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General introduction
What the report is about

The private financial industry plays a pivotal role in the functioning of many economies in the
world. Banks, insurance companies and other less well-known financial service providers
intermediate capital flows for governments, corporations and individuals, which affect
people’s lives and the choices available in society.

By raising, allocating and pricing capital and providing risk coverage, they have a major
influence on:
who in society gets access to financing and protection against risks;
what activities by governments, corporations or individuals get financed or
protected against risks;
how financial services benefit the rich or the marginalized, sustainable development
or environmental destruction.

The private financial sector has several types of financial services that affect societies as well
as the international economy. Regulating and supervising financial firms and their diverse
services is difficult due to the complexity of financial ‘products’ and risk management, and
due to the speed at which financial firms facilitate huge amounts of capital to flow around the
world. Moreover, the private financial industry has successfully argued for national and
international free markets and legal frameworks that prevent too much intervention by
national and international authorities.

After crises like the Asian financial crisis in 1997-98, there was a lot of talk about reform of
‘the’ financial architecture. It is often overlooked that the dominant players in international
financial system are private financial services providers, including the ‘institutional investors’.
Because there is much less public knowledge about financial firms than about governmental
financing institutions like the World Bank, this financial sector report focuses on private
financial firms including banks, insurance companies, investment banks and pension funds.
The report intends to provide basic information about:

the mechanisms and the operation of private financial services (chapter 1),

the structure and the major players in the financial services market, and trends and
strategies in the financial industry (chapter 2),

important issues and concerns for developing countries, based on a case study of
Indonesia (chapter 3),

General introduction — What the report is about 6
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initiatives taken around corporate social and environmental responsibility (chapter 4),
how the private financial industry is regulated and supervised at the international level
(chapter 5),

how trade in financial services and investment by financial firms is regulated by the
WTO agreement on services (GATS) and what the risks are for developing countries
(chapter 6).

This report focuses on trends, structures, regulations and corporate responsibility initiatives
at the international level. The scope of the report did not allow for analysis of each country.
Only an Indonesian case study by Business Watch Indonesia on the financial services
industry is included to provide a useful developing country insight.

Each chapter strives to indicate the problem areas in every financial sub-sector. The focus is
on those aspects that negatively affect society, developing countries, poverty eradication,
and sustainable development. These are indicated as "critical issues". The conclusions of
each chapter review the main critical issues and topics.

In this way, the report would like to inform and analyze problems surrounding the private
financial industry for organizations, individuals and institutions which:
are involved with corporations, big projects and privatization, and their financiers,
which destroy the environment and violate human rights;
are campaigning about trade agreements, such as the GATS agreement, in which
opening of the financial services market is on top of the agenda without any
democratic scrutiny;
want to free the world of unstable international capital flows and complex financial
services that undermine entire economies and people’s lives;
want to solve debt problems of developing countries, which reduce government
budgets intended for eradicating poverty, social improvements and promoting
environmentally friendly development;
want to avoid the widening gap between rich and poor in all countries and work on
alternatives to the current globalised free market economy;
understand what goes on behind corporate scandals such as Enron and Parmalat.

The report is published by the Centre for Research on Multinational Corporations (SOMO), a
non-profit research institute that advises non-governmental organizations and trade unions in
the Netherlands and worldwide.

Research for this report was based on information from literature, data bases, NGO analysis
and input at workshops in Cancun (12 September 2003), The Hague (19 November 2003)
and Amsterdam (13 January 2005), and last but not least the sector, country and corporate
reports commissioned to Business Watch Indonesia. The expertise of SOMO researchers
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and writing by Myriam Vander Stichele lead to the analyses and results of this report. Thanks
go to Martin Koehler (Campagna per la reforma della Banca Mondiale), Peter Wahl (WEED),
Johan Frijns (Bank Track), and others who commented and supported the writing of the
report. In beginning 2005, the report was updated with the assistance of Jante Parlevliet to
incorporate most important new events.

SOMO s research of the financial sector is part of a four-year program of research of sectors
of importance to civil society, poverty eradication and sustainable development, financed by
the Ministry of Foreign affairs in the Netherlands. Financial support for researching the
financial sector also came from NOVIB (NL).

Myriam Vander Stichele

Amsterdam, April 2005
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Glossary

This report explains many words used in the financial services industry, mostly in chapter
one. A word that is explained for the first time in the report is underlined. Below are some
general terms used throughout the report.

Assets

Anything that has commercial or exchange value and is owned by a business, institution or individual,
for instance shares or real estate.

Bailing out

Financial support by governments to banks or other financial firms that are in financial distress and
could go bankrupt, possibly disrupting the whole economy.

Bond

An interest-bearing security issued by governments, banks or companies, which obligates the issuer
to pay the bondholder a specified sum of money, usually at specific intervals, and to repay the
principal amount

Credit risk: the chance that the debtor will not repay the loan or other form of debt (e.g. a bond).
Collateral: something of value that is given as a guarantee for repayment of a loan or other form of
debt. Often it concerns real estate but many other assets can be used, including land, part of a
business, or financial assets. In case the borrower fails to repay the loan on the agreed terms, the
bank will have the legal right to seize the collateral.

Debt finance: with this form of finance, the financiers lend money to a company, government or
project. This can be in the form of a bond or a loan. The returns of the loan and bonds are normally
fixed.

Deposit: a sum of money lodged at a bank or other depository institution. The money can be
withdrawn immediately or at a agreed time (‘time deposits’). Sometimes deposit earn interests,
especially if it concerns a time deposit.

Derivative

A contract which specifies the right or obligation between two parties to receive or deliver future cash
flows, securities or assets, based on a future event.

Equity finance: in this form of finance, financiers buy a share in the company or project and are thus a
partial owner. Their returns depend on the success of the firm/project.

Equities

Ordinary shares, i.e. ownership interests possessed by shareholders in a corporation, as opposed to
bonds.

ET

In references means: the Financial Times

FTEM

In references means: Financial Times Fund Management (weekly review of the investment industry)

Glossary 9
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Institutional investors

Investors with large amounts of funds under their management, such as pension funds, insurance
companies, mutual funds and bank trust departments.

Principal

Amount of a loan, separate from interest to be paid.

Securities

Bonds, shares or stock, and derivatives.

Securitization

Process of bringing together in a pool debt instruments (e.g. loans) which generate predictable cash
flows, then selling to investors new securities backed by the pool.

Stock

Is the equivalent of the UK term share(s).

Share

Units of ownership in a company, issued by a company as a means of raising long term capital;
shareholders receive some part of the company s earnings through dividends; "voting shares" carry
the right to vote at company meetings.

Reserve requirements: requirements on the amount of funds a bank has to hold in reserve against
deposits made by their customers. This money has to be held in the vaults of the bank, or the
respective central bank.

Underwriting

Introducing new shares on the stock market and assuming the risk of buying the new issue of shares
or bonds from the issuing corporation or government entity and reselling them to the public; the
underwriter guarantees to buy any shares of a share issue which are not bought by the public, which
creates public confidence.

Syndicated loan: loans for large, possibly risky commercial or government projects provided by a
group of banks and other financial institutions, called a bank consortium or a syndicate.

Option: a contract between two parties that offers the buyer of the option the right to buy (or to sell) an
asset (e.g. a financial security) from (to) the contracting party at a agreed upon price, within a certain
period of time.

Future: a contract between two parties in which the buyer of the future party is obliged to buy (or to
sell) an asset (e.g. a financial security) from (to) the contracting party, at a agreed upon price, within a
certain period of time.

Glossary 10
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Some figures to compare

Gross Domestic Production (GDP) in 2003

Gross domestic product of the economically richest country, the US
GDP of the reported poorest country, Kiribati

Total GDP reported in the world

Gross National Income (GNI) per capita 20032

GNI per person in the richest country reported, Luxembourg
GNI per person in the poorest country reported, Ethiopia
World GNI per capita

FDI

Total world foreign direct investment (FDI) in 2002
Total FDI to developed countries in 2002

Total FDI to developing countries in 2002

AID
Total official overseas development aid (ODA) in 2002
Additional annual aid needed to achieve Millennium Development Goals

Debt5

Total debt of all developing countries in 2003

Total debt by all developing countries to private creditors
Developing countries’ use of IMF credit in 2003

6
Trade
Total world exports of merchandise in 2003
Total world exports of commercial services in 2003

Financial markets in 2003’

Total value of equities (world stock market capitalization) in 2003

Total world value of public and private debt securities in 2003

Total value of assets managed by commercial banks (bank assets) in 2003
Value of US mutual fund industry in January 2004

Value of US hedge fund industry in January 2004

Notional value of global amounts outstanding of

over-the-counter (OTC) derivatives by June 2003

Total recorded claims on offshore centres in the second quarter of 2003

$ 10, 949 bn ($ 11,0 trillion)
$ 0.055bn ($55 million)
$ 36,460 bn ($ 36.5 trillion)

$ 45,740
$ 90
$ 5,510

$ 651 bn
$ 460 bn
$162 bn

$58 bn
$ 40-60 bn

$ 2,554 bn ($ 2.6 trillion)
$595,1 bn
$106,9 bn

$ 7,579 bn ($ 7.6 trillion)
$ 1,729 bn ($ 1.7 trillion)

$ 31,202 bn ($ 31 trillion)
$ 51,305 bn ($51 trillion)
$ 47,834 bn ($ 48 trillion)
$ 7,537 bn ($ 7,5 trillion)
$ 795 bn

$ 169,678 bn ($169.7trillion)
$ 1,800 bn ($ 1.8 trillion)

Some figures to compare 11
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Profits of financial firms
Total net profit of the 41 financial firms that belonged to the 100 biggest

global companies in 2002-2003 s $166.9 bn

Total net profit of Citigroup, the world s top financial firm, in 2004 $17.0bn
Commissions paid by migrant workers for transferring earnings home,

according to US Treasury registration in 2001 more than $1bn.
Pensions

Total pension fund assets of the world s top 5 pension markets in 2003 $13,077 bn

Pension funds are world wide under funded by 20% $1,500 bn to $2,000bn

13

14

15

World Bank, Quick Reference Tables, Total GDP 2003, at www.worldbank.org

GNI differs from Gross National Product (GNP) in that it includes a terms of trade adjustment. See: World Bank, Quick
Reference Tables, GNI per capita 2003, at www.worldbank.org

UNCTAD, Development and Globalization. Fact and Figures. 2004, p33, at www.unctad.org

OECD, OECD Report Shows Rising Aid Flows but More Effort Needed to Reach Monterrey Goals, 28 January 2004.
World Bank, World Development Indicators 2005, table 4.16, at www.worldbank.org. Developing countries here refers to
World Bank’s low and middle income countries

World Bank, World Development Indicators 2005, tables 4.5 and 4.7, at www.worldbank.org

IMF, Global financial stability report, April 2005, p. 163

Grace Toto, Monthly statistical review, SIA Research Reports, 20 September 2004, p 27, at www.sia.com

Kyle L. Brandon, The State of Hedge funds: 2004, SIA Research Reports, 20 September 2004, p 6, at www.sia.com
BIS, Quarterly review, March 2004, p. A99

BIS, The international banking market, in Quarterly review, December 2003, p. 16

Forbes 2000 list, March 2004, at: www.forbes.com : based on a composite of sales, profits, assets and market value;
including figures of net profits in 2003 and 2002.

Citigroup, Annual Report 2004, available at www.citigroup.com

J. Authers, Mexicans send more than $ 1 bn back home in July, in FT, 19 September 2003.

Watson Wyatt, in S. Targett, Pension gloom is lifting, in FTfm, 19 January 2004, p. 2

Some figures to compare 12
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Chapter 1
Financial services: what they are,
some trends and critical issues

Introduction

The private financial industry, or “financial services sector”, makes money by raising and
allocating capital, and by providing protection against many kinds of risk.

The various financial services and the ways in which they work will be explained in this
chapter. The latest trends, problems and some critical issues relating to sustainable
development and poverty eradication will also be outlined for each branch of financial
service.

Some financial services may seem obvious, whilst others are much more complex and less
transparent to the general public or civil society organizations.

Chapter 2 will give more insight into which firms provide the various financial services, and
the structure and the trends in the financial services market. Issues related to developing
countries, corporate responsibility, regulations and liberalisation of these financial services
are also explained in separate chapters.

The overview below is organized categorically with the services the financial industry offers.

These financial services categories are also used in the free trade agreements, including the
agreement on services in the GATS agreement of the WTO (see chapter 6).

Chapter 1 - Financial Services 13
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1.1 Banking

1.1.1 Retail banking and commercial banking

Retail and commercial banking refers to banking services open to the households and small
companies. In contrast, corporate banking focuses on large, corporate and institutional
clients (‘wholesale clients’) only.

Commercial banking

There are different kinds of retail banks. The biggest group are the commercial banks, which
service both households and small and medium enterprises (SME’s) and wholesale clients.
Typical services of commercial banks to households and SME’s are acceptance and
repayment of deposits from which banks make commercial, consumer and mortgage loans.
In addition, they provide different kind of payment services like bank cards, credit cards and
e-banking. The services offered to big corporate clients are similaralthough the type of
services provided by corporate banking divisions of financial institutions are much more
extensive.

Other types of retail banks

In the retail sector, in addition to commercial banks there are also some other financial
institutions where you can keep a deposit (sometimes also referred to as ‘thrift institutions’).
In the US especially, Savings and Loan’s (S&L) banks are an important banking institution.
They obtain funds through deposits, and use these mainly to provide long-term mortgage
loans. Mutual savings banks operate similarly. However, their organizational structure is
quite different, since the depositors own the bank. Finally, credit unions are small cooperative
deposit institutions that are often organized around a union or a firm. They obtain funds by
issuing deposits and use these to make particularly consumer loans.

Trends and critical issues

Market Segmentation

Studies show that 20% of the customers at retail and commercial banks generate as
much as 200 percent of the profits whilst the remaining customers actually undercut
profits.2 In response, many banks in western countries in the 1990’s decided to divide
up their services around the customer, rather than around products or channels,
according to the profits made from various client types.3

Clients, regardless of whether they are received in person, through the internet or call
centres, are then dealt with according to a pre-set level of services, fees, and
privileges.4 Services to the ‘poor’ have been drastically cut whilst services to small
and medium-sized enterprises (SMEs) are much less than to those for the larger
corporations.

Chapter 1 - Financial Services 14
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Closing branches and opening redesigned branches

Market segmentation has also resulted in closing and streamlining branches in most
western countries. Those remaining branches focus on selling financial products,
which earn more profit (i.e. loans) from richer clients. Call centres and automatic
tellers, which replace branch staff, often leave the client wondering if "there’s anybody
out there?". In the Netherlands, the amount of bank branches was reduced by 40% in
5 years, i.e. from 7 000 in 1998 to 4109 in 2003.5

Many banks have been losing clients due to the downgrading of retail services but in
the last year or so in some cases, client contact has been re-valued and steps have
been taken to improve human-to-human contact. Clients of Barclays and HSBC in the
UK and others should watch out for the new branch trend, which is all about "eye
contact" and offering a "library" setting, where you can sip coffee and read
promotional brochures. Even though the redesign is aimed at increasing customer
satisfaction, cutting costs to increase revenues means you will still have to do many
transactions yourself.6

Reducing direct services for the poorer

In line with market segmentation and cost cutting or profit opportunities, banks are
pushing or obliging customers to use cheaper automated services or automated
channels such as the internet or automatic money distributors (ATMs) for transactions
on one’s personal account. For example, in the Netherlands cash dispensers on the
street must be used to withdraw Euro 500 or less, which is a problem for many
including the elderly.

Many European banks in 2001 intended to switch the 80% of the least profitable
clients to automatic channels for low added-value transactions, and at the same time
sell to these clients different products through the internet.” One tactic to persuade
people to use the automated services is to offer better interest rates on deposits
made on the internet, even though e-finance is not yet fully secure.

Sometimes banks exclude the very poor8 from services by, for example, identifying
city areas, or “red-lining” areas, on the map considered poor, where banks refuse to
provide certain financial services. And within these areas low-income households do
not have access to mortgage loans.”

In developing countries, the very poor often have no access to saving accounts or
they have to pay for them. Those already excluded from society, the marginalized
and poor, are often excluded even further due to their lack of access to basic financial
services and most countries don't have laws obliging banks to provide access to
basic services.
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Cross selling
Banks distribute other financial products to clients through existing branches,
including insurance products and policies, and mutual funds.

Customer’s choice?

Theoretically consumers can freely choose and change their retail banks but in some
cases it is not possible to retain account numbers when changing banks, which
makes changing banks less interesting. New laws in some Western countries allow
customers to keep their account number if they switch, which is intended to increase
competition and improve customer customer service.™

Run on the banks

When clients loose trust in their bank, fearing that it will go bankrupt, they run on the
bank, to get their money out. Since banks do not actually have all their clients’
savings in the vaults available for full withdrawal at any one time, clients ‘running on
the bank’ could result in the bank collapsing or exacerbating an wider, existing
banking crisis.

The risk of a run on the banks is still a problem in developing countries as was the
case in Argentina during the financial crisis from 2001 onwards and in Zimbabwe in
January 2004." In some countries, foreign banks are often trusted more, but it is the
richer people who can afford their more expensive services. Not all countries require
banks to have a deposit insurance system, which guarantees the repayment of at
least some of the clients savings.

Transfer of migrant remittances

The cash sent home by migrant workers, in many developing countries, exceeds the
capital inflow from foreign direct investment. Traditionally these transfers were sent
by money order, which had high commission fees. In 2001, the US Treasury
registered more than $1bn commissions made by migrant workers.

The surge in electronic transfers has allowed more financial firms to enter into this
oligopolistic financial service sector, thus increasing competition, which has lead to a
drop in commission fees. At the same time, migrant workers can more easily send
smaller sums of money back home. "

1.1.2 Lending of all types and related services

For many banks, offering loans is a significant business and is one of the ways the bank
actually creates money. Loans can take many forms (credit cards included) and can go to
individuals, companies, other banks (or inter-bank lending), large projects, governments or
governmental organizations.
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Mortgage banking

When a bank sells a loan for real estate, sometimes combined with insurance and mutual
funds, they are selling a mortgage. The bank’s revenue comes from the commission fees
and servicing the debt (loan servicing) by way of interest payments, and sometimes from the
resale of the loan to other investors.

Project lending

Project loans refer to loans for big projects by governments or corporations for the
construction of infrastructure including oil pipelines, powerhouses and dams. These loans
often contain loan covenants or agreements between the lender and the borrower about
what the borrower should or should not do, such as regular reporting, adequate insurance
and asset reserves.

Trends

Syndicated loans

Syndicated loans are loans for large risky commercial projects or for governments
and are financed through a group of banks and other financial institutions called a
bank consortium or a syndicate. The bank coordinating the consortium and the
syndicated loan could be different from the banks’ providing the loans in the
consortium.

Credit risk mitigation

Banks have mechanisms, through credit derivatives and credit securitization (see
below), which they use to spread out the actual risks of the loans and credit. Risk
mitigation instruments are used by banks which concentrate credit in certain sectors
of their expertise and are vulnerable to heavy losses should the particular sector take
an economic downturn. Risk mitigation instruments are considered by some as being
one of the reasons Brazil was affected by the Asian financial crisis in 1997-98.

Credit risk mitigation instruments are contracts that are mostly traded13 between
bankers and investors. The credit derivative market was estimated at $ 40 bn
(outstanding notional value) in 1996 and $ 1.2 trillion at the end of 2001. The massive
growth is expected to continue and to reach an outstanding notional value of $ 4.8
trillion by the end of 2004."

Credit derivatives

Relatively new to the commercial banking sector, but on the rise over the past 5
years, a credit derivative™ is a contract between two parties that allows for the use of
a derivative to transfer credit risk from one party to another. The derivative is based
on a credit, either a loan or bond in most situations.

The derivative contract stipulates the fees the two parties pay each other, depending
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on the kind of derivative and the risks (e.g. non repayment of the loan) covered. The
protection buyer, most often the bank, remains the owner of the original loan.

The most common credit derivatives are credit default swaps16 which are agreements
where credit risk and fees of a third party are transferred from one party to the other.
The first party in the swap is a lender and faces credit risk from a third party. The
counter-party (or the protection seller) in the credit default swap agrees to insure the
default risk in exchange of being paid regular periodic payments (i.e. essentially an
insurance premium).

If the third party defaults, the second party assuming the risk will have to purchase
from the first party the defaulted asset. In turn the protection seller pays the protection
buyer the remaining interest on the debt as well as the principal.

Other forms of credit derivatives are total-return swaps, and credit-spread put option
contracts. The number of types of credit derivatives that are traded among protection
buyers and risk sellers is ever increasing.

Securitization

Securitization involves the packaging of debt (like loans or mortgages), which
generates predictable cash flows, in a pool and selling these to investors in the form
of securities. Securitization is a relatively new but fast growing form of debt financing.
Over a period of 20 years, securitization became one of the largest sources of debt
financing (or credit provision instrument) in the US and is also on the rise in Europe
and Asia.

The securitization of (bad) loans and other debt instruments means the credit risks is
removed from the bank or loan provider and is spread among the buyers of the
securities. As a consequence, it becomes unclear exactly who assumes the risks.
However, ltbe point is that the bank that provides the loan, does not have to deal with
bad debts™ .
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Project finance

Chapter 1 - Financial Services 19



Critical Issues in the Financial Industry m

Critical issues in lending services

Credit to small and medium entreprises (SME’s) lacking and too expensive
Most financial firms see lending to SMEs as a high risk and administratively costly,
which mean SMEs have less access to credit and the interest rates they pay are
higher than what larger corporations are offered. Yet, SMEs are often the most
dynamic and innovative segment of many countries and provide the bulk of
employment. This problem is sometimes recognized at the national or international
levels but it has not been successfully resolved.

To promote economic growth and reduce escalating poverty, delegates at the Summit
of the Americas in January 2004, called for the promotion of small credits to
individuals and small producers.18 Ironically, the Summit also called for more free
trade. It is exactly the fierce competition within the financial service sector, as a result
of free trade, that has lead to SMEs being denied credit due to their high costs and
perceived risks. For example, in Mexico, the entry of foreign banks has not lead to the
improvement of the banking sector as many had hoped. Foreign banks, especially
Spanish and US ones, now control 80% of the banking sector. Although rich clients in
generally are being served well, households and SME’s have a hard time getting
loans from these banks. This situation has led the Mexican central bank and
politicians to publicly raise concerns, since foreign banks are often also harder to
regulate than domestic ones. Under the current climate, it is unlikely that more credit
will become available to SMEs without government intervention and support. The
World Bank has started trainings, with Citigroup, to promote the financing of SMEs in
Latin America

Minorities have less access

Research has revealed that African-Caribbean businesses have extra difficulties in
the UK accessing finance due to discrimination and a lack of trust.® Some banks
around the world promote ethnic banking to attract the minority and immigrant clients,
however gaps remain between bank policies and implementation.

Predatory lending

In some countries, banks and other financial firms aggressively sell easy loans with
high interest rates designed specifically to exploit vulnerable and unsophisticated
borrowers. People in metropolitan areas in the US -including minorities, low and
middle income borrowers, women and others excluded from mainstream credit- are
particularly targeted and victimized by predatory lending and high interest rates,
which further marginalizes these groups in society.20 Existing laws do not protect
these vulnerable members of society but rather sanction predatory lenders.
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Credit cards

Credit cards provide easy access to advanced payment and credit at home and
abroad. They make payments easier for the business sector and those who travel
because they avoid having to carry large amounts of money or foreign currency.
However, they have also severely increased indebtedness. The interest rates, which
are paid when payment is not immediate upon receiving the bill, are higher than for
credit from banks.

The level of personal indebtedness due to credit cards has reached crisis levels in
various countries including the US and UK because credit card holders purchase
items they can’t afford otherwise. In South Korea where credit cards have been
made readily available and consumption has been encouraged by governmental
incentives, many clients were unable to repay their debts when the economy slowed
down (US$ 5.8bn of unpaid bills in September 2003).21 The government has had to
intervene at the end of 2003 in order to prevent credit card providers from collapsing,
thus affecting the whole South Korean banking system.22

At the same time, credit cards are marketed in increasingly attractive ways. They
target specific groups like the young, who they hope will fall into debt at an early age,
thus remain lifelong credit card customers. Visa designed a mini-credit card for young
Asian consumers that attaches to a necklace or a bracelet.”” In order to attract
customers, affinity credit cards are offered and allow customers support charitable
causes through their payments.

Non-banking financial services

Increasingly companies that do not offer financial services in their core business (i.e.
supermarkets) have started selling credit products as well as credit card services.
For example, in Canada the big chain supermarkets now have ‘banks’ on site, which
can arrange a loan, a mortgage and take care of your savings. They are getting into
the financial service industry because they want to keep their shopping customers
and create a ‘one stop shopping/banking’ experience.

Debt market

When developing countries have problems paying back their loans, sometimes the
debt is written off from the lending banks books (through bad loan provisions), and/or
sold by the lender, at a reduced price, to another financial service provider, who then
tries to recover the whole loan. This means that developing countries are pressed to
repay their loans while the lenders have already written off or reduced the value of
the loan.

Banks and other international financial firms that lend to developing countries come
together in informal networks like the "London Club" when repayment problems
occur. They collectively look with the defaulting developing countries at repayment
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strategies, but generally this benefits the banks the most.

Credit risk mitigation products create new risks

Credit risk mitigation products, like credit derivatives, transfer the credit risk away
from banks to third parties. Perhaps this is why banks survived the rough financial
patch from 2001-2002 where loan defaults increased because the economy slowed
down and the stock markets dropped, and where the financial capacity of many
individuals and corporations was weakened.

However, regulators and experts worry that these credit mitigation mechanisms could

destabilize the banking system because:
The access to credit risk mitigation instruments might encourage the credit
providers to take more risks, or to be less prudent in assessing and monitoring
borrowers after the credit contract is signed.24 Too many bad loans might
increase banks risks and lead to destabilizing the banking system25, the
opposite of what risk mitigation instruments attempt to do.
Currently supervisors are afraid of unchecked, concentrated accumulation of
credit risk.”® It is not fully clear to regulators where all the risks are being
transferred to, and the possible consequences. Especially insurance companies
are active buyers of credit derivatives, and thus indirectly sell banks protection
against credit loss. Mutual and pension funds have also heavily invested in
these instruments” . Defaults on loans will now thus potentially endanger the
financial position of these investors (and the households whose money they
manage).
The pricing of credit derivative contracts are complex to calculate and
document, and all the potentially important factors might not be included in the
model that calculates the risk,28 upon which the derivatives are based, resulting
in some unexpected and heavy losses for the buyer.

More borrowing through low interest rates

Banks providing consumer credit and loans for housing or business profited in 2003
when the interest rates in many (western) countries were at a record low.

Low interest rates means credit is cheap and therefore more people tend to take out
loans. Banks profit from high lending despite the relatively small profit margins from
the difference between interest rates banks provide for savings accounts and the
interest rates they earn from lending. The problem is that when interest rates
increase, the rates for existing loans will also increase and the cost for servicing the
debt increases. If lending has been arranged without a careful assessment of an
individual or company’s payment capacity in a worse case scenario, the banks might
be left with bad loans.” This could undermine the bank’s profitability, which
undermines services for clients, the bank as a whole and potentially the whole
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economy.

Micro-credit financing

Because large national and foreign banks are not interested in providing small
amounts of credit, micro-credit schemes have begun to flourish in poor and low
income areas.

The spreading of the micro-credit institutions, like the Grameen Bank, indicates that
there is a great demand for small amounts of credit and their payback success rate
indicates that low-income people can be a good credit risk. Alternative banks and
investment schemes try to provide the capital micro-credit institutions require. The
World Bank and even mainstream banks have bourgeoning interest in micro credit.
For example, ABN Amro opened a micro-credit division in Brazil. It has however been
faced with the problem of selling the micro-credit product (loans) to weary and
suspicious entrepreneurs in the informal economy. ABN Amro wants the micro-credit
project to be profitable within 2 years.30 There are many dilemmas when large donors
and mainstream bankers and investors get involved. The benefits and the
disadvantages have to be carefully weighed in order to judge whether this
mainstreaming is the best way to support poverty eradication.

Lending practices that undermine the economy:
“Tanzi finance”

+

%
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1.2  Services related to securities and asset management

Financial firms profit, i.e. make money, through financial products dealing with securities
including the issuing, trading and managing of securities. In addition, financial firms trade
and manage various other assets such as savings, foreign currencies, real estate,
commodities and gold.

1.2.1 Investment banking

Unlike traditional banks, investment banks do not accept deposits from, nor provide loans to,
individuals.

a. An investment bank is an institution that acts as an underwriter or agent for companies or
governments issuing securities (bonds and shares). The services of an investment bank
support the introduction of new shares to the (stock) market.

By underwriting, the investment bank buys all the new securities from the issuer
(a company, a government) at an agreed upon fee, thus the issuer is
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guaranteed a certain minimum amount raised from the issue, while the
underwriter bears the risk. The underwriter then resells the new shares directly
to the market or to another investor. The underwriter guarantees to buy any
shares which are not bought by the public (which creates public confidence).
The profit for the underwriter is in the difference between the price paid to the
issuer and the public offering, which is called the underwriting spread.

The investment bankers role begins with pre-underwriting counseling and goes
on with pricing of the securities, stabilising the price of the issue during the
offering, and often continues after the distribution of securities is completed, in
the form of ongoing expert advice and guidance, often including a seat on the
board of directors of the company, and stabilising the price of the security
during the distribution period. Investment bankers can also form an underwriting
aroup, which pools and therefore distributes the risk.

In other arrangements, investment bankers market a new issue without
underwriting it, acting as agent, and taking a commission for whatever amount
of securities the banker succeeds in marketing.

b. Investment banks play a large role in facilitating mergers, acquisitions and corporate
restructuring through advice (in return for high fees) and financing.

c. Investment banking also deals with converting loans and other assets into securities

(securitization).

The investment banking industry is roughly divided between those clients with more than $ 1
bn in revenue, those in the middle market, and those in the smaller market with revenues of
around $ 25 million.

Trends

Less business after the dotcom bubble burst

During the economic and stock market downturn of 2001-2002, fewer businesses
were interested in issuing new shares, which resulted in less income for investment
banks. Just prior to the slump, investment banks were increasingly selling new shares
particularly from those IT (information technology) companies, which helped create
the dot.com bubble. In 2004, after three years of retrenchment, investment banking
saw a rise in business again, party due to an increase in equity underwriting.31

More bonds

Issuing corporate bonds has been on the rise as investors are weary of the unstable
income from stock markets in recent years.32 Moreover, bonds have become a major
instrument for corporations to raise capital rather than going to the bank for loans.
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Companies that were at edge of bankruptcy have been issuing junk bonds which
were bought by investors willing to take high risks of losses in case of bankruptcies,
with sometimes high returns if the companies recovered.”

Slow down and rise of mergers and acquisitions (M&A)

Many investment banks strongly promoted multi-billion dollar M&A, which during the
boom years inflated the stock market, and earned these investment banks huge
profits. Some financial conglomerates expanded their investment banking operations
during the ‘high’ times, at the expense of retail banking.

The benefits of M&As are not always obvious as many companies are left with
massive debts that are difficult to repay in an economic downturn (e.g. Vivendi), while
research shows that problems with merging corporate cultures and management
systems is known to contribute to more than 60% merger failure rate. Recent
corporate scandals at Ahold and Parmalat are, in some circles, considered a
consequence of expanding too quickly through M&A. Recently, mergers and
acquisitions have been on the rise again. In 2004, M&A were at the highest levels
since 2000, and this trend is likely to continue in 2005.*

Prospectus with insufficient information

Investment banks offer a share prospectus to the public when shares are issued. Due
to problems of insufficient information for potential investors to assess the price and
value of the shares, more and more regulations have been legislated to guarantee
that investors are warned against the potential risks of losses.

The role of banks in the collapse of Parmalat

%
* % % %
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Critical issues

World Bank bonds

Many investment banks underwrite World Bank bonds, which are bought by
institutional investors including pension funds or funds managed by banks. The World
Bank gets 80% of its funds from the selling of its bonds. Many civil society groups
criticize World Bank’s “structural adjustment” programs that make World Bank loans
to developing countries conditional to all kinds of questionable policies. A special
network has been established to boycott the World Bank bonds issues on private
capital markets™.

Conflicts of interest between investment banking side and analyst side of
banks

Banks that underwrite and deal in issuing securities are often the same banks that
provide asset management services and advisory services to individuals or
institutional investors who buy securities. It has become apparent, after years of rising
stock markets, that some investment banks that assumed this dual role have been
misleading investors with biased research in order to win clients (see box).*?
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Some CEOs have been offered better-priced securities of new issues if they bought
additional banking services from the investment bank. Remember having issued new
shares, underwriters occasionally become members of the board, which suggests
closeness between the underwriters and the board of directors.

Investment banks, with inside knowledge of corporations, also reap the rewards of
high stock prices as well as of dumping shares in due time before they loose their
value, while the shareholding public is often left holding worthless paper.

Bursting of the dot-com bubbl

The stock market decline over 2001-2002 set the stage for growing queries regarding
how investment banks valued shares and how analysts from leading financial
conglomerates advised them. It was the collapse of energy trading company Enron at
the end of 2001 that set off alarm bells due to falsification of balance sheets and
corporate cover-ups by one of the biggest auditors Andersen.

The scandal opened a floodgate of investigations into the overall standards and
practices of the American financial services industry, which drew into the fold the big
auditors and rating agencies. The world top investment banks such as Citigroup,
Goldman Sachs, J.P. Morgan and Morgan Stanley were fined huge amounts of
money, paid in 2003, together totalling more than $ 1.4 bn*, for conflicts of interest
and generally misleading investors in the US (see box). The banks had to restructure
their operations and sever the analyst division from the investment bank division by
erecting a “Chinese Wall” to ensure the two service divisions and employees never
collude, and avoid further conflicts of interest and corporate crime. Also in Europe,
new rules and ways of operation for analysts have been discussed.

Scandals at financial firms
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Developing countries pressured to sell too many bonds

Governments of many developing countries issue bonds to finance their deficits and
development plans. They are advised and sometimes pressured by investment
banks. After the 1997 financial crisis and after the IMF programme was completed in
2003 the banks began to pressure the Indonesian government to issue higher
volumes of bonds, but the government hesitated for fear of destabilizing the recovery
with more debt.*

Banks issue government bonds even in times of financial difficulty or crisis, which
raises questions as to whether banks properly assess the repayment capacities of
these governments. If the debts become too high and governments cannot repay the
bonds in due time, bond investors are pressuring to have payment of their bonds
prioritized. With no international agreement on orderly bond debt restructuring or
cancellation, the economy and poor people of a country suffer most from the bond
repayment obligations.

1.2.2. Private equity firms®™

Like investment banks, private equity firms raise funds for companies from private investors.
In contrast to the traditional operations of investment banks, they do not raise money on
public stock markets, but through direct intermediation between companies and investors.
Wealthy individuals or institutional investors like pension funds can invest their money in a
private equity fund, which the management directs towards companies. Many large
(investment) banks now have their private equity divisions. Their activities can be divided in
two main categories:

- Buy-outs: the buying of (parts of) companies that they perceive to be undervalued by other
investors, often because of troubles the company is facing, Private equity firms then buy
those companies, reorganize them with the aim of selling them at a higher price.

- Venture capital: the finance of starting companies often in fast-growing sectors.

Trends & Critical Issues

Major growth

The private equity market has grown enormously since the 1990s. In 2001, global
private equity investments market were at just below $ 100bn; in 2004, they had risen
to just over $ 300 bn. European investments accounted for half of the investments,
the US followed.*

What about accountability?

Through buy-outs, private equity firms buy firms of the stock market and get direct
control over the management of companies. What happens in the company owned by
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a private equity firm is much less public than publicly listed companies, for example
due to the absence of disclosure requirements for privately owned firms. Some have
expressed their concerns over the lack of accountability as a result. The private equity
management can change the staff and personnel much easier than would be possible
in a company listed at the stock market, since there are no shareholders they have to
explain there policy to.>®

1.2.3 Research, trading and brokerage

All kinds of firms are active in the intermediation of buyers and seller of securities. For
example, analyst houses and various research departments from financial firms sell their
services to investors who trade in securities or other assets including currencies, gold and
commodities. Financial firms also sell various trading services including executing orders to
trade and clearing securities trading.

Stock exchanges

It should be remembered that stock markets are also privately owned companies. Worldwide,
there are hundreds of exchanges. In practice, a few of them dominate global markets,
including the New York Stock exchange, the NASDAQ, the London Stock Exchange,
Frankfurt's Deutsche Bérse in, Euronext and Tokyo’s Stock Exchange **. As a result of the
globalisation of capital markets, and the increased competition from purely electronic trading,
there have been incentives for stock markets to cooperate or merge with others. The
Amsterdam, Paris and Brussels stock exchanges already merged into Euronext. In the
beginning of 2005, there has been much speculation on what is going to happen with the
London Stock exchange; Deutsche Bdrse and Euronext were contesting a takeover.

Critical Issues

Risks of stock exchange consolidation

The consolidation in the stock exchanges is said to bring more liquidity through larger
markets, and so increase efficiency. However, some have expressed their concerns
about the current mergers and takeovers. For example, some fear that through a
takeover of the London Stock exchange, competition on the European continent
between different stock exchanges will disappear, so that the prices for — especially
smaller - securities traders could increase. There should thus be more supervision on
stock exchanges at the European level, to guarantee a level playing field>>. The
British Financial Services Authority expressed its concerns over a possible takeover,
since the London exchange could be moved to another jurisdiction. In that case, other
regulations would apply, and this could jeopardize the current safeguards in place
that protect both investors and companies listed on the exchange®®.
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Brokerage
Brokerage houses and brokers within financial firms are intermediaries between a buyer and

a seller and usually charge a commission. A broker who specializ