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1 - INTRODUCTION



The subject of the following work is related to banking and

financial markets strategies.

The following study was developed with the Portuguese
financial system and environment in wmind. The main
objective of the study is a multidimentional analysis,
observation and comment on the Portuguese banking and

financial systems and on the Portuguese banks.

Four different approaches to the subject were adopted to

make this work as complete as possible.

1- Identification, study and analysis of the most important
factors in recent decades concerning the evolution and
change that has been taking place in the most developed
financial centres and institutions of the world (ie
London, New York, Tokyo and Hong Kong).

These two chapters (2 and 3) are support and background

for the final analysis in the Portuguese systen.

2- A brief review of the Portuguese economy in recent years
with special attention being given to the European

Community entry. (Chapter 4)



3- Survey of the Portuguese banking and financial system.

(Chapter 5)

4- Study, analysis and interpretation of three different
questionnaires about the subject and answered by
individual and corporate bank customers. (Chapters 6 and

7)

The last chapter of this dissertation (chapter 8), will
contain the final conclusions and comments. Directions and
suggestions for further research studies in this area will

be given.

The idea of researching banking and bringing the focus of
attention to the Portuguese banking and financial system, is

based on three important factors:

The first, 1is a personal recognition of the importance of
this industry, given its status and nature, in the role of

economic performance.

If the American economy and the American banks during the
196@’s and 1970's are observed, or the Japanese economy and
banks during the late 1980's, it is seen that the stronger

economies always coincide with the nationality of the bigger



and the most important banks in the world, in wvalue of
assets and turn over. The argument is simply that banks and

the banking system are deeply involved with economic

performance.

The solidity of the banking system depends on the solidity
and stability of the economies and vice versa.

A good performance from the banking and financial
institutions will have a positive and important influence in
the economy. At the same time, economic growth will
naturally have a positive influence on the performance of
the banking and financial systems; conversely recession and
inflation would affect this performance negatively. This is
a phenomenon observed by the modern economists since the

1920's recession.

The secbnd factor 1is related to the evolution of the
industry. The last two decades have seen the development of
a global banking and financial market, in which local
savings generated in one country can be invested, either
directly or through intermediation, in another country,
insured or not against exchange and interest fluctuations.
If the above is securitised can be traded and arbitraged in
a number of international market places 24 hours per day,

with investors hawving



instant quotations and execution access.

This spectacular integration of the domestic and
international capital markets around the world and the clear
trend towards the development of a global capital market has
been largely facilitated by the process of deregulation and
liberalization that has been gradually taking place in the
most industrialised countries and by the developments 1in
technology which have served to increase and improve
communications and reduce costs of transactions, making,
from the customers point of view, <financial services more
attractive and affordable. These developments have had a
strong effect on the banks’ and other financial institutions
strategic decisions and are going to be identified as

environmental factors.

Attention is going to be given to the banks’' strategic
responses to such stimulus and factors: the banking and

financial strategic dynamic.

Last, but not least, the third factor is related to the
present conditions of the Portuguese economy.

The relative modesty of the national economy when compared
with its Community partners, the expressions of politics and

the recent g¢good economic . performance are evidence of a



desire to encourage economic dgrowth. However, external

factors such as the Portuguese memberéhip of European
Community, the growing level of foreign investment and
the fall in petroleum prices have considerably contributed

to the recent economic success.

This new ’'EEC’ era, brings new challenges and threats to
Portugal. For the Portuguese entrepreneurs, the opportunity
exists for new pan-European strategies to emerge, namely and

particularly in banking and financial markets.

Banks and financial institutions wiil have an essential role
to play in the development of the economy and in the
development of Portuguese corporations, however, before that
can be accomplished the whole banking and financial systems
themselves and a considerable number of the institutions

operating, need to rethink their positions and organisation.
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2.01 - CHAPTER INTRODUCTION

This chapter is a summary of factors, their compilation and
description that in the context of this work and with some
information 1limitations, were found as among the most
important in order to wunderstand the banking strategic

dynamic in the last two decades.

This chapter is concerned with some of the most important
international financial sources of change, this reason is
why it is with the most important and innovative
financial institutions and financial centres that this
analysis takes place. The behaviour of the leaders of
decision and innovation, in the banking world are to be

reviewed and explained.

Deregulation, the international debt problem, market changes
and changes in technology are some of the most important
sources of change in the banking environment. These factors
must be seen both in connection with each other and
separately. Both views are used in this chapter, in order

better to explain these phenomena.
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2.02 - CHAPTER ELABORATION METHODOLOGY

This chapter is a literature survey based on banking books,
banking legislation, academic banking articles, specialised

banking magazines and bank reports.

It is also based on Dr John Holland’s classes of
international banking and financial markets at Glasgow
University, and on several conversations with bank directors
and managers, namely with Barclays Bank, Bank of Scotland,
Clydesdale Bank, Citibank, Banco Espirito Santo e Comercial
de Lisboa, Banco Internacional de Credito, Banco Portugues
do Atlantico and Banco Pinto e Sotto Mavyor.

In the former, a week was spent at the central foreign

exchange dealing room in Lisbon.
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2.1 ACTIVITIES AND FUNCTIONS OF BANKS

Banks are institutions that act as financial intermediaries
in financial markets, accepting deposits and making loans.

They provide a channél for linking those who want to save
with those who want to invest; this function is very
important in the performance of the economy because those
who save are frequently not the same people who have
profitable investment opportunities available. Thus,
financial markets allow funds to move from those without
productive investment opportunities to those who have such
opportunities; this is called the intermediation process
{see 2.4) and 1is the banker’s most important role in
society. In this process, banks need to recognise which are
the profitable projects, and be able to avoid those which
have a high default risk. Past mistakes, 1like the third
world debt, should be lessons. It is very important for
economic development that resources are enployed with
economic, financial and social sense. The banking system has

a c¢rucial mission in this context.

In this perspective bank activities can be divided into:

1- Commercial banking

2- Investment banking
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Commercial banking serves liquidity surplus units (those
individuals and organisations with liquidity in excess) by
offering a wide variety of deposit accounts, and
transferring deposited funds to liquidity deficit units by
providing direct loans or purchasing securities.

The deposit and lending services are utilized by households,
business and governments. The essential performances of
commercial banking are that safeguards deposits, grants
advances to those wishing to borrow for purposes such as
mortgage finance, education, automobile purchase, .  home
improvements and credit finance for durable goods purchase.
Commercial banks also provide an important money

transmission service.

Traditionally a bank hés two main aims:

1- To make a profit providing financial services

while at the same time it must

2~ Maintain sufficient liquidity (reserves) to ensure that

depositors money requests can be met.

Toft, (1986), argued that the vital task of reconciling
liguidity with profitability is performed by ensuring that
the structure of its assets meets these last two

requirements.
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Traditionally the banks pay interest rates on deposits and
do not charge customers for safeguarding their deposits.
Banks could have done this in the 1978's for ‘Petrodollars’.
Instead of finding projects and borrowers to place these
huge amount of funds and accept the associated risks, banks
could have charged these depositors for safeguarding funds
and tell them to look for profitable projects independently
or share the risk of the investment. Some of the third
world debt problem would have been avoided or shared with

depositors if the banks had acted in this way.

The services that commercial banks provide can thus be

classified as:

1- » Credit services

2- Non-credit services (foreign exchange, money transfers,
etc)

3- Mixed



14
INVESTHMENT BANKS

Investment banks assist corporations in the initial sale of
securities in the primary market, by ways of subscription,
distribution and management of financial assets. (Jean-Yves

Haberer, 1986)

Investment banks advise corporations on financing
instruments, for example in bonds or stock issues; in the
case of bonds they help the corporation to decide the
maturity and interest payments and all the other related

factors.

When a corporation issues financial instruments it sells
them directly to the public or to underwriters - generally
investment banks that gquarantee the corporation a price on

the securities and then sell them to the public.

'If the issue is large, several Investment banking firms
form a syndicate to underwrite the issue jointly -~ thus
limiting the risk that any one investment Bank must take.'

(Mishkin. F.S, 1986)
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2.2 CAUSES FOR RECENT STRATEGIC MOVES

"In terms of structure, practices and technology, banking
apparently remained largely unchanged until the 1960°’s.’

(Lewis and Davis)

Within recent vyears a wave of innovations has brought a
radical and profound transformation in the banking and
financial environment. ’‘Globalisation’ is the term commonly
used to describe this development which has taken place
particularly in the USA and in the UK. However this word

masks a complex reality. In literal terms it refers to:

1- The spread of financial markets on a world wide scale.
(Technological development)

2- The new and frequent entrance of non-banking
institutions in financial activities (Deregulation)

3- The substantial increase in the number and types of
instruments and services in financial markets

{Financial innovation)

"Globalisation’ also refers to the nature of relations
between lenders and borrowers which have become much closer
and varied with the expansion of off-balance-sheet bank

business.
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Complicated transactions such as dealing in futures and

options have been facilitated by:

1- Development of computerisation and telecommunication that
enable banks to arbitrage in several markets and also
turned the internationalisation and integration of
different financial markets possible.

2- Liberalisation and deregulation in particular the lifting
of exchange rate controls, the abolition of interest-rate
ceilings on certain deposits and the permission granted
to non-banking institutions to accept deposits, known as
the desintermediation process, have considerably

increased competition.

Broadly speaking, deregulation has been directed toward
opening up opportunities for:

1)~ new geographical markets

2)- new products

3)- new pricing techniques

4)- new competitors

Another very important cause, referred by OECD - Paris 1988,
for this recent change in the banking industry was the
growing saturation of the traditional financial service
markets beginning in the late 1970's. Until then, financial
firms expanded their business mainly by adding new customers

to their list (period of gquantitative growth).
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There were in the 1960's and 70's few services’available for
the average account holder, and as markets became saturated,
financial firms everywhere were forced to develop new growth
strategies emphasizing expansion through the addition of new
products and services. The interaction of these forces has
led to an explosion in the number of new instruments that
perform the functions of transferring risk and enhancing
liquidity; functions which until recently were exclusively

the bank’s business, can now be bought by private

individuals and corporate investors.

Corrigan (1986) defends the view that these recent changes
resulted in an extension 6f information on financial markets
through the issuance of Euro-papers by firms that up to a
few years ago obtained their loans exclusively within the

anonymous conference rooms of commercial banks.

Heavy investment in information technology, dealing capacity
and communications networks to build global trading

capability has, thus, become a prerequisite for strategic
success for the organisations determined to participate in
the new global market. The impact of the investment needs
required to build brokerage and investment banking
capability and technological superiority has meant that only
those organisations of sufficient size to afford such

commitments emerged as the global players.
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For most institutions in the financial business the global
game is not viable and they must adjust to niche strategic

positions where they can achieve and sustain competitive

advantage.

Channon, (1988), believes that for the major institutions
the new strategy is increasingly to provide a service to
large borrowers by arranging loans and then placing then
with other banks, rather than placing them in a full open
secondary market. While syndication is not new, the active
efforts on the part of the large commercial banks not to add
to their own asset base, and even to reduce it, is a new
strategy, which was originated in the mid 1980's. In order
to participate in these new securities markets, major
commercial banks, where regulation has permitted, have added

securities-dealing capacity, in order to to become universal

banks.

For their part brokerage houses, investment banks and some
non-banks have attacked the traditional markets held by the
commercial banks by innovating new financial instruments and

by globalising their own operational activities.
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Channon (1988) also refers the following:

The New York Federal Reserve (NYFR), that performs the
functions of a central bank, noted that many non-financial
institutions had begun to offer one or more of the following

facilities:

1- providing foreign exchange services to portfolio
investors and borrowers in the USA and abroad. Package
deals, which accommodated foreign exchange needs of
customers, with fully hedged commercial paper - this was
available to foreign borrowers wishing to raise funds in
the USA but avoiding foreign exchange risk.

2- meet corporate foreign exchange needs related to mergers
and acquisitions of foreign assets.

3- use long term foreign currency swaps to bring together
borrowers and investors with different currency
interests,

4~ arbitraging to profit from price discrepancies occurring
between the Interbank market and the International money
market where foreign futures currency are traded.

The foreign exchange market consists of three kinds of

activities:

1- Spot - settled within two days

2- Outright - forward deals due for settlement at a future
date

3- Swap
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The growth of the foreign exchange market (table 2.1) which
remains dominated by the 1leading multinational banks was
mostly due to:
1- The formidable world-wide integration of advanced
economies through trade
2- The growing number of electronic dealing terminals in

the banks’ foreign exchange rooms.

In 1980, Reuters had installed 20,000 terminals, by 1985
this had risen to 53,000. Telerate terﬁinal installations
had grown from 3,000 to 14,000 over the same period of time,
while the number of NASDAQ (Nationgl Association of
Securities Dealers Automated Quotations) terminals had grown
to 125,000. (Euromoney, October 1985)

The largest dealing room in the world is Merrill Lynch’s

trading centre in New York with 1,245 positions.
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table 2.1

MULTINATIONAL BANK REVENUES FROM FOREIGN EXCHANGE

OPERATIONS ($ MILLION) (for selected Banks)

173

102

113

230

103

123

1984
Citicorp 258
Chase Manhattan 119
J.P Morgan | 30
Chemical Bank : 61
Barclays (*) 84
National Westminster (¥*) 70

44

110

source:Channon, 1988

(*) Millions of pounds
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MULTINATIONAL BANKING

Multinational banks are considered to be the real pioneers
of all these transformations and evolutions. The development
of multinational banks with a global perspective is a
phenomenon dating back to the late 1960's, with its
initiation in USA. When their corporate c¢lients moved
overseas, the 1large American corporate banks, 1led in
particular by Citicorp moved to escape the constraints of
domestic USA banking law and expanded abroad, answering the
increasing need of a new range of banking services which
linked together the corporate customers’ operations as they
gradually diversified throughout the world. During the mid
1980’s, with the introduction of electronic banking, the
networks had begun to be 1linked by global integrated
communications systenms. This factor led to a rapid
acceleration in information and money transfers, allowing
banks and corporations to iﬁprove significantly their cash

management capability on a real-time basis.

This was the start of the acceleration in the globalisation
of financial markets. Technology, particularly in the areas
of systems and telecommunications, has made this possible-

creating a 24 hour global securities market.

The American banks brought to BEurope a persuasive attitude
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on selling banking services. Traditionally in Europe,
bankers had been trained not to be aggressive in selling.
Customers were expected to approach +the Bank to obtain
financial services and especially loans. Credit assessment
tended to be undertaken on a ‘gone’ basis, namely the banks
assessed their 1risks in terms of what would happen if a
client were forced to go into liquidation. The American
banks’ competitive evaluation on a continuing business basis
related to cash flow and to the projected capability of a
client to repay the c¢apital and interest was revolutionary
in Europe. By comparison with their European competitors,
the American banks were seen as aggressive, innovative and
specialist financial service providers to the corporate
market. The British banks had remained weak in investment
manaéement and merchant banking, they had not held
substantial equity positions on their customers, and théy
did not provide their corporate customers with the same kind
of attention and business understanding. Channon refers
this fact as perhaps one of the major c¢riticisms that
corporations have levelled against British banks and why
some have tended to be more favourable to US commercial
banks. Citibank, for example, when operating its world
corporation ¢group structure, appointed a global account
manager to lead a team of 20\30 officers around the world to

service a large multinational.
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In the UK, corporate lending by the commercial banks has
tended to focus on the short term, although competition from
external multinational financial institutions has forced the
banks to devote an increasing share of assets to medium-tern
lending. Channon, (1988), reinforces the view that the
banking business was a few steps behind in Europe. He
observed that the banks were organized primarily by
geography rather than by customer and had no knowledge of
profitability by service or by customer, but only by branch.
The rapid development of the American banks during the
1970's, coupled with the development of technology,
especially for global funds transfer and later for all forms
of global trading meant that by the late 1982's global as
distinct from international, or even multinational banking
services had clearly developed. More over, these services
were different from traditional lending or transaction based
services and embraced new markets such as swaps, options and
futures as well as some integration of the debt and equity

markets.

With multinational banking arrived a global capital market,
a global foreign exchange market and a growing integration

of the main national economies of the world.
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CONSORTIUM BANKS IN EUROPE

The consortium banks were seen by some of the major European
banks during the 1970's as a good strategic option to face
the aggressive American competitors. There were a number of
reasons why consortium banks proved to be a logical and good
strategic option:

These consortia served to complement the member banks’ own
activities as well as to provide services for multinational
corporations that individual domestic banks on their own,
given their capacity restriction, could not. This was also a

very good opportunity for small banks to enter into the

international markets.

The consortium banks allowed the different participant banks
to generate specific new skills, such as specialization in

particular geographic or product market areas.

These early banking clubs, hecame just a transitory and

unstable stage in the development of multinational banking.

Channon (1988) indicates a number-of apparent reasons for
the failure of the consortium banks strategy:

The rapid growth of the global banking market led many of
the participants to rethink their initial defensive posture

and to pursue their own policies of international network



26

development.

In some cases, competition with partners started, mostly due
to the unclear set up of objectives when established and no
in-built mechanisms to resolve potential conflicts between
partners. At last and as a consequence of these factors
these consortium banks faced serious managerial problems
that led to the end of these organizations. It is observed
that in the mid 1980’'s most of the consortium banks formed
in early and mid 1970’s, had disappeared.

Channon, (1988), regards consortium banks as an important
step in the development of many European multinational
banks, and observed the fact that by the mid 1980’s all the
main European banks had developed their international

banking activities.

Profits from overseas operations had become a substantial

component of banks total profits.
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2.3 DEREGULATION

Just as the regulatory restructuring of the 1930’s, in the
most developed economies, was driven by the international
depression, so too the current wave of regulatory
restructuring, again in the most developed economies ie.
European Community and USA, is a response to inflation, new
technological capabilities and to the declining intensity of
regulations. Governments world-wide have embarked on a
course of financial liberalisation, opening-up the domestic
markets to competition from foreign banks and extending the
range of activities permitted to banks and allowing other
non-bank financial institutions to access the banking

markets.

'Deregulation had tended to lead to the introduction of low-
cost service providers which had often stimulated a much

greater level of price competition.’(Channon 1988)

Channon reports that in the USA the federal authorities
imposed a series of regulations turning most firms operating
within the financial services were made subject to product,

market and geographic regulatory constraints.
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These requlations foresaw:

1)- the restriction of bank branching across state lines for
the purposes of taking deposits (but not for making
loans)

2)- the setting of maximum level of interest to be paid on
consumer deposits (but not on commercial deposits in the
capital market)

3)- the prevention of commercial banks from dealing in
securities underwriting and the issuing of mutual funds
as part of trust or investment management activities

4)- stopping the banks from entering the insurance industryl

5)- preventing the banks from enteriﬁg in commercial

property development.

With deregulation most competitive }institutions moved to
adopt one or more of a number -of potentially viable
strategies. Some institutions have adopted different
strategic positions in different international markets and
the strategies identified are therefore not necessarily
mutually exclusive. Those left in the original segment
serving a broad market have tended to operate a geographic
niche strategy as community firms. Such organisations were
rarely attacked by larger competitors because of the cost of

providing an equivalent 1level of service for a small

geographic market.
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That was usually not considered economic, although in the
long term the strategy can be vulnerable. Moreover such
institutions might actually be short-term customers for
services provided by larger specialists, especially for
those services wutilizing advanced technology which are
highly volume-dependent, given the high sums of structural
costs. These geographic niche specialists can command high
levels of customer loyalty Dbased on special local
understanding and a high 1level of service for which many

customers are prepared to pay a slight premium.

Also included in this wave of deregulation, the 1980's had
seen successive governments adopt an aggressive policy of
denationalisation and privatisation (UK, Spain, Italy and
more recently the case of Portugal).

It is commonly believed that this fact stimulates
productivity and also spreads share owner-ship within

society as most nationalised enterprises have been sold at a

discount.

In relation to this subject it is believed that for a safer
strategy the banker’s planners must believe that
government’s regulators will not disappear, that inflation
might or might not be eliminated and technological
innovations will not stop. Most of all, it is important to

concentrate on unknown phenomena that will appear.



30

As Southeimer and Thoan {1986) concluded, regulatory
practices are moving away from protecting banks from
potential rivals and will continue to move towards more
intervention in the internal management of banks and their

new competitors.
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2.4 INTERMEDIATION

The need for financial intermediation arises because some
economic units have an excess of income over expenditure
(financial surplus), whilst others have a deficit; in this

case an excess of expenditure over income.

In the process of intermediation, commercial banks and to a
lesser extent, other financial firms facilitate payment
transactions. Traditionally intermediation meant the
process of bringing together savers and borrowers,

converting savings into loans or investments.

In the 1last few vyears, however, there has been a massive
reconfiguration of the process of the financial services
industry around the world. Today taking deposits and lending
by banks are.increasingly being supplemented by different
means of intermediation, +these include the issuance of
securities and other forms of marketable commercial paper
representing a corporate entity’s assets, whether they be

used for financing real estate, ships or motion pictures.
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An example of these innovations in the intermediation
process was the securitisation of a wellfknOWn piece of New
York real estate, the Rockefeller Centre. Here a world
famous piece of real estate was turned into liquid asset by
its owners, who, instead of borrowing from a bank or selling
the real estate directly to a single buyer, offered
securities in the form of REIT’s (real estate investment

trusts) to the public.

Already in 19890 Freeman‘ affirmed that the emerging major
players in this process in addition to the traditional
leading commercial banks and insurance companies, were and
would be well-capitalised investment banks and brokerage
houses (in USA - Merrill Lynch and Salomon Brothers), astute
packagers or mutual funds. Real estate investments also
have become major players in the new game of intermediation.
Whether they are based in London, New York, Geneve,
Frankfurt or Tokyo these institutions are not only coming
out with innovative, technology-based products, but also the
ability to market them globally. This phenomenon ‘is known as

the desintermediation process.
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2.5 DESINTERMEDIATION

Today a commercial bank manager can 1look out through his
doors and see non-traditional rivals offering a wide
extension of financial services. His once protected market
segment has been invaded. The obvious task, for these
managers, is to identify the market position or niches which
they can dominate and defend against accentuated
competition. These new aggressive competitors offer
insurance, securities brokerage, c¢redit of all kinds,
insured deposits and professional investment management, éll
explicitly priced, efficiently delivered and innovatively
conceived. Other new competitors equally anxious to serve
the market are emerging but associated with non-financial
commercial enterprises. These include General Motors

acceptance corporation and Renault Gest.

'In the USA, for example, five of the eleven largest firms
in terms of market capitalisation are actively developing a
financial service business. Not one of these firms is
considered to be a bank or is regulated as a bank holding

company but each of these firms has a market capitalisation
far larger than Citicorp which is the only bank holding
company among the fifty largest firms in terms of market

’

capitalisation.’ (Angermueller)
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Banks, in other words, began to lose their unigque image of
safety, soundness, efficiency and fairness, thus losing
deposits to building societies which offered transaction
accounté pavying higher interest and having longer opening
hours. Banks also 1lost important market share to non-
commercial banks, operated by private investment management
corporations like Merrill Lynch, and for the public sector
institutions such as local authority bonds, government
stocks or savings organisations such as post offices.

There was also a major move intb equities due to the
substantial bull market in the major financial centres.

This tendency had an opposite flow after the crash of 1987,
banks could then look to a return of funds from the equity
markets as investors returned to cash and what they felt as
safe deposits. In 1984 retail deposits in USA still
accounted for 56 percent of total bank deposits, however
since the mid 1970's the development of money market mutual
funds had attracted deposits, from small savers which
amounted to over 200 billion $§ by 1984. They offered a rate
of interest fixed to the money markets and proved an
attraction too tempting to avoid for many. As interest rates
grew in the early 1980's in the face of high inflation to
nearly 15% higher than deposits left in traditional savings

and loan deposit accounts.
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Although the mutual funds were not insured, neither were
they required to place part of their funds with the Federal
Reserve in non-interest earning deposits. These funds were,
and are, extremely cheap to operate, making use of telephone
and direct mail, they do not need any kind of branch
network. These funds could, in the USA, be collected from
anywhere without restrictions of State boundaries which
artificially constrained the activities of the banks. These
funds grew with most of the funds being withdrawn from the

traditional banking industry.

This trend is indicated by Channon(1988) as the reason that
eventually forced the regulatory authorities to relax
traditional investment rate ceilings and allow the banks to

develop more competitive deposit products.

Advocates of allowing the banks to participate in securities
market activities argue that it is not fair to restrict
commercial banks to pursuing activities in competition with
brokerage firms. These firms have been able to pursue
traditionai/banking activities with the development of money
market mutual funds and cash management accounts. Why then
should not banks be allowed to compete with brokerage firms

in those firms traditional areas of business?
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Schouppe argues about the logic in allowing commercial banks
to offer both equity and debt financing to firms, in view of
the fact that banks, savings institutions, public credit
institutions, brokers and insurance companies are all
invading each others ‘turf’. However he doubts if in the

long run this is the right route to follow.

The case against allowing banks to enter, argues that the
securities business, particularly investment banking,
involves much more risk than traditional banking activities.
A bank can suffer substantial losses if it is unable to sell
securities it has underwritten for the price it has agreed
to pay to the issuer (see 2.1 - Investment banks). However
a select number of large global financial service companies
are expected to develop further in the coming years with the
capacity to operate 24 hours a day and be able to provide
most, if not all, financial services to institutions and
individuals. These institutions are expected to maintain a

large equity base to permit such operations and expansion.

Angermuller believes that as long as economic conditions
remain relatively stable, both individual and institutional
customers will deal almost exclusively with and through,
banks and savings institutions as their principal financial

intermediaries.
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The loss of banking deposits around the world had thus been
mainly caused by the offering of superior deposit products
by non-bank institutions and by the growing sophistication
on the part of medium and high net-worth depositors. A
switch to equities is also a reason considered by several

authors as well as by banks in their reports.
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2.6 SECURITISATION

The 1980's proved to be a generally difficult period for
commercial bankers faced with problem loans to developing or
East European countries, as well as to troubled domestic
sectors. Traditionally, banks had no one but themselves and
their own borrowers to please; the banks were the only
investors in the loans they made or the securities they
purchased, and they shared all the risk with the borrowers,
having to operate within the financing constraints of the
assets. Increasingly however, banks will not hold the
financial assets they originate. They will securitise and
sell them to other investors. Securitisation is the simple
process by which debts take the form of negotiable

instruments.

Bank managements have in the 1980°'s improved their
institutions by generating income £from no or 1low risk
activities. To circumvent credit risk, commercial banks
have developed fee-based activities also called off-balance-
sheet financial services, such as launching of security
issues for enterprises or governments entities, trading
brokerage activities (in securities, precious metals or

foreign exchange), deal making and advisory services.
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Income from these new activities complement the traditional
margins between active and passive interest rates. The
bankers lending power changes into placing power, serving
issuers and investors, transforming credit into negotiable
instruments and shifting the bank’s risks. Another of the
costs of bank direct 1lending is the fact that it has to be
covered by capital ratios in most of the jurisdictions.

Banking legislation in a number of countries does not
require special capital ratios for the function of
distributing securities. By comparison the functions of
stock-trading, market making or underwriting are subjected
to capital adequacy requirements - though these requirements
are often less stringent +than those imposed in ordinary
loans. Securities and other fee-based off-balance-sheet
activities- in contrast to balance-sheet activities- are not
subject to measures of minimum reserve imposed by the

central bank.

Securitisation can also be 1in the interest of investors as
it provides them with a wide spectrum of financial
instruments to choose from to place their funds, and it

facilitates the diversification of their portfolio.

The growth of bonds, Nif’s, Frn’'s and Euronotes (see point
2.8) reflect the securitisation of corporate and

governmental lending. (see table 2.2)
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The tendency to securitisation had proceeded furthest in the
USA where by 1980, net borrowing in commercial paper and
bonds represented around 80 percent of the total, compared

with less than 50 percent in the early 1980°’s.

"The securitisation of financial instruments is only in its

infancy.’ (Freeman)

Financial engineering will probably produce a lot of new
instruments in the «coming years answering to the new

environmental pressures.
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table 2.2

—— e - . o e e e R A e s e W e R S e e o M o e e mm - e - = m— e W ——

1983
Securitized financing (2+3) 87
Bond issues 77
NIF’'s and similars 10
Syndicated bank loans 67
Other back ups 3
Total borrowing = 1+4+5 157
Securitized financing as %
of total (1/6) 55

29

57

11

219

42

11

268

40

305

source: Morgan Guaranty Trust Co
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2.7 TECHNOLOGY

‘In the quest for efficiency, technology is still the key to

reducing unit costs.’

(Banking World, July 1983)

‘The hall marks of the cashless society emerge from the
experimental phase and become reality.’

(Fairlamb, The Bankers Magazine, January 1983)

New technology can bring substantial benefits to the banks,
their employees and, more broadly, the general public. The
range quality and efficiency of bank services could be
radically improved. For example, the tedium of processing
massive amounts of paper could be redﬁced and opportunities
for implementing a shorter working week and better working
conditions enhanced. As the major banks are linking their
international branch networks for their own administrative
purposes, some are also diversifying into providing direct
electronic 1linkage for their corporate and individual

accounts (office and home banking).
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In 1984 Citibank doubled the number of terminals it had
installed in customer premises for the second year in a row,
bringing the total to 17,000 world wide.

(Annual report 1984)

It is in the stock and foreign exchange markets that most of
the technological progress has been achieved. By 1985
NASDAQ (see point 2.2) provided bid’s and offers from some
470 competing market makers in over 4,000 stocks to some
125,000 screens (An average of approximately 31 screens per
stock and an average of approximately 266 screens per market
maker). Significant economies of scale are available to the
institutions with high-volume usage, because all conmpetitors
face the same software costs and because of the high
experience effect in electronic banking. It is, thus, very
important to maximize the number of transactions processed

per terminal to achieve possible economies of scale.

"Electronic banking is helping to speed up all the financial
markets, it is stimulating the foreign exchange markets by
encouraging not only financial institutions but also

multinational non-financial institutions to take positions,
and is also increasing the velocity of money flows. The
major investment institutions have increasingly been
provided with the technological tools to enable them to

drastically speed up their trading positions with much
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better information. For institutions which previously
valued their portfolios only monthly or perhaps weekly, the
trend had been to on-line real time and to a dealing mode of
management. ’

(Economist 29-3-85)

"As the volatility of the financial markets had increased,
information about money had become as valuable as money
itself, nevertheless between 1975 and 1980 commission
charges, at the NYSE, as a percentage of the principal value
of securities transactions, fell by 57 percent for
institutional investors and 20 percent for individual
investors. The effect of 1lower dealing prices tended to
increase volume which more then trebled in the same period
of time, and reduced the volume of trade through off-
exchange dealing- ‘the third market’- from 7.87 percent of
total volume in 1972 to 2 percent in 1980. "

(Walmsley, The Banker, March 1985)

This enormous growth is translated by the an interBank
cooperative message switching system - Society for World
Wide Interstate Financial Telecommunication (SWIFT) growing
extension. Established in 1973, by 239 banks in 15 countries
as a non-profit bank-owned cooperative, SWIFT had grown to
around 2,000 banks in 5@ countries by 1987, processing

almost 1,000,000 messages a day, with traffic expanding at a
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rate of 20 percent per annum. (BEuromoney, August 1987)

Technological changes have speeded up the implementation of
transactions, reducing costs and contributing to the
expansion of international financial markets. In the
future, technology will be absolutely vital for information,
data processing, management decision-making, creation of new
products and full electronic mail. Technological skill will

be of paramount importance in gaining competitive advantage.

With this c¢hange two of the conditions of a perfect market
are now fulfilled: inexpensive information is immediately

accessible and universal.

BIS has estimated that costs of transactions have fallen by
more than 90 percent in the past two decades because of

major technological improvements.

This revolution has multiplied the capacity of financial
institutions to transact business: distances have been
instantaneously bridged, and large volumes efficiently

handled (transmitted, processed or stored).
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By speeding financial transactions these changes have
reduced the need for holding idle financial balahces.

They have helped the rapid processing of vast amount of
information to interpret change, to reach quick decisions
and to design complex financial instruments. Technology has
stimulated the integration of financial markets, with a
global 24-hour market for major convertible currencies and
several financial products and instruments. A number of
barriers are thus breaking up and funding cah now be raised
in areas far distant from those where they are placed or

used.

The banks also found themselves under the obligation to
provide key information services to help the customers to do
their jobs. Lewis and Davis argue that without modern
computing technology the costs involved in producing some of
the new financial assets, such as, for example money
markets’ mutual funds and options could be prohibitive
because of the continuous calculation needed for the
valuation of the portfolio. It is the new technology that
will dominate the banks’ long term thinking and negotiation
strategy. Reorganisation, especially in developing economies
like the Portuguese will take place and most banks will need
to increase their investments in technology, so they can

survive in competition.
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2.8 INNOVATION

Financiél innovation is for banks as important as research
and development is for other industries; innovation shows us
how c¢reative thinking can lead to higher profits.
Traditionally, banks have placed only one type of investment
with investors, namely their own deposits, and therefore
banks had 1little incentive and opportunity to think about
how that deposit instrument might fit into the investor’'s
portfolio. But, all over the world financial markets are
changing rapidly, with new financial instruments appearing
almost every day (see table 2.3). The once staid banking
industry is now highly dynamic with the distinction between
different financial institutions becoming increasingly
blurred. An acceleration in the pace of innovation,
deregulation and structural changes in the last few years
has transformed the international £financial system in
important ways. Major new financial instruments - mostly
taking the form of off-balance-sheet commitments - have
either been created or have dramatically increased their
role in the financial structure. International credit flows
have shifted away from 1loans through large international
banks into direct credit markets, the volume of daily
transactions has multiplied, financial markets have become

far more closely integrated and world wide capital has
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become much more mobile.

Several different reasons are suggested as financial
innovation stimulating forces by the different consulted
sources

- rise in inflation (BIS)

- the increase in volatility (Angermueller)

- increased volatility of interest and exchange rates (BIS
and Channon)

- to serve investor protection needs (BIS and Freeman)

- changé in regulatory environment (BIS)

- the bank customers who ask the bank for advice and
practical assistance (Holzach, R),

- desire to reduce risk (Mishkin)

- avoid certain future risks such as getting locked into
fixed interest rates, periods, currencies or other terms
(Mishkin)

- desire to exploit new technology (Mishkin)

- desire to avoid regulatory constraints (Iffland)

- desire to escape or minimize obligations, institutions may
be subject to by fiscal, monetary or supervisory
authorities (Mishkin)

- avoid capital adequacy requirements related with safety
and soundness of the financial structure, or to deal with

ligquidity problems. (BIS and Mishkin)
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It is then very natural, with such a number of indicated
causes, that there has been an explosion in the demand for
innovative financial instruments. The desire of economic
agents for new vehicles that perform the functions of
transferring risk, enhancing liquidity, and generating debt
and equity, have also fostered very rapid growth in the
supply of new instruments; those that try to redistribute
interest rate and exchange rate risks and the impact of
inflation (separating c¢redit worthiness 1risk from market
risks) and those aimed +to enhancing +the liquidity of

particular instruments or institutions.

These new instruments include:

. The floating rate loan

. The development of variable rate debt instruments - Cd’'s
{({certificate of deposits) and Mortgages
Options market for debt instruments (currency and interest
rate)

. Interest rate and currency swaps

. Futures market for financial instruments

. Nif’'s (Note issuance facilities)

. Fra’s (Forward rate agreements)

. Ruf’s (Revolving underwriting facilities)

. Burocurrency

. Zero coupon bonds
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For some of these instruments such as Eurobonds, Frn’s and
Cd’'s the interest rate is normally set relative to LIBOR
(London Inter Bank Offer Rate), usually with a margin of

around one quarter percent over.

The options market deals in contracts which give the
purchasers the right to undertake future transactions, that
is, the purchaser gets, by payving an initial fee for the

contract, the right but not the obligation to buy or sell an

asset at an agreed price at some future date or over some ..

specified time period, thus limiting downside 1risk while

leaving open upside potential of gains.

By buying financial futures an investor can, for example,
buy an interest rate contract which locks in a known rate of
return. If the investor expects future interest rates to
fall he can sell forward the present rates or any other
value between the difference, while if he expects rates to
rise he can buy the present rates or any other value between

the gap.

In the USA three major futures markets have developed:
The Chicago Board of Trade, The International Monetary
Market (IMM) a division of the Chicago Mercantile Exchange,

and the New York Futures Market (NYFM).
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"Major participants in the new financial products markets

are commercial banks dealing in foreign exchange, and

multinational companies anxious to hedge against exchange

risks.’ (Channon 1988)
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EUROMARKETS (see table 2.4)

An eurocurrency technically is any currency on deposit
outside the borders of the home country of that currency and
beyond the control of its regulatory authorities. This is
one of the most important financial markets used in the OECD
countries. The unusual feature about this market creation
is that this important market was an answer to the Soviets’
fears and it has much of their creative financial power. 1In
the early 1950’'s during the cold war period, the Soviets had
accumulated a substantial amount of dollar balances held by
banks in the USA. Because the Russians feared that the USA
banks might freeze these assets, they moved the deposits to
European banks where they were safe from expropriation. This
was not an unjustified fear, considering the US freeze on
Iranian assets in 1979. However the Soviets wanted to keep
the deposits in dollars so they could use them in their
international transactions. The solution was to transfer
the deposits to European banks but to keep their
-denomination in dollars. When the Soviets did this the
eurodollar was probably born. This justification is the
main creative cause, frequently referred by different
authors, but the Marshall Aid plan could also have been an
influence in the c¢reation of this market. Similarly and
more recently, there has been a substantial flow of £flight

capital by rich individuals into
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the Euromarkets from high political risk countries or just
as a mean of tax evasion. From its initial base in London
this market has expanded to embrace a wide variety of
different centres around the world such as New York, Paris,
Luxembourg, Bahamas and Caymans, Hong Kong, Singapore and

Tokyvo.
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The recent innovations in banking alsé include aspects such
as wholesale Dbanking, Asian currency market, roll-over
credits, office and home banking, provision of financial
information, global c¢ash management, self-service bank,
credit, debit and smart cards, automated teller machines

{ATM’s) and electronic funds transference (EFT).

In relation with the aggregate risks of all these newvw
financial products and services, Languetin argues that the
relative strength of the financial sector depends on the
level of risks existing in the economy. He argues that this
‘new generation of financial products has not yet passed its
most crucial test, ie, that of economies in deep recession.
The gquestion then is: has the development of financial

innovations helped to reduce risks?

From a micro-economic perspective those innovations have
helped both issuers and investors to limit or hedge risk and
may in some sense enhance the 1liquidity of particular
classes of instruments or indeed institutions. However, the

same level of risk will naturally exist in the economy.
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2.9 DELIVERY SYSTEMS

Probably 80 percent to 9@ percent of all payments are still
made in cash. About 60 percent of all non-cash payments in
the UK are made by cheques and very often the process
involves the transfer of funds from one bank to another (see
table 2.5). In 1987 it was estimated by the London clearing
banks that about 60 percent of their UK staff were emploved

in money transmission services.

The growing use of ATM’s and EFT’s at point of sale (EFTPOS)
and the spread of home banking can be expected to play a
large part in changing the daily life of bank staff - while
wage costs are rising at least in line with inflation the
costs of ATM’s are falling in real terms by 6-10 percent a

year.

Amongst the major American retail banks the trend has been
the same:

increased automation

more ATM's

specialist branch offices

fewer retail banking employees.
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table 2.5
COMPARISON OF THE RELATIVE IMPORTANCE OF PAYMENTS
OTHER THAN CASH

CHECKS CREDIT(a) DIRECT PAYMENTS BY
TRANSFERS DEBITS CREDIT CARD

(as a percentage of total volume of transactions in 1983)

CANADA 91 (insignifi) 2 7
FRANCE (b)82.5 9.2 6.2 2.1
GERMANY 11 57 32 (insignifi)
ITALY (b)85.3 (b)12.7 (c)1.5 @.5
JAPAN (d)18.7 14.8 56.3 10.3

NL (b)22.3 62 15.6 (insignifi)
SWEEDEN 20 72 1 7
SWITZELAND 10.6 88 0.8 | 0.5

UK 61 23 6 8

usa (e)98.6 0.9 - 7.2

Source: BIS

Including Interbank transfers

Including postal checks

Data are for 31 banks accounting for 70 percent of the
total balance-sheet assets of the banking system

d Including bank checks, bills and promissory notes

e Including payments on credit card accounts

QU w
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One estimate suggested that over 500,000 teller jobs will be

eliminated in the coming years in the USA.

Channon, (1986), said that customers also prefer to use

ATM’'s instead of tellers.

Market research in a number of countries has shown that in
many cases bank customers actually prefer to conduct their

transactions on ATM’'s rather than using tellers.

Moutinho (1989), speaks about a greater level of acceptance
~towards the incorporation of new functions and services to
be provided to EB(C’'s (Established Bank Customers) through
ATM's. He also found an increasing perception of safety

when making deposits in ATM's.

At present ATM’'s can do about 60 percent of a teller’s job,
however there are estimations that some future ATM’'s will be
able to perform 990 to 95 pefcent of the teller functions.
ATM's are being installed where they are close to the point
of demand (see table 2.6): in supermarkets, petrol stations,

transport stations and airports.
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table 2.6

1990 Estimates

monthly EFT

transf. per POS share

terminal terminals of total
Supermarkets 624 74760 42
Petrol retail 1764 30260 17
Convenience 1470 12460 7
Fast food 400 17800 10
Other 140 42720 24
Total 734 178000 100

- — - —— = " - —— - G e e o S s e M e e S e o e . e -

source: American Banker
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ELECTRONIC FUNDS TRANSFERENCE

With the telecommunications and computer developments there
seem to be better ways of organizing payment systems,
systems in which all the payments would be made using
electronic telecommunications. By entering the secret code
(PIN) at the terminals, anyone will be able to move funds
from their bank accounts. This system includes all kind of
money transfers, at the point of sale (EFTPOS) and any kind
of bill to pay. On ATM’'s or home and office computers, the
operations are on a real time basis. No people are required
to process any paper; time is saved for both customers and
retailers when making payments. It is estimated that EFTPOS
operates at twice the speed taken by a cheque payer or

plastic card user when a voucher is involved.

‘It is very significant that there has been no resistance to
the widespread use of EFTPOS in any retail sector; some
large retailers have developed their own internal
electronic point of sale terminals to process sales and
stock " information and are now beginning to use this

equipment for EFTPOS.’ (Corper, 1989)
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OFFICE, HOME BANKING AND TELEPHONE BANKING

These services permit customers, both personal and
corporate, account interrogation, interaccount transactions,
bill payments, loan generation and electronic mail within
the home or office.

Telephone-based Dbanking is Dbeginning to emerge as a
potentially significant system (in point 2.10 there is some

deeper explanation about the operation of this new system).

BRANCHES

Most branches have traditionally offered full service,
providing the complete range of bank services to all kinds
of customers including both personal and corporate

The cost of providing full branch-based transaction services
has come under increasing scrutiny by comparison with the
cost of using alternative delivery systems, notably ATM’s,
EFT, telephone and home banking. This led to the
introduction of a variety of new pricing strategies where
banks increasingly tried to recover the cost of
transactions, using price as a mechanism to encourage a

switch from paper-based systems to electronic banking.

The universal branch had come to be seen both as expensive

in its overall operation and also as not necessarily
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efficient in providing specific services to particular

customer groups. Electronic oriented branches will replace
many traditional Dbranches. Transmission services can be
provided by debit and credit cards at the ATM’s or by
telephone banking, much faster and more cheaply than the

traditional ways.

John Reed; chairman of Citibank, estimated the cost of
service of a credit card holder to be $20 a year compared
with about $150 to service a bank customer using branches

and teller services.

FULLY AUTOMATED BRANCHES

In these branches, which do not use especially advanced
technology, c¢ash deposits, withdrawals, balance enquiries
and international transactions can be conducted by the
customer without bank employees’ intervention. Employees
can be present in the branch just to assist customers in
using the machines and also to provide advice on non-

automated services.
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CORPORATE BRANCHES

Such branches do not normally handle retail banking business
but offer a range of services used by medium-sized corporate
accounts within a particular geographic area. In addition to
domestic services such outlets are equipped to provide a
number of international and investment banking services

such as foreign exchange, trade finance products, letters of

credit, asset based finance and corporate cash management.

In the UK several automation schemes have started:

Clydesdale started Counterplus in 1984

Anglia building society started Pay Point in 1985

All the major Banks started EFTPOS in 1986 and 1987

Barclays launched Connect in 1987

There are estimates that by 1995 there could be as many as
300,000 payments terminals in +the UK with about 40 percent

of total retail turnover completed electronically.

The Nottingham Building Society, for example, in partnership
with the Bank of Scotland, has launched HomeLink, Britain’s
first home banking system. The system developed with British
TeleCom, enables the customers to operate the service 24

hours a day, seven days a week. HomeLink uses the telephone
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system and a special console connected to an ordinary TV set
(the telephone line acts as the cable in which the signals
are transmitted to and from the TV set). HomelLink customers
have a current account and a cheque book, issued by the Bank
of Scotland. Each individual HomelLink account is protected
by a security system to ensure safety and confidentiality.
Once familiar with the service, the customer is expected to
go through the security procedures in about a minute to get
his or her personal account details on screen. HomeLink
allows the customer to:
switch on his home TV set and see his Nottingham Building
Society and his Bank of Scotland account statements on the
screen, and arrange to transfer money between the accounts
pay households bills such as rates, electricity, gas and
so on, direct from his TV console
. choose, buy and pay for a range of consumer goods and
services
. send letters instantaneously to the Nottingham Building

Society and to other customers and business on the system.

After 1985 the Nottingham Building Society ceased to invest
heavily in a branch network. The Economist of 26-01-85
refers that this society considered that each new account
generated through its home banking facility cost only a
third of that of a similar account produced from a branch

system. Similarly the Bank of Scotland has no strong
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branch network in England and Wales.

Also Barclays and Midland have doubled <the number of
installations on sites such as university campuses,
factories, industrial estates, hospitals, military bases and

shops and shopping centres.

In table 2.7 distribution of ATM’s and card holders among

the banks is shown.



(Table 2.7)
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DISTRIBUTION OF ATM’S AND

CARD HOLDE

RS IN THE UK

NUMBER NUMBER OF
OF ATM'S CARD HOLDERS
(Nov 1988) -
Clydesdale + Midland
+ 5.300 13.000.000

Westminster + TSB
B. of Scotland + Lloyds
+ Royal B. Scotland 4.400 11.000.000
+ Barclays
Link\Matrix 2.000 8.000.000
Halifax Building Society 900 3.300.000
Yorkshire Bank 200 1.000.000
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2.10 PRESENT AND FUTURE STRATEGIES

For many banks, internal control systems which enalble them
to measure the profitability of clients and services were
still not available by the late 1980’'s. Such banks were
often pursuing markets without a solid economic conviction.
As one general manager for a major British c¢learing bank put
it recently when describing correspondent banking services:
'I believe I am losing money on half of the services I am
offering, the only trouble is I don’t know which half’.

For banks, the speed and accuracy of information is crucial
for decision making. Banks will tend to focus and refocus
their efforts and attention on their core business and at
the same time develop their alertness to external changes.
As a result they will become more flexible and will be able
to adjust quickly.

Crane and Eccles argue that the way to win the competitive
struggle among banks (their research focus on commercial
banking) is to focus on management and organization. They
highlighted three stages in building the banks
organizations:

1- Recognize each activity as a separate business

2- Develop different strategies. Once separated, each unit

identifies a different source of competitive advantage.
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3- Identify key links and foster collaboration among units.
Few banks have advanced to this stage, but the most
successful will develop the ability to do something
beyond running individual businesses well. To serve
customers better, top managers will identify the links
among each unit’s key activities in order to provide the

an efficient service.

Llewellyn emphasizes the role of the 'new single European
market’ (deregulation process) which will result in a more
competitive environment, together with the impact of the new
technology and internationalisation. These three pressures
will bring consequent challenges, threats, opportunities and
risks. Arbitrage will eliminate differences in the price of
fiﬁancial intermediation and other services between
countries which can vary for three general reasons:
1- Differences in the efficiency in different financial
systems
2- Different regulatory 'taxes’ imposed in different
countries

3- Differences in the comparative environment

In principle a high price of financial services in one
national system will be competed away either through the

entry into the domestic system of foreign firms or by the



69

users of financial services using foreign markets and

institutions.

Smart, 1989, writes about possible price reductions in
financial services in the European Community from 21 percent
in Spain to 4 percent in the Netherlands (it will be seen in
chapter 5 some cases of 500% price differences, between
Portuguese institutions and institutions operating
globally). Banks’ margins will come under increasing
pressure, due to the higher cost of deposits and lower price
of loans. These margins are, in general, wider in retail
than in wholesale business because:
1- The corporate sector has had access to a larger number of
banks than the personal sector
2- For the corporate sector the capital market is a
potential competitor to banks, and the capital market has

been particularly innovative in recent years.

Thus, marketing is becoming an even more important and
fundamental driving force for banking strategy. The banks,
however, will have to bear in mind the preferences of the
investors when originating new financial products; the new
finance tends to be more customer then product driven.
Linerick argues that the retention 6f private clients will

determine the fortunes of many houses.
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INFORMATION ON THE CUSTOMER

Good customer information is seen as the key to future
market share. Banks will need timely and comprehénsive
customer information within their branches, along with the
capability to manipulate that information at the counter,
and to show the cﬁstomer what services are available to hinm,
what price he will have to pay, and what benefits he can
expect to gain from themn. This strategy tends to assume
much greater importance because customers have become
increasingly more price sensitive as their general knowledge
of the cost of financial services improved. More over, due
to the 1lack of customer segmentation, different classes of
customers have been charged the same irrespective of their
level of service usage and balance. Price competition has
been increasing throughout many areas of the financial
services industry. Many institutions had endeavoured to
reduce the impact of price erosion by attempting to adopt
niche or specialization strategies. As a result all
financial service institutions have been forced to examine
ways in which they could increase their efficiency and
productivity, and at the end better serve the c¢lient and

better compete.
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BANKING - RISKY GAME

Experience and investment in information and careful
analysis should provide some guidance for avoiding a repeat

of mishaps such as the third world debt.(table 2.8)

Galliker believes that fair and prudent competition in the
financial sector can prove over the longer term to represent
a powerful engine of change and progress. Banking is a
business without patent law, and any new service introduced
can quickly be duplicated. Pioneering profits in today’s
competitive banking world can last as 1long as it takes a
mountaineer to scan the horizon after scaling a 12,000 foot

peak.

The big difference will be the guality of the bank’s staff.
The best guarantee for the best banking strategy will remain
the well trained, knowledgeable banker who performs his
mediator role with an equal responsibility for both the
deposits and loans of his bank. Banking management has to
be aware of this fact, the development of the labour force
is going to be a formidable task; technology is and will be
just part of the job. In general the size of the workforce
is 1likely to decrease, and banks might be forced to
encourage the departure of certain personnel, using

financial incentives.
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Banks will need more specialists because new sophisticated
products and services will be offered in areas such as
foreign exchange, bond trading, financial engineering and
portfolio management. There will also be an increased
demand for generalists and not only in top management. As
banks become more client oriented rather then product-
driven, clients need to be approached by bankers who can put
global product and services packages together. Strategy as
regards new financial products is complicated by the fact
that their potential and even more their inherent risks are
not sufficiently well known - they have yet to be tried and
tested - the bankers must evaluate as comprehensively and

accurately as possible the new risks.

Holzach (1986) concluded, when studying the financial
institutions reactions to financial innovations, that in
general experience is not of much value. He argues that
imagination, intellectual curiosity and sceptical
perseverance are better equipment for analysis and

prognosis.

A safer long term strategy should include a tightening of
the internal regulations and surveillance procedures to such
an extent, that any risks being taken can be recognized

immediately.
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Training of personnel involved with the new financial
instruments has to be of the highest standards, the analysis
of business partners and their credit worthiness also has

to be improved and the internal means of control have to be
extended to every new ground. Strategy for the new financial
instruments should be determined by a cautious and extremely
detailed awareness of the risks. It would be wrong to stand
waiting for rules. At this stage self-control and self-
discipline are preferable to further 1legislative and
administrative intervention. BEach bank needs to make an
analysis of its strengths and weakness and then compare
those to the environment in which it plans to operate. The
result of the analysis will differ from bank to Dbank.
Whether it concerns new or traditional business, it remains
a case by case matter. Firms in general, are not interested
in change for the sake of change but making those changes
that are necessary to improve market share and profits.

In a world in which the necessary conditions for achieving
market success have become far more complicated than in the
past, it is then necessary to identifiy the competitive

advantages of each institution.
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table 2.8

LOAN LOSS PROVISION TRENDS 1582-86

FOR THE MAJOR US AND UK BANKS

1982 1983 1984 1985 1986
US banks Sm
J.P. Morgan 114 230 150 335 265
Chase Manhattan 230 254 215 320 475
Citicorp 473 520 619 1243 1825
Chemical N.Y 117 166 165 113 170
Bank of America 501 658 860 2180 2004
UK banks (*)
Barclays 300 442 469 416 416
Lloyds 219 219 269 257 215
National Westminster 116 155 199 255 313
Midland bank 196 318 616 431 357

source: BIS

(*) Millions of pounds
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2.11 FACTORS OF SUCCESS

The winners will have similar characteristics. They must be
flexible in their thinking and in their capacity to adapt to
change. They must have low cost technology~-based
distribution systems while still offering quality service.

They must understand who their customers are as well as what
their chief assets are in terms of the competitive
environment. They must implement an aggressive marketing

strategy and deliver on the promises made.

In a conclusive form, Dimitries proposes seven points of

attention:

1- Evaluate how the rising curve of innovation affects the
customers, the employees and the products

2- Play a great deal of attention to planning and training

3- Be ready to think the unthinkable

4- Challenge the obvious

5- Adjust swiftly to market pressures

6- Dismantle o0ld structures to increase manoeuvrability

7- Rethink functions

An OECD study (Paris 1988) suggests that the revival of
computerized technologies everywhere are contributing to a

major shift in focus away from production towards customer
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assistance; the transformation of old products and the
development of new ones.
It also identified as change variables, the following:
The capacity of banks to decentralize - geographically and
or organisationally (location of work ¢ location of
decision-making responsibilities)
The extent of automation - front and back office and in
management information systems.
The capacity of banks to change the division of labour -
both in front and back office.
The capacity of banks to effect a shift to a new strategy
of 'qualitative’ growth with a strong market orientation.
The capacity of firms to shift to a labour force with
greater educational preparation.
The capacity of firms to become more flexible through more
extensive use of out-sourcing, part time employment, and

other forms of contingent employment.

Toft,(1986), argues that the personnel have to be developed
by education, training and varied work experience and that
to be successful a bank must ensure that satisfactory staff

development takes place.
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With respect to customer perceptions of personnel education
and behaviour, Moutinho (1989), reminds us that as

far as the customers are concerned, the person on-the other
side of the counter, or end of the telephone is the
organization, and for this reason most of the big financial
institutions have now implemented customer care training
schemes. Moutinho also affirms that customers are more
likely to seek the services of another bank in situations
where high interest rates on credit cards prevail, interest
rates on savings accounts are low and where and when a loan

application has been refused.

At the end of the déy successful bankers are and will be
those who distinguish ahead of competitors the new needs and
opportunities and respond without delay with the appropriate
products, who can look forward enough to take advantage of
the new technology, who can deliver what the customer wants,

in the most efficient way.

In one of its regular studies of 388 leading US
multinationals, Greenwich Research Associates found in

1982 that the most important factors for big companies when
deciding to use a bank as a lead institution were its
competence in operating global multinational relationships,
the high calibre of its account officers, and the extent of

the bank’s overseas branch network.
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3 - MACRO ASPECTS
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3.1 BANKS AND MACROECONOMICS

Because of the two vital functions that banks perform: the
conversion of savings into loans and securities, and the
performance of the payments mechanism, banks are regulated.

The objective of banking regulation is to balance the safety
and soundness of these institutions against their
efficiency. It is important that a bank should ensure that
it has sufficient liquidity to meet all possible demands

likely to be made on it.

The banking industry is seen as playing’a major role in the
process of industrial development. Differences bhetween the
relative economic successes of different countries have, in
part been attributed to ways in which the role of banks

varies in the process of industrial investment.

The rapid and vigorous expansion of the innumerable
financing transactions and of those of pure speculation -
options, futures and most swaps - does not seem to present
any problems for the implementation of monetary policy.

However the supervision of banks is no longer a relatively
straight forward process of asking some questions about the
quantity the gquality and maturity of debt and comparing it

with liquid capital.
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For example, foreign debts, 1long regarded as being in a
privileged category on iﬁs own, may how be regarded as
amongst the more hazardous assets, at 1least as regards
liquidity. It is important not to forget that most of the
new activities of banks generate off-balance sheet assets.
Financial groups which include banking operations will
shortly be embarking on all sorts of new activities
concerned with the holding and trading of securities.

These require different forms of dapital backing and
different skills in supervision. The approach is highly
mathematical involving analysis, understanding and

evaluation of new risk categories.

Mikdashi argues that a more rigourous assessment of risk
assumed by financial institutions and a faster reporting to
monetary and supervisory authorities will be needed. He
also believes that the observance of safety standards must
accurately be respected (especially with respect to an
adequate equity base to cushion exposure’s risks) whether
these are actual or contingent, national or international,

within or off-balance sheet.
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3.2 THE SINGLE BANK UNION

With a view to the creation of a single financial market by
the end of 1992 the Community has issued a number of
directives, some of which have now been adopted and others
are still at the proposal stage. The aim is the
harmonization of the rules for each individual member
country applying to financial services (banking, insurance
and securities transactions) and at the gradual
liberalization of capital movements among member countries.

The process of deregulation that the European community has
engaged on, will bring several transformations in the

financial environment of the various EC countries.

The two main legislative measures concerning the banking
activity in the community, are the first and second banking

directives.

The first European banking directive is the first attempt to
harmonize the terms of access and the operating conditions
of banks. This directive lays down minimum rules concerning
authorization in terms of own funds, as well as number, and
experience of managers. This directive also establishes a
list of permitted activities for banks in the European

Community.
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Banks are authorized to perform the following activities:

1-

2-

10-

11~

12~

13-

Deposit taking and other forms of borrowing
Lending (consumer credit, mortgages and factoring trade
finance)
Financial leasing
Money transmission services
Issuing and administering means of payments (credit
cards, travellers cheques and Bank drafts)
Guarantees
Trading for own account or for account of customers in:
a)- money market instruments (cheques, bills, CD’s etc)
b)- foreign exchange
c¢)- financial futures and options
d)- exchange and interest rate instruments
e)- securities
Participation in share issues and the provision of
services related to such issues
Money broking
Portfolio management and advice
Safekeeping of securities
Credit references services
Safe custody
Note: 7,8,9,10 are Investment Banking

activities
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All these services can be offered from across a country'’'s

borders, and there is no need to have a branch in a

particular state. At present, when a bank sets up branches

in another Community country, the activities of those

branches are restricted by the host country’s rules.

The second banking directive issued in January 1988 brings

two new principles:

1- The home country of an institution will be responsible
for the regulation, control and supervision

2- There is to be a mutual recognition by all member

governments of each others regulatory arrangements.

The aim of the directive is to create a truly internal
market in banking in which any credit institution authorised
in a member state will be able to establish branches and to

offer its services freely throughout the community.

Access to another member state banking market can now be

secured in five basic ways:

1- By building a location

2- By mergers and acquisitions where two institutions of
different nationality merge so that a single institution
has universal access in both countries

3- Through the purchase of a company in another country
which has ready access to customers

4- Through developing business links
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5- Via trade

Banks from ‘’heavy’ regulated countries are nervous about
this aspect of home country control because of the
competitive inequalities that will result. However and to
give some protection and time to prepare them selves, the
directive sets a dead-line for the removal of remaining
restrictions on capital movements within the Community: June
30, 1990 for most members states, December 31, 1992 for
Spain and Ireland and also, though with a possible extension
to 1995 to Greece and Portugal. Most banks are giving
priority to the defense of their geographical home turf and
locating functions in the major financial centres - London,
New York and Tokyo. Defensive tactics are 1likely to be
considered first. In a second phase banks might examine
whether they can extend their activities and influence to
neighbouring regions. The wunified market will not be a
totally uniform market. There will always remain
differences of culture, but we will see global strategies

emerge in Europe as c¢ross banking becomes easier.



86

3.3 FINANCIAL CENTRES

J. Holland (1990) set up a diagram with the attractive

features of financial centres.

Thus, the most attractive a financial centre is, the higher

are the following characteristics:

1- Low degree of regulation of non resident banking
transactions (no reserve requirements and no interest
controls)

2- Allowance of all types of banking and all types of
banking firm combination

3- Low political risk

4- Number of overseas firms listed in the local stock
market, volume of.Eurobond andkforeign exchange markets
and the range of financial trading and engineering skills
available in the centre

5- Sophistication of global communications, sophistication
of domestic capital markets and banking. The scale of the
domestic economy

6- The centre language, the centre currency and the centre
time zone

7- The level of self regulation and market forces

8- Benign tax laws with exemptions for banking activities
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Table 3.1 presents a comparison of permitted activities in

London, New York and Tokyvo.

In London domestic and foreign banks can underwrite
corporate securities - but not in Tokyo or New York.
Securities companies both domestic and foreign can deal in
foreign exchange in London and New York but not in Tokvo.
Securities companies may‘hold a banking 1license in London
but not in Tokyo and only under certain circumstances in New

York.

Over time it is expected that these differences will
disappear and deregulation will be essentially complete in
the next few vears in the principal markets, leading to an

integrated global financial services market place.

As the 1leading euromarket centre, London provides active
markets for all the convertible currencies, namely US
dollars, German marks, Swiss francs, French francs, Japanese
ven, Dutch guilders and Belgium francs as well as sterling.

Within the c¢ity of London nearly 500 banks, both domestic‘
and foreign operate. This number has been increasing
considerably since the early 1970’'s despite the substantial
cost of operating in the London market. In addition there
are over 20 merchant banks, 11 discount houses; some 20

finance houses and over 20@ stock broking firms active in
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the market. London also contains a substantial number of
commodity brokers, licensed deposit takers, building
societies and insurance companies. The future of London as
the leading international financial centre seems assured,
due to its time zone position and also as a consequence of
the g¢growing importance of global dealing for not only
foreign exchange but also equities and debt securities.
London’s advanced deregulation also ensures the maximum
level of competition between all forms of financial

institutions.

With the securitisation of 1lending, the birth of a global
electronic equity market and a major foreign exchange market
London allows commercial banks, investment banks, brokerage
houses and other forms of market maker all to compete in all
market sectors. This is a different position from all the
other financial centres. Deregulation in London reached its
peak in October 1986 with the Big Bang which removed the
restrictive practices of the London Stock Exchange, now
called the International Stock Exchange, and led to a
dramatic increase in competition as commercial and
investment banks both domestic and foreign rapidly absorbed
most of London’s traditional stock - brokers and jobbers to
denominate the market. Meanwhile the traditional floor based
exchange in a few months gave way to

electronic trading of both domestic and international
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equities.

In Japan the capital markets have emerged rapidly in
importance since the beginning of the 1980's.

The Japanese domestic market has traditionally been very
active in both commercial paper and bonds, however the
increase in Japan’s trading surplus coupled with
deregulation has stimulated considerable growth in the Tokyo
market as an international centre. Tokyo is clearly the

third key link in the global capital market.

Bront (1982) considers that in Japan the management of the
economy is under considerable influence from bureaucrats in
the major ministries, which consist of some of the very best
and brightest of Japan’s most educated individuals. In
1980, 45,131 University applicants took the advanced civil
service examination of which 1,254 passed. The best of
these went to the Ministry of Finance (MOF), the Economic
Planning Agency (EPA) and the Ministry of 1International
Trade and Industry (MITI), the critical ministries in the
management of the Japanese economy.b Japan has also been
enjoying the lowest strike rate the best labour productivity
gain, a high rate of acceptance of technological change and
a low unemployment. Technology is not seen as a threat but,
rather as an opportunity to improve productivity.

The relationship between the banking system and industry
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have been especially close in Japan.The major city banks are
key members of the major industrial groups and traditionally
up to a third of their 1loan portfolios are allocated to

group member companies.

The multinational banks in contrast with the UK played
little part in Japanese industrial development. At the
beginning of the 1970's the few foreign banks operating in
Japan had 3 percent of the domestic lending market. By 1987
the number of foreign banks operating in Japan had increased
to 79, but this group still enjoying the same 3 percent of
the domestic market. Foreigners found it extremely
difficult to penetrate the domestic Japanese market, due to
their lack of affinity to the major industrial groups and

difficulties in obtaining access to low-cost domestic funds.

Throughout 1986 the Japanese banks competed aggressively
amongst themselves for asset growth and much of this
activity took place via their London-based branches. During
1986 Japanese bank cross border lending from London grew 40
percent, compared with 10 percent for British banks and a
decline of 10 percent for the American banks. As a result,
by the end of 1986, Japanese banks had established a clear
lead in the international banking market with a 32 percent
share of international assets compared with 19 percent for

the US banks and 8 percent for French banks. (Bank of
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England report, May 1987)

In addition to the banks, the 1leading Japanese brokerage
houses were also emerging as dramatically important global

players.

In London and Switzerland the focus of attack for the
Japanese banks was in the areas of investment banking and
securities market, by aggressive pricing and growing level
of innovation. By 1987 the Japanese city and long term
credit banks had become important players in international
banking (see table 3.2) and they made up half of the world’'s
top 25 banks as measured by deposits and assets. Moreover
with an extremely high domestic saving rate, a strong
balance of payments surplus and the growing
internationalization of the major Japanese companies, the
Japanese banks are expected to continue a grow in

importance.
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The large universal banks in Germany, like those in Japan,
enjoyed a very closevrelationship with corporations.

Unlike their Japanese counterparts, the German banks were
also strongly involved in equity finance, both for their own
portfolios and those of their customers. They also
dominated the market for <corporate lending. The banks had
"thus exerted a substantial influence on the development of
the major industrial companies in the West Germany and
thereby in the industrial structure. Unlike in = Japan,
however, this power had not been tempered by an over riding

state strategy for industrial development.
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4- THE PORTUGUESE ECONOMY AND THE PORTUGUESE

FINANCIAL SYSTEM
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4.81 - Introduction

This chapter contains an analysis* of the Portuguese economy
in recent times and an outlook of the financial system in
Portugal. The periods of great instability** , political,
economic and social of the 1last decades, brought to the
banking and financial business several direct and indirect
influences. However the recent transformations that the
Portuguese society has experienced, in particular after the
EC membership, are bringing new life, vitality and modernism
to this sector of activity. Because these economic
environment issues, play such an influence in the banks and
other financial institutions strategic decisions and
behaviour, it was found essential to include this

macroeconomic section.

* This analysis relates to the period of the last 2 decades
upto 1988 because there was not available official further

statistical data.

** During the 1960’'s the overseas colonies war, and in 1974

a revolution.
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Although being a superficial analysis, it contains many
variables which explain the characteristics of the banking

and financial business in Portugal.

The information on the economic environment will enable a
better perspective of the banking and financial c¢limate, and
a better understanding of the problems and apathy concerned

with the Portuguese banks and financial markets.

The second part of this chapter includes a description of
the structure of the Portuguese financial system and a
reference to the most relevant changes that have been takiﬁg
place with the recent financial reforms. Reference is also
made to the evolution and perspectives for this sector in

Portugal.
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4.1 - The recent Portuguese economic history - a brief look

M.Irene Carvalho a senior economist f£rom Bank of Portugal,
when referring to causes and results concerning some of the
recent Portuguese modern economic history facts argues that
during the first half of the seventies the Portuguese
economy was seriously affected by the 1973 o0il c¢risis and
subsequent world recession, as well as by the change in the
political regime in April 1974 and the resulting process of

decolonization of overseas territories.

She remembers the markedly expansionist measures that were
taken in the realms of budgetary and wages policies, which
were backed by monetary policy. As a result the inflation
rate began to rise and both the general government sector
(GG) and the external accounts registered growing deficits.
From 1975 to 1977 domestic savings, on average, financed
less than 45 per cent of fixed gross capital formation
(FGCF), thus the recourse to external debt greatly
increased. Hence from 1978 till 1985 monetary and exchange
rate policies had to be directed éhiefly to the current
account of the balance of payments. The basic instruments
adopted - within the frame work of two stabilization
programs supported by stand-by arrangements with the IMF -

were the adoption of a regular, and pre-announced, monthly
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devaluation of the effective exchange rate, together with

the setting of quantitative «c¢eilings on the expansion of
credit. M.I Carvalho believes that the latter reinforced
the instruments already in place, namely, the setting of
minimum reserve requirements and of administered interest
rates. In this context, nominal interest rates were fixed
at higher 1levels in order to promote savings, and make
investments in escudos attractive in comparison to those
denominated in foreign currencies. The result of this, in
line with the atrophy of the capital market was that during
the decade of 1975-84 the near totality of financial saving
was channelled into the banking system, especially to six-

month deposits.

The strong and sustained growth of time deposits, the
setting of ceilings on credit granted by other monetary
institutions (OMI) and the obligation imposed on the
nationalized banking institutions (*), in particular to the
Bank of Portugal, of financing the high deficits of the GG,
at preferential rates, resulted in the creation of a

substantial excess liquidity of monetary institutions and,

consequently, in the deterioration of the profitability.

* In March 1975 the Portuguese Banks (excluding only those

with foreign capital) were nationalized.
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More recently, in particular after the Portuguese membership
of the EC, the Portuguese economy began to show the first

signs of recovery.
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4.1.1 - The year of 1988

After two Years of sustained growth, in 1988 the Portuguese
economy slowed down somewhat. However it performed in a
positive manner, with the gross domestic product recording a
4% increment in volume which, nevertheless, still represents
a higher growth than that of the average EEC countries

(3.5%) and even the OECD.

The level of investment continued to expand, having recorded
an annual increase of 14% in real terms resulting from the
favourable economic climate supported by the perspectives of
future exports to the expanded European market, the
reestablishment of the corporate sector’s margin of profit

and the resources coming from the EEC’s structural funds.

The situation of the companies improved significantly,
allowing corporate savings to rise from 3% in 1985 to 11% in

1988 as a percentage of GDP.

The strength of the economic activity made possible the
decrease in the rate of unemployment. Portugal is now a
country with one of the lowest unemployment levels (6.2%)

amongst the twelve EEC states.
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In 1988 the effective devaluation of the escudo was
approximately 3.5% in relation to the currencies of our
principal trading partners. Taking these currencies one by
one at the end of 1988, the escudo had gone up in value
against the Swiss franc and the French franc when compared
with 1987, but had devalued in relation to all the other
most important currencies, especially against the US dollar,

the Pound sterling and the Japanese yen.

The average inflation rate of 1988 .was 9.6%, roughly
identical to that of the previous years, but in excess of
the targets of economic policy (5.5% to 6.5%), this was a
result of:

- a bad year for agriculture,

- the blocking of deflationary process abroad by increases
in the international prices of raw materials other than
0il to which the Portuguese economic structure is very
sensitive, - the decrease in family savings levels from
27% in 1985 to 19% in 1988, as a percentage of GDP, due to
moderated income rises, and unattractive types of savings
and also to an increase in the level of expenditure namely

of durable goods.

The EEC partners have been strengthening their position as
Portugal’'s principal trading partners, both in exports (72%

of total exports in 1988) and imports (65% in the same
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period). Traditionally Portugal has negative external
financial and trade balances, however it managed to maintain
a positive level between 1985 and 1987, generated mainly
from emigrant remittances mainly from West Germany, France,
Canada and USA; the tourism industry and the important

transfers of EEC funds to Portugal.

The weight of the public sector in the economy is continuing
to fall, privatisations being the most important factor in
this process; it should be explained that the public sector
borrowing requirements amounted to 9% of GDP in 1988.

An important incentive to the economic development process
is the national programme for community interest for
production incentives (PNICIAP), which is contributing
decisively to a growth in industry and tourism investment.
This programme is made up of three incentives schemes, one
the SIBR for regional development, a second the FIT for
investment in tourism and a third SIPE for companies with
organic growth potential; this programme was scheduled to
last for four years (1988-91) and is expected to place a

total of 40.900 million escudos.

The special programme to develop the Portuguese industry
started at the end of 1988 and is another fundamental

instrument which will complement the former.
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In agriculture, EBEC grants provided a dgreater balance
between structural measures and stability, allowing several
programmes within the framework of the FEOGA (European

agricultural guidance and guarantee fund).

In general terms, the modernisation of the labour force was
supported by the Buropean Social Fund (ESF) as the principal

agent.

All this evolution.has raised several positive expectations
in Portugal and in the future of its economy, a fact that is
c¢learly demonstrated by the number of new companies
established in 1987 and 1988 {almost 26.000 new companies);
a recent study of RTP (the Portuguese television) concluded
that in average there is, in Portugal, a new Spanish company

every day
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The process of recycling and modernization of the productive
structure may be the most important growth and development
stimulus. This process is the key for Portugal’'s effective
placement in the EC, and is the biggest challenge for the
Portuguese economy where small productive units are the
predomiﬁating elements: 80% of farm lots are less than 5 ha
and in the manufacturing industry 87.5% of companies employ
less than 50 workers, of which 32% have less than 5 workers.
The closing of the gap between Portugal and the rest of the
Community will be based in a structural modernization - an
effort co-financied by structural funds provided by th<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>