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Reforms, Market Stress Lead to Universal Banking End: Commerzbank's Carr-Allinson
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stricter regulations and the

sluggish economic recovery

have caused many large

international banks to

rethink their long-term

business strategies,

signaling that the days of universal banking may

be numbered.

A number of high-profile regulatory
lapses by banks and the subsequent
eye-popping fines issued by regulators
sent shockwaves through the banking
industry last year. Of course, falling foul of
the regulators is but one of the many
pressures facing banks today in the
post-crisis era; the economic downturn,
increasing cost of compliance, negative
interest rates and stricter regulatory
standards on bank capital in the form of
Basel III are all affecting banking
operations, and ultimately, bank
strategies. Indeed, their combined effect
has seen many international banks
reassess which services and products
they wish to offer in which markets.

As such, the banking industry is
currently experiencing a period of change
with major international players moving
back into their respective areas of
competitive advantage due to stricter
regulatory and capital adequacy
restrictions. Put simply, the universal
banking model is dead. Today, banks
allocate capital and liquidity to the areas
within their financial institutions where
they feel risk is best understood. One
example is the Swiss banks, which are
specializing in their core competency of
wealth management, gradually moving
away from the universal banking model
that had previously been in place for over
a decade.

As banks retreat to focus on their own
areas of expertise, there will be ever
fewer players in each respective
segment, meaning competition for market
share will be fierce. However, the
unintended consequences of this shift
could have a far-reaching impact — not
only on the financial institutions under the

regulators’ spotlight, but also, more
broadly, for trade and the wider economy.

One of the key drivers causing banks to
redefine their strategies is compliance. 
However, the major issue is no longer
getting to grips with know-your-customer
regulation; rather, it's the cost of doing so.

For every key exchange made using
financial messaging provider SWIFT's
platform, banks must now perform full due
diligence on their counterparts, which can
mean investing up to $50,000 on a single
client, putting the return on investment of
every single relationship under scrutiny.  

For a large bank with thousands of
correspondent banking partners, the cost
of maintaining these relationships is
certainly significant. But given that large
banks process hundreds of thousands of
Letters of Credit (LCs) a year, the
economic benefit associated with their
large networks makes it worth preserving.
Yet for small and medium-sized banks
that process a few thousand LCs at best,
maintaining a network of thousands of
correspondents may make less sense. As
such, many may find themselves forced
to sever certain ties in order to focus on
their most profitable relationships.

More worryingly, if banks restrict the
number of Relationship Management
Applications (RMAs) — a method for
setting up and maintaining correspondent
relationships in the SWIFT environment
— on cost grounds, it can also reduce the
appeal of working in high-risk countries.
This may result in these banks not only
withdrawing their support to their smaller
regional correspondents, but potentially in
entire countries becoming unbanked, or
cut off from the global capital markets. 

Until now, many banks in emerging
markets have been reliant on U.S. dollar
clearing banks to take care of their
business further afield. Yet, as regulators
have cracked down on sanctions
breaches, money laundering and terrorist
finance, a handful of international banks
have closed their branches in some
emerging markets and culled banking
relationships to limit regulatory risk. If a
bank deals with 10 banks in Pakistan, is it
worth reducing this to two? The answer is

Compliance Costs

probably no, given that investment in
trained staff and resources will still be
required to ensure the bank has an
in-depth understanding of the market.
While such a decision makes clear
business sense, it's a huge concern for
the future of smaller economies.  

As a result, banks are looking to
collaborate with each other and SWIFT,
which launched its KYC registry at the
end of 2014. The registry is an electronic
repository for the masses of information
required by banks as part of their
due-diligence process on clients.

Having a single centralized registry for
up-to-date KYC information will reduce
the time, effort and cost related to
gathering and sharing information among
correspondent banks. As such, this
compliance initiative will go some way
toward addressing the challenges trade
banks face with respect to keeping their
relationships up and running.  

It is vital that these emerging market
economies do not face financial
abandonment. As such, banks need to
ensure that, while taking a risk-based
approach and remaining within the
regulatory framework, they continue to
invest in maintaining these relationships
with correspondent partners, and smaller
economies more broadly.

Commerzbank, for example, allows
smaller banks to leverage our own
network and trade processing facilities so
they can stay involved in global trade. For
larger banks that may be considering
focusing their strategy outside the trade
arena, we also provide a platform to
concentrate trade business flows, which
can offer economies of scale.

Correspondent banking relationships
play a vital role in international trade and
finance as these financial institutions
provide a wide range of services to
partner banks, including clearing, cash
and treasury management, investment
and foreign exchange services. While the
cost of compliance will continue to place
considerable pressure on banks, we must
ensure that the wheels of global trade
continue to turn and that globalization
progresses unabated.    
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