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2. Literature Review 

In recent years, there is little published research on the competitiveness of 

international banks in the foreign exchange market. Holmes et al. (1991) firstly 

published the paper in which they categorized the banks’ competitiveness in the 

foreign exchange market into two segments: banks’ endowment factors and 

acquired factors. Their study addressed important claims regarding whether 

competitiveness of international banks in the foreign exchange market is due to 

endowment factors or acquired factors. They suggest that endowment factors 

consist of characteristics of its home economy, which include legal and 

regulatory framework, workforce’s training and education and firm’s traditional 

client base and line of business. The acquired characteristics include the branch 

network, the firm’s capitalization and perceived creditworthiness, the degree 

and history of internationalization, the scale, and the scope of foreign exchange 

operations, penetration into finance and current service offerings of capital 

market instruments and attitudes towards innovation and product development. 

Following Holme et al, Tschoegl (1997) classify the factors into 

country-specific and firm-specific factors. Country factors are factors that are 

available to or affect all national firms. The firm with firm-specific factors 

distinguishes itself from other firms from the same country. Country-specific 

factors influence the firms from specific countries in the global market. 

Firm-specific factors influence the firms from any given country will be 

particularly competitive in the global market. He mentions that the two sets of 

factors are not regarded independent variables. 

In addition, Hu (1995) considers that a firm’s advantages are always 

relative to its competitors. For example, its superiority at home does not 

necessarily mean superiority abroad and superiority abroad does not guarantee 
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its superiority in its home country. Hu also suggested that the differences 

between countries are probably greater than the differences between firms of 

the same nationality. It shows that country factors would dominate firm-specific 

factors in importance as sources of advantage. 

Several studies have suggested the factors of competitiveness of international 

banks in the foreign exchange market. The study we present is in an attempt to 

supplement the finding of these earlier studies. 

  

2.1 Firm-Specific Factors: Firm Size and International Reach of Branches  

2.1.1 Firm Size  

Tschoegl (1997) identifies that a bank with larger asset scale is more 

competitive in the foreign exchange market and size matters more than 

international spread for bank’s competitiveness. However, his research does not 

indicate that large banks have absolute advantages over small banks. For 

example, Japanese banks have the largest asset size in the world but their 

rankings in the Euromoney’s annual surveys are not impressive from 1996 to 

2007. The most noticeable example is Mitsubishi UFJ Financial Group. In July 

2004, UFJ announced its strategic merge plan with the Mitsubishi Tokyo 

Financial Group. The merge was completed on October 1 , 2005 and then 

created the Mitsubishi UFJ Financial Group, which is the world's second biggest 

bank measured by assets. The asset size of Mitsubishi UFJ Financial Group is 

1.7 trillion U.S. dollar. Its firm size was just behind Citigroup with 2.4 trillion US 

dollars in assets on merger date. Citigroup has dominated the Top 3 ranking in 

the Euromoney magazine annual survey for a long time but Mitsubishi UFJ did 

not perform well at the top rankings of Euromoney survey with its asset scale. 

Tschoegl (1997) indicates that size is not a perfect indicator of 



 14

competitiveness of banks in the foreign exchange market. There might be a 

relationship between bank’s competitiveness and its size. However, it does not 

imply directly that large banks are more competitive than median or small banks. 

Size releases mixture of signals instead of pure information but it is still an 

indicator to measure the competitiveness of banks in the foreign exchange 

market. Although size is not a perfect indicator of competitiveness, size might 

still consist of some useful information such as the client pools of the banks. 

Rhodes (1982) found that large banks might have higher probability to have 

more customers. Especially, large and international clients favor large banks.  

In addition, Jagtiani (1996) finds that large banks would give customers the 

safety signal and have ability to diversify their client pool to enhance risk control. 

Large banks would be the ‘too larger to fail” stereotype since governments and 

regulators are afraid that bankruptcy of large banks might result in financial 

instability, even financial crisis. Therefore, banks’ customers would choose large 

banks because of comfortable feel or psychological reasons. 

  

2.1.2 International Spread of Branches in Major Financial Centers 

In a related strain of research, international spread of branches in major 

financial centers have been critically important in laying the groundwork for 

understanding the impact of competitiveness of banks in the foreign exchange 

market. With globalization and economic and financial market growth, banks 

began to modify their strategies to relocate their branches and subsidiaries. 

Choi et al (2002) indicated the trend from 1990 to 2000 that the number of banks 

and the number of offices in some centers has fallen by over 20% since 1990.  

Banks investigated many aspects, as a branch operates in a country or a 

city. There are three reasons that banks chose to open more branches or not 
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shown as shown below. 

First, regulatory environment is a key factor. Celutti et al (2007) found that 

banks are more likely to operate as branches in countries that have higher taxes, 

with low regulatory restrictions on bank entry. In other words, subsidiary 

operations are preferred by banks seeking to penetrate host markets by 

establishing large retail operations. Celutti et al also indicated that economic 

and political risks have opposite effects on subsidiary operations, which 

suggested that legal differences in parent banks’ responsibilities associated with 

branches and subsidiaries are important determinants of banks’ organizational 

form. 

Second, the importance of financial centers has changed. Choi et al (2002) 

also indicate that Tokyo has lost its importance as a leading financial center in 

Asia-Pacific region while Hong Kong and Singapore have continued to gain 

importance and influence. It implied that in Asia-Pacific financial market. They 

suggest that Hong Kong and Singapore play more important roles than before.  

Third, competitors’ responses and strategies are important factors for 

branch operations. Kim et al (2001) indicated that there is evidence that banks 

act strategically in their branching decisions, taking into consideration the future 

response from rival banks. Furthermore, they found that a bank specific 

branch-network does not confer externality on other banks. As a result, branch 

network affects only market shares but not market size. 

 

2.2 Country-Specific Factor: Legal System and Home Currency 

2.2.1 Legal System   

Tschoegl (1997) suggests that legal and regulatory systems are important 

factors for banks to compete in the foreign exchange market. Common law 
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countries such as UK and US use the following principle to monitor their banks: 

what is not forbidden is permitted. Banks and other financial service companies 

could gather for themselves any first-mover advantages that may result in 

offering innovations. Firms may even develop reputation for operating 

aggressively in certain areas. Therefore, common law offered better financial 

environment for banks and other financial intermediates to compete in the 

foreign exchange market.  

 Tschoegl (1997) also indicates that regulatory authorities in civil law 

countries are amending their laws and regulations and begin to permit their 

institutions to develop new instruments due to the pressure of competition. 

Firms from those countries begin to adapt and learn. One of the strategies is 

that firms from civil law countries are purchasing other firms and hiring 

individuals from common law countries. Therefore, international banks may 

have been regulated under common law and civil law systems. The line 

between the common law and civil law for international bank regulations blurs in 

recent years.   

The differentiation of regulation and law systems has been controversial for 

a long time. After Enron scandal, United States government passed the 

Sarbanes-Oxley Act in 2002. In comparison of United States, Financial Service 

Authority (FSA) in United Kingdom is much looser in financial sector regulation. 

Jackson and Roe (2007) indicate that foreign institutions would choose 

alternative countries such as United Kingdom for investment, trading, and 

financing. However, they also argue that United Kingdom puts many efforts to 

enforcement of Laws. The number of businesses relocating from New York Wall 

Street to City of London is ambiguous.  

Legal system is a crucial factor to the organization of the financial services 
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industry and degree of local competition. Holmes et al (1991) indicates that 

firm’s acquired characteristics are sharpened by past management decisions, 

including the branch networking, the firm’s capitalization and perceived 

creditworthiness, degree and history of internationalization, scale and scope of 

existing foreign exchange operations, penetration into finance and current 

service offerings of capital market instruments and attitudes towards innovation 

and product development.  

 

2.2.2 Home Currency  

US dollar has dominated the foreign exchange market for a long time. 

Holme et al (1991) indicate that US dollar became the main reserve currency 

and the currency against other currencies trade in that time. Therefore, US 

financial institutions have been forced to develop expertise in variety of 

currencies in that time. Governments and central banks of non-US countries 

hold US dollar dominated assets as their reserves or investments 

A recent surge of research on the Euro or European Union’s economic 

development has given new opportunities and challenges. Cohen (2003) argues 

that Euro is still behind the US dollar as an international currency because of 

monetary behavior, cost of doing business in Euro, anti-growth bias built into 

EMU, and ambiguous structure of EMU. It appears that introduction of Euro 

does not undermine the US dollar leading position around the world. However, 

we can hardly ignore that Euro plays a crucial role in issuance of securities. 

Bishop (2000) indicated that the total issue of euro-denominated bonds amounts 

to 812 billion, compared to 643 billion of dollar-denominated international bonds 

in 1999. The total euro-dominated issue of bonds is 28 percent larger than the 

issue of dollar-denominated international bonds. Foreign exchange volumes 
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expanded in recent yeas according to BIS Quarterly Review (2007), especially 

in Euro-related trades, from three reasons: hedge funds facilitated substantial 

trading in the use of prime brokerage, institutional investor pursued more 

diversified portfolio, and the technical trading, such as algorithmic trading, is 

likely to have boosted the turnover. According to IMF currency composition of 

official foreign exchange reserve survey (1995-1999, 2006) and ECB the 

Accumulation of Foreign Reserves (1999-2005) survey, the official government 

foreign exchange reserves in US dollar declined from 70.9% in 1999 to 65.7% in 

2006. Euro began to increase its share after introduction from 17.9% to 25.2%. 

These surveys here are of importance in explaining the impact of introduction of 

Euro.  

In addition, Corvoisier and Gropp (2002) test the concentration in Euro 

areas and found that for loans and demand deposits increasing concentration 

may have resulted in less competitive pricing by banks. Their study suggests 

increases in contestability and efficiency in European markets. Dermine (2003) 

indicated that there are three benefits for banks from the introduction of Euro: 

First, the increased volume of euro-denominated assets or liabilities will ease 

the foreign exchange risk management of bank equity. Second, access to a 

discount window at European Central Bank (ECB) will make the liquidity 

management of euro-based liabilities marginally cheaper. Third, if third countries 

issue assets denominated in euro or the European currency as a vehicle 

currency, the European banks will be positioned in secondary trading.  

Dermine (2003) also indicates that the introduction of the euro will change 

the sources of competitive advantage in various segments of capital markets, 

including foreign exchange market. Despite Euro has threaten US dollar’s 

leading position in the foreign exchange market, there seems to be many steps 
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to defeat US dollar due to implementations and similarity with its predecessor, 

Deutsche mark, limited mainly to Easter Europe and emerging market outside 

Europe (Galati and Tsatsaronis, 2003)   

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


