
 5

1. Introduction 

1.1 Motivation for This Study 

The foreign exchange market is one of the largest markets in terms of 

trading volume in the world. According to surveys from Bank for International 

Settlements (2007), trading volume in the foreign exchange market has been 

growing steadily over the years. Despite the size of the market, recent literature 

on the competitiveness of banks in the foreign exchange market is sparse 

(Holmes at el., 1991, Zaheer, 1995, and Tschoegl, 1997). Holmes et al. (1991) 

proposed a framework to examine the competitiveness of international banks in 

the foreign exchange market. They categorize the determinants of bank 

competitiveness in the foreign exchange market into two categories, the banks’ 

endowed and acquired factors. Tschoegl (1997) categorized the determinant 

factors to international banks’ competitiveness as firm-specific factors, which 

include firm-size and international reach of branches. In addition, 

country-specific attributes consist of law and regulatory system, and home 

currency. He suggests that the competitiveness of banks in the foreign market 

extended across time and currencies. In addition, law and regulatory systems 

also contribute to the competitiveness of banks. However, the importance of law 

and regulatory system decreases over time because regulatory authorities in 

civil countries often tend to amend their laws and regulations under the pressure 

of competition. 

Some recent trends might affect the competitiveness of banks in the foreign 

exchange market. The first trend is the recent decline of the U.S. dollar. The fact 

that Euro has challenged the leading role of the U.S. dollar can affect the 

competitiveness of European banks in the foreign exchange market. The 

second trend can be seen from Panel A of Table 2 that the dominant role of U.S. 
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banks in the foreign exchange markets seem to change in recent years. 

However, the reasons are not clear. One of the aims of this research is to fill the 

gap of this literature. We use rank-scores and estimated market shares from 

1996 to 2006 from Euromoney’s annual survey as our proxies of bank 

competitiveness in the foreign exchange market. We will explore the 

determinants of these competitiveness changes in this thesis. 

 In this thesis, we first provide an overview of recent changes in the foreign 

exchange market, which includes substantial increase of foreign exchange 

volumes, significant changes of ranking of international banks, changes of home 

currency. We then go on to describe the main research question and developed 

detailed hypothesis on the sources of bank competitiveness. We discuss the 

methodology and the empirical results in the final section.  

 

1.2 Substantial Increase of Trading Volume in the foreign exchange market 

In accordance with the BIS 2007 survey, trading volumes in the foreign 

exchange market have been increasing over time. The average daily turnover of 

traditional foreign exchange products rose to 5.3 trillions US dollars in April 2007. 

It is seen from Table 1 that the growth rate of trading volume increased after 

2000. There are several possible reasons behind these changes. First, 

institutional investors, such as hedge funds and pension funds, facilitated 

substantial trading volumes in the foreign exchange markets by prime brokerage. 

Second, institutional investors pursued more diversified portfolio geographically. 

Third, the technical trading, such as algorithmic trading, is likely to have boosted 

the turnover in the foreign exchange market.       

In the history of foreign exchange market, United Kingdom kept the leading 

position in the foreign exchange market, followed by United States. In contrast 
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to earlier findings, however, Switzerland and Singapore gained significant 

market share survey while the shares of the United States and Japan dropped in 

accordance with BIS 2007. Panel C of Table 1 shows that the changes of 

trading volume can be associated with the relocation of trading desks in the 

foreign exchange market due to market development. In addition, turnover in 

foreign exchange markets was concentrated in a few financial centers. London 

is still the most important location for traditional foreign exchange products and 

OTC derivatives trading, followed by the New York.  

According to BIS 2007 survey, USD/EUR is the most active in the foreign 

exchange market, followed by USD/JPY and USD/GBP. Compared to US dollar, 

Euro has increased its growth rate against other currencies. Panel B of Table 1 

presents that the Euro has become a main currency in the foreign exchange 

market after its introduction in January 1, 1999.  

Tschoegl (1997) suggested that US banks have dominated the foreign 

exchange markets but he concern that relative competitiveness of US banks will 

erode. He suggested that European currency may take the pre-eminent role of 

the US dollar and the differences between countries in the scope of their 

financial markets would shrink.  

 

1.3 Significant Changes of Ranking of International Banks 

Now in its 29th year, the Euromoney FX survey is an important poll of 

foreign exchange service providers. In 2006, there are 6,322 institutions took 

part in the survey. Treasurers, senior executives, and research analysts 

worldwide rate the banks they use to conduct their currency transactions in 

terms of both transaction volumes and quality of service. The rankings are 

represented in the Panel A of Table 2. Notice that there have been some 
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significant changes of the ranking of international banks recently. The most 

recent surveys show that Deutsche bank has replaced Citibank, in the overall 

ranking in the foreign exchange market published by the Euromoney. In 2000, 

Deutsche Bank replaces Citibank as the most competitive bank in the survey. 

Citibank‘s long-term dominance in the foreign exchange market was under 

challenge afterward. Although Citibank regained its leading role in 2001 and 

2002, UBS and Deutsche Bank defeat Citibank from 2003. As for 2006, Citibank 

was still behind Deutsche bank and UBS.   

According to the list of the top 10 ranking banks in the Euromoney’s 

surveys, there are more US banks in the list. However, it is worthy noting that 

after year 2000, European banks began occupying the top 10 ranking board, not 

to mention in the top 20 ranking. Overall, despite US banks’ success in the 

foreign exchange market there is a trend that European banks become more 

competitive in the foreign exchange market.  

The reason behind this change can be easily associated with the 

introduction of the Euro into the foreign exchange market. There is significant 

monetary and economic change in the foreign exchange market; Euromoney’s 

foreign exchange ranking surveys seem to be associated with the introduction of 

the new home currency. Despite the fact that US banks are still dominant in the 

foreign exchange market, we have focused primarily on the significant change 

of ranking of top banks and then try to find factors of international banks in the 

foreign exchange market. 

 

1.4 The Changes of Vehicle Currency   

One of the most significant changes in the foreign exchange market was 

the introduction of a new currency, Euro in 2000. Euro had replaced Deutsche 
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Mark and French Franc to become the main currency in the foreign exchange 

market. However, the issue of the introduction of the new currency has been a 

controversial and much disputed subject in the field of vehicle currency. 

Whether a currency is a vehicle currency or not might be important for the 

competitiveness of banks in the foreign exchange market because vehicle 

currency is the currency that firms and individuals use for their international 

transactions even though it is not their national currency (Krugman, 1980). 

When a currency becomes a vehicle currency for the world or a region, it will be 

beneficial to banks whose home countries belonging to these areas.  

Tschoegl (1997) indicated that vehicle currencies typically emerged from 

major international trading nations such as the United Kingdom (Pound sterling) 

and United States (US dollars) because large trade volumes usually generate 

large volumes of foreign exchange transactions. In other words, large volumes 

of transactions denominated in US dollar means that banks’ trading activities in 

the US dollars can spread their losses to informed traders over a very large 

volume of uninformed traders and narrow down their spreads. Therefore, 

traders start to use a currency that has self-reinforcing process.  

A vehicle currency retains its role for a long time after the home country 

has lost its commercial predominance. Take Pound sterling as an example. 

Pound sterling remained its importance for a long time after the United Kingdom 

had shed its leading position as the most important trading nation in the world 

gradually. After World War II, US dollar replaced Pound sterling as main trading 

and payment instrument around the world. In addition, even some countries 

regard US dollar as the official currency such as Panama.  

Euro seems to become one of the vehicle currencies; moreover, it 

threatens the US dollar because Euro has the following characteristics: First, 
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Euro has non-resident convertibility. If a currency is a vehicle currency, 

non-residents must have the legal right to hold balances in the currency and to 

transact freely. Although it is the decisions of firms and individuals whether a 

currency becomes a vehicle currency, governments hold a veto over the use of 

their own currency in order to control monetary policies such as Japan 

government. Second, Euro positions well in clearing system. Yen, Euro, and 

Pound sterling clearing systems close before the clearing system for the US 

dollar. The reason is that the world has agreed that a day starts at the 

International Date Line in the Pacific Ocean. Therefore, firms can receive and 

make payments on a stated day later in US dollar than in any other major 

currency. Banks benefit from their home currency being a vehicle currency 

through their access to information and to the payments clearing system. The 

high volume of transactions also helps amortize the fixed costs of establishing a 

foreign exchange trading operation. Third, Euro might help European banks 

develop expertise in foreign exchange trading. Holmes et al. (1991) suggest that 

since US dollar is the main reserve currency and the currency against which 

other currencies for international trade, US banks cannot just focus on a single 

dominant currency. This has forced the US banks to develop expertise in a 

variety of currencies.  

Euro has become a new reserve currency and European banks have 

begun to be more competitive in the foreign exchange market recently. In 

addition, US dollar’s leading position suffers from several major drawbacks such 

as long-term trade deficit and government budget deficit. These factors may 

have a negative impact on the dominant role of the US dollar.   

Tschoegl (1997) suggested that US financial institutions dominated the 

foreign exchange markets but their relative competitiveness probably eroded in 
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the future due to emergence of European currency. Therefore, it is worth noting 

that the impact of relative importance of home currency to international 

competitiveness.  

 

1.5 The Purpose of This Research 

A large body of literature exists on the determinants of foreign exchange 

rates and efficiency of foreign exchange market but there has been far less 

research on the competitiveness of international banks in the foreign exchange 

market. Therefore, in our study we investigate the factors of international banks 

in the foreign exchange market by taking advantages of different measurement 

of bank competitiveness. In addition, we try to propose different methodologies 

to identify the resources of international banks’ competitiveness.    

 

 

 

 


