals that can be used in setting prices, advising acquirors in a con-
tested acquisition, or helping in the distribution of securities offerings un-
derwritten by its securities unit.

Mechanisms to control conflicts of interest can be market-based,
regulation-based, or some combination of the two.

In some countries few impenetrable walls exist between banking and
securities departments within universal banks, and few external firewalls
exist between a universal bank and its nonbank subsidiaries (e.g., insur-
ance). Internally, there appears to be a reliance on the loyalty and profes-
sional conduct of employees, with respect to both the institution’s long-
term survival and the best interests of its customers. Externally, reliance
appears to be placed on market reputation and competition as disciplinary
mechanisms. The concern of a bank for its reputation and its fear of com-
petitors are viewed as enforcing a degree of control over the potential for
conflict exploitation. The United States, in contrast, has had a tendency
since the 1930s to rely on regulation, in particular on “walls” between
types of activities. Either way, preventing conflicts of interest is an expensive
business. Compliance systems are costly to maintain, and various types of
walls between business units can have high opportunity costs because of
inefficient use of information within the organization.

The conflict of interest issue may seriously limit effective strategic op-
tions. For example, inside information accessible to a bank as lender to a
target firm would almost certainly prevent it from acting as an adviser to
a potential acquirer. Entrepreneurs are unlikely to want their private bank-
ing affairs dominated by a bank that also controls their business financing.
A mutual fund investor is unlikely to have easy access to the full menu of
available equity funds though a universal bank offering competing in-house
products. These issues may be manageable if most of the competition is
coming from other universal banks. But if the playing field is also populated
by aggressive insurance companies, broker-dealers, fund managers, and
other specialists, these issues will prove to be a continuing strategic chal-
lenge to management.

Is There a Conglomerate Discount Embedded in Universal Banks?

It is often argued that the shares of multiproduct firms and business con-
glomerates tend (all else equal) to trade at prices lower than shares of more
narrowly focused firms. There are two reasons that this “conglomerate
discount” is alleged to exist.

First it is argued that, on the whole, conglomerates tend to use capital
inefficiently. A number of studies in the nonfinancial sector have assessed
the potential benefits of diversification (greater operating efficiency, less in-
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centive to forego positive net present value projects, greater debt capacity,
lower taxes) against the potential costs (higher management discretion to
engage in value-reducing projects, cross-subsidization of marginal or loss-
making projects that drain resources from healthy businesses, misalign-
ments in incentives between central and divisional managers). These studies
generally conclude that the latter outweigh the former.

A second possible source of a conglomerate discount is that investors
in shares of conglomerates find it difficult to “take a view” and add pure
sectoral exposures to their portfolios. Investors may avoid such stocks in
their efforts to construct efficient asset-allocation profiles. This is especially
true of highly performance-driven managers of institutional equity portfo-
lios who are under pressure to outperform cohorts or equity indexes. So
the portfolio logic of a conglomerate discount may indeed apply in the case
of a multifunctional financial firm that is active in retail banking, wholesale
commercial banking, middle-market banking, private banking, corporate
finance, trading, investment banking, asset management, and perhaps other
businesses. In effect, financial conglomerate shares are a closed-end mutual
fund of a broad range of assets.

Both the portfolio-selection and capital-misallocation effects (perhaps
mitigated by the franchise and TBTF effects mentioned earlier) may thus
weaken investor demand for financial conglomerate shares and lower their
equity prices. In universal banks and other types of financial conglomerates,
management will have to come up with a compelling set of counterargu-
ments, particularly when investors have the choice of placing their bets on
more narrowly focused financial specialists.

Linkages between Financial and Nonfinancial Firms

In many countries, banks and insurance companies have traditionally held
large-scale shareholdings in nonfinancial corporations or have been part of
multi-industry holdings of financial groups. There are various historical
reasons for this, such as politically driven interests of the state to intervene
directly in the control of industry and past economic crises that forced
banks to capitalize debt in the face of threatened client bankruptcies. There
are also portfolio reasons, such as the need of insurance companies to invest
massive reserves in the absence of sufficiently broad and deep local capital
markets—inevitably leading to major equity positions in nonfinancial cor-
porations and banks. And there are relationship reasons, with banks view-
ing shareholdings in client firms as an important part of “Hausbank” ties
that would attract most of the client’s financial services business, even as
clients themselves value the presence of a reliable lender who looks beyond
a purely arm’s length credit relationship.

Sources of Competitive Advantage

The ability of financial institutions to exploit opportunities within the CAP
framework depicted in figure 14-6 depends on a number of key firm-
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specific attributes. These include the adequacy of the institution’s capital
base and its institutional risk base, its access to human resources, its access
to information and markets, its technology base and managerial culture,
and the entrepreneurial qualities of its people.

Adequacy of the Capital Base

In recent years, financial institutions and their regulators have started to
pay increasing attention to the issue of capital as a source of both com-
petitive power and prudential control. This has always been true with re-
spect to activities appearing on the balance sheet. But with increasing con-
centration of domestic and international finance in the securities markets,
the role of capital has become important as the principal determinant of
risk-bearing ability in securities underwriting and dealing, as well as in off-
balance sheet activities. One step removed, a large capital base that allows
an institution to be a successful player in securities underwriting and deal-
ing also may enable it to undertake mergers and acquisitions activities,
private placements, and other value-added services for its clients. Capital
adequacy thus conveys a decided competitive advantage in bringing specific
products to specific international markets, in maximizing firepower and
reducing costs in funding operations, in being able to stick with particular
clients in good times and bad—thus being considered a reliable financial
partner—and in achieving compliance with capital requirements mandated
by the regulators.

The Institutional Risk Base

Financial institutions fund themselves by creating financial assets held by
others. In a deregulated environment where financial institutions are forced
to bid for funds, the perceived quality of an institution is an important
determinant of its ability to fund itself at the lowest possible cost. The level
of embedded exposure to institutional risk has become particularly signif-
icant in the interbank market and in the securities industry, leading to a
substantial spread in funding costs between institutions and in erosions of
funding availability from time to time, particularly in crisis situations. In-
stitutions of lesser-perceived quality can be caught in a difficult position in
terms of liquidity or if they are forced to pay a premium over the other
institutions to fund themselves. A high credit rating thus assures a financial
institution substantial advantages on the funding side. This is also true in
dealings with corporate and other institutional clients that are often highly
sensitive to the perceived quality of suppliers of financial services.

Quality of Human Resources

While it has long been recognized that financial services are basically a
“people business,” it is only recently that the importance of having truly
superior human resources has become apparent to all of the major players.
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Human capital can be viewed as a financial institution’s most important
asset, and many of the critical opportunities to exploit individual CAP cells,
or clusters of them, depend directly on the quality of human resources
encompassed within the organization. Both credit and risk evaluation de-
pend on the intellectual caliber, experience, and training of the decision
maker—qualities that are no less important in the securities business than
they are in the more traditional dimensions of banking. Due to the increase
in the role of transactions-driven financial services, individuals are increas-
ingly having to make decisions of a highly complex nature very quickly or
lose deals. The need for rapid and accurate decision making is particularly
evident in the trading function but is no less important in maintaining
relationships with clients, specifically to anticipate client financial require-
ments and respond to them in ways that add value. Growing competition
and increased complexity have placed a premium on human resource—
based advantages, as reflected in the severe rivalry to attract top-quality
people in the labor markets of various financial centers, with compensation
levels bid up at an extraordinary rate.

Information Advantages

The drive by financial institutions to move beyond commodity-type activ-
ities into higher value-added services is augmenting the importance of
information-intensive products, both quantitatively and qualitatively. In-
deed, asymmetries of information among various competitors and their
clients contribute a great deal toward explaining differentials in competitive
performance. Information is embedded in specific financial services sold in
various arenas to various clients, and all forms of lending and credit-related
activities depend on the collection, processing, and evaluation of large
amounts of information. Similarly, the assimilation of information about
the needs of clients is critical in the development of services addressed to
their needs. There are three special factors regarding information as a de-
terminant of competitive performance.

First, information is the only resource that can be used simultaneously
in the production of any number of services, and this gives it some unique
characteristics. For example, information generated to build an interna-
tional cash-management system for a multinational corporate client can
also be used to develop a long-term financial strategy for the same com-
pany, or perhaps to develop a slightly different international cash-
management system for another multinational firm.

Second, the half-life of information as a source of competitive advan-
tage has been decreasing. Due to a great deal of financial market volatility,
important types of financial information decay at a rapid rate, and actions
that may have been warranted at one moment in time may no longer be
appropriate shortly thereafter. It is an environment consisting of many
small windows of opportunity.

Third, the growing complexity of the international financial environ-
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ment and the wide variety of services offered has made it increasingly dif-
ficult for companies and individuals to plan in a straightforward manner.
In effect, what clients often need is a means to evaluate the information
that is available and some way to distinguish relevant information from
irrelevant. Financial institutions can provide information-related services
that help accomplish this; in turn, they are increasingly served by vendors
of sophisticated research and analytics (e.g., Reuters, Extel, and Bloom-
berg).

Financial Technology and Innovation

Financial innovation depends heavily on information incorporated in value-
added services sold to clients. The parts of the international financial serv-
ices industry that have seen the most far-reaching structural changes are
those that appear to be the most knowledge intensive. Information tech-
nologies allow financial institutions to have at their disposal increasing
amounts of data, and they reduce the time necessary to transfer data across
arenas, client segments, and product applications. With information in-
creasing at a rapid pace, internal decision and filter systems of financial
institutions have come under pressure and new ones have had to be built,
as have transaction-driven “back-office” systems. Along with management
and marketing know-how, these technologies are principally process re-
lated.

There is an equally important set of product-related financial technol-
ogies, which to a significant degree are made possible by information- and
transactions-oriented advances in financial processes. Technology-intensive
financial services may be either embodied or disembodied. Embodied serv-
ices incorporate technology in a financial transaction and differentiate that
transaction from others available in the market. Disembodied technology
is provided to clients independent of a specific financial transaction (e.g.,
in the form of financial advice), although it may subsequently lead to trans-
actions. Returns on financial technology may come through positioning
(trading) profits, fees, or enhanced returns associated with financial product
differentiation.

Whether process- or product-related, financial technology permits the
innovating firm to open up an “intertemporal gap” between itself and its
competitors, as reflected either in the cost of delivering financial services or
in product differentiation. That gap has implications for both size and du-
rability, and it may also be more or less cell-specific within the CAP model.
In general, there appears to be a strong positive relationship between in-
novation and client specificity in the international financial services indus-
try. There also seems to be a positive relationship between the complexity
of the innovation and the imitation lag, perhaps partly offset by a negative
relationship between product complexity and success of the innovation—
with some innovations being too complex to be put to effective use. In the
absence of anything like patent or copyright protection, the imitation lag
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for financial innovations tends to be relatively short. It is therefore impor-
tant for an institution to maintain a continuous stream of innovations.
Innovation in this industry can thus be looked on as the introduction of a
new process or technique—new in terms of a particular cell—that provides
durable returns and adds significant value to the client. The spread of an
innovation through the matrix allows the firm to take advantage of its
inherent profit potential across the cells.

Innovative capabilities—the continuous application of new product
and process technologies—are very much a function of the quality of hu-
man capital and of investments in the financial equivalent of research and
development (R&D), which is usually much more market driven, informal,
and inductive than industrial R&D. Such capabilities are also highly sen-
sitive to the “culture” of an organization, its management, the incentives
associated with successful innovations versus the penalties of unsuccessful
innovation, and the amount of horizontal communication and information
transfer that takes place within the organization. Financial institutions com-
pete in the same capital and labor markets, and people move from one
institution to another with growing frequency. Yet some institutions appear
to be consistently more innovative than others.

Franchise

A financial institution’s “franchise” is probably its most important asset.
While it is also the most intangible of assets, it clearly distinguishes the
more successful competitors in the financial services industry from the rest.
A franchise can arise from a number of different sources. It is generally
related to a specific expertise—expertise valued by the market—that an
institution has developed over time. It results from the institution’s “stand-
ing” in the market: a synergistic combination of all competitive attributes
in which the whole is greater than the sum of the parts. Franchise is a
function of past performance projected over future transactions. Especially
in commodity-type activities, there is little to differentiate one institution
from another, and franchise becomes an all-important performance vari-
able. A firm’s franchise can be either product specific or industry specific,
and the choice is an important consideration with respect to the strategy
that the bank should follow.

Franchise value is thus reflected in the market as it is driven by the
perceived quality of its services, but also by the quality and quantity of its
public relations and advertising activities. Some banking services depend
more on advertising than others do. For many institutions, advertising and
public relations are relatively new activities and, in keeping with market
orientation, are becoming increasingly important, as reflected in growing
advertising expenditures. Still, some banking services are quite independent
of promotional outlays and are driven largely by past performance. In such
cases—securities underwriting, for example—one failure is worth more



Strategic Positioning and Competitive Performance 389

than many successes, and a single bad deal can cause a bank to lose an
enormous amount of face in markets that have very long memories.

An institution’s franchise is thus its most intangible asset, yet one that
clearly distinguishes the most successful competitors in the international
financial services industry from the rest. It is of great value when seeking
new business, and it can be used to explain a variety of competitive phe-
nomena. It appears to be related to an institution’s standing in the market
as a result of a synergistic combination of all the above attributes—where
the whole is greater than the sum of the parts. It is embedded in the value
of the firm as a reflection of its past performance, projected into the future.

The Importance of Corporate Culture

Culture is something every bank and securities firm has, even if it is weak.
In one important sense, corporate culture can be boiled down to the insti-
tutional environment in which people have to work. If a firm wants to get
a lot out of people, the first thing management has to give them is a highly
desirable workplace environment, where they spend more of their time than
anywhere else. Some key ingredients:

• High-quality peers from whom to learn, and with whom to compete
• A sufficiently loose organizational structure that permits ideas to rise, be

taken seriously, considered carefully on the basis of merit, and acted upon
quickly—a structure that protects high-potential individuals from bu-
reaucratic stifling

• An esprit de corps that thrives on measurable competitive success, such
as significantly increasing market share or profit margins, in a business
where winners and losers are not difficult to distinguish and where valu-
able franchises are difficult to build but easy to lose

• A performance-based compensation and advancement system that is gen-
erally respected as being fair and right not less than about 80% of the
time; this must be an integral part of a benign form of ruthless Darwin-
ism, one that includes a reasonably high level of involuntary turnover, in
which only the best survive and progress

In short, there has to be a climate in which bright people, if they are
found suitable, will want to spend their careers. This climate requires a
sense of continuity; admired and respected seniors; and a serious, consistent
commitment to careful recruitment, management development, and train-
ing. Especially in times of growing international activity, those who are not
from the institution’s home country cannot be deemed unworthy of high
office.

Corporate culture in a highly competitive industry such as global fi-
nancial services increasingly has to be regarded as an important competitive
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weapon, centered on grasping and preserving the qualities of winning. This
includes:

• Sound strategic direction and leadership from the top: knowing the right
thing to do, then getting it done by providing sufficient resources

• An overriding attention to teamwork, the avoidance of “stars” and
stamping out of arrogance (many “strong” cultures are really not much
more than institutionalized arrogance)

• The selection of hundreds of loyal and efficient “squad and platoon lead-
ers” to carry out day-to-day activities at high levels of quality and pro-
fessionalism, to include a fine, ingrained sense of what is unacceptable
conduct—including conduct that does not violate law or regulation but
nevertheless could impair the franchise of the firm and compromise its
responsibility to clients

• A high level of adaptability by the whole organization in an industry
subject to rapid change

This is what the cultures of investment banks like Goldman Sachs do so
well. It is why they continue to rank as top market players year after year.
Nevertheless, sic transit gloria. Senior management must be keenly aware
of the need for adaptability and communicate it effectively by word and
deed. A certain amount of corporate angst keeps people on their toes.

To become a market share and a profitability winner overall, a firm
must be positioned and structured to deliver the best possible products to
the greatest number of clients in the shortest period of time. It must also
learn to take and manage large trading risks quickly. When failures occur,
replacements must be available to step forward until the right people are
in the right jobs. If the front-line people are well selected and trained, nur-
tured, and coached, the number of failures will be minimized.

Today, however, to become a winner is not enough. To stay a winner,
a firm must be able to adapt to wrenching industry change, intense margin
competition, and the management of vastly complicated technology and
risk issues. Few people can do all of this without becoming obsolete after
a while. Then they need to be moved out of the way, with dignity and grace
if possible, to make room for more up-to-date replacements. This implies
that such a culture—not unlike professional athletics or an effective mili-
tary—needs to have young people on the front lines and plenty of senior
coaching backing them up. The young don’t know everything, and a good
institutional memory is an invaluable asset.

In view of its importance as a determinant of competitive performance,
corporate culture has disproportionate importance in the banking and se-
curities sector because of a number of more or less unique industry char-
acteristics, among which are the following:

• As a service industry, banking and securities activities frequently involve
close personal contact with clients. Consequently, the morale of the
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banker is more directly identified with the quality of the service than in
other industries.

• Clients tend to associate their own prestige with the prestige of the firm
under the rubric “First-class clients are served by first-class institutions.”
The franchise of the firm therefore has direct marketing implications.

• Banking involves longer-lasting client relationships than many other in-
dustries, both wholesale and retail, sometimes extending over decades.
Setbacks suffered by a bank are sometimes felt as setbacks by clients.

• By definition, banking involves a fiduciary relationship with clients, who
expect the culture of the bank to validate that relationship. However, a
strong fiduciary culture may not be one that welcomes innovation.

• Financial services require trust in institutional stability and bureaucratic
procedures, which may promote a culture that resists change and inno-
vative thinking.

• Banking and securities activities are and will continue to be highly reg-
ulated due to its “special” role in the economy, and regulated firms with
“utility” characteristics may develop cultural attributes that are not ideal
for the more dynamic parts of the industry.

• Nonprice competition in banking and securities services may be more
important than in other industries where price and cost differences are
relatively greater, especially in lines of activity whose competitive struc-
ture is oligopolistic.

• Product differentiation in commercial and investment banking is often
unusually difficult to achieve (given the lack of copyright or patent pro-
tection, ease of entry and exit, and short imitation cycles that exist in the
industry), so that the mode of delivery becomes extraordinarily impor-
tant.

• Cross-selling of products and economies of scope may be more important
in banking, particularly among universal banks, than in some other in-
dustries, so that a cooperative culture that maximizes lateral communi-
cation and internal referrals may be of unusual significance.

Each of these aspects, and perhaps others as well, may make competitive
performance in banking and financial services particularly “culture sensi-
tive,” which means that firms with superior cultural attributes outperform
others that otherwise may have substantially the same resources.

One question that constantly arises is whether a single culture is ap-
propriate for an organization that covers a very broad range of activities,
extending from foreign exchange dealing to mass-market retail banking and
to M&A transactions in investment banking. Even so, there are often some
overarching cultural attributes (a superculture) that can be an effective
“umbrella” covering widely different business cultures and national cul-
tures within an organization. If it is considered impossible to achieve this
balance, then it is likely that a holding company form of organization—
where unit cultures are closely aligned to the respective businesses—is
superior to a more integrated structural form. However, cultural fragmen-
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tation in such a structure has potential drawbacks, including the fragmen-
tation of market delivery and quality control that are not to be taken
lightly.

Strategic Targeting

To maximize performance in the international financial services indus-
try, a firm clearly has to go through some sort of strategic process to seek
an optimal expansion-path within the CAP matrix depicted in figure 14-6
that may involve either deepening penetration of individual cells or incur-
sions into new cells. Decisions in this regard obviously depend on the per-
ceived cost and risk versus benefits of opportunities that present themselves
or that are sought out. The process itself involves the following:

• Development of a consensus on the future macroenvironment (e.g., in-
terest rate and exchange-rate stability, disequilibria, real-sector shocks,
etc.) that could affect markets and products globally or represent sources
of covariance in returns and hence systematic risk

• Surveying of existing activities in terms of market structure, risk and re-
turn, linkage effects, and effect on overall competitive performance, along
with identification of each in terms of its client-, arena-, or product driven
characteristics

• Assessment of the feasibility set of additional cell-based activities in terms
of market structure, risk and return, linkage effects, and prospective effect
on overall competitive performance, as well as client-, arena-, or product-
driven characteristics

• Breakdown of the relevant client, arena, and product variables into com-
ponents that identify key competitive factors

• Development of an inventory of organizational resources and prospective
access to incremental resources

• Identification of strategic options that involve possible deepening or
broadening of cell activities, acquisitions or divestitures, and their effect
on economies of scale and scope, as well as actuarial risk base

• Identification of resistance lines, cost, and risk dimensions associated with
each strategic option

• Selection of an optimum strategic path that is consistent with prospective
profiles of returns, cost, and risk and institutional resource constraints

Some institutions will be able to react more rapidly than others to
competitive opportunities and therefore may have a key advantage over
their rivals. This ability to react will tend to depend jointly on an organi-
zation’s inherent flexibility and its organizational structure.

Finally, it is important that some sort of coherent competitive position-
ing emerge from the strategic process. In taxonomy of possible strategies
for international financial institutions, at the client level, the strategy can
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be defined as focused, segmented, or nonsegmented; at the arena level, it
can be defined as national, international, or global; and at the product level,
it can be defined as niche, diversified, or supermarket. Segmentation in this
context does not necessarily mean that a financial institution has actively
segmented the market but that it supplies products to some but not all
client groups. Across this taxonomy, an institution’s strategic positioning
and clarity is invariably projected to clients, regulators, and competitors
alike. It becomes a significant competitive advantage or disadvantage for
the financial institution in the marketplace.

Successful players in the global financial services sector must therefore
identify (1) the specific sources of their competitive advantage; (2) those
markets where this competitive advantage can be applied, adds value, and
is sustainable; and (3) the competitive potential inherent in the cell linkages.
Application of a competitive-structure framework, such as the one pre-
sented here, will help identify the cells and cell clusters where significant
returns based on market power are likely to exist and (equally important)
where they are likely to be durable.

Given the potential size of the CAP matrix and the complexity of the
linkages that exist among the individual cells, it becomes clear how wide
is the range of strategic options that faces a financial institution in the
global environment. Consequently, it is not surprising that an examination
of individual organizations’ international structures and their development
through time often appears somewhat haphazard, lacking in consistency or
coherence. This is the result of management actions under conditions of
bounded rationality, when faced with the task of determining expansion
paths. In effect, management confronts an enormous opportunity set, of
which it is usually familiar with only a small part. So management appears
to operate much of the time by a process of trial and error—trying various
options under best-available information, assessing results to the extent
possible, and trying again. It is therefore not surprising that many institu-
tions appear in retrospect to have a relatively ambiguous strategic posi-
tioning in the global market for financial services.

To perform well in working through the strategic process, institutions
must first develop the ability to scan the environment and to identify po-
tential changes in that environment, including strategic moves by compet-
itors and changes in the regulatory setting. Moreover, some institutions will
be able to react more quickly than others to changes in the competitive
environment and therefore may have a key advantage over their rivals.

In the pervasive economic restructuring that goes on in response to
changing consumer and demand patterns, resource costs, international
competition, and perceived economies of scale and scope, individual in-
dustrial firms in search of maximum shareholder value constantly reassess
the activity span of their businesses. Vertical integration to secure sources
of supply or downstream distribution may serve this purpose. Horizontal
and geographic expansion to acquire market share, complementary product
lines, or risk spreading may be attempted for the same reason.
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When management appears to be on the wrong track, the financial
markets provide appropriate signals that lead to further restructuring or
retrenchment. When the firm’s objectives collide with the public interest in
keeping markets functioning efficiently or in achieving noneconomic objec-
tives—even at a cost to the economy—regulatory constraints are imposed
in the form of antitrust, environmental, employment, consumer protection,
or other types of legislation, along with appropriate enforcement measures.
These involve a delicate balancing act to ensure that the social benefits of
regulation more than justify any social costs (which come in the form of
less-efficient use of resources and possibly slower growth). Within the
bounds of such necessary regulatory constraints, industrial restructuring
and shifting forms of business organization in the banking and financial
services sector should be driven mainly by the economic fundamentals.

Indeed, competitive restructuring in the financial services sector is con-
ceptually no different from restructuring in the industrial sector. Market
forces may dictate vertical positioning somewhere on the spectrum from
the ultimate consumer to the wholesale financial markets, or horizontal
positioning ranging in breadth from the financial specialist to Allfinanz or
bankassurance—the respective German and French terms for providing the
full range of financial services under one roof. As in other industries, the
functions to be performed and the underlying demand and supply charac-
teristics in a highly competitive market tend to dictate the sizes and forms
of the organizations that compete in the marketplace. The penalties for
having suboptimum organizational structures may be very severe indeed.

Summary

The discussion presented in this chapter is centered around a commonsense
approach to strategic positioning in financial services. Put simply, it’s all a
matter of doing the right thing. This invariably requires an astute assess-
ment of the prospective competitive battlefield, in terms of both market
prospects and competitive structures, which has to be based on a number
of suppositions reflecting a well-argued consensus among those creating the
strategy. If important suppositions turn out to be wrong, key parts of the
strategy will be wrong, too.

Once a judgment has been reached as to key client groups, geographic
areas, and product portfolios that may promise to generate acceptable risk-
adjusted returns to shareholders, a strategic configuration has to be devised
for the institution that can extract significant scale and scope economies
and that can be managed effectively to achieve strong operating economies.
Such an optimum configuration may be termed “strategic integrity.” It
forms what the Germans call a “soll-Zustand” (what ought to be). This
has to be compared with the “aist-Zustand” (what is): How does the in-
stitution currently stack up against all competitors, traditional and non-
traditional, in the cold light of day, and what will be required to compete



Strategic Positioning and Competitive Performance 395

effectively in the future in terms of capital, human and managerial re-
sources, and organizational changes.

Realistically comparing reality to strategic objectives in the presence of
a critical time element usually produces a number of show-stoppers. Re-
jecting losers among strategic options is just as important as selecting win-
ners—and is often much more difficult, especially when opportunistic
moves beckon and time is short. Failure to reject losers probably results in
a disproportionate number of what turn out to be strategic errors in the
financial services sector, often at great expense to shareholders.

Finally comes strategic implementation: marshaling resources, control-
ling costs, getting the troops on board, building a high-performance “su-
perculture” over what inevitably will be a number of often very different
“subcultures,” getting the right people, and then providing effective lead-
ership. This is the subject of chapter 15. The devil is always in the details.

If a strategic direction taken by the management of a financial firm in
the euro-zone does not exploit every source of potential value for share-
holders, then what is the purpose? Avoiding an acquisition attempt from a
better-managed suitor who will pay a premium price does not seem nearly
as unacceptable today as it may have been in the past. In a world of more
open and efficient markets for shares in financial institutions, shareholders
increasingly tend to have the final say about the future of their enterprises.
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15

Competitive Implementation,
Organization, and
Management

Few industries have ever benefited, as the wholesale banking sector did,
from the almost continuous economic and financial tailwind that occurred
from 1982 through 2000. At a time when world and U.S. GDP rose at a
compound (nominal) rate of 7%, U.S. and world equity market capitali-
zation and trading volume all increased at about twice that rate. The world-
wide volume of new issues of equity securities rose annually by 19% and
debt securities by 25%. The volume of worldwide mergers and acquisitions
also rose by more than 25% per annum during the period. During this time
also, commercial banks, under pressure from bad loans and misman-
agement and subject to intense competition, gave up vast amounts of de-
posits and assets to the securities market in a massive display of disinter-
mediation.

In such buoyant market conditions, it would seem to be difficult for
any of the handful of investment banks that specialized in capital market
services to do poorly. In fact, however, the burden of managing such rapid
growth effectively was a great one, and not all firms fared well. Indeed, for
many once-great firms, the opposite was true. Drexel Burnham went bank-
rupt and Kidder Peabody was subject to a distress sale. So was First Boston,
a casualty of bridge loans in the late 1980s that had to be reclaimed by its
principal stockholder, the Crédit Suisse Group. Lehman Brothers and Smith
Barney, then ailing, were sold and reshuffled several times (in Lehman’s
case, back to the public in 1994). Salomon Brothers, wounded from its
illegal actions in the Treasury bond auction market in 1990, never fully
recovered and was sold to a division of the Travelers Group. A number of
other U.S. firms that were generally thought unable to keep up with com-
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petition, including Dillon Read, Chase Manhattan, J.P. Morgan, and Paine
Webber, found merger with a stronger partner (although at a decent price)
the best strategic alternative. And in Britain almost all of the brokers, deal-
ers, and merchant banks were purchased by larger, more capable players
in the industry, or were closed down or spun off.

A Changed Environment

With all the financial market expansion resulting from disintermediation,
deregulation, globalization, and new technology, there was also an ava-
lanche of competition. For those who could make the most of the new
environment and compete effectively, opportunities for growth and enrich-
ment appeared limitless. For all others in the financial services industry,
however, the times presented as much turmoil, confusion, and distress as
any similar period they had ever experienced. During this time, it was al-
most impossible to direct and manage investment banking businesses as
they had been managed during the preceding 20 years. So much was chang-
ing so fast that every firm in the industry had to reconsider its essential
strategy for growth and survival.

The process for doing this, under intense pressure, was often quickly
cobbled together. But the firms knew that while they were in danger of
being marginalized by competitors, for those who succeeded there were also
opportunities for great rewards. By “success” most firms would say they
meant preserving their essential culture, customer franchise, and ways of
doing business—but this would turn out to be impossible. Much of these
traditional ways of doing business had to change in order for firms to be
able to compete effectively. And competitive results were measured chiefly
along two important axes: market share and profitability. They had to ei-
ther reorganize themselves to be able to perform well under these difficult
conditions or save what they could of their investments by selling their
firms or taking their chances in a subspecialized niche.

The 1980s were watershed years for investment banks. This was the
decade of the savings and loan crisis (which created a sudden need for
securitization of mortgages), burgeoning U.S. government deficits (which
greatly expanded Treasury securities markets), and the largest mergers and
acquisitions boom in the century. It was a decade in which financial markets
were also being affected by widespread deregulation, new technologies, and
rapid international expansion.

These developments pushed investment banks into a major transfor-
mation. The leading players became “integrated” investment banks that
brought all of their capabilities together into a core that could service clients
on an immediate basis. The concept of “block trading” with institutional
customers was transferred from the secondary markets to the underwriting
business with the introduction of the “bought deal” and the “bridge loan”
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to facilitate client transactions. “Capital market groups” would scour the
earth for innovative or low-cost financing opportunities to be presented
immediately to a dozen or more existing clients or prospects. Execution
could occur at once, on the phone. Merger teams, too, would combine the
skills of top securities analysts and arbitrageurs with deal experts to offer
clients all they could ever want in the way of transactional expertise. Re-
lationship managers scurried to be sure that no service a client might need
was overlooked. These managers, teams, and groups saw no need to con-
fine their efforts to serving existing clients. They went after the clients of
other firms as well, and the clients were ready to pick the best deal and the
best price rather than rely on traditional relationships.

By the end of the 1980s, firms like Merrill Lynch, Goldman Sachs,
Salomon, and Drexel had increased their market shares (especially in the
United States) at the expense of the more conservative, less adaptive old
guard.1 They were very focused on perfecting the quality of their services
and the aggressive marketing that needed to promote them. All survived
the stock market crash of 1987, but criminal misconduct in the junk bond
business finished off Drexel in 1990. It also caused the collapse of the junk
bond market that Drexel dominated, thereby ending the takeover boom
(which was by then in its last, overpriced stages anyway) and the ability to
refinance large bridge loan positions taken on by First Boston and several
other firms to accommodate leveraged buyout clients.2 The market slump
that followed in 1990 forced investment banks into sudden layoffs and
retrenchments. This was the first year since the 1930s in which all New
York Stock Exchange member firms would report a combined loss.

Financial markets recovered the following year, and a series of contin-
uous “booms” began that lasted throughout the decade. There was an ex-
tended international boom—beginning with the refinancing of a very large
amount of Third World debt through the issuance of “Brady Bonds,” fol-
lowed by widespread privatization of state-owned businesses all over Eu-
rope, Asia, and Latin America. Next was a flurry of interest in emerging-
market debt and equities that carried investment bankers throughout the
world. Pervading all this was a powerful new merger and acquisition boom
that appeared around 1990 in the newly deregulated and reorganized Eu-
ropean Union, which became the “euro-zone” after adopting the single
currency in 1999. In the United States another merger boom had also be-
gun, fueled by rising stock prices. So had a technology and Internet boom
in the late 1990s. The various booms drove revenues sharply upward at
most of the major wholesale firms, but many investment banks used the
1990s to diversify into different businesses. Many thought that pure in-
vestment banking involved more market risk than their shareholders were
comfortable with. To offset that risk, most created some kind of large, fee-
based asset-management organization that sought to manage pension fund
assets, mutual funds, and private investments for the world’s rich people.
Some firms decided to extend their reach for clients further into the retail
sector. Some began to offer lending and other commercial banking services
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to corporate and wealthy individual clients. And many firms, after tasting
the returns from leveraged buyouts in the 1980s, invested significant
amounts of their own capital in high-risk, high-return “private equity”
transactions (venture capital, real estate equities, leveraged buyouts, and
other speculative nontraded investments acquired as private placements).

The 1990s, however, presented considerable difficulties for investment
banks to overcome. The insider trading and junk bond market scandals of
the late 1980s had cast a pall on the integrity of the industry, heightening
the attention of regulators and class action litigants in the United States
and around the world. Kidder Peabody misreported earnings due to its
failure to understand the actions of its star government bond trader in
1993, and later reported large trading losses in CMOs, forcing its owner,
GE Capital to discard the firm (by selling most of it to PaineWebber) as a
lost cause. Goldman Sachs and Lehman Brothers were forced to settle with
regulators and plaintiffs in the United Kingdom over their roles in Robert
Maxwell’s looting of his public company’s pension fund in 1994. Baring
Brothers failed in Singapore in 1995, and several of its top managers were
accused of covering up what they knew. Bankers Trust infuriated its regu-
lators, stockholders, and clients by its conduct in the derivatives market in
1995, after which management was changed and the bank was reorganized,
then sold. Merrill Lynch had to face angry litigants and the SEC regarding
its advice to, and trades with, Orange County, California, in 1996. CSFB
was raided in 1999 by regulatory authorities in Japan for misreporting its
actions there, and in 2001 it was sanctioned in India and forced into a
$100 million settlement with the U.S. SEC for alleged malfeasance related
to the IPO market. Later that year Merrill Lynch made a similar settlement
related to conduct by stock market analysts.

Compared to prior periods, the 1990s had become quite dangerous for
financial services firms. Not only were regulators more focused and moti-
vated, they were better informed and better supported technically. Also, the
penalties for criminal misconduct had been raised (loss of licenses and large
fines and penalties are to be expected; jail time is possible), and the expo-
sures to large adverse judgments from class-action litigation in a finding of
civil misconduct are potentially enormous. Today, firms are exposed to po-
tentially severe penalties from even technical, noncriminal violations. Such
exposures have placed a heavy, expensive burden on the firms to ensure
flawless internal compliance and control of nontrading activities. The se-
curities industry has become one of the most intensively scrutinized and
regulated industries in the world.

During this period, the Glass-Steagall Act, which kept commercial
banks separate from investment banking since 1933, was gradually eroded
and then finally repealed after years of effort to do so. At the end, there
was very little support for keeping banks out of the securities business
because the banks were thought to need access to these businesses to remain
competitive. However only a few banks—around a dozen in the United
States—expected to participate in a significant way. Indeed, only two (out
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of more than 9,000 in 1990) elected to transform themselves into serious
investment banks—J.P. Morgan and Bankers Trust. But neither was to sur-
vive as an independent company.

Misconduct and regulatory change were only part of the story of the
decade of the 1990s. The trading markets offered their own considerable
challenges. First, bond market volatility suddenly exploded in 1990, then
did so again in 1994 (after a series of unexpected interest rate rises by the
Federal Reserve), and financial markets were roiled. As a group, the large
investment banks had a negative return on equity in 1994, an event that
rattled many of their principal investors. Then in 1998, the Russian default
and emerging-market crises appeared, flattening markets and forcing a fa-
mous hedge fund (Long Term Capital Management) into insolvency. And
the bear markets of 2001–2002 were still ahead. Despite the apparent good
times, every four years had brought a crisis in the financial and foreign
exchange markets, and each crisis had hammered the returns and the stock
prices of the major securities firms. Although investment banks have a good
record of weathering market storms, and of seeing their share prices re-
bound, in aggregate these market crises began to show up in declining profit
margins of Wall Street firms during the 1990s. Over the 20-year period
ending in 2000, aggregate investment banking revenues increased approx-
imately 14 times, but the average profit margin of the “large investment
banks” for the period 1990–2000 (7.4%) had declined to less than half of
what it had been in the 1980s.

The pressure on margins was coming from increased competition that
was shifting the value-added in investment banking from the manufacturers
of financial products to the users. Integrated investment banks were in-
creasingly being required to stand up for clients in profitless trades and
commodity-like transactions in which fees or commissions had been eroded
by competition. The remedy for this reduction in margins, the banks
thought, was to shift business into areas with greater profit potential. Pro-
prietary trading was one such area that appealed to some firms, but the
increased market risk and the massive doses of capital required for it was
worrying. If Long Term Capital Management, thought to be the best in
this sort of business, failed, why would a more constrained, less-talented
investment bank do better? Increased efforts in asset management, where
market volatility was not a factor, seemed a reasonable offset to exposures
in corporate finance and investing services, although most of the assets
under management had to be acquired in the market at relatively high
prices—on which expected returns were not high. A few firms also placed
greater emphasis on developing international business. This would diversify
a firm’s geographic exposures and also enable it to enter into markets that
were somewhat underserved by effective, U.S.-style investment banking
know-how, but overseas expansion was expensive and risky—witness Bar-
ings—and progress was inevitably slow.

Finally, firms could increase their investments in private equities and
real estate transactions. Such investments of the firms’ own capital had
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three benefits. They could sell participations in the investment funds to
clients as hedge-fund shares (for which the firm would receive a manage-
ment fee and a healthy 20% share of profits). The investments might result
in significant returns, shoring up profits that were weakening in other areas.
And they could become a captive source of lucrative IPO underwriting and
merger, recapitalization, and advisory fees. Despite these efforts, pre-tax
profit margins of large investment banks—there were only six or seven in
2000—still declined considerably. The decline in profitability motivated the
firms to do all they could to lower costs and use new technologies to their
greatest advantage. The best way to lower costs was to reduce the number
of employees. In 1980, Wall Street large investment banks totaled 16,800.
In 2000, despite a 15-fold increase in total revenues, the headcount was
only 3 times greater, at 50,000.3

Strategic Choices

During the period from 1980 to 2000 almost all of the firms went public
or merged with firms that were public, usually at a substantial premium to
book value.4 But as public firms, their roles were changed. They were not
just in business for themselves. They had to think about their new public
stockholders and outside directors, potential predators, and investment an-
alysts who publish recommendations to investors. They had to worry also
about the effects of a rising and falling stock price on their key managers
and employees. They had to learn how to articulate a long-range strategy
to the market and explain short-term actions that appeared to deviate from
it. But mainly they were charged with keeping up with the breathless pace
of action of those years, while protecting and enhancing shareholder value.
This was a formidable task. In retrospect, four basic strategies were pursued
by investment banks in the 1980–2000 period to accomplish this goal.

Growth through Market Dominance

The first approach was based on using a firm’s dominant expertise in cer-
tain product areas to expand into adjacent product and client groups and
to propel the firm upward on the acknowledged strength of its momentum.
Merrill Lynch used this technique in the 1970s to leverage its ability to
distribute stocks to propel it into the upper tiers of investment banking, a
big step for a firm previously seen only as a retail broker. Salomon tried
this, too—emphasizing government bonds, bank securities, corporate debt,
and CMOs. Drexel adopted the strategy to support its dominance in junk
bonds, and some others tried to do the same in their own areas of exper-
tise—Bankers Trust (derivatives), Baring Brothers (Japanese securities), and
Kidder Peabody (fixed income). The strategy suffered from a serious flaw,
however: the trading environment conditioned by the firm had to become
so aggressive that the firm itself might not be able to control or govern it.
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Consequently, many of the spectacular failures in the industry in the 1990s
were really the result of having adopted a business strategy that could only
be described as dangerous.

Growth by Continuous Acquisition

The second strategy involved continuous acquisition of competitors for the
purpose of absorbing their customers, while simultaneously reducing op-
erating costs, especially fixed costs and staff overhead. The master of this
strategy was Sanford Weill of Citigroup. Weill combined a dozen or so
small or distressed organizations to create a firm then called Shearson Loeb
Rhodes that was capable of attracting, first American Express (to buy it in
1981)5 and then the once powerful, elegant house of Lehman Brothers (to
sell to it in 1984).6 Lehman was experiencing hard times then and looking
to be sold to an upscale investment bank. Weill left American Express in
1985, uncomfortable in a second-fiddle position, and the Shearson-
Lehman-American Express (and E. F. Hutton, acquired later) investment
banking conglomerate began to fall apart. American Express decided to sell
the brokerage part of the to a new company that Weill had created after
his departure.7 This company (a consolidation of Commercial Credit Corp.
and Primerica, a financial holding company) owned Smith Barney Harris
Upham, a second-tier retail broker with an old investment banking name.
After the Shearson Lehman Hutton brokerage business, Weill’s company
would subsequently acquire (in order) Travelers Insurance, Salomon Broth-
ers, Citicorp, Schroders (a leading U.K. merchant bank), Associates First
Capital (a large finance company) acquired in 2000, and Banamex-Accival
(Mexico’s second-largest financial group, acquired in 2000). The acquisi-
tion of European American Bank (a Long Island–based retail bank) was
announced in February 2001, and of Bank Handlowy (a major Polish bank)
was announced in May 2001. Citigroup, as the new firm is called, is the
world’s largest financial services company by market capitalization, and
America’s first true “universal bank” that includes banking, insurance, asset
management, and investment banking under one central operating com-
pany. Part of the appeal of the strategy is to be in continuous motion, with
acquisition following acquisition, after the market has been convinced that
the firm knows how to take on the customers while spitting out the costs.
No one has managed this strategy of continuous aggressive acquisition as
successfully as Weill, but the strategy nonetheless has all the disadvantages
of haphazard conglomeration and organizational confusion. And because
of the size of this particular conglomerate, there is always the danger of
becoming unusually unwieldy and unresponsive.

Two other investment banking organizations have followed similar
continuous-acquisition strategies. One is Swiss Bank Corp., which first ac-
quired the O’Connor Group (derivatives), then a seriously wounded S. G.
Warburg, the Brinson Group (investment managers), Dillon Read, then its
ultimate rival, Union Bank of Switzerland (also seriously wounded when
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acquired), the GAM fund management firm, and most recently Paine-
Webber. The surviving enterprise is now called UBS, AG.

The last of the superacquisitive organizations is the entity once known
as Chemical Bank. It began with the acquisition of a seriously troubled
Manufacturers Hanover, then of a much larger but harried Chase Man-
hattan, followed by a bevy of investment banking niche players Hambrecht
& Quist, the Beacon Group, and Robert Fleming (U.K.), and then the faded
rose of Wall Street, J.P. Morgan. However, in neither this (now called J.P.
Morgan Chase), nor the UBS case has the stock market believed that Sandy
Weill’s essential magic touch was present. Citigroup’s stock price signifi-
cantly outperformed the others and stayed even with an index of broker-
dealer stocks from 1997 to 2000. In all three cases, however, the wholesale
banking portions of the groups have found their way into the top 10 global
wholesale rankings by market share (see table 15-1)—Citigroup ranked first
in 2001; J.P. Morgan Chase was second and UBS was seventh.

One consequence of this strategy of growth by continuous acquisition
is that the acquiring business is interested only in the customers being ac-
quired and some of the top talent. Thus the acquired employees are dis-
pensable, and they know it. This creates organizational uncertainty and
management problems of its own. Even Weill’s most senior associates—and
even the most loyal among them—have often not lasted long in their jobs.
Moreover, the strategy depends on feeding the market with a continuous
supply of new acquisitions, which means that bigger and bigger additions
must be contemplated for the future. It also means that new and recent
deals obscure the ability of analysts to determine how well prior acquisi-
tions have fared. This was a condition experienced by the industrial con-
glomerates in the 1960s and 1970s, most of which fell apart after a good
run in the market and have since been broken up.

Truly “Strategic” Mergers

There have been four significant instances of one-time “strategic” mergers
that are so important to the firms involved that they change them irrevo-
cably. They have almost always been transactions that were thought to be
so unusual as to surprise the market when they were announced.

The first of these was the partial ownership arrangement between First
Boston and Crédit Suisse’s London investment bank, CSFB. However, the
uneven relationship First Boston had with its Swiss partners was forever
troubled, if occasionally helpful to each side. The partnership was unwound
in 1990 after some mishaps and financial difficulties at First Boston in the
United States. Everything was merged into the parent company to give it
greater control. It is hard to see how Crédit Suisse could have made much
money from its investment in First Boston. But today after further major
acquisitions in Switzerland of a retail bank and an insurance company, and
of Donaldson Lufkin & Jenrette, Crédit Suisse has assembled a powerful
European universal bank that ranks sixth in the 2000 global banking mar-
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Table 15-1 Global Wholesale Banking Rankings 2001 Full Credit to Book Running Manager Only ($ million)

Rank Firma

Syndicated
Bank Loans

Global Debt
U/W and Private

Placements

Global Equity
U/W and Private

Placements

M&A
Advisory

Completed
MTNs

Arranged

Total
Managed

Transactions
Market

Share (%)

1 Citigroup—SSB (4)* 278,375 429,342 48,789 476,149 640,797 1,873,452 10.81%
2 JP Morgan Chase (7) 514,476 299,192 14,644 428,011 538,515 1,794,838 10.35%
3 Merrill Lynch (2) 37,987 367,429 61,324 597,350 608,608 1,672,698 9.65%
4 Goldman Sachs (1) 43,953 238,695 60,928 748,990 369,735 1,462,301 8.43%
5 Morgan Stanley (3) 20,060 225,691 44,446 626,839 505,256 1,422,292 8.20%
6 Crédit Suisse Group (5) 42,485 303,724 44,225 426,358 395,483 1,212,275 6.99%
7 UBS Warburg (12) 33,870 220,815 29,662 212,449 470,308 967,104 5.58%
8 Deutsche Bank (11) 83,423 206,799 16,946 119,269 491,265 917,702 5.29%
9 Lehman Brothers (8) 32,760 237,902 18,428 172,180 403,508 864,778 4.99%

10 Bank of America (10) 238,057 151,205 5,746 67,116 202,344 664,468 3.83%
11 Dresdner Klein. Wasserstein (16) 48,339 49,202 29,729 343,353 69,822 540,445 3.12%
12 Barclays (24) 58,742 72,722 281,110 412,574 2.38%
13 ABN AMRO (14) 30,869 83,018 4,824 29,173 258,323 406,207 2.34%
14 BNP Paribas (18) 28,938 49,829 4,767 36,599 264,007 384,140 2.22%
15 Bear Steams (13) 4,492 130,706 3,650 90,569 146,269 375,686 2.17%
16 HSBC (22) 30,059 46,785 476 10,576 134,719 222,615 1.28%
17 Lazard Freres (15) 15,727 161,051 176,778 1.02%
18 Nomura 1,744 24,213 6,096 9,599 133,214 174,866 1.01%
19 RBS Group 67,279 63,338 33,346 163,963 0.95%
20 Societe Generale (�) 58,666 19,306 7,636 27,924 46,792 160,324 0.92%
21 Mizuho 53,674 8,301 249 28,315 65,522 156,061 0.90%
22 Banc One 59,368 19,054 611 48,504 127,537 0.74%
23 West LB 46,252 16,099 62,759 125,110 0.72%
24 Commerzbank AG (�) 37,335 17,846 298 61,627 117,106 0.68%
25 Mitsubishi Tokyo 29,291 4,828 7,872 73,091 115,082 0.66%

Market total 2,108,964 3,368,764 428,373 4,866,020 6,565,600 17,337,721 100.00%

Source: Thomson Financial Securities Data
a2000 ranking in parentheses.
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ket share tables. After a series of scandals its CEO, Allen Wheat, was forced
out and replaced by John Mack, who had lost a power struggle at Morgan
Stanley Dean Witter.

The second case was the three-way merger of a merchant bank, a
stock broker, and a “jobber” (market-maker) in 1984 that created (the
new) S. G. Warburg, then making an open attempt to become Britain’s
first integrated investment bank, similar to the major American firms.
Warburg became the market leader in post–Big Bang London, but it was
suddenly forced into a distress sale to UBS after serious trading losses in
1994 where it is one of several investment banking businesses that have
been commingled at UBS.

The example frequently pointed to by analysts of a successful strategic
merger is the combination of Morgan Stanley and Dean Witter in 1997.
Morgan Stanley had been a wholesale finance specialist firm since its be-
ginning as a spinoff from J.P. Morgan in 1933. It inherited all of the famous
Morgan clients and had been the bluest of blue chip firms since its fortui-
tous birth. In the 1980s, Morgan Stanley changed itself into a full-service
international firm and in the 1990s began aggressively to add investment
management businesses. It was disappointed in its market valuation, how-
ever, and decided that its future would best be made by merging with a
retail brokerage, Dean Witter, that had once been owned by Sears Roebuck
and still retained its valuable Discover credit card business. The merger,
which left ex-McKinsey management consultant and former Dean Witter
CEO Philip Purcell in charge, represented big changes for the old Morgan
Stanley people, many of whom departed. This group included John Mack,
the firm’s president and number 2 officer after the merger, who resigned in
January 2001. Although Purcell (and Mack, as his deputy) managed the
combination well, they did not integrate the firms very much. They contin-
ued to emphasize the old Morgan Stanley investment banking business
while rebuilding the securities sales and trading and asset-management
business around the Morgan name (Dean Witter was dropped from its
name in 2001). Morgan Stanley was the world’s fifth-ranking global bank-
ing firm in 2001, based on market share.

Citigroup is also an example of a strategic merger to create a newly
powerful market presence. Although the continuous acquisition strategy
executed by Weill arrived fortuitously at Citicorp, the resulting combina-
tion must represent a major strategic event in totally reshaping the firm.
Its presence is now very strong in several service categories: Citigroup is
now among the world’s largest banks, broker-dealers, insurance provid-
ers, and asset-managers; it is also strongly positioned in the United
States, Europe, and Japan and in emerging markets. Whether manage-
ment can master the intricacies of coordinating between product and geo-
graphical lines to produce a seamless delivery of effective financial serv-
ices remains to be seen, but as a strategy, the creation of Citigroup was
certainly a significant event.



406 Competitive Strategies

Steady Internal Growth

The final strategy followed by investment banks in this period was to pur-
sue only internal growth. Such firms would continue to do what they had
been doing in the past, sticking to and reinforcing what they were good at
without succumbing to any of the abstract strategic ideas that were peri-
odically presented. Such a strategy enabled firms to avoid the managerial
chaos and disruptions of large mergers (especially of the “mergers-of-
equals,” which seem to create the most trouble) and to retain more of their
experienced bankers with strong, seasoned client relationships.

Merrill Lynch has made a few acquisitions. But its acquisition of White
Weld in 1978 (rescuing it from bankruptcy) was perhaps its most important
as the merger gave credibility to the firm in corporate finance. Since then,
Merrill has mainly acquired firms abroad to enhance its local presence in
important markets in the United Kingdom (Mercury Asset Management,
Smith New Court) and Japan (the retail brokerage business of Yamaichi
Securities). For the most part, Merrill Lynch has relied on internal growth
to maintain its significant wholesale market share (ranking third in 2001),
while still developing its retail service businesses in the United States and
abroad.

Goldman Sachs was left, just prior to its initial public offering in 1999,
as the most unchanged firm among the major bracket players of Wall Street.
Goldman Sachs was organized in 1869 as a commercial paper house. Over
the next 130 years its main effort was to grow organically in the wholesale
finance markets and to increase its market share and profitability. It ac-
quired J. Aron & Co., a small commodities firm in the early 1980s, but
otherwise kept to itself. The IPO ended Goldman’s unique partnership
structure by requiring the firm to include several hundred of its more senior
employees into its coveted “ownership” status and forcing it to govern itself
differently in the future. But the IPO did not force Goldman to change its
central strategy. In 2000, Goldman acquired Speer Leeds & Kellogg to help
it reinforce its commitment to equity trading markets, but this acquisition
did not reflect a major strategy shift. It ranked fourth in the global whole-
sale banking tables in 2001.

Other firms sticking to their own knitting during the 1980s and 1990s
included Lehman Brothers (since its re-launch in 1994), Bear Stearns, and
Lazard Frères (since merged with its sister companies in London and Paris).
Lehman ranked ninth in wholesale banking services in 2001, Lazard (a
merger house only) was seventeenth and Bear Stearns was fifteenth. Four
other important firms followed this strategy also until they sold out to
others (at very good prices): Dillon Read, Donaldson Lufkin, Paine Webber,
and J.P. Morgan. Of all these firms, however, only Merrill, Goldman, and
J.P. Morgan (now contributing to the Chase totals) made it into the top 10
global investment banks.8
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Strategy Changes Require Execution

One can see from these various cases that it has been possible to develop
successful investment banking businesses in extremely challenging times by
different strategic routes. Merrill Lynch has prospered by aggressively ex-
panding a single product line where it had exceptional skills into a broader
range of product lines. Several firms, especially Citigroup and J.P. Morgan
Chase, have accomplished some of their strategic objectives by strategies of
continuous acquisitions. Morgan Stanley has flourished in its larger stra-
tegic role, and so has Goldman Sachs in its traditional one. Other firms
pursuing similar strategies, however, have not fared nearly as well.

If there are different strategies, what may be most important in deter-
mining their outcome is the effectiveness of their execution. Execution
places a great weight on a firm’s ability to make intended things happen
on time, while preventing other (bad) things from happening at all. In es-
sence, execution is about good management—which over time depends on
recruitment, training, and retention of high-quality, career-oriented profes-
sionals. It requires a firm to enculturate new and acquired personnel with
the firm’s values and standards and to impose effective control and com-
pliance systems to be sure that they are enforced. Effective execution means
being able to evaluate performances well and to set compensation policies
that work. These tasks are much more difficult to do in merger situations
in which many professional employees are seen to be overlapping or re-
dundant and when senior officers are consumed with protecting or pro-
jecting their personal power. The tasks are also difficult when high merger
premiums are paid (and have to be reclaimed by extensive cost cutting),
and when the firms’ stock prices become volatile, depressing the value of
compensation packages.

Global Banking Today

During the last two decades, probably 20 or 30 firms struggled to execute
strategies that would assure their market position and profitability. They
have had time and market conditions in their favor, but only a handful
have achieved their objectives. Only a handful can claim to have secured
significant market shares in the wholesale financial services industry.

Table 15-1 shows the 2001 market shares of the top 25 market leaders
in an aggregate of global wholesale banking transactions (corporate bank-
ing, distribution of debt and equity securities, merger advisory, and
medium-term notes). These services were selected because they are among
the most important offered to clients in terms of transactional value. Thus
they become the determinants of the market power or reputation of indi-
vidual firms. To ascertain the overall impact of a firm in the principle mar-
ketplace for its services, we have taken a measure of the total volume of
transactions for which an individual firm can be seen to be the originator,
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or “bookrunner.” Data are available on the basis of “full credit to book-
runner” for the service areas chosen (no such data are available for sec-
ondary market activity, such as trading). Wholesale markets are now so
well integrated globally than an issue originating in one market usually
may be sold in several others, and the skills, capabilities, and infrastructure
of individual investment banks can be utilized with equal effectiveness in
many parts of the world. To perform effectively and competitively in whole-
sale banking, firms must be more integrated and more globally connected
than ever; hence, the global volumes of transactions in the areas selected
have been used.

At the end of 2001, seven American firms were among the top 10
global wholesale financial services rankings. Three were banking-related
entities: J.P. Morgan Chase, Citigroup, and Bank of America. Four were
nonbanking-related: Merrill Lynch, Goldman Sachs, Morgan Stanley and
Lehman Brothers. The other three firms in the top 10 were European uni-
versal banks, each with several mergers under its belt. The top 10 firms
accounted for over 70% of all global wholesale banking transactions that
were originated during the year. The top five firms accounted for 47%. The
average market share of the top five firms was 9.5%; of the next five, 5.3%,
and of the twenty-fifth placed firm, 0.7%.

To be outside the top 10 is to be not taken very seriously as a global
wholesale financial services provider. Thus a number of firms have struggled
to secure positions in the top 10, quite often by acquisition. In 1991, for
example, all of the top 10 firms were among the top 10 in 2000, or among
those firms that were acquired by firms that were in the top 10 in 2001.
Seven of those firms had been involved in at least one major strategic
merger. In 2001 the top five firms had between them undergone more than
11 strategic mergers to solidify their positions. Those lower down on the
ranking ladder certainly have found it difficult but not impossible to climb
their way up (e.g., Deutsche Bank, BNP Paribas, UBS Warburg) even
through acquisitions. The acquisitions have also reduced the dominance of
American firms among the group—in 1993–1995, nine of the top 10 firms
were American; in 2001 the number had dropped to seven.

Market Share and Market Value

The top firms in handling wholesale transactions tend to be the ones that
enjoy the greatest profitability. They get the best assignments and can seek
the highest fees. However, if a firm’s position in the rankings is achieved
only by merger, then the assumption of profitability may not be valid. To
sustain profitability, the firm has to demonstrate superior capabilities,
which newly jumbled together firms may not be able to do. Being profitable
(in a time of declining margins) is good, of course, but the firm’s profits
have to be capitalized by the stock market at a multiple that reflects—
among other things—both future prospects and the essential volatility (risk-
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iness) of the firm’s profit stream. So here the firm’s mix of business (which
establishes the overall volatility of the firm) seems to count, with apparently
lower risk being associated with businesses that are better diversified. How-
ever, current market data do not appear to offer much support for the idea
that financial service firms with lower betas will enjoy higher capitalization
rates (price-earnings ratios).

Indeed, it is not clear that in the long run, merging one’s concentrated
profit stream into another profit stream that diversifies it will be the answer
to the strategic requirements (for higher multiples) of investment banks. It
may have been (through 2001) for Citigroup, and for Morgan Stanley,
which the market considered to be well-managed, profit-driven firms. How-
ever, if in the future the market decides that today’s multimarket diversified
financial services firm is tomorrow’s ungainly conglomerate, the market
value may be discounted until the firm is worth more broken up into its
respective business lines. But future investors will decide, and their message
will shape the strategic actions of the players. Some investors will prefer
highly diversified, very large capitalization companies in financial services
in which to be able to make large long-term investments. Others investors
will choose to make diversification decisions themselves, and instead prefer
those investments that are “pure plays” in a particular expertise or domi-
nant market share with room for substantial upward price movement. In
the end they will look for superior profit-making capability and for strategic
objectives that sensibly preserve this capability, rather than expose them-
selves to excessive dilution (i.e., combining promising activities with other,
less profitable businesses) or excessive risk.

Some investors may also believe that firms with large market capitali-
zations are inevitably tempted to continue pursuing a bigger-is-better strat-
egy, which they do by issuing shares in even larger acquisitions. Such firms
may feel the pressure to follow the actions of other highly visible firms in
their industry. Some companies make intriguing promises to gain support
for a time for efforts that are difficult or impossible to achieve—Citigroup
said it was going to increase its number of clients by 10-fold after the
Travelers/Citicorp merger, to 1 billion—that is, to one-sixth of all the peo-
ple on Earth. Some very big firms also simply lose to bureaucracy the ability
they might have once had to manage efficiently and to react quickly. To-
day’s corporate dinosaurs include many companies that were once, not so
long ago, lean and fleet.

Back to the Future

For several years, management consultants and academics have published
credible data indicating the remarkably low success rate of large mergers.
In 2001 this was revealed in the financial services sector by merger-related
difficulties at First Union, Bank of America, Banc One, and on the whole-
sale side at Crédit Suisse and Deutsche Bank. Academics also have studied
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economies of scale and scope in mergers in the banking industry (especially
as these relate to creating universal banks) and, after the one-time gains
from initial cost cutting, they have found little of the former and almost
none of the latter.9 Citigroup may prove these studies wrong, as it claims
to be cross-selling effectively. But cross-selling is not without its own often
significant incremental costs, and revenues are often hard to attribute or
are unverifiable. The extensive record on the limited amount of efficiency
gains from bank mergers leaves to management the burden of proof that
net new economic value is created in large, multiproduct merger situations.

Future profits in large banking companies are now subject as never
before to fee cutting and the commoditization of once specialized, lucrative
product lines. To sustain margins, firms have to take advantage of their
abilities to maneuver between product lines and world markets and to make
the most of their comparative advantages, their know-how, and their fran-
chise values. But they must be nimble enough to avoid becoming committed
to low-profit business lines. Morgan Stanley may worry about big banks
lending to its clients, but it should be hesitant to go into that (or any)
business with such low margins and significant capital requirements. It
should also be reluctant, especially during market downturns, to get into
low-margin lending, investing, or trading situations if difficult-to-control
market exposures would have to be taken on to do so.

Firms may also have to face the reality that if profits are being squeezed
or otherwise made more risky, then they will have to find ways to reor-
ganize their business in order to pay out to employees something less than
the current 50% or so of net revenues. How can employees in a
commodity-like business with declining margins and high personnel turn-
over command such high pay scales, year after year? If the best people
leave, because they want to retire at age 45 or because some other firm has
made a marginally higher offer, and yet the firm still manages to get by
without them, could it have been paying the employees too much in the
first place? Perhaps being able to pay employees differently would work
better for both the firms and the employees.

It is easy to predict (as predictions have been made in the past) that
the next 20 years will involve more of the same: that is, more consolidation
and flight to bigness. But this is unlikely. Financial services markets are
unlikely to continue to grow at twice the real rate of economic growth.
Mergers involving American wholesale banking firms will not continue at
the same pace (the number of firms available for mergers has decreased
substantially), and if stock prices of prospective acquiring firms continue
to fall—back toward their historical means—there may be little appetite
for more mergers for a while. The market price of Chase Manhattan’s stock
fell more than 40% in the first six weeks after the news was released on
September 11, 2000, that it was acquiring J.P. Morgan for stock valued at
25% more than its market price. Unless there comes to be strong, con-
vincing evidence of net economic gains from consolidation, the pendulum
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may begin to swing the other way. Markets can punish as well as reward
strategic actions.

The wholesale finance business may already have consolidated about
as much as it is going to, and from now on, the trend may be to go back-
ward in search of real value. The outcome could mean pulling the best
talent out of the “big box” firms and replanting it into comfortable, flex-
ible, performance-oriented, small partnerships that function as specialized
players (for example as Goldman Sachs did in the 1960s) or as investors
managing money for clients (hedge funds, arbitrageurs, LBO firms).10 Both
would begin to compete with the old firms, but initially the old firms prob-
ably would not see much threat and might even encourage the effort.

In the meantime, some of the old firms may find that they have accu-
mulated too much on their plates to be as good in everything (as expert,
as responsive) as they were when they were on their way up. In 2001,
Citigroup with 180,000 employees (even before the Associates First Capi-
tal, European American Bank, Bank Handlowy, and Banamex acquisi-
tions), J.P. Morgan Chase with 75,000, Merrill Lynch with 67,000, and
Morgan Stanley with 55,000 must have some quality-control problems.
They all do. And, because the firms today are almost as active as investors
and investment managers as they are investment banking service providers,
they cannot avoid running into their own clients in the marketplace. When
they do, how do they decide the outcomes, with fees going down on one
side and prospective private equity or other investment returns looking
more promising on the other? If this happens often enough, the clients will
feel there is an extra price to be paid for dealing with the firm and perhaps
move its business elsewhere. And where might this business migrate? Per-
haps to the reborn investment banks of tomorrow that will resemble the
small, fleet opportunistic shops that their predecessors were 40 or 50 years
ago.

Summary

The coming years will represent great challenges to most of the world’s
large financial service organizations. These firms will have to rethink their
basic business strategies and attempt to reposition themselves to maximize
their comparative advantages and minimize their weaknesses. Strategic re-
positioning, however, can be very difficult to execute, because the magni-
tude of internal change is so great. The key to succeeding in the new world
financial order is adaptability.

Notes

1. In the 1960s, the “special bracket” of underwriters consisted on Morgan
Stanley, Kuhn Loeb, First Boston, and Dillon Read. Morgan Stanley and First Bos-
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ton had transformed themselves to accommodate for integration, but Kuhn Loeb
and Dillon Read did not. By the 1980s, however, several of the “major bracket”
underwriters of the 1960s and 1970s had disappeared.

2. Investment banks would offer to make the bridge loan to finance a takeover
through a tender offer of a controlling position in a company, which would then
force a merger on the rest of the stockholders. The company would refinance the
bridge loan by a sale of junk bonds after the merger could be completed. As there
were several large fees involved, investment banks pursued takeover assignments
by offering to do the bridge loans. When the junk bond market broke, the bridge
loans could not be refinanced and sank in value. Crédit Suisse was required to bail
First Boston out of its position, and in November 1990 it recapitalized the firm to
give the Swiss control of First Boston.

3. Securities Industry Association, 2001 Fact Book. New York, 2002.
4. Donaldson Lufkin & Jenrette was the first NYSE firm to go public (1969).

It was followed by others quickly. Merrill Lynch went public in 1971, and the last
major firm in the United States to go public was Goldman, Sachs & Co., which
succumbed in 1999.

5. In 1981 there were two other acquisitions designed to put together a finan-
cial supermarket (by combining brokerage and insurance), Sears Roebuck and Dean
Witter and Prudential and Bache. In 1985, Donaldson Lufkin was acquired by
Equitable Life Assurance, which has since been acquired by AXA. All of these fell
short of their goals, and all except Prudential Securities have been broken up.

6. Shearson Loeb Rhodes was sold to American Express in 1981 and became
Shearson American Express, which acquired a failing Lehman Brothers in 1984,
and became Shearson Lehman Brothers, which acquired the nearly bankrupt E. F.
Hutton in 1997.

7. The investment banking part, now renamed Lehman Brothers, was sold to
the public in 1994 and remains an independent firm.

8. In 1999, before the mergers of J.P. Morgan and Chase, and DLJ into Crédit
Suisse, Goldman Sachs was ranked first in global wholesale banking transactions,
followed by Merrill Lynch, Morgan Stanley, Citigroup, Crédit Suisse, Chase, J.P.
Morgan, Lehman, DLJ, and Bank of America.

9. See Steven Davis, Bank Mergers (New York: St. Martins Press, 2001), which
quotes reports from the Bank for International Settlements and the Federal Reserve
Bank of New York on their studies. See also Mark Sirower, The Synergy Trap (New
York: Free Press, 1997), and Anthony Saunders and Ingo Walter, Universal Banking
in the United States (New York: Oxford University Press, 1994).

10. There has been a substantial migration already to very successful firms like
KKR, Blackstone, Wasserstein Perrela, and other boutique investment banks. Pri-
vate equity and hedge funds have also drawn much of the talent needs from Wall
Street’s major investment banks.
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