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4. Empirical Findings and Discussion 

To investigate the determinant factors of international banks’ 

competitiveness in the foreign exchange market, I have proposed firm level and 

country-level frameworks similar to those in Tschoegl’s (1997) study. I present 

the descriptive statistics in the Table 3. It is seen that the mean value of banks in 

the sample in Panel C of Table 3 is larger than in Panel B of Table 3. In other 

words, banks tend to become larger and operate more branches or affiliates 

worldwide. In addition, Table 4 presents the correlation matrix for variables. We 

notice that firm size and spread of branches in major financial centers have 

significantly positive relationships.  

In section 4.1, I have chosen rank-scores and estimated market share of 

every bank from Euromoney’s annual foreign exchange poll surveys. If a bank 

had not been ranked, I assumed that the estimated market shares are 0% and 

rank-scores are zero. For Independent variables, I proposed to use firm size, 

branch distributed in 14 financial centers. We propose to test the first hypothesis 

as below: 

 

Hypothesis 1: Firm size and international spread of branches in major 

financial centers have positive impacts on international banks’ competitiveness 

in the foreign exchange market.  

 

In section 4.2, I propose to use the average rank-scores and estimated 

market shares for different countries. For independent variables, I proposed to 

use law (common law =1, civil law = 0) and importance of home currency (U.S. 

dollar, Euro, Deutsche mark, Pond sterling, Japanese yen, French franc and 

Swiss franc = 1, others =0), and number of banks in one country. The 
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hypothesis is as below: 

 

Hypothesis 2: Three factors, common law, importance of home currency, 

and intensive domestic competitions, have positive effects on international 

banks’ competitiveness in the foreign exchange market.  

  

In section 4.3, in order to see the impact of banking M&A activities on the 

results, I examine and test if the four international banks’ competitiveness before 

and after the banking M&A transaction. The third hypothesis is as below: 

 

Hypothesis 3: The International bank could significantly improve its 

competitiveness in the foreign exchange market by merging or acquiring 

another leading bank. 

   

In section 4.4, I will further discuss the determinants of bank’s competition 

resulting from the bank’s own segments. I try to categorize the banks we 

collected from the Euromoney from 1996 to 2006 into three segments: universal 

bank, commercial bank, and investment bank. We show the hypothesis as 

below: 

 

Hypothesis 4: There is no competitiveness difference among three banks 

constitutes, universal bank, commercial bank, and investment bank in the 

foreign exchange market.  

 

We will test the four hypotheses, present empirical findings, and then 

provide possible reasons behind these empirical findings.  
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4.1 International Spread of Branches  

As mentioned above, firm size and international spread tend to become 

bigger gradually as shown in Table 3. In order to find the relationship between 

firm size, international spread, and international banks’ competitiveness in the 

foreign exchange market, we collect the international banks data to examine this 

issue. Table 5 offers a series of regressions that reflect the firm size and 

international spread from 1996 to 2006. The results show a striking effect of firm 

size and international spread on the competitiveness of international banks. It is 

seen that they are both positive and significantly statistical effect on international 

bank’s competitiveness at the 1%. These results are inconsistent with those of 

Tschoegl (1997), who argues that firm size matters more than international 

spread. In this study, we find that firm size and international spread of branches 

have positive effects on the international banks’ competitiveness in the foreign 

exchange market.  

This may suggest some changes of these factors on the competitiveness of 

international banks in the foreign exchange market. Big banks may not have 

relative advantages in the foreign exchange market although they may be 

favored by international clients (Rhodes, 1982) and have greater client pools. 

However, under more complex and volatile foreign exchange investment market, 

some institutional clients, such as hedge funds and pension funds, probably 

demand sophisticated investment solutions. Hedge funds and pension funds 

facilitated the prime foreign exchange trading (BIS, 2007). In comparison of 

smaller banks, big banks probably do not guarantee their trading advantages in 

the foreign exchange market. Smaller banks may have more trading niches than 

bigger banks under the more complicated trading environment.  

Compared to firm size, the international spread may play a crucial role to 
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banks in the foreign exchange market. Tschoegl (1997) proposed that 

interpretation of financial centers through the exchange of institutions means 

intensive competition among the all-financial centers. Our empirical results are 

in line with his points of view. It also suggested that banks might have relative 

advantages in the foreign exchange market since some financial centers are 

getting more important than before such as Hong Kong and Singapore (Choi et 

al, 2002). In this situation, the more likely explanation rests in the nature of the 

international bank’s operation strategy. International banks’ branch locations 

close to the emerging markets perhaps have been favored by multinational 

companies for their foreign exchange trading. In addition, these international 

banks might have relative advantages to approach clients and satisfy the clients’ 

needs. Such findings underscore the importance of international spread.   

These findings convince us that the importance of factors of international 

banks’ competitiveness in the foreign exchange market may be different from 

those in past years even though firm size still plays a crucial role in foreign 

exchange market. In addition, international banks should pay more attention to 

international spread than before due to the different foreign exchange trading 

environment. Therefore, international spread matters more than firm size for 

international banks’ competitiveness in the foreign exchange market.  

 

4.2 Home Currency 

The results presented in Table 6 show that law system and home currency 

are positively associated with competitiveness of international banks in the 

foreign exchange market. However, law system is insignificant at the 10% level. 

Although the results of law system show that law tradition3 is likely to yield 

                                                 
3 What is not forbidden is permitted 
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financial innovations and make banks more competitive in the foreign exchange 

market (Tschoegl, 1997), the advantage is gradually fading away. 

Compared to law system, home currency seems to be more crucial to 

determine if international banks’ competitiveness because of the role of vehicle 

currency. Firms and individuals use the currency for their international 

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

may have contributed to the international banks with leading positions in the 

foreign exchange market.  

One possible explanation is that international banks merged and acquired 

banks from different law system cross borders (Tschoegl, 1997). For example, 

Swiss bank cooperation (SBC was merged with UBS in June 1998) had merged 

and acquired New York financial service company, Dillon Read, and London 

investment bank, S.G. Warburg. The competitiveness of UBS in the foreign 

exchange market might result from its operation strategy. It partially reflects that 

the international M&A makes the law system effect less prominent and only top 

banks would be more likely to have approaches and wealth to merge and 

acquire the main foreign banks.   

Another possible reason is that the governments and regulators have 

amended their law and regulations in order to attract more international 

companies and banks. Therefore, common law system seems less influential 

than before.  

In this study, common law system may still partially have its advantage and 

this finding is not totally in line with previous Tschoegl’s (1997) finding. However, 

in the end of Tschoegl’s study, he suggested that the importance of the legal 

and regulatory system might reflect some history, such as the introduction of 

floating exchange rates. It may also imply that the importance of law system 
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may fade away in the future. The present study partially enhances the previous 

study’s suggestion by providing a much more detailed examination of 

competitiveness of international banks in the foreign exchange market. The 

effects of law system are insignificant for international banks.  

Compared to law system, it is of paramount importance that home currency 

has significant impact on competitiveness of international banks in the foreign 

exchange market. Notice that Euro replaced the Deutsche Mark and French 

Franc as the main currency in Germany and France, not to mention in other 

EMU (European Monetary Union) countries. It might enhance the currency 

power to become a vehicle currency in the foreign exchange market, the new 

vehicle currency, Euro, has become attractive for firms, and it suggests 

increases in contestability and efficiency in European markets (Corvoisier and 

Gropp, 2002). 

 

4.3 Banking M&A  

Our study is in agreement with Tschoegl’s conclusions. In other words, 

even if we excluded the top 10 banks with banking M&A transactions in the 

Euromoney from 1996 to 2996, the results of firm-specific and country-specific 

factor are still consistent (See Table 5 and Table 6). Tschoegl’s perspectives 

and methodologies partially explained the international banks’ competitiveness 

in the foreign exchange market according to Euromoney annual foreign 

exchange surveys.    

However, Tschoegl did not propose the hypothesis that the international 

banks’ competitiveness changes in the foreign exchange market is due to 

banking M&A activities. Furthermore, Table 6 shows that the difference between 

three samples in law origin. We will discuss banking M&A effects as following. 



 30

 In the late 90s, it is worth noting that cross-border banking M&A activities 

in the top banks might be key factors to international banks’ competitiveness in 

the foreign exchange market since the banking M&A transactions are very 

active. In our study, we dropped four of top 10 banks that merged and acquired 

other banks which are ranked by Euromoney’s foreign exchange polls as 

following: Royal Bank of Scotland (merged NatWest, U.K4.), Deutsche Bank 

(merged Bankers Trust5, U.S), and UBS (merged SBC Warburg6, Switzerland, 

which merged Dillon Read, U.S. and S.G. Warburg, U.K.) and J.P Morgan 

(merged Bank One7). We test the four international banks’ average rank-scores 

before and after its banking M&A transaction. Table 7 presents the results and 

we find that the competitiveness of the former three banks’ (Royal Bank of 

Scotland, Deutsche Bank, and UBS) ranking significantly improved after M&A 

activities.  

From these cases, we tried to separate the reasons behind the 

competitiveness improvement of these banks. We find that the major reasons 

for their success are the facts that they had merged with banks with competitive 

advantages across boundaries and integrated the resources efficiently. Another 

reason is that their merge with higher ranking or investment banks seem to 

improve their competitiveness significantly in the foreign exchange market. In 

addition, banks’ M&A activities may result in the ambiguity of law differential for 

the international banks and home currency. In addition, international spread of 

branch would play a more crucial role in the foreign exchange market.  

However, not all baking M&A transactions resulted in significant 

improvement. J.P. Morgan merged with Bank One Corporation but its ranking 

                                                 
4 In 1999 
5 In November, 1998 
6 In June, 1998 
7 In 2004 



 31

did not improve much in the survey. It is possible that the synergy of M&A takes 

time to emerge. From these cases as discussed above, it is hard to deny that 

acquiring or merging a bank with special niche and positioned bank has an 

impact on the international banks’ competitiveness in the foreign exchange 

market.  

 

4.4 Bank Holding Companies, Investment Banks, and Commercial Banks8 

From Euromoney’s surveys, top 10 banks are mostly bank holding 

companies or holding companies that could operate commercial banks and 

investment banks instead of Goldman Sachs and Merrill Lynch. Although bank 

holding companies or holing companies may have relative advantages in 

providing full spectrum of services and products to different kinds of clients, 

commercial banks or investment banks probably have niche market or 

specialized products or services. Notice that the top three banks (Deutsche 

bank, UBS, and Citibank) all operate investment banks and commercial banks 

(See Table 2). 

Furthermore, we categorize the banks’ constitutions into three segments: 

bank holding companies, commercial banks, and investment banks. We present 

the results in the Table 8. The hypothesis 4 is rejected. We also find the bank 

holding companies and investment banks performed better than commercial 

banks in the foreign exchange market. 

Compared to commercial banks, investment banks probably have greater 

capacity to structure and offer a good variety of solutions to the demanding 

                                                 
8 We classified these banks into three categories, bank holding companies, investment banks, 
and commercial banks, according to BankScope’s specialization. In BankScope, bank holding 
companies are regarded as commercial bank holdings & holding companies, investment banks 
are regarded as investment banks & securities houses, and commercial banks are regarded as 
commercial banks.    
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clients, such as hedge fund in the foreign exchange market instead of only 

vanilla spot and forward trading transaction. We also notice that OTC 

derivatives are growing faster than tradition foreign exchange product (See 

Panel A of Table 1). Therefore, investment banks have relative advantages in 

this niche market and perform better than traditional commercial banks. 

Compared to commercial banks, bank holding companies can operate as 

investment banks as well as traditional commercial banks. Bank holding 

companies may leverage their client pool and provide full range of services and 

products. In other words, bank holding companies have cross-selling capacity to 

satisfy clients’ different kinds of needs. This business model does optimize the 

client pool and enhance the Know Your Client (KYC) practice. Therefore, bank 

holding companies can customize the services and products to their clients.  

However, we could not figure out if bank holding companies are better than 

investment banks since there is no significant difference between two business 

models. As mentioned above, the top three banks are bank holding companies, 

Deutsche Bank, UBS, and Citibank. We notice that Deutsche Bank and UBS are 

traditional bank constitution in Europe, universal bank. Compared to European 

banks, U.S. banks experienced a different situation after 1933. In 1933, U.S. 

government passed Glass-Steagall Act that introduced the separation of bank 

types according to their business, commercial bank, and investment bank. In 

November 1999, U.S. passed Gramm-Leach-Bliley Act, which repealed 

Glass-Steagall Act. U.S. banks could begin to leverage their resource. It can 

partially explain why U.S. banks may not position well in the foreign exchange 

market. 

It is difficult to ignore the Citibank dominated the foreign exchange market 

for a long time until 1999. European banks have begun to expand overseas and 
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integrate their inter-business resources globally. U.S. banks did not grab these 

opportunities before 1999 and Deutsche Bank and UBS have implemented their 

strategies by banking M&A and increase their branches and affiliates more 

flexibly. From this perspective, Deutsche Bank and UBS have become the top 

two banks alternately but Citibank was often ranked at third place since 2000. In 

other words, even if U.S. banks have aggressive strategies to expand their 

business and sales after passing Gramm-Leach-Bliley Act, they might face the 

more difficult challenges because European banks have first-mover advantage 

in the foreign exchange market.      

     

4.5 Robustness Tests 

While heteroscedasticity problem does not change the unbiasedness and 

consistency properties of OLS estimators, these estimators are no longer 

efficient estimate. In our study, we used White’s heteroscedasticity-consistent 

variances and standard errors. The results based on the 

heteroscedasticity-consistent variances are in line with those from OLS 

regression in our robustness tests. We show the robustness results in the 

Tables.  

 

 

 

 

 

 

 

 


