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Chapter 6: International Banking and Money Market
2 parts to the chapter:
1. Services provided by international banks
2. Euro currency market
I. International Banking Service
· Multinational corporations
· They need services worldwide and international banks meet these services
a. World’s Largest Banks Exhibit 6.1
· Bottom Four Canadian banks (relatively small)
· World financial centers - New York, London, Tokyo, Paris, Frankfort, Zurich 

II. Type of International Banking Offices
· Correspondent Bank – Minimal Services
· Offshore Banking – Full array of services
a. Correspondent Banks
· A large bank sometimes has a correspondent relationship with other banks
· A large Canadian bank could have a correspondent bank in Vienna
· Benefits of having a corresponding bank – a bank can serve needs MNC at low cost
· Disadvantages: A bank’s clients cannot receive good services of lack of personnel
b. Representative offices: A small service facility to help MNCs where stationed 
c. Foreign Banks: operates like a local bank but legally is part of parent bank
· Regulated by Bank Account if in Canada
· Reasons for foreign branch
· MNC needs
· Grant Loans
· Competition on local need
d. Subsidiary – Affiliate banks
· Subsidiary – locally incorporated bank
· Either wholly or partially owned by a foreign parent
· Affiliate – partially owned but not controlled by host country by a foreign bank
Omit Edge Act Banks
e. Offshore Banking Centres
· Is a country whose banking system is organized to permit accounting activities beyond normal activities of the country 
· IMF: recognized for offshore banking centres: Bahamas, Bahrain, Canyon Island, Hong Kong, Netherlands, Panama, Singapore
· Primary objective: to seek deposits and grant loans in currencies other than host country
· Started in 1960’s when US banks were allowed to have “Post Office” like banks to allow small banks to participate in the Eurodollar - (US dollar outside of US) market 
III. Capital Adequacy Standards
· Note: A concern of bank regulations  worldwide and of bank deposition is the safety of bank deposits 
a. Bank Capital Adequacy
· The amount of equity capital and other securities as reserves against risky assets to reduce probability of failure
· 1988: Basle Accord 
· Established BIS (Bank of International Settlements)
· Established a framework for measuring capital adequacy in group of 10 + Luxemburg
· What it calls for: calls for a minimum bank capital adequacy ratio of risk weighted assets for banks that engage in cross border transactions 
· The accord divides bank capital
·  Two tiers:
· 1. Core Capital: Read shareholders equity and retained earnings in books
· 2. Preferred Shares: subordinated bonds
· What are risk weighted assets:
· Government obligations		$100M – 0%
· Short-term interbank assets		$100M – 20% (20M)
· Residential Mortgages			$100M – 50% (50M)
· Other Assets				$100M – 100% (100M)
· = $170M
· Note: The bank would need 8% of 170M as capital = 13.6M
· Bulk in Tier I and not more than ½ in Tier II
· Note: Although Basle Accord has been widely accepted, there have been some criticisms:
· 1. Arbitrary nature of 8% (why not 5%). It was felt that during expansion period of business cycle when risk assets increase > 8%
· 2. Type of business the bank was involved with – important. Ex. Derivates: depositions not protected, did not exist in 1950
· 3. Should be “risk focused” rather than “rules based”. 
b. Value at Risk (VAR) – know formula pg. 131
- VAR = Portfolio Value x Daily Standard Deviation of Return x Confidence Interval Factor x √Horizon 
· Is calculated as follows
· Portfolio value x daily standard deviation of return x confidence interval factor x square root horizon
· VAR  = $400M x 0.075x 2.326 x square root of 10 = $22.07M
· Conclusion: There is a 1% chance that the loss during the 10 day period > $22.07M
IV. International Money Market
a. Eurocurrency Market 
· The core of the International Money Market is the “Eurocurrency Market”
· A “Eurocurrency” is a time deposit of money in an international bank located in a country different from the country that issued it
· Eurodollar: are deposits of US dollar outside US $
Eurosterling: pounds outside UK
Euroyen: yen outside Japan etc...
· Note: 1. LIBOR – London InterBank Offered Rate
· 2. SIBOR – Singapore InterBank Offered Rate
· 3. PIBOR – Paris InterBank Offered Rate
· 4. BRIBOR – Brussels...
· 5. Euribor: InterBank Offered Bank in the Eurozone
· Exhibit 6.2: Sample of Eurocurrency Interest Rate (p. 133)
· B. Eurocredits: short and medium term loans of Eurocurrency extended by Eurobanks:
· Corporation
· Sovereign Government
· Non-prime banks
· International Organization
· These loans are generally too large for a single bank to handle – therefore a group of banks get together called SYNDICATE
· Risk is high therefore the interest rate is LIBOR + x% (x = margin depending on credit worthiness of borrower.
· Exhibit 6.4 – On March 7th, 2007, the US domestic banks paid 5.18% for 6 months
· The Prime Rate = 8% - rate charged to best corporate customers/clients
· Therefore 8% - 5.18 = 2.82%  cover operating costs and profit
· Note: by comparison, Eurobanks accepted 6 month Eurodollar time deposits of Eurodollar NCD at a rate 5.28%
· Therefore, in Europe, the rate charged for Eurodollar credit, we have seen is LIBOR + x%
· LIBOR  5.28% + x%  2.71% (why?)
· Because = 7.99% < 8% US (show how they competed for loans)
· Therefore, in competing for loans, Eurobanks preferable because they are 7.99% and US is 8%
· Example 6.1
· .0553125 + .0075	LIBOR + x% (3 month)	17/32 
· .05125 + .0075		LIBOR + x% (3 month)	
· $3M(.0553125 + .0075/ 4) + $3M (.05125 + .0075/ 4)
· = $91,171.88
· Note: A major risk that Eurobanks face is accepting Euro deposits and extending Eurocredits – is interest rate risk resulting from mismatching in maturities of deposits and credits
· Credit: Deposit 6 months
· Debit: Loan 3 months
· Mismatch of time. Assume Deposit maturity is greater than your Loan maturity. Assume interest decreases. Loan adjusts to interest low. Income less than Expense so bank has a problem. 
· Assume that deposit of maturity is less than loan maturity. Interest increases, deposit interests rises. Expenses rise, greater than income.
· Because of this risk. FRA (Forward Rate Agreement) – are established. 
· FRA is an agreement between a buyer and a seller 
· Example 6.2 p. 136
· Credit: deposit 6 months
· Debit: loan 3 months
· LIBOR AR: 6%	S.R. 5 1/8 %
· Bank earns 1st  3 months
· $3M (.06 x 91/360) = $45,500
· 2nd month
· $3M(.05235 x 91/360) = $38,864
· Therefore shortfall: $45,000 - $38,854 = $6638
· 6638/1+r
· .05235 x 91/360 = .0125 
· 6554
· Bank sells an FRA = $6554 to borrower of loan, borrower pays seller (the bank)
· C. Euronotes: short term notes underwritten by a group of international investment banks – all commercial banks and called a facility
· Sold at a discount less than face value
· At maturity, full face value is paid
· D. EuroCommercial Paper
· Unsecure short term promissory notes issued by a Corporation/bank  and sold to public through a dealer
· Sold at discount less than face value
· Personally denominated in US $

· 1980`s South America
· 1970`s rise in price of oil, demand is inelastic, revenue skyrocketed
p. 148 
1. 4.5% = .045, 5 3/8 % = .05375
$1.5M (.045 + .0125 / 2) + 1.5M (.05375 + .0125 / 2) = $92,812.5
2. Credit: 6 month deposit
Debit: 3 month loan
3 month: AR: 5.5%
3 month: SR: 4.875%
First 3 months bank receives = $3M (.055 x 92/360) 
= $42,167
Second 3 months bank receives = $3M (.04875 x 92/360)
= $37,375
Short fall = 42,167 – 37,375 = $4,792
4792/(1+r)
4792/(1+.04875 x 92/360) = 1.012455
$4732 – buyer pays seller
2nd part: 3 month: AR: 5.5%
3 month: SR: 6.125%
1st 3 months: $42,167
2nd 3 month $46,958
Seller pays buyer 
4. 3 months: Agreement Rate (AR): 4.75%
3 months: Settlement Rate (SR): 5.125%
$1M (.0475 x 183/360) = $24,145 (2)
$1M (.05125 x 183/360) = $26,052 (1)
(2) – (1) = $1907
Therefore, speculator protects himself by purchasing a FRA = $1907/(1+.05125 x 183/360)
(1+.05125 x 183/360) = 1.02605
= $1858.58
Ex. Speculator agrees to pay $1858.58 – to protect himself in case interest increase goes higher
Do 5 and 6 yourself
Chapter 5
3. S = 1.5/Euro	F = $1.49/Euro
iE = .0125 and iS = .01 both 3 months
F/S (1+iE) – (1+i$) = 0
1.49/1.5 (1.012) – (1.01) does not equal 0
= -.00425
therefore borrow in Europe and invest in Canada
Borrow In Euro
Repayment = E in (1.021)
= E1,012,500 – (1)

Convert into $ = $1M x 1.5 = $1.5M
End of Year = $1.5M (1.01)
= $1.515M – (2)
Convert $ at F = E 1,012,500 x $1.49
= $1,508,625 – (3)
(2)-(3) = $6375 profit
How to restore IRP?
Left hand side: ie. F/S(1+ie) increase
Therefore F increase $1.49 = 1E,	pay less $ for 1Euro
S decrease = $1.5 = 1Euro, pay more $ for 1Euro
iE = increase
i$ = decrease
